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Foreword

During the unprecedented COVID-19 pandemic, the state has become more
prominent and its role has been tested. By necessity, the entire public sector
mobilized to respond to and mitigate the severe socioeconomic impacts of this
global health emergency and to support the recovery. In many countries, state-
owned enterprises (SOEs) are at the forefront of this response, given their important
roles in key public service and infrastructure sectors such as health and education,
transportation, energy, and finance. Public health actions and travel restrictions
affected not only SOE revenues but also expenditures, as a result of state fiscal relief
and stimulus measures. This has had an adverse impact on the financial situation, and
sometimes the viability, of many SOEs, thus exacerbating fiscal costs and risks already
affecting governments and their stretched balance sheets.

The COVID-19 crisis has also tested the state’s ownership

THE SOE LEADERSHIP TOOLKIT, role and the effectiveness of SOE management teams by
exposing the underlying weaknesses in countries’ and SOES’

DEVELOPED JOINTLY BY corporate governance frameworks and capacity. The call

THE WORLD BANK AND IFC to “rebuild better” post-pandemic will increasingly obligate

SOEs to demonstrate sustainable approaches that take into
THROUGH A MULTIDISCIPLINARY consideration the management of environmental and social

TEAM, LEVERAGES BOTH risks as well as the impact of their economic activity on climate
change and communities.

INSTITUTIONS” COMPLEMENTARY

PERSPECTIVES, RESOURCES, Silver linings of this crisis include increased recognition of

improved corporate governance standards, and practices and
AND EXPERIENCE IN WORKING  asense of urgency to strengthen the performance of SOEs,
WITH THE SOE SECTOR AND THE tg ensure their sustainability and mitigate mounting fiscal

risks. The World Bank Group’s new Integrated SOE Framework
STATE AS AN OWNER. (iSOEF) responds to these developments and provides a holistic
approach to SOE reform.

It is essential that the capacity of SOE leadership, as well as
the capacity of policymakers and regulators be strengthened. Yet most developing
and middle-income countries are not equipped with established SOE-specific training
or capacity-building programs. Boards and senior management of SOEs require
contextual training to help them effectively manage crises, improve the performance
of their company, navigate the multiple principal-agent challenges, and balance
competing commercial and noncommercial objectives in a transparent manner. There
is also a pressing need for capacity building of government ownership and oversight
entities and their staff, which often do not have the relevant business experience to
effectively steer and supervise the SOE portfolio.

The Leadership Training Toolkit for State-Owned Enterprises (SOE Leadership
Toolkit) serves to meet this growing demand for a practical SOE-specific training
curriculum and teaching methodology. The SOE Leadership Toolkit, developed jointly



by a multidisciplinary team of the World Bank and IFC, leverages both institutions’
complementary perspectives, resources, and experience in working with the SOE
sector and the state as an owner.

The SOE Leadership Toolkit was designed with a variety of training needs, priorities,
and sponsoring organizations in mind. Using an experiential-learning delivery model,
it offers executives and officials a flexible and modular approach that allows it to be
readily customized to fit different country contexts and training needs. The Toolkit
contains 15 modules covering 4 areas: 1) fundamentals of corporate governance (and
the role of the state); 2) the board; 3) strategy, risk, and performance; and 4) control
environment, transparency, and disclosure. It also includes 4 essential cross-cutting
themes: (i) gender and diversity; (ii) climate risk and resilience; (iii) Maximizing Finance
for Development; and (iv) corruption and integrity and proposes specific entry points
and examples to mainstream these themes in any SOE training program.

We hope that this new SOE Leadership Toolkit will serve the needs of our clients and
help equip SOE boards and senior management with the necessary knowledge and
skills to effectively govern and improve the performance and sustainability of their
organizations. The information in the SOE Leadership Toolkit should help improve the
competitiveness of SOEs, leading to improved performance and financial health, and
ultimately resulting in a positive impact on countries’ balance sheets and growth.

The World Bank Group is committed to supporting its clients’ efforts to enhance SOE
competitiveness, transparency, and performance by strengthening their leadership
and management. We are, therefore, pleased to make this comprehensive SOE
Leadership Toolkit available as a public good and to support its customization and
implementation through country programs and capacity building of ESG training
providers.

£ e }J\w‘/{fﬂ““ Padke

Edward Olowo-Okere Mary Porter Peschka
Global Director Governance Director ESG Advice and Solutions
World Bank International Finance Corporation
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Part | Introduction 3

In

The

troductory Note

Leadership Training Toolkit for State-Owned Enterprises (‘SOE Leadership Toolkit)

was developed jointly by the World Bank and IFC (World Bank Group) to support
countries’ efforts to build capacity of SOE boards and senior managers. It also endeavors
to strengthen state ownership and oversight institutions, given the growing role and
impact of SOEs on public finances, the economy, and delivery of services.

The

SOE Leadership Toolkit addresses the growing need for curriculum content and

teaching methodologies specifically adapted for SOEs. And it allows for use by different

training providers, such as government training institutions, Institutes

THE SOE LEADERSHIP of Directors, corporate governance associations, and professional

TOOLKIT IS DESIGNED
FOR EXPERIENTIAL The SOE Leadership Toolkit is designed for experiential learning by

LEARNING BY
EXECUTIVES AND
OFFICIALS AND C

bodies or universities.

executives and officials and can meet a variety of training needs
and priorities of a range of sponsoring organizations. Its flexible and
modular approach can be readily customized to fit different country
contexts and training needs. Its 15 modules cover 1) fundamentals
AN of corporate governance (and the role of the state); 2) the board,

MEET A VARIETY OF 3) strategy, risk, and performance, and 4) control environment,

TRAINING NEEDS

transparency, and disclosure. Cross-cutting these modules are four
themes: 1) gender and diversity, 2) climate risk and resilience, 3)

AND PRIORITIES OF A Maximizing Finance for Development, and 4) corruption and integrity.

RANGE OF SPONSORING Besides building the capacity of the trainees, the SOE Leadership

ORGANIZATIONS.

Toolkit aims to strengthen the expertise and skills of the public and
private corporate governance trainers. Through the training, all of

and

the parties—new and experienced directors, senior management,
the state as an ownership entity—gain a better understanding of their roles and of

the value of adopting corporate governance best practices. The SOE Leadership Toolkit
also includes the following features:

Engaging adult learners through interactive exercises that draw on the diverse
experiences of the participants

Providing maximum flexibility through a modular curriculum that allows an
institution to tailor programs to suit the needs of the directors it serves

Minimizing institutes’ investment of time and resources for curriculum
development by providing a comprehensive, standardized curriculum that includes
PowerPoint presentations and case studies to enhance the learning experience

Advancing corporate governance reforms by instilling in participants
leadership values that can help them work within their companies or organizations
to adopt the best practices

Fostering long-term relationships with those most likely responsible for
implementing corporate governance best practices within their companies and
organizations

Enhancing the training institution’s brand and authority in the policy-making
process of developing national corporate governance codes

Encouraging participants to be “change agents” of corporate governance
by developing the knowledge and skills to build support within their boards for
implementing best practices
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Coverage of the toolkit

Stakeholder coverage

The SOE Leadership Toolkit is designed for
three SOE stakeholder groups:
¢ Ministry of Finance and Portfolio
Ministry (PM)—referred to as “state/
ownership entity” (also “policy makers”) in
the curriculum

e Board of Directors (BOD)—referred to as
“board” in the curriculum

¢ Senior Management (SM)—referred to as
“top management” or “management” in

Table 1: Structure of the Training Curriculum

Part |- Fundamentals of Corporate Governance
Introduction to corporate governance for SOEs
Role of the state as the owner

Protecting minority shareholder and stakeholder
rights

Part Il - The Board
Board composition and structure
Board’s role, director’s duties, and liabilities

Board practices and procedures

the curriculum Improving the board’s professionalism and

effectiveness
A training may involve a mix of these

participants, so every topic in the curriculum
has been assigned a degree of relevance to the
different groups. Using this relevance guide, the
trainer can further tailor the overall program to
a particular group’s needs and agenda.

Part Ill - Strategy, Risk, and Performance
Developing an effective business strategy
Financial planning and budgeting for SOEs
Financial oversight and decision-making

Risk governance
Trammg framework coverage Part IV — Control Environment, Transparency,

The SOE Leadership Toolkit curriculum is LI T

divided into four parts, each including various
modules that explore the topics shown in
Figure 1.

Internal and external controls and compliance
Financial accounting and disclosure
Nonfinancial information reporting and disclosure

Each of the four parts of the framework
comprises three to five modules that address
specific topics as outlined in Table 1.

SOE procurement

Source: World Bank Group (2021)

Figure 1: Coverage of the Training Curriculum

Fundamentals + explores the principles of good corporate governance and the
of Corporate
Governance

Part roles played by the state, boards, directors, executive managers,

and other stakeholders within the corporate governance system

» explores the establishment of a balanced board, roles and
responsibilities of the board in SOEs, directors’ duties and
liabilities, board practices, and improving board professionalism

P?Irt The Board

» explores the development of an effective business strategy,
financial planning, oversight and decision making, and risk
governance of SOEs
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Control
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Source: World Bank Group (2021)

» explores various aspects of the internal and external control
environment, elements and frameworks for effective disclosure
and transparency, and the procurement practices for SOEs
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See Appendix A: Detailed Training Curriculum
for a framework of the specific topics explored
in each module.

Training curriculum structure

Each module includes the following:

e Contents and schedule—a detailed
lesson plan allocates time for each activity
and directs the trainer to relevant material
(PowerPoint slides, handouts, case studies,
and so on).

¢ Handouts provide background material
and source references.

¢ PowerPoint slides support the trainer’s
presentation and can be modified to
match the branding identity of the
institution sponsoring the training.

e Group exercises provide an interactive
format for participants to apply learnings
and share their views and experiences.

e Case studies (for certain modules)
provide experiential learning and reinforce
the key learnings from the module.

¢ Trainer’s notes walk the trainer through
the handout material, slides, exercises,
and case studies to provide guidance in
conducting the training session.

Duration of the training program

For each module, the time required to cover
the topics adequately is 2-3 hours, depending
on the complexity of the module.

The time required for the entire training
program varies based on the makeup of the

participant group (PM, BOD, SM, or a mix).
Time allocated for each topic reflects the
degree of relevance assigned to that topic
for a particular group. For instance, based

on 5 hours per day of classroom time, the
duration of the training program for PM is 6
days, for BOD it is 7 days, and for SM itis 5
days. For directors or managers prior to their
appointment, the delivery can take place over
the period of one week. For senior officials and
board members, it can be sequenced over a
quarter.

If there is a mix of participants in the training,
the trainer must appropriately design the
training program to complete the seriesin 8
one-day sessions of 5 hours of classroom time
per day.

The modular structure of the SOE Leadership
Toolkit takes into consideration the potential
time constraints for the target audience, and
it allows for a customized/selective training
delivery on specific topics relevant to the
audience.

Training-curriculum design
considerations

To cater to the specific training needs

for the state, board members, and senior
management of SOEs, the contents of the SOE
Leadership Toolkit follow the Organisation

for Economic Co-operation and Development
(OECD) principles of corporate governance
and, more specifically, the G-20/0ECD
Guidelines on Corporate Governance of State-
Owned Enterprises, 2015. See Table 2.

Table 2: Coverage of the G-20/0ECD Guidelines on Corporate Governance of SOEs, 2015

OECD Guidelines Part |
Rationale for state ownership M
The state’s role as an owner M
State-owned enterprises in the o
marketplace
Equitable treatment of shareholders &
and other investors
Stakeholder relations and responsible 7
business
Disclosure and transparency NA
The responsibilities of the boards of NA

state-owned enterprises
Source: World Bank Group (2021)

Part Il Part il Part IV
NA | NA
| | NA
NA | |
| NA NA
| ™ |
NA NA |
| NA |
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References to the OECD Guidelines are
included in the modules and subtopics, with
necessary guidance on frameworks, best
practices, tools, and techniques that can be
leveraged to achieve compliance with the
guidelines.

Development of the training curriculum
leveraged numerous information
sources— primarily the World Bank’s
Toolkit for Corporate Governance of
State-Owned Enterprises (2014), the IFC
Board Leadership Training Resources Kit'
developed in 2008, and the G-20/0ECD
Guidelines. It draws on other references—
from the OECD, IFC, World Bank, among
numerous others—for specific topics. A
detailed list of these references is included
in the module handouts by way of cross-
referencing, and further reading material is
listed under “References” for each module.

Incorporating emerging cross-cutting
themes

The SOE Leadership Toolkit identifies

and explores emerging themes that have

an important place in today’s corporate
governance landscape. It incorporates these
themes into the training curriculum, giving
special attention to their relevance to each
topic covered. These themes include the
following:

1. Gender and diversity.

In keeping with the global focus on achieving
gender equality and empowering women, as
outlined in the United Nations Sustainable
Development Goals, the SOE Leadership
Toolkit incorporates this key theme into the
training curriculum. In several emerging
economies, employees at SOEs constitute

a large segment of the overall workforce.
Accordingly, there needs to be a strong
leadership-driven focus on diversity and
inclusion to ensure that SOEs are inclusive in
their operations and board composition.

To sensitize the board leadership of SOEs on
the issues of gender and diversity, the training
curriculum incorporates, wherever applicable,
a focus on the following:
e Gender equality in HR policies and
practices—recruitment, compensation,
promotion, and so on

e Gender inclusiveness in board composition

e Gender-neutral perspectives for SOE
operations and service delivery

To support the understanding of the
importance of this theme, the curriculum
includes references to it throughout the
coverage of topics and subtopics wherever
applicable. Case studies further enhance the
apprehension and retention of this knowledge.

2. Maximizing finance for development.

Several emerging economies see a future with
limited foreign aid and unsustainable levels

of public debt. Therefore, there is a renewed
focus on domestic revenue mobilization and
other innovative mechanisms to finance
development outcomes. In several countries,
SOEs are some of the largest commercial
entities, making it imperative to recognize their
potential as financing sources for development
projects to drive sustainable economic growth.
However, SOEs are often characterized by
poor performance, unhealthy finances, and
other challenges that prevent them from
competing successfully with the private sector.

Given their importance, SOEs must recognize
their potential role and contribution to the
economy. To help SOEs recognize and realize
their role in financing development outcomes
and supporting economic growth, the training
curriculum incorporates and emphasizes the
following:
e Understanding the importance of SOEs
for financing development outcomes and
driving economic growth

e Strategies for SOEs to create fiscal
space to contribute toward financing
developmental outcomes

e /mpact of investment perspective in SOE
project planning and implementation

The key takeaways will be to understand the
importance of leveraging the private sector,
where there are clear-cut solutions available
for doing so, and to optimize the use of scarce
public sector resources. To encourage these
takeaways, the curriculum includes references
to these points throughout the coverage of
topics and subtopics wherever applicable,
along with case studies to further enhance the
adoption and retention of this knowledge.
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3. Climate change and resilience.

In today’s world of accelerating global
development, climate change and its economic,
environmental, and social implications are

fast becoming a paramount challenge in

every country’s growth, progress, and future
well-being. It is a wide-ranging, complex, and
multidimensional issue, which varies in nature,
degree of impact, and consequences for each
country, depending on the country’s location,
natural endowment, and stage of development,
among other factors. Given this wide variation
and the practical constraints of time, the main
workshop curriculum is limited to the core high-
level basics and principles of climate change
that every state/ownership entity representative,
board member, and key stakeholder needs to
understand.

With increasingly unpredictable climate
patterns and the growing number of extreme
weather events seen across the world,
particularly in developing countries, many
investments in these countries are exposed
to climate risks. Extreme weather events and
gradual changes in climate cause damage

to infrastructure and disrupt public services.
This can have a severe negative impact on

a country’s development. Moreover, apart
from the physical risks of climate change,
inadequate or poorly planned transition to low-
carbon technologies may also compound the
overall risk and associated costs.

A significant portion of public investment (capital
expenditure) is routed through various SOEs.
Therefore, when planning public investment
projects, SOEs need to be alert to climate

risks and consider adaptation to climate

change in the form of transition to low-carbon
technologies. This helps reduce climate-related
economic, social, and ecological damage
through climate-resilient investments. The World
Bank in collaboration with PwC (2019)? outlined
corporate governance principles to address the
risks related to climate change, including climate
accountability, subject demand, board structure,
materiality assessment, strategic integration,
incentivization, reporting and disclosure, and
exchange. (These principles are discussed in Part
I, Module 4 - Risk governance.)

Consequently, considering the strategic
importance of this theme, the necessary

components of climate change and resilience
are incorporated into the training material,
which covers such aspects as the following:

e State climate policy and its role as
a shareholder in promoting climate
resilience

¢ Climate risk identification and vulnerability
assessments for investment planning and
project design (covering the physical and
the transition risks)

e Making investments more climate resilient

¢ Financing climate-resilient investments

These aspects are embedded throughout
the relevant topics and subtopics wherever
applicable.

4. Integrity and anti-corruption.

Corruption remains a serious problem in

SOEs and can influence the financial strength
and valuation of a company, negatively

affect investor perceptions, lead to the
misallocation of scarce government resources,
and constrain overall economic and financial
growth. Better-governed companies with
integrity and accountability mechanisms are
likely to be less corrupt and more transparent.

The training modules incorporate integrity and
anti-corruption mechanisms as appropriate,
including the following:

¢ Incorporating integrity and anti-corruption
mechanisms in company policies and
procedures such as whistle-blower policy,
code of conduct/code of ethics

e Putting a robust internal control
environment in place to combat corruption
and ethical challenges

¢ Enhancing disclosure and transparency
in financial and nonfinancial reporting to
minimize chances of corruption

These aspects are embedded throughout
the relevant topics and subtopics wherever
applicable, along with case studies to further
enhance the adoption and retention of this
knowledge.

A detailed mapping of the applicability of these
crosscutting themes with various modules is
included in Annex B: Incorporating cross-
cutting themes in the curriculum.
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Key learning objectives

The SOE Leadership Toolkit covers an

extensive range of topics to meet the specific
learning objectives of a variety of participants. .
It is designed to provide them with adequate
knowledge on these topics and empower them

to apply these learnings in their organizations.

Key learning objectives, at a broad level,

include the following:

transactions and know how to identify and
handle them.

Improved capacity for balancing
commercial and public service
obligations. This is a critical area for SOEs,
which often face challenges related to
their dual mandate of meeting commercial
objectives while fulfilling public service

¢ Improved understanding of corporate
governance. The participants will
gain an understanding of the entire
corporate governance landscape and
of emerging trends and key issues. Most
importantly, they will learn how to apply
good corporate governance principles
and practices in all aspects of the SOE'’s
operations.

¢ Strong understanding of the role of the
state as an owner.? The principal-agent
relationship between the state and the
board is very different from conventional
relationships between owners/majority
shareholders and the board. Thus it is
vitally important for both the state and the
board members to understand the state’s
role as an owner as well as principles for
effective state-board relationships.

¢ Recognition of the need for balanced
board composition and formal board
procedures. The politicization of SOE
boards is one of the most common
challenges facing SOEs. It is important
for board members and the state (in its
ownership capacity) to understand the
need for balanced boards and to adopt
structured and formal processes for
board member nomination and selection,
with due consideration for diversity and
inclusion.

¢ Strong understanding of conflicts of
interest and related-party transactions.
This is an important topic for SOEs as well
as private sector entities. To reduce the
likelihood of corruption and malpractice,
board members must be alert to conflicts

of interests and questionable related-party

obligations. The curriculum addresses this
topic sufficiently to equip participants to
understand the key considerations and
decision factors involved in finding the
right balance between these multiple
objectives.

Increased knowledge of financing
sources for funding SOE obligations. It is
critical for board members to look beyond
the state as a source of funding. The
training shows how to explore alternative
sources of financing for an SOE’s
commercial and public service obligations.

Improved understanding of internal
and external control environment.
SOE boards often find it challenging to
define their internal and external control
environments, which makes it equally
challenging to ensure compliance with
control requirements. An objective of
the curriculum is to help participants
gain an increased understanding of and
appreciation for the internal and external
control environments, and to equip them
with the tools necessary for enforcing
compliance with control requirements.

Strong understanding of the need for
disclosure and transparency. SOEs
often do not place enough importance

on disclosure and transparency, partly
because in many instances they are not
subject to the same standards as those
applied to private sector enterprises.

For improved corporate governance, it is
critical for board members to be sensitized
to the need for and benefits of proactive
disclosure and transparency (beyond
what is expected) and to understand their
impact on the SOE’s performance.
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¢ Improved understanding of public
investment management, including
incorporating climate-change adaption
and resilience considerations. SOEs
are often vehicles of public investment,
with emphasis on the need to invest
in improving the efficiency of this
public expenditure. An objective of
the curriculum is for participants to
understand the principles and the
best practices of public investment
management, including planning,
procurement, and implementation.
The training curriculum also covers
climate-change adaption and resilience
considerations with the aim of sensitizing
the board members to the importance of
this emerging theme and its impact on
public investment.

¢ Increased appreciation for anti-
corruption measures and integrity.
Because SOEs are publicly owned, they
are subject to high standards of public
scrutiny, and in the past they have been
plagued with issues such as corruption.
Responding to this need, the curriculum
covers the relevant topics sufficiently to
empower board members to strengthen
the integrity of their practices and
implement anti-corruption measures to
improve governance.

Snapshot of training delivery approach

Several critical steps are involved in
formulating a structured training delivery plan.
Effective implementation of these steps will
help meet the training objectives, participant
objectives, and learning objectives, and will
improve participant commitment.

Figure 2: Steps in Formulating a Training Plan

Match needs
assessment
with training
provider’s
capability
and capacity

Select
the right
trainer

Training
needs

assessment

Figure 2 outlines the steps involved in
formulating a training plan. A separate
document in this SOE Leadership Toolkit,
“Methodological Note for Trainers,” discusses
these steps in detail.

Using the prioritization matrix

In the prioritization matrix every topic in the
curriculum is assigned a degree of relevance
for each of the three trainee groups: policy
makers (PM), board of directors (BOD), and
senior management (SM). Based on the
degree of relevance, the matrix provides a
standard allocation of time for each topic. (See
Table 3.) Where the time allotted for certain
modules results in less than five minutes,
that is considered to be below the materiality
threshold and is equivalent to “no relevance.”

Table 3: Standard Time Allocation Based on
the Degree of Relevance

Degree of relevance Time allocation (%)
Highly relevant 100
Medium relevance 50

Low relevance 25

No relevance 0

Source: World Bank Group (2021)

The trainer institution should use the
prioritization matrix to customize the agenda
based on the composition of the trainee group.
Customization is particularly important when
the participants represent a mix of two or
more of the trainee groups. The customized
agenda will be a key determinant in the
selection of a trainer and the follow-on training
rollout.

Develop a
training plan
using the
prioritization
matrix

Post
training
assessment

Training
rollout

Source: Adapted from Corporate Governance Board Leadership Training Resources Kit (IFC, World Bank Group, 2008).
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Importance of embedding experiential
learning cycle (ELC) in training delivery

By embedding ELC* in the overall training
delivery, the trainer can ensure that the
training has practical benefits for the
participants. The experiential learning cycle
appeals to diverse learners and incorporates
practical experiences from life. This four-step
learning process relates directly to adult
learning. It also forms the basis for program
design and session planning.

People learn best when given an opportunity
to acquire knowledge and skills relevant to
specific experiences. Experiential learning
occurs in a circular or spiral process that
involves four interrelated phases, as illustrated
in Figure 3. The four phases of experiential
learning:

e Having an experience

e Reflecting on the experience

e Analyzing to form generalizations

e Strategizing to apply understandings to a
relevant experience

Each phase in the learning cycle is related to
and builds on what happened before. Learners
can begin at any one of the four phases of

the cycle, yet the learning process most often
begins with a specific experience.

First comes the experience. Then learners
reflect on the experience, considering what

Notes:

Figure 3: Experiential Learning Cycle

Experience

Source: Adapted from Corporate Governance Board
Leadership Training Resources Kit (IFC, World Bank
Group, 2008)

they observed, who was involved, and why

it was significant. Next they analyze the
experience to identify patterns, causes,
results, and options. Using what they've
learned, they strategize how to apply these
lessons to relevant situations. Facing similar
situations, learners will begin this process
afresh. These phases are discussed in detail in
the “Methodological Note for Trainers.”

In the training sessions, the participants share
in the experiential learning, working in pairs or
groups.

1 IFC. 2008. Toolkit 3: Corporate Governance Board Leadership Training Resources Kit. Washington, DC: World Bank
Group. https://www.ifc.org/wps/wcm/connect/topics_ext_content/ifc_external_corporate_site/ifc+cg/resources/

toolkits+and+manuals/leadershiptoolkit.

2 World Economic Forum. 2019. How to Set Up Effective Climate Governance on Corporate Boards: Guiding Principles and
Questions. Geneva, Switzerland: World Economic Forum. http://www3.weforum.org/docs/WEF_Creating_effective_climate_

governance_on_corporate_boards.pdf.

3 For the purpose of this curriculum, the terms state and ownership entity are used interchangeably unless otherwise

specified.

4 Kolb, David A. 1984. Experiential Learning: Experience as the Source of Learning and Development. Englewood Cliffs, NJ:

Prentice-Hall.
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Annex A: Detailed training curriculum

Table 4: Detailed Training Curriculum

Time allocation as per PO LT Duration of each

LT E curriculum (in mins) ADEgrcsion topic (in mins)

relevance)

' ~n
0 C
ol O 0 —_
cL.= | V5| 09 Il a [a)

Particulars $2% 93 &8 B = 9 | & z o | 5

EQE gg 02 F m m
=59 4a<

PART I: FUNDAMENTALS OF CORPORATE GOVERNANCE

MODULE 1: INTRODUCTION TO CORPORATE GOVERNANCE FOR SOES
Introduction to overall program 20 20 o ] (] 20 20 20
20 20 20

Defining corporate governance for SOEs 20 20

Key principles of good corporate

governance systems 30 30 60 ® L ] 60 60 60

Business case for corporate governance
including corporate governance 30 30 60 o ([ J @ 60 60 30
concerns and challenges

Corporate governance policies and
procedures — Country and company
level with an emphasis on legal and
regulatory framework for SOEs

MODULE 2: ROLE OF THE STATE AS THE OWNER/MAIN SHAREHOLDER
Defining state ownership role 20 20 o [ J @ 20 20 5

30 30 ([ e e 30 8 30

The core rights and functions of the
State acting as owner: Overview of

different ownership modules, legal 30 30 60 ° S S 60 15 15
framework and ownership policies

Setting the policy priorities (commercial

vs public policy objectives, dividend 30 30 ] o @ 30 15 8
policy)

Ensuring competitive neutrality 30 30 e O O 30 15 -
State’s ownership role over the Board

(selection and removal of board 25 30 55 o @ 55 28 14
members)

State’s financial monitoring

responsibilities 30 30 € e & 30 30 8
Criteria for assessing fiscal risks of SOEs 30 30 e O O 30 15 -
State-Board relations and

communication -the Do and Don’t 30 30 60 ® i S 60 60 15
Monitoring SOE performance via 30 30 PY ™ ™ 30 8 8

performance agreement
MODULE 3: PROTECTING MINORITY SHAREHOLDER AND STAKEHOLDER RIGHTS

Importance of minority protection,

international good practices and key 30 30 O C) o 15 8 15

elements

Shareholder rights - minority and golden 30 30 60 ® o 1 30 15 30

shares

Key stakeholders in SOEs with a focus

on stakeholder identification/mapping, 40 0 O PY PY 20 40 40

stakeholder engagement and external
communication mechanism.
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Time allocation as per AT ST Duration of each

Part/Module/Topic . e (Degree of I
curriculum (in min topic (in min
( ) relevance) pic ( )
[ ~ [7,)
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ovo|l QY o _
= VW5 00 © (=) o
Particular 58% |05 88 ¥ = o = = o =
articulars 8o g 52 8 3 o o @ w0 o @ 7
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PART II: THE BOARD

MODULE 1: BOARD COMPOSITION AND STRUCTURE

Characteristics of a balanced board

including gender aspects 30 0 @ ® ® 30 30 8
Optimizing Board size 15| 30 45| @ o @ 45| 45 11
Types of directors and their leadership

attributes 35 35| @ ([ J o 35 35 35
Establish specialized board committees

(audit committee, sustainability

committee, risk committee, HR 45 30 50 * > 38 75 38
committee)

MODULE 2: BOARD’S ROLES, DIRECTOR’S DUTIES AND LIABILITIES

Board’s roles and responsibilities

including facing ethical challenges,

anti-corruption and integrity, codes of 45 s e ® o 45 45 n
ethics/conduct and whistleblowing

Role of the state representative on SOE 20 20 @ P ™ 20 20 5
board

Differentiate managing versus directing

and identifying dilemmas 30 30 0 ® o 8 30 8
Director’s legal duties and liabilities 45 30/ 75| @ @ 38| 75 19
MODULE 3: BOARD PRACTICES AND PROCEDURES

Role of the Company Secretary 20 200 @ o @ 5/ 20 5
Meeting preparation 10| 10 200 ™ ([ J C) 5/ 20 5
Conducting meetings 10| 10 200 @ o @ 5/ 20 5
Follow up and in between meeting 10| 10 200 O ([ J C) 10| 20 5
Communicating with the State/

Shareholder 10 10 2000 @ ([ J C) 20 20 5
MODULE 4: IMPROVING BOARD PROFESSIONALISM AND EFFECTIVENESS

Chairman and CEO - role separation 30 30 O [ J C) 15| 30 8
Develop formal (written) policies and

procedures for board operations 30 30 0 i o 8 30 8
Board evaluation systems 20| 30 50 @ [ J @ 50 50 13
Characteristics of dysfunctional boards 20 2000 @ ] @ 20 20 5
Remuneration policies for the Board of

SOEs in line with Government policy 30 30| @ o S 30 30 8
Invest in board director training,

including identification of general 20 200 @ [ C) 20 20 5

environmental and social risk issues
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Part/Module/Topic

Particulars

Interac-
tive pres-

Time allocation as per

curriculum (in min)

entation

Exercise /
Activities
Case
studies

Total

Prioritization

=
o

(Degree of
relevance)

BOD

=
7]

13

Duration of each
topic (in min)

=
o

BOD

=
7]

PART Ill: STRATEGY, RISK, AND PERFORMANCE

MODULE 1: DEVELOPING AN EFFECTIVE BUSINESS STRATEGY

Elements of a good strategy

Board’s role in the governance of
a company’s strategy, including
governance of risk

Stratergic planning process (role of the
board vs management)

Tools to formulate strategy linking
Performance Management Agreement
(PMA) and CG code

Balancing SoE public service obligations
with commercial obligations

Role of state- setting broad mandates
and objectives

Role of the board -setting the strategy

Monitoring implementation of strategy
by management

HR policy to support strategy delivery
(planning and recruitment, training
and development, management, board
succession)

30

25

30

30

30

30

45

30

30

30

25

30

30

60

60

45

MODULE 2: FINANCIAL PLANNING AND BUDGETING FOR SOE SERVICE OBLIGATIONS

Budgeting process and management in
SOEs

Financing options for service
obligations, advantages and
disadvantages

30

30

MODULE 3: FINANCIAL OVERSIGHT AND DECISION-MAKING

Financial oversight arrangements in
SOEs - Board level

Assessing financial performance and
health of SOEs

Company’s capital gearing, dividend
policy and valuation

Subsidiary governance
MODULE 4: RISK GOVERNANCE

Concepts and nature of risk
management (risk identification/
mapping, role of the board, risk function
and reporting of risk)

Risk appetite, strategy and management

Risks arising from Environmental,
Climate and Social factors

Disaster recovery and business
continuity planning

30

45

45

20

30

30

45

30

30

30

30

30

75

45

20

30

30

45

30

U

@ @ 0 ¢

CARCINEN BINC

13

15

30

60

30

45

15

30

15

75

23

10

15

15

23

15

30

25

30

30

60

60

45

30

30

30

75

45

20

30

30

45

30

30

30

15

60

45

75

n

30

45

30
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Prioritization

Time allocation as per Duration of each

Part/Module/Topic . e (Degree of I
curriculum (in min topic (in min
( ) relevance) pic ( )
[ ~ [7,)
N C
ovo|l QY o _
= VW5 00 © (=) o
Particular 58% |05 88 ¥ = o = = o =
articulars 8o g 52 8 3 o o @ w0 o @ 7
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PART IV: CONTROL ENVIRONMENT, TRANSPARENCY, AND DISCLOSURE

MODULE 1: INTERNAL AND EXTERNAL CONTROLS & COMPLIANCE

Understanding the control environment

including internal and external controls 30 30 60 @ ® ° 30 60 60
Internal audit, risk assessment and
decision-making frameworks 45 45 9 @ ® ® 45 90 90
Importance of a comprehensive
compliance program 30 30 @ ° o 15 30 30
HR procedures and control (HR compen-
sation, HR performance management) 30 30 @ ® ° 15 30 30
Effective organizational structure 30 30 @ [ J ( 15 30 30
External audit for SOEs/Role of the
Supreme Audit Institution/Parliamentary 30 30 @ [ J o 15 30 30
Oversight)
MODULE 2: FINANCIAL ACCOUNTING AND DISCLOSURE
Transparency and disclosure of financial
information 15 50 e e 8 15| 15
International and local accounting
environment for SOEs 45 a0 ® ° 23 45 45
Financial reporting of SOEs, key users
and their need for information 30 30 60 @ ® b 30 60 60
Consequences of inadequate financial
information 20 30 50 @ o o 50 50 50
MODULE 3: NONFINANCIAL INFORMATION REPORTING AND DISCLOSURE
Nonfinancial information disclosure 15 15 @ @ o 8 4 15
Disclosure provisions under procure-
ment guidelines and right to information 30 30 @ S ® 15 8 30
Sustainability Reporting 30 30 @ @ [ 15 8| 30
Narrative reporting and methods of
communication 30 00 o ® 15 8 30
MODULE 4: SOE PROCUREMENT
Good procurement principles and
standards for SOEs 30 30 @ S ® 30 8 30
Developing a procurement strategy and
plan based on market assessment 30 30 @ ® ° 15 30 30
Efficient procurement processes and
competencies 30 30 @ @ o 15 8 30
Transparency and integrity of SOE
procurement 30 30 O ® ([ 15 15| 30
Total (min) 1,853| 2,241/ 1,605
Total (hours) 31 37 27
Total (days) 6 7 5
Harvey Ball Icon Degree of relevance Time allocation
T o highly relevant 100%
& @ medium relevance 50%
)
= ™ low relevance 25%
O no relevance 0%
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Annex B: Incorporating cross-cutting themes in the curriculum

Table 5: Cross-cutting Themes in the Curriculum

Module No.
and title

Integrity Sl Fis
Mapping of cro_ss-cuttlng themes to the MFD e changg
respective parts/modules . and resil-
corruption S

Part |

2. Role of the
state as an
owner/main
shareholder

3. Protecting
minority
shareholder and
stakeholder rights

Part Il

Adoption of professional criteria for the v v
selection and removal of board members

Fiscal risk assessment and oversight,

vetting of the business case of SOE

investments/MFD (when treasury v v
guarantee or financing is sought), and

performance monitoring

Shareholder rights— minority and golden
shares

Key stakeholders in SOEs with a focus on v v v
environmental and social responsibility

1. Board
composition and
structure

2. Board'’s roles,
director’s duties,
and liabilities

3. Board
practices and
procedures

Part il

Characteristics of a balanced board 4

Board’s roles and responsibilities,

including facing ethical challenges, anti- v v
corruption, and integrity
Role of the state representative v v

Ensuring clear policies for addressing

potential conflicts of interest, ethical

challenges and responses, and v
strengthening anti-corruption and

integrity measures

1. Developing an
effective business
strategy

2. Financial
planning for
SOE service
obligations

3. Risk
governance

Part IV

Strategic planning process v

HR policy to support strategy delivery
(planning and recruitment, training and v
development)

Financing options for service obligations, v
advantages, and disadvantages

Risks arising out of environmental and v
social factors

1. Internal and
external controls
and compliance

2. Financial
accounting and
disclosure

3. Nonfinancial
information
reporting and
disclosure

4. SOE
procurement

Understanding the control environment,

including internal controls and internal v

audit

HR procedures and control (HR

compensation, HR performance 4

management)

Whistle-blowing v

Disclosures and transparency v v
Consequences of inadequate financial v

information

Sustainability reporting v
Transparency and integrity of SOE v
procurement
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Introduction to Part I: Fundamentals of
Corporate Governance

¢4 Corporate governance refers to structures and processes for the direction and control of
companies. Corporate governance concerns the relationships among the management,
board of directors, controlling shareholders, minority shareholders, and other stakeholders.

Good corporate governance contributes to sustainable economic development by
enhancing the performance of companies and increasing their access to outside capital. 77
— International Finance Corporation (IFC)

and other stakeholders within the corporate governance system, and the principles

l:) art | explores the roles played by the shareowners, boards, directors, executive managers,
underlying a sound corporate governance system.

Table 6: Coverage of OECD Guidelines on Corporate Governance of State-Owned Enterprises
(SOEs) in Part |

OECD Guidelines Coverage

Rationales for state ownership )

The state’s role as an owner

State-owned enterprises in the marketplace

Equitable treatment of shareholders and other investors

Stakeholder relations and responsible business

Disclosure and transparency

NIQ| HEIFHE

The responsibilities of the boards of state-owned enterprises

Figure 4: Contents of Part |

+ This module provides an overview of the corporate governance
Introduction landscape in the SOE context, covering the key principles,

to corporate elements, and guidelines for developing an effective corporate
governance governance framework. It also discusses the business case for

corporate governance.

Module
1

This module describes the rights and responsibilities of the state
as an owner. It covers various ownership models, responsibilities
of the state with respect to board nominations, financial oversight,
and performance monitoring. It also discusses state-board
relationships.

Module BLEIEK) R RS 1)
2 as an owner

Modul I RUTH G138 - This module examines the importance of minority protection,
o3u i shareholder and shareholder rights for the minority and golden shares as well as
stakeholder rights the key stakeholder environment in SOEs.
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Part | Module 1: Fundamentals of
Corporate Governance

This session (module) covers the following topics:

Defining corporate governance for SOEs

Key principles of good corporate governance system

Business case for corporate governance

Corporate governance policies and procedures
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Learning objectives

By the end of this module, the participants will be able to

- o &= .
?
\

\

Appreciate the significance and unique challenges of
SOE corporate governance within a larger universal
corporate governance context and vision of success

Describe the types of SOEs and define corporate
governance in SOEs

Identify the key elements and principles of corporate
governance as prescribed in OECD Guidelines for SOEs

Explain the importance of corporate governance in SOEs

Identify and detail the concerns and challenges of
corporate governance in SOEs

Identify the constituents of the corporate governance
framework, both at the country level and the company
level y

Agenda

Total time: 3 hours 10 min

Time Topic

20 min Introduction to the overall program

20 min Defining corporate governance for SOEs

30 min Key principles of good corporate governance

30 min Exercise on principles of good corporate governance

30 min The business case for corporate governance including corporate
governance concerns and challenges

30 min Case study on a business case for corporate governance
Corporate governance policies and procedures — country and

30 min company level with an emphasis on the legal and regulatory
framework for SOEs
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Defining corporate
governance for SOEs

Definition of corporate governance in
SOEs

The World Bank Group (WBG) defines
corporate governance as a set of structures
and processes for the direction and control of
companies. It involves relationships between
the company’s shareholders, stakeholders,
board, and executive bodies for creating
sustainable and long-term value. It ties
together the strategy and performance
dimensions of the company.

Good corporate governance contributes

to sustainable economic development by
enhancing the performance of companies
and increasing their access to outside
capital. Improved governance structures and
processes help ensure quality decision-making,
encourage effective succession planning for
senior management, and enhance the long-
term prosperity of companies, independent
of the type of company and its sources of
finance.

Essentially, the definition of corporate
governance does not distinguish between the
private and public sector. The difference lies in
the process of implementation and functioning
of corporate governance. For example, while the
functions and responsibilities of the board do not
differ between the private sector and SOE, the
establishment and composition structure of the
board, board procedures and management will
vary from the private sector to SOEs.

Owing to the prevalence of SOEs and their
specific governance challenges, a need for
developing tailored corporate governance
principles and guidelines was identified,
materializing as the OECD Principles and
Guidelines on Corporate Governance for SOEs.
They are the internationally agreed standard
for how governments should exercise the
state ownership function to avoid the pitfalls
of both passive ownership and excessive state
intervention.

The guidelines were first developed in 2005
as a complement to the OECD Principles

of Corporate Governance. They have

been updated in 2015 to reflect a decade
of experience with their implementation
and address new issues that have arisen
concerning SOEs in the domestic and
international context. The Guidelines provide
advice on how governments can ensure
that SOEs are at least as accountable to the
general public as a listed company should
be to its shareholders. Consequently, these
principles and guidelines form a key part of
the framework for this training curriculum.

Defining SOEs

SOEs are known by many names—public
corporations, government corporations,
government business enterprises,
government-linked companies, parastatals,
public enterprises, and public sector units or
enterprises.

The OECD Guidelines for Corporate
Governance in SOEs define “any corporate
entity recognized by national law as an
enterprise, and in which the state exercises
ownership, should be considered as an SOE.
This includes joint-stock companies, limited
liability companies and partnerships limited
by shares. Moreover, statutory corporations,
with their legal personality established through
specific legislation, should be considered as
SOEs if their purpose and activities, or parts
of their activities, are of a largely economic
nature.”

The rationale for state ownership of
enterprises varies among countries and
industries. It can typically be to comprise a mix
of social, economic, and strategic interests.
Often, in sectors that have less penetration
of private sector enterprises, governments
invest in the establishment of industries

to maximize community welfare. Also, the
government’s entry into the production of
goods and services renders control of natural
monopolies, ‘regulates’ competition, and
facilitates the pursuit of social objectives.
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Types of SOEs

SOEs come in different legal forms and
typically reside at the intersection of public
and private law, with significant variation
among countries and across sectors. SOE
legal frameworks range from a full-fledged
application of public law to a private law
framework or a mixed approach that places
some SOEs under public law, others under
private corporate law, and the remaining under
both. There is a wide range of legal forms for
SOEs,> depending on the following factors:
e The level of government that owns the
enterprise (central/federal, state/regional,
or local)

¢ How the enterprise was founded

e The purpose of the SOE

e The status of the SOE if it is in the process
of being privatized

Other variations include
e Full, majority, or minority ownership by the
government
e Listing (or not) on a stock exchange

e Government shareholdings through
vehicles such as government pension

funds, asset management funds,
restructuring corporations, and
development lenders

e State-enabled (for example, enterprises
that have been granted exclusive rights by
the state) as opposed to state-owned.

In some cases, an individual SOE may be set up
as a statutory corporation established by an
act of parliament and governed by its special
statute that gives it financial independence or
certain special power (for example, authority
to collect specific fees). Such SOEs are often
legally assigned a specific policy goal or tasks
other than profit maximization. Such SOEs are
typically wholly state-owned and operate in
sectors, where public authorities are the most
directly involved, such as the supply of public
services or utilities. More typically, SOEs are in
the form of public enterprises that may or may
not be corporatized.

In many countries, incorporated SOEs in
the form of joint-stock companies or limited
liability companies are regulated by normal
company legislation as outlined in Box 1.

Box 1: Example of Countries with SOEs under Company Legislation

Corporatized SOEs operate under normal company legislation in many countries and sometimes under

both company law and SOE law:

 In Bhutan, SOEs operate under the company law, they must also abide by the SOE ownership

policy that is in place.

 In Chile, company law applies to all SOEs except for nine large SOEs that have their own

separate laws.

* In Ghana and Kenya, SOEs are governed mainly by company law.

* In India, SOEs fall under company law but must also follow different guidelines established for
SOEs as well as a corporate governance code for SOEs.

* In Malaysia, government-linked corporations (GLCs) are governed by company law with the GLC
Transformation Program and the GLC Transformation Manual in place.

 In Pakistan, SOEs are regulated by the Companies’ Ordinance and by recently issued Rules on

Corporate Governance for SOEs.

* In Peru, SOEs fall under both company law and an SOE law that creates the state ownership
entity FONAFE, with a corporate governance code in place for SOEs.

 In Serbia, corporatized SOEs fall under the new company law.
* In South Africa, SOEs operate under company law with the Protocol for Corporate Governance in

place.

» In Zambia, most of the SOEs are legally founded under the Companies Act.

Source: IFC. 2008. Toolkit 3: Corporate Governance Board Leadership Training Resources Kit. World Bank Group.
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Key principles of good
corporate governance systems

Four pillars of corporate governance

Primarily, corporate governance relies on

the foundation of trust among shareowners,

directors, and managers, which is built on the

following:

¢ Transparency. Directors should clearly

communicate any material decisions to
relevant stakeholders to bring visibility
into performance. Detailed and sincere
financial statements are published on time.

e Accountability. Employees at all levels
take responsibility for their actions and
achievements.

¢ Fairness. All shareowners should receive
equal, just, and unbiased consideration by
the directors and management.

¢ Responsibility. Directors and other
leaders should carry out their duties with
honesty, probity, and integrity.

The mentioned principles intend to assist
governments in their efforts to evaluate and
improve the legal, institutional, and regulatory
frameworks for corporate governance in

their countries and to provide guidance and
suggestions for stock exchanges, investors,
corporations, and other parties that have

a role in the process of developing good
corporate governance. These principles also
provide the bedrock for the establishment of
a corporate governance framework discussed
in the subsequent sections. (See Topic 4 in this
module.)

The principles are also applicable to SOEs
and compatible with the OECD Guidelines

on Corporate Governance of State-Owned
Enterprises. As an indication of their universal
acceptance, these six OECD principles have
been endorsed by the WBG, the United
Nations (UN), the International Organization
of Securities Commissions (I0SCO), the Basel
Committee for Banking Supervision, the Islamic
Financial Services Board and all 30 OECD
member countries.

Fundamentals of corporate
governance for SOEs

The OECD Guidelines on Corporate
Governance of State-Owned Enterprises
postulate specific guidance to countries on
effectively managing their responsibilities
as company owners and establishing a
good corporate governance environment in
the SOEs to make them more competitive,
efficient, and transparent. (See Handout on
G-20/0ECD Guidelines for SOEs, 2015.)

The following constitute the elements of
a good corporate governance system
(elaborated in Table 7):

¢ Good board practices

e Effective controls

Transparent disclosure

Well-defined shareowner rights

Board commitment

Environment, Social, and Corporate
Governance (ESG)

e Financial discipline

Table 7 illustrates the content of the

seven fundamental elements of corporate
governance and how they relate to the G-20/
OECD Guidelines which are presented as an
additional read in this material.

While Table 7 covers the fundamentals of
good corporate governance, it has evolved
significantly over the past decade, expanding
to cover various new themes such as integrity
and anti-corruption, climate change and
resilience, and gender diversity and inclusion.
This is further illustrated in Box 2 and
incorporated in this SOE leadership toolkit as
cross-cutting themes.
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Box 2: Recent Trends in Corporate Governance

The existing debates on corporate governance have gained new intensity in the face of mega-forces
such as climate change, income inequality, digitalization, and so on, sweeping the globe. The past few
years have seen a proliferation of statements, proposals, and revised codes of corporate governance
such as the ‘New Paradigm’, the ‘Common Sense Principles’, the ‘King IV Report’, and the 2018 UK
Corporate Governance Code’, and so on. While some of these statements reaffirm conventional
doctrines and practices, others call for efforts to better align the activities of corporations with society’s
interest in building a more inclusive, equitable, and sustainable economy.

In recent years, the environment and social dimensions of ESG have become two such emerging

global governance trends. Investors increasingly demand greater focus and disclosure about climate-
related risks, conflict minerals in the supply chain, workplace safety measures, or various pay ratios, for
example—calls with regard to comprehensive periodic reports on companies’ social and environmental
performance.

Asset managers and asset owners are integrating ESG into investment decisions, some under

the framework of sustainability or integrated reporting. The priority for investors involves linking
sustainability to long-term value creation and balancing ESG risks with opportunities. ESG oversight,
improved disclosure, relative company performance against peers, and understanding how these issues
are built into corporate strategy are the key focus areas. Climate change and sustainability are critical
issues to many investors and are at the forefront of governance in many countries. Therefore, ‘climate
change and resilience’ comprise a major cross-cutting theme of this Toolkit and is discussed under
relevant topics as mentioned in Annex B.

Sources:

O’Kelley, Rusty, Anthony Goodman, and Melissa Martin. 2018, Russell Reynolds Associates, 2019 Global &
Regional Trends in Corporate Governance. Harvard Law School Forum on Corporate Governance.

Sharma, Abha, and Howard Dicker. 2018. Common Sense Principles: A Blueprint for U.S. Corporate Governance?
Harvard Law School Forum on Corporate Governance.

Integrated Reporting Committee of South Africa. 2017. Disclosure of Governance Information in the Integrated

Report. Institute of Directors, South Africa.

Financial Reporting Council. 2018. The UK Corporate Governance Code. London.

Table 7: G-20/0ECD Guidelines on Corporate Governance of SOEs

Fundamentals of Corporate Governance

G-20/0ECD Guidelines for
Corporate Governance in SOEs, 2015

Good Board Practices

Clearly defined roles and authorities

Duties and responsibilities of directors
understood

Board is well-structured

Appropriate composition and mix of skills
Appropriate board procedures

Director remuneration in line with best
practice

Board self-evaluation and training conducted

The boards of SOEs should have the necessary
authority, competencies, and objectivity to carry
out their functions of strategic guidance and
monitoring of management. They should act with
integrity and be held accountable for their actions.

Control Environment

An independent audit committee established
Risk-management framework present

Internal control procedures

Internal audit function

Independent external auditor conducts audits
Management information systems established
Compliance function established

A. SOEs’ annual financial statements should be subject
to an independent external audit based on high-quality
standards. Specific state control procedures do not
substitute for an independent external audit.

B. SOEs should develop efficient internal audit
procedures and establish an internal audit function
that is monitored by and reports directly to the
board and to the audit committee or the equivalent
corporate organ.

Transparent Disclosure

Financial information disclosed

Nonfinancial information disclosed

Financials prepared according to International
Financial Reporting Standards (IFRS)
High-quality annual report published
Web-based disclosure

State-owned enterprises should observe high
standards of transparency and be subject to
the same high-quality accounting, disclosure,
compliance, and auditing standards as listed
companies.
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Well-defined Shareowner Rights

» Minority shareholder rights are formalized

* Well-organized general assembly
conducted

+ Policy on related-party transactions

+ Policy on extraordinary transactions

+ Clearly defined and explicit dividend
policy

+ The state exercises the ownership of SOEs in the
interest of the public. It should carefully evaluate and
disclose the objectives that justify state ownership and
subject these to a recurrent review.

+ The state should act as an informed and active owner,
ensuring that the governance of SOEs is carried out
in a transparent and accountable manner, with a high
degree of professionalism and effectiveness.

» Where SOEs are listed or otherwise include non-
state investors among their owners, the state and
the enterprises should recognize the rights of
all shareholders and ensure equitable treatment
to shareholders and equal access to corporate
information.

» The state ownership policy should fully recognize
SOEs’ responsibilities toward stakeholders and request
that SOEs report on their relations with stakeholders.
It should clarify any expectation the state has for
responsible business conduct by SOEs.

Board Commitment

* The board discusses corporate
governance issues and has created a
corporate governance committee

+ The company has a corporate governance
champion

+ A corporate governance improvement
plan has been created

» Appropriate resources are committed

+ Policies and procedures have been
formalized and distributed to relevant staff

» A corporate governance code has been
developed

« The company is publicly recognized as a
corporate governance leader

The boards of SOEs should have the necessary
authority, competencies and objectivity to carry out
their functions of strategic guidance and monitoring
of management. They should act with integrity and be
held accountable for their actions.

Environment, Social, and Governance (ESG)
+ Periodic disclosure to shareholders and
the public on the SOE’s CG framework
and practices and their conformance to

the country’s national CG code of best
practices are disseminated.

» A compliance function ensures
compliance with ESG policies and
procedures, code of ethics and/or
conduct.

+ The company is publicly recognized, at
least among SOEs, as a global leader in
ESG practices.

The state ownership policy should fully recognize the
SOEs’ responsibilities toward stakeholders and request
that SOEs publish a report on their relationships with
stakeholders. It should clarify any expectation the
state has regarding responsible business conduct by
SOEs.

Financial Discipline

» The SOE has clearly identified and
differentiated between its commercial and
policy objectives

» The SOE’s commercial and policy
objectives are explicit and disclosed to
the public

+ Funding costs and sources, including
any form of financial assistance from the
state are transparent and disclosed to the
public

 If any public procurement rule applies to
the SOE, it does not unduly restrict the
ability of the SOE to procure goods and
services.

SOEs should report material financial and nonfinancial
information to the enterprise in line with high-quality
internationally recognized standards of corporate
disclosure, including areas of significant concern for
the state as an owner and the public. This includes SOE
activities that are carried out in the public interest.
With due regard to enterprise capacity and size,
examples of such information include:

a. A clear statement to the public of enterprise objectives
and their fulfilment (for fully owned SOEs, this would
include any mandate elaborated by the state ownership
entity)

b. Enterprise financial and operating results, including
the costs and funding arrangements on public policy
objectives, wherever relevant

c. Any financial assistance, including guarantees, received
from the state and commitments made on behalf of the
SOE, including contractual commitments and liabilities
arising from public-private partnerships (PPPs)

Source: Adapted from OECD 2015.




Part | Module 1: Fundamentals of Corporate Governance 27

Business case for corporate

governance including corporate

governance concerns and challenges

Why is corporate governance
important?

Numerous studies conclude that well-governed

companies worldwide perform better in
commercial terms (refer to Box 3). Adopting
corporate governance best practices:

e Improves the operational performance of

SOEs;

® |ncreases access to alternative sources
of financing through domestic and

international capital markets, while helping

develop markets;

e Contributes to financing for infrastructure

development;

¢ Reduces the fiscal burden of SOEs and
increases net contribution to the budget
through higher dividend payments;

e Reduces corruption and improves
transparency.

As mentioned in Box 3, the prevalence of
SOEs begets the need for good corporate
governance, which positively affects their
performance over the long term in the
following ways:

1. Improved operational performance
of SOEs - Sustainable wealth creation
in SOEs can only be achieved through
good professional management,
entrepreneurship, innovation, and
better allocation of resources. Effective

corporate governance adds value by
improving the SOEs’ performance through
efficient management and better asset
allocation (refer Box 4).

Increased access to alternative
sources of financing through domestic
and international capital markets,
while helping develop markets - As
governments face continued budget
constraints, better-governed SOEs are
more easily able to raise financing for
infrastructure and other critical services
through the capital markets. In turn,

SOE issuances can help develop capital
markets. Malaysia’s government-linked
companies, for example, account for about
36 percent of the market capitalization of
Bursa Malaysia and about 54 percent for
the benchmark Kuala Lumpur Composite
Index. In India, 41 centrally owned SOEs
account for 20 percent of the market
capitalization of the Mumbai Stock
Exchange.®

Financing for infrastructure
development — Most public spending on
infrastructure passes through SOEs. The
value of SOEs lies in their potential to
provide efficient, reliable, and affordable
critical products and services in key
sectors, such as power generation and
water supply, transport, oil and gas, and
hospitals. They enable expensive and

Box 3: SOEs - A Global Shapshot

» Accounts for 20-30 percent of gross domestic product (GDP) in transition economies and 15

percent of GDP in OECD countries

» Account globally for 20 percent of investment and 5 percent employment

« SOE global revenues is estimated to be US$8 trillion

» 30 percent of Chinese GDP, 38 percent of Viethamese GDP, and 25 percent of Indian GDP
» Comprise more than 10 percent of worlds’ 2,000 largest companies and a similar share in sales

value

» Share in Fortune Global 500 is estimated at 23 percent

+ 13 of top 15 biggest oil companies are SOEs
» Account for 11 percent of global FDI inflows

Source: Independent Evaluation Group. 2018. World Bank Group Support for the Reform of State-Owned
Enterprises, 2007-2018: An IEG Evaluation. Approach Paper, World Bank, IFC. MIGA.



28 Leadership Training Toolkit for SOEs — Part | Corporate Governance

Box 4: Improving the Operational Performance of SOEs

A study of 44 SOEs in the water and electricity sectors of countries in Latin America and the Caribbean
finds a positive correlation between six dimensions of corporate governance reform and the

operational performance of the utilities. The dimensions include the legal and ownership framework,

the composition of the board, the performance management system of the enterprise, the degree of
transparency and disclosure of financial and nonfinancial information, and the characteristics of staff (for
example, education, salary, and benefits). The study shows that the composite index of these dimensions
is strongly correlated with labor productivity, tariffs, and service coverage.

Another recent study conducted in Indonesia reveals that the corporate governance index variables
affecting the financial performance (measured in terms of net profit margin) of SOEs are Board of
Commissioners, Nomination and Remuneration Committee, and the Risk Management Committee. The
SOEs chosen in this study pertain to government’s economic priorities, namely, food, fishery and marine,

energy, industry, tourism sector.

Sources:

Andrés, Luis, José L. Guasch, and Sebastian L. Azumendi.. 2011. “Governance in State-Owned Enterprises
Revisited — The Cases of Water and Electricity in Latin America and the Caribbean.” Policy Research Working
Paper 5747, World Bank, Latin American and the Caribbean Region.

Fatmawati, Rini, and Suhardjanto Djoko. 2018. “Corporate Governance and Its Influence on Financial
Performance of State-Owned Enterprises (SOEs) In Indonesia.” International Journal of Business and

Management Invention (IJBMI) 7 (2).

expansive investments that are often
beyond the private sector’s capacity. Thus,
well-run SOEs can contribute to health,
welfare, education and infrastructure
improvements, poverty reduction, and
inclusive economic growth. By reducing
internal inefficiencies, SOEs can make that
spending go farther.

4. The reduced fiscal burden of SOEs
and increased net contribution to
the budget through higher dividend
payments — SOEs are generally associated
with persistent losses and burgeoning
debt commitments, thereby creating a
huge burden on the country’s budget.
Improved corporate governance
mechanisms have the potential to
augment the operating performance of
SOEs, and in turn, reduce fiscal burden.
Improved governance also increases the
transparency of the contingent liabilities
associated with SOEs, thereby reducing
fiscal risk (refer to Box 5).

5. Reduced corruption and improved
transparency — Corruption remains
a serious problem in SOEs and can
influence the financial strength and
valuations of the companies, negatively
affects investor perceptions, leads to
the misallocation of scarce government

resources, and constrains the overall
economic and financial growth. Better-
governed companies with integrity and
accountability mechanisms are likely to
be less corrupt and more transparent.
Appendix A1.1C lists down the principles
governing anti-corruption and integrity at
SOEs by various international institutions.

Corporate governance challenges

Traditional corporate governance challenges
stem from the misalignment of the principal’s
objectives with the agent’s mandate. While
the basic premise stands in the SOE context,
by nature of their ownership, objectives and
operations, SOEs face additional governance
challenges arising out of other internal and
external sources. This topic discusses various
corporate governance challenges faced by
SOEs and explores solutions to address these
risks.

Figure 5 illustrates various principal-agent
relationships in an SOE and interactions
between the shareholders, directors, and
managers. The multiple and sometimes ill
aligned principal-agent relationships may
hinder the effective functioning of an SOE as
described in the figure; the SOE’s inability to
effectively manage these multiple principals,
may lead to excessive transaction costs
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Figure 5: Multiple Principal-Agent Relationships in an SOE
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Box 5: Reduced Fiscal Risks of SOEs

The Lithuanian government, which is working
to improve the governance of its major SOEs,
has estimated that annual dividends from
better governance could be increased by 1
percent of GDP, helping reduce its budget
deficit as part of efforts to join the Euro Area
in 2014. In 2010, the Chinese government
announced that it would start extracting more
dividends from its SOEs with the aim of forcing
them to compete more fairly with the private
sector and allocating resources to social
expenditures.

An article by Dag Detter and Stefan Folster
estimates that better-governed SOEs

around the world would enable central
governments to generate an astonishing
US$3 trillion in annual returns—“more than
the world’s yearly investment in infrastructure
including transportation, power, water and
telecommunication.”

Sources:

IFC. 2008. Toolkit 3: Corporate Governance Board
Leadership Training Resources Kit. World Bank
Group.

Detter, Dag, and Stefan Félster. 2014. “Hidden
Assets, How Countries Can Capitalize on Public
Wealth”. Foreign Affairs. November 24.

and interference, to policy inconsistency
and duplicate reporting. This may in turn
undermine both the state shareholder
and oversight function as well as the SOE
performance.

The multiple principal-agent relationships

that exist in an SOE cause concern over

the effective functioning of the corporate
governance system in the SOE. A direct
consequence of multiple principals is multiple
goals, which provides scope for conflict,

thus negatively affecting the performance of
the SOEs. With multiple principals pursuing
multiple (and often conflicting) objectives

and targets, SOE board and management
representation are often utilized as an effective
tool to exercise influence and drive vested
interests. Consequently, politically motivated
representatives of various principals may often
dominate the SOE boards. This leads to greater
political interference and micromanagement
by the principals.

While SOEs are subject to several checks
and balances to ensure transparency and
accountability at the state level (such as
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external audit mechanisms, public scrutiny,
parliamentary oversight, and so on), the
enforcement of such measures is often quite
weak. These challenges stem from the absence
or lack of proper financial reporting and of

a robust performance monitoring system to
ensure accountability and responsibility for
the performance of the agents, particularly the
board of directors and senior management.
Another major issue of multiple and dominant
principals is the weak protection of minority
shareholders and other stakeholders.

Owing to the aforementioned challenges

of multiple principals and goals, limited
transparency, and accountability, most
minority shareholders face challenges in
exercising their rights as shareholders to the
extent that controlling state shareholders may
encourage SOEs to conduct transactions that
benefit them at the expense of other minority
shareholders. Furthermore, weak protection
of minority shareholders can damage the
potential of the SOEs to raise finances from the
private sector, increasing its reliance on the
state.

Figure 6 further elaborates on these
challenges and their potential impact on the
SOE’s performance across various dimensions.

Developing solutions to address these
challenges

To address the corporate governance
challenges discussed above, reforms across
multiple elements of corporate governance
can be explored, which included those shown
in Figure 7 on the next page.

Figure 8 describes a list of potential

reform steps/solutions across each of the
aforementioned areas to address various
corporate governance challenges faced by
SOEs.

It is important to note that exploring these
solutions requires a thorough understanding
and analysis of challenges faced, as well

as weighing their implicit and explicit costs
against the benefits of implementation. These
are further elaborated in subsequent modules
across the training curriculum.

Figure 6: Consequences of Corporate Governance Challenges
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ownership structures » Possibility of conflicting objectives
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between multiple  Interference to board operations from shareholders
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r
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ar

Politicized boards and *
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g making
r
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transparency and { » Possible misrepresentation to shareholders
accountability » Concealment of SOE debt portfolio
-
r

Weak shareholder and * « Loss of confidence in SOE management

stakeholder protection

+ Affects potential of SOEs to raise finances

o
) r
Protection from « Affects commercial viability and profitability of other private sector
competition through * competition
preferential treatment + Long-term negative impact on overall economic growth

-

Source: Adapted from World Bank Group 2014.
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Figure 7: Solutions to Address Corporate Governance Challenges
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Source: Adapted from World Bank Group 2014.

Figure 8: Potential Solutions/Reforms Steps to Address Corporate Governance Challenges

» Higher clarity and certainty like uniform application of company laws and
regulations to SOEs and private sector
« Listing SOEs on stock markets to create capital market discipline

Strengthening legal and
regulatory framework

» Creating safeguards against government intervention
» Centralizing the state’s ownership functions to bring focus, consistency,
and good practices to the SOE sector

Performance » Establishing performance agreements between owners and boards
monitoring » Measuring and evaluating performance and ensuring accountability

» Reducing fiscal costs and risks

» Reducing preferential access to direct and indirect public financing

+ lIdentifying, computing, and financing the true cost of public service
obligations

» Prudent debt and guarantee management for SOEs

Ownership
arrangements

Financial discipline and
oversight

« Standard Operating Procedures (SOPs) for board composition,
Professional SOE nomination, roles and responsibilities, remuneration, evaluation, and
boards other aspects

+ Empowerment of board sub-committees

Transparency and » Applying private sector principles and international standards to SOEs for
disclosure audit, reporting, and disclosures

Minority shareholder » Encouraging representation and participation from minority shareholders
protection and rights « Protecting against abusive related-party transactions

Source: Adapted from World Bank Group 2014.
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The corporate
governance framework

The key elements of the corporate governance
framework at the national level are given
below.

Laws, regulations, rules

The underlying aim of a well-defined legal and
regulatory framework is to make the broad
policy directions of the state and the ‘rules of
the game’ clear for everyone. While no one-
size-fits-all approach applies to all countries
and contexts, the framework should achieve
the following:

¢ Set clear boundaries and define the
relationship between the government
as shareholder and SOE boards and
management

e Separate legitimate government
control and oversight for ensuring SOE
accountability

Typically, the requirements for a company’s
formation and its operations are specified in
company legislation. However, often a body of
additional laws may affect the board’s behavior
and decisions. These laws, regulations, and
rules may involve

* Company e Intellectual

e Insolvency property

e Director e Consumer
disqualification protection

e Safety e Competition

e Employment e Financial

e Environment e Stock exchange

listing rules

The directors and managers must always act
within the laws, regulations, and rules.

National corporate governance codes
Many countries now have a national code of
corporate governance that recommends good
practices for companies to follow. SOE codes
are of three main types:

¢ Voluntary codes. Some SOE codes are
voluntary, encouraging but not forcing
SOEs to comply with their provisions.
Voluntary SOE codes are found in Bhutan
and Egypt, for example.

¢ Comply-or-explain codes. Some codes
are applied on a comply-or-explain basis.
All European Union (EU) countries have
corporate governance codes that operate
on the ‘comply or explain’ basis as well as
requirements set out in law. In Sweden, the
code goes beyond the standard ‘comply or
explain’. It requires companies that do not
comply to explain what they did instead.
The regulatory bodies in Japan including
the financial services agency continue to
lead reforms, with several new comply-or-
explain guidelines added to the Amended
Corporate Governance Code that came
into effect in 2018. Like voluntary codes,
comply-or-explain codes provide greater
flexibility and scope for the application
of a more customized approach by a
company.

¢ Mandatory codes. Given the wide range
of SOEs and the need to align commercial,
political, and public policy goals, a
mandatory or rules-based code is less
common, as it may not allow the flexibility
needed by different types of companies
(listed SOEs, however, are required to
follow the listing rules and codes of the
stock exchange.) For example, in India,
the Guidelines on Corporate Governance
for Central Public Sector Enterprises were
issued in 2007 as voluntary guidelines
but based on the experimental phase, and
after due inter-ministerial consultations,
they were made mandatory in 2010.

Corporate governance codes can be found
across various countries and companies with
varying forms and substances (outlined in
Box 6).

Developing an SOE code can be a way of
increasing awareness regarding governance
issues not only within SOEs but also within

the government and the ownership entity
(where one exists) and among the public.
Consequently, any country seeking to develop
an SOE code can consider the following steps:
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Reach agreement within the government on
the need for and purpose of the code and

the desired outcomes. High-level support for
developing and implementing a code is useful.

e Take time early on to consider the
purpose of the code and develop an
implementation plan, for example:

o Consider whether the code should
be used as a benchmarking tool as a
model for individual SOE codes, or as a
formal requirement

o Identify an appropriate backer or
champion for the preparation of the
code

o Nominate a leader or champion to be
the public face of the code

o Garner commitment from leaders
(administration officials, board
members, SOE executives)

o Design complementary training and
awareness-raising activities

¢ |dentify key contributors to the code:

o Line ministry and finance ministry
officials

Ownership entity where one exists
SOE executives and board members
Academics

o O O O

Private sector board members,
executives, and other experts

o High-level political supporters

e Form a working group and define its terms
of reference

e Analyze and discuss existing codes
e Develop a first draft

¢ Disseminate the draft among relevant
stakeholders, including the public, for
comments

e Collect and publish the comments
e Formally adopt the code

¢ Roll out the code according to the
implementation plan

e Periodically examine the impact of the
code and adjust it and its implementation
as needed

While voluntary codes and guidelines are
meant to encourage SOEs to improve their
governance practices, ensuring compliance
can be a challenge, as companies get fewer
incentives or come across no significant
pressure—especially when codes are
developed by third parties. In some cases,
SOEs simply lack awareness of the code.
Alternatively, they may lack the knowledge
and practical guidance to implement the code,
especially when it contains many aspirations
but no clear priority. In other cases, once the
code is in place, the ownership entity itself
may take only modest steps to disseminate,

Box 6: Examples of the Legal Framework Governing SOEs in Various Countries

Some countries have general SOE framework laws. While some laws cover all the SOEs, others exclude
large strategic SOEs such as utilities, natural resources, and defense, which may have their own separate

laws.

 In the Arab Republic of Egypt, commercial SOEs fall under the Public Business Sector Law, and
under the law, SOEs are also subject to the company law. Utilities and defense SOEs, however,

have their own separate laws.

* In case of the Republic of Korea, the government-owned companies and government-invested
companies are all subject to the Act on the Management of Public Institutions.

Corporatized SOEs operate under normal company legislation in many countries and sometimes under

both company law and SOE law.

 In Chile, company law applies to all the SOEs except for nine large SOEs that have their own

separate laws.

* In Ghana and Kenya, SOEs are governed mainly by company law.

* In India, SOEs fall under company law but must also follow many different guidelines established
for SOEs as well as a corporate governance code for SOEs.

* In Malaysia, the government-linked corporations (GLCs) are governed by company law with the
GLC Transformation Program and the GLC Transformation Manual in place.

Source: IFC. 2008. Toolkit 3: Corporate Governance Board Leadership Training Resources Kit. World Bank Group.
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promote, and monitor compliance with the
guidelines, even though promotion of good
corporate governance practices should be a
key function of such agencies.

It is also important to set out the state’s
implementation strategy in the national
corporate governance code. It is relatively
straightforward to develop corporate
governance codes. The challenge lies in
ensuring their effective implementation and
enforcement, as evidenced by the anecdotes
from some countries that their governance
codes have not lived up to their promise to
spur enduring improvements in corporate
practices.” Therefore, it is pertinent to
consider the following while rolling out

the code:

¢ Designing a suitable country tailored
code. Each country, whether developed
or emerging, must devise its approach
to developing and successfully
implementing corporate governance
codes. While all governance codes should
be benchmarked against international
best practices to aid comparability, they
must also be customized to work in the
local environment. Careful consideration
during the design phase of the principal
objectives to be achieved, the broader
societal and regulatory context, and the
optimal allocation of monitoring and
enforcement responsibilities, combined
with periodic refinements after their
introduction to remedy shortcomings
and respond to new developments, will
increase the likelihood that corporate
governance codes will have the desired
impact.

¢ Timeline for implementation. The
code must specify the timeline of
implementation across different classes
of SOEs. When the sophisticated
requirements are rolled out to all SOEs
at one go, it creates an unnecessary
burden for smaller size SOEs and distracts
governments from the quality application
in the largest entities. With time, such
push turns into a box-ticking exercise.
Therefore, governments may consider
a cascaded approach, that is, a phased

implementation plan, which confirms
whether it should be applied to the listed
SOEs first or the largest SOEs in terms of
market size or public utility relevance.

Governments can take several steps to
promote and monitor compliance. They are:

¢ Disseminating the code to build awareness

¢ Developing tools and manuals to help
SOEs adopt good governance practices
from the code

¢ Providing training on the code to
companies, owners, and regulators to build
an understanding of the provisions and
their application. In Egypt, for example,
the Egyptian Institute of Directors played
a vital part, not only in preparing and
disseminating the SOE code but also
in training SOE directors on the code’s
implementation and developing a manual
for implementation

e Focusing on selected companies
that understand the importance of
good governance and using them to
demonstrate an active commitment
to applying the code, which can be a
powerful inducement

¢ Developing the capacity of SOE owners
and regulators to monitor and evaluate
compliance and elevating their role and
profile in promoting compliance

¢ |ncluding compliance with the code as a
critical part of the performance monitoring
and disclosure systems. In India, for
example, the corporate governance
guidelines mandate that the annual
reports of companies contain a separate
section on corporate governance with
details of compliance, with a certificate
on compliance from auditors or the
company secretary. Companies are also
required to submit quarterly compliance
or grading reports in a prescribed format
to their line ministries, which in turn
submit a consolidated annual report to the
Department of Public Enterprises (DPE).
Initially, only a few companies submitted
reports, but the department’s reminders
and follow-up meetings with line ministries
led to higher compliance rates over time.
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Appendix A1.1A: For reference

See Section 1: Definition of corporate governance
There are several definitions of corporate governance, including the following:

The corporate governance team within the Financial Markets Integrity Group of the World
Bank?® describes corporate governance as follows:

Corporate governance concerns the system, by which companies are directed and controlled. It

is about making companies, owners, and regulators more accountable, efficient, and transparent,
which in turn builds trust and confidence. Well-governed companies carry lower financial and
nonfinancial risks and generate higher shareholder returns. They also have better access to
external finance and reduced systemic risks due to corporate crises and financial scandals.
Reliable financial reporting, timely disclosures, better boards, and accountable management also
facilitate the development of stronger capital markets. They improve a country’s ability to mobilize,
allocate, and monitor investments and help foster jobs and economic growth. Better supervision
and monitoring can detect corporate inefficiencies and minimize vulnerability to financial crises.

According to the IFC®, corporate governance refers to structures and processes for the direction
and control of companies. It concerns the relationships among the management, board of
directors, controlling shareholders, minority shareholders, and other stakeholders. Good corporate
governance contributes to sustainable economic development by enhancing the performance of
companies and increasing their access to outside capital.

Appendix A1.1B: G-20/ OECD Principles of Corporate Governance

The attributes of a good corporate governance framework are drawn from the Principles of
Corporate Governance (2015) laid down by OECD. These are:

e Ensuring the basis for an effective corporate governance framework. “The corporate
governance framework should promote transparent and fair markets and the efficient
allocation of resources. It should be consistent with the rule of law and support effective
supervision and enforcement.”

e The rights and equitable treatment of shareholders and key ownership functions. “The
corporate governance framework should protect and facilitate the exercise of shareholders’
rights and ensure the equitable treatment of all shareholders, including minority and foreign
shareholders. All shareholders should have the opportunity to obtain effective redress for
violation of their rights.”

e [nstitutional investors, stock markets, and other intermediaries. “The corporate governance
framework should provide sound incentives throughout the investment chain and provide for
stock markets to function in a way that contributes to good corporate governance.”

¢ The role of stakeholders in corporate governance. “The corporate governance framework
should recognize the rights of stakeholders established by law or through mutual agreements
and encourage active cooperation between corporations and stakeholders in creating wealth,
jobs, and the sustainability of financially sound enterprises.”

e Disclosure and transparency. “The corporate governance framework should ensure that timely
and accurate disclosure is made on all material matters regarding the corporation, including
the financial situation, performance, ownership, and governance of the company.”

¢ The responsibilities of the board. “The corporate governance framework should ensure the
strategic guidance of the company, the effective monitoring of management by the board, and
the board’s accountability to the company and the shareholders.”
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Appendix A1.1C: Principles for preventing corruption and ensuring
integrity in SOEs by the G-20 and Transparency International

The G-20 high-level principles for preventing corruption and ensuring integrity in SOEs.™

The high-level principles are guidance for G-20 and other governments and for those state
representatives that are charged with exercising ownership rights in SOEs on behalf of the
government. These principles draw on general corporate governance standards, according to
which the state should act as an active and informed owner of enterprises but should abstain
from intervening in their daily management. Company-internal methods for preventing corruption
in individual SOEs can be mandated by the state but should normally be implemented by the
corporate management under the supervision of the board of directors, subject to oversight by
the relevant auditing bodies. The high-level principles are as follows:
A. Integrity of the state

¢ Principle 1. Applying high standards of conduct to those exercising ownership of SOEs on

behalf of the general public

e Principle 2. Establishing ownership arrangements that are conducive to integrity
B. Ownership and governance
e Principle 3. Ensuring clarity in the legal and regulatory framework and the state’s expectations
¢ Principle 4. Acts as an informed and active owner with regards to integrity in SOEs
C. Corruption prevention
e Principle 5. Requires adequate mechanisms for addressing the risks of corruption
¢ Principle 6. Necessitates the adoption of high-quality integrity mechanisms within SOEs
¢ Principle 7. Safeguarding the autonomy of SOEs and their decision-making bodies
D. Corruption detection and response
¢ Principle 8. Establishing appropriate accountability and review mechanisms for SOEs
¢ Principle 9. Taking action and respecting the due process for investigations and prosecutions

¢ Principle 10. Inviting the inputs of civil society, the public, media and the business community

Transparency International’s 10 Anti-Corruption Principles for SOEs:"

Transparency International has developed 10 anti-corruption principles for SOEs to help and guide
them, supported by their state owners, to reach high standards of integrity and transparency. They
are as follows:

1. Operate to the highest standards of ethics and integrity by the following means:

Embed an organizational culture of ethics and integrity

Commit to advancing integrity in societies

Commit to an anti-corruption policy and program

Provide tone from the top

2. Ensure the best practice governance and oversight of the anti-corruption program with the
following measures:

¢ Implement governance that conforms to the accepted global best practice

Ensure that board directors act in the best interests of the SOE

Apply a rigorous and transparent procedure for the appointment of directors to the board

Structure the SOE’s board to have a balance of skills, experience, knowledge, diversity, and
independent directors
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e Set a clear division of responsibilities between the board and the chief executive
e Carry out vigilant oversight of the anti-corruption program and ensure accountability
3. Be accountable to stakeholders through transparency and public reporting by the given means:
e Set and observe the best practice in accountability to stakeholders
e Report publicly on the anti-corruption program
e Apply organizational transparency and country-by-country reporting
¢ Engage with stakeholders
e Be transparent on the relationship with the ownership entity

4. Ensure that human resources policies and procedures support the anti-corruption program in
the following ways:

e Design personnel policies and procedures to support the anti-corruption program

¢ Incentivize ethical behavior and integrity

e Assign responsibilities for the anti-corruption program

¢ |ntegrate the anti-corruption program into the organizational structure

e Apply disciplinary procedures
5. Design the anti-corruption program based on the thorough risk assessment by keeping the
following things in mind:

¢ Risk assessment should be the basis for the design of the program

e |dentify risk factors

¢ Understand the forms of corruption and related risks

6. Implement detailed policies and procedures to counter the key corruption risks and follow the
given measures:

¢ Implement controls to counter risks related to vulnerable functions and transactions
e Commit to fair trading practices

Provide transparency of contracting and procurement processes

Counter the highest corruption risks

Establish and maintain internal accounting controls

Maintain accurate books and records

Subject the anti-corruption program to regular internal audits

e Develop an incident management plan
7. Manage relationships with third parties to ensure that they perform as per an anti-corruption
standard equivalent to that of the SOE and also

e Apply general standards in all dealings with third parties

¢ Implement controls for specific forms of third parties: controlled entities, investments and
mergers and acquisitions of joint ventures and consortia of agents and other intermediaries

8. Use communication and training to embed the anti-corruption program by the following means:
e Establish effective internal and external communications
¢ Provide general and tailored training

9. Offer secure and accessible advice and whistle-blowing channels and comply with the following
things:
e Position advise and whistle-blowing channels within an organizational culture of openness and
trust



38 Leadership Training Toolkit for SOEs — Part | Corporate Governance

¢ Provide accessible and secure advice channels, including hotlines

e Adopt a policy and procedure that offers secure and accessible channels for whistle-blowing

10. Monitor, assess and continuously improve the implementation of the anti-corruption program

and follow the given measures:

¢ Implement systematic, continuous monitoring and improvement

¢ Undergo regular independent review

¢ Provide regular leadership reviews and make improvements as appropriate

Notes:
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Introduction to the module

he OECD’s Guidelines on Corporate Governance of State-Owned Enterprises describe the

rationale for state ownership as being exercised in the public interest. Consequently, the

state needs to be cognizant of its roles and responsibilities as an owner, for which certain

guidelines have been specified by the OECD. In this regard, the World Bank’s Toolkit on
Corporate Governance of State-Owned Enterprises specifies that the state’s role as the owner
should be clarified, fragmentation of ownership responsibilities across multiple institutions should
be reduced, and accountability for results should be enhanced.

The implementation of the guideline requires an understanding of various roles and responsibilities
and the structures through which the state exercises its ownership role over SOEs.

Specific guidelines have been enumerated by the OECD to provide further guidance on the state’s
role as an owner. These include the following:

e Governments should simplify and standardize the legal forms under which SOEs operate. Their
operational practices should follow commonly accepted corporate norms.

e The government should allow SOEs full operational autonomy to achieve their defined
objectives and refrain from intervening in SOE management. The government as a shareholder
should avoid redefining SOE objectives in a non-transparent manner.

¢ The state should let SOE boards exercise their responsibilities and should respect their
independence.

¢ The exercise of ownership rights should be clearly identified within the state administration.
The exercise of ownership rights should be centralized in a single ownership entity, or, if this
is not possible, carried out by a coordinating body. This ‘ownership entity’ should have the
capacity and competencies to effectively carry out its duties.

¢ The ownership entity should be held accountable to the relevant representative bodies and
have clearly defined relationships with relevant public bodies, including the state supreme
audit institutions.

¢ The state should act as an informed and active owner and should exercise its ownership rights
according to the legal structure of each enterprise.

This module examines these guidelines in further detail, elaborating on various ownership models,
roles and responsibilities of the state, and other guidelines on managing the relationship between
the state and the SOE boards as illustrated in Figure 9.

Figure 9: Exploring the Role of the State as an Owner

_ , Core rights and Setting the policy . -
Def'“'“%_the s;tate S functions of the state priorities (commercial Ensurlrli_g HEPENTE
ownership role as an owner vs. social objectives) neutrality

J J J J
Monitoring SOE
Nomination of the Financial oversight performance via State-board relations
board members of the SOEs performance and communications
y ) agreements y y

Source: Adapted from World Bank Group 2014.
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Part | Module 2: Role of the state
as an owner

This session (module) covers the following topics:

Role and rights of the state as an owner
(and ownership structures)

State’s role in setting policy priorities for SOEs

State’s role and rights over board nomination,
financial oversight

Negotiating and monitoring performance
agreements
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Learning objectives

By the end of this module, the participants will be able to

2

~N
Understand the role and rights of the state as an owner

Understand the different ownership models and
structures

Understand the state’s role and rights over board
nominations, financial oversight, and performance
monitoring of SOEs

Understand the importance of state-board relations and
steps to ensure healthy relationship and communication

J

Agenda

Total time: 5 hours 15 min

Time Topic

20 min Defining the state’s ownership role

30 min Core rights and functions of the state as an owner

30 min Exercise

30 min Setting the policy priorities

25 min State’s ownership role over the board (homination and dismissal of
board members)

30 min Case study

30 min State’s financial oversight and monitoring responsibilities

30 min Criteria for assessing the fiscal risk of SOEs

30 min State-board relations and communication — the Dos and Don’ts

30 min Case study

30 min Monitoring SOE performance via performance agreement
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Defining state’s
ownership role

The ownership function of the state
concerning SOEs refers to the fundamental
rights and normal functions exercised by
shareholders when they own share in a
company or when they own a company
outright. It includes, for instance, the right to
nominate (or appoint) members to the board
and the right to vote shares at the general
meeting of shareholders. Normal shareholder
functions also include monitoring the
performance of the company and approving or
investing additional capital when necessary.

The G-20/0ECD Guidelines on Corporate
Governance of State-Owned Enterprises, 2015,
details the prime responsibilities of the state as
an owner to fulfil its ownership function. These
include the following:

e Being represented at the general
shareholders meetings (GSMs) and
effectively exercising voting rights.

e Establishing well-structured, merit-based,
and transparent board nomination
processes in fully or majority-owned SOEs,
actively participating in the nomination of
all SOEs’ boards and contributing to board
diversity.

¢ Setting and monitoring the implementation
of broad mandates and objectives for
SOEs, including financial targets, capital
structure objectives, and risk tolerance
levels.

e Setting up reporting systems that allow
the ownership entity to regularly monitor,
audit, and assess SOE performance, and
oversee and monitor their compliance
with applicable corporate governance
standards.

¢ Developing a disclosure policy for SOEs
that identifies what information should
be publicly disclosed, the appropriate
channels for disclosure, and mechanisms
for ensuring the quality of information.

e When appropriate and permitted by
the legal system and the state’s level
of ownership, maintaining continuous
dialogue with external auditors and
specific state control organs.

e Establishing a clear remuneration policy
for SOE boards that fosters the long- and
medium-term interest of the enterprise
and can attract and motivate qualified
professionals.

Cross-cutting theme: integrity and
anti-corruption

The state should establish ownership

arrangements that are conducive to integrity.

Appropriate steps should be taken by the state

to prevent the abuse of SOEs for personal or

political gain by

e Stating that applicable laws criminalizing

bribery of public officials apply equally to
the representatives of SOE governance
bodies

¢ Prohibiting the use of SOEs as vehicles to
engage in bribery of foreign and domestic
public officials

¢ Prohibiting the use of SOEs as vehicles for
financing political activities and for making
political campaign contributions
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Core rights and functions
of the state as an owner

This topic covers the core rights and functions
of the state as an owner detailed out in the
following sub-topics:

e Overview of different ownership models

¢ Legal and regulatory framework for SOEs

e Ownership policies

Overview of different ownership models
The ownership arrangement of the state refers
to the way in which the state organizes itself
to exercise its ownership rights over SOEs. In
some cases, the body or entity that exercises
the ownership rights is the legal owner of
the assets. In other cases, the entity that
legally owns the assets may have delegated
the ownership rights to another entity, such
as a ministry or a specialized ownership
body. For example, a finance ministry may
legally own SOE shares while delegating to
line ministries the rights typically associated
with the ownership of a corporation, such as
nominating board members or making major
decisions.

Thus, the term ownership arrangement,
as used here, refers not just to the legally

recognized owner of the assets but also to
the body or entity that has the authority to
exercise the state’s ownership rights.

Some of the typical functions of a finance
ministry concerning the state’s role as an
owner of SOEs are outlined in Box 7.

Ownership arrangements have evolved over
time, as SOEs have changed in form and as
governments have sought to improve their
productive capacity. While countries vary
substantially, ownership models fall broadly
into the following categories:

Decentralized model - No one single
institution or state actor acts on the
responsibilities of the ownership function.
Public perception often perceives line
ministries to be de facto running the SOE

as an extension of their ministerial powers.
For each of the three ownership function
responsibilities, a unique state unit or a mix
of state units subsumes the role. The central
body conducts all financial targets, technical
and operational issues, and the process of
monitoring SOE performance. Board members

Box 7: Typical Functions of a Finance Ministry

Governments are responsible for performing a wide range of fiscal and financial functions, which may be
carried out by the finance ministry or other governmental agencies. These functions can be classified as
below:

Policy functions — involve setting fiscal policy rules or targets, managing fiscal risks, developing a

debt strategy, formulating the annual budget and the medium-term budget framework, and providing
advice on alternative tax policy option. With respect to SOEs, this function would involve laying down the
state policy for SOEs defining financial and nonfinancial (say, climate-related) performance metrics, risk
appetite, and so on.

Regulatory function — can be further classified into three types (a) ensuring that the legal framework
for budgeting and public finance is respected and enforced by the line ministries and agencies; (b)
supervision of banks and other financial institutions; and (c) supervision of specific economic sectors
(for example, electricity, telecommunications, water). With respect to SOEs, this function would involve
monitoring implementation of the policy framework through a performance agreement.

Transactional (or operational) functions - involve processing of budgetary payments, the exercise of
internal control, the issuing of government securities, and the collection of taxes and other government
revenues. With respect to SOEs, this function would involve provision of data and periodic reports by line
ministries and SOEs.

Source: Allen, Richard, Hurcan Yasemin, Murphy Peter, Queyranne Maximilien, and Yldoutinen Sami. 2015.
“The Evolving Functions and Organization of Finance Ministries.” IMF Working Paper, WP/15/232, Fiscal Affairs
Department, IMF.
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are appointed in different ways, but the
instrumental input comes from the central
unit. This model is used in countries such as
Argentina, Colombia, Mexico.

While this model still exists in several
countries, it has evolved to other models
on account of various shortcomings, which
include the following:

e Scope for political interference

e Conflicts between ownership and policy-
making functions

e Fragmentation of ownership
responsibilities and diffused accountability

¢ |nsufficient ownership capacity

¢ |nadequate oversight of the SOE sector as
a whole

Dual-ownership model - To introduce checks
and balances and promote both technical

and financial oversight, some countries have
adopted a dual ownership model in which

the Ministry of Finance has responsibilities

in addition to those of the line ministries.
These typically include approving annual

SOE budgets, subsidies, or major financial
transactions and monitoring the financial
performance of SOEs. Belgium and Turkey use
this model.

The potential advantage of the dual ministry
model over the decentralized model is that

it provides for overall financial oversight of
individual SOEs and the SOE sector as a whole.
However, it also has its weaknesses. Finance
ministries typically focus on budgetary and
financial issues but may lack the authority and
power that line ministries have over SOEs as
well as the capacity to act as an owner and
strong advocate for SOE reforms. Moreover,
the dual model, like the decentralized

model, allows for the continued dispersion

of other key ownership functions, such as
board nominations, planning and investment
decisions, and monitoring of performance.

The decentralized and dual models are the
more traditional ones for organizing the state’s
ownership arrangements. Countries are moving
away from these models toward the advisory
and centralized models to bring focus and
professionalism to the state’s ownership role.

Advisory model — The advisory model
involves creating advisory or coordinating
bodies to help professionalize the state’s
ownership role, promote good governance
practices in individual enterprises, and bring
consistency to SOEs as a whole. Specialized
government units act in an advisory capacity
to other shareholding ministries on technical
and operational issues, and their most
important mandate often is to monitor SOE
performance. The more limited role of these
central agencies, coupled with the autonomy
that line ministries thus maintain, leads to
considerable overlap with the decentralized
model. India, Israel, Kazakhstan, Latvia, and
Lithuania use this model.

The advisory model provides an option

for strengthening the state’s ownership
arrangements, especially in countries with a
strong public sector administrative culture
and a large and diverse SOE portfolio that
may make full centralization difficult. It can
also be an option in countries with weak
capacity and weak governance environments.
In such circumstances, creating an advisory
or coordinating body may also avoid the
concentration of power in a single entity.
However, the advisory model only partially
addresses the drawbacks of the decentralized
or dual models, as illustrated here:

e Line ministries remain both owners and
policy makers, and sometimes regulators,
allowing continued scope for conflicts of
interest.

¢ Continued dispersion of SOEs among many
ministries may allow an expanded scope
for day-to-day political interference.

e Without sufficient authority or power,
advisory or coordinating bodies may be
ignored by ministries and SOEs.

¢ In the absence of skills, resources,
and political backing, advisory bodies
themselves may lack both the capacity to
deal with ministries, companies, and other
institutions, and the ability to influence and
drive change.

¢ Absence of comprehensive and proactive
fiscal risk monitoring and mitigation.

Centralized model - In recent years,
the models discussed above have been
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supplanted by more centralized approaches
that concentrate SOE ownership authority in

a single specialized entity. Under a centralized
ownership model, the specialized entity
serves as the shareholder representative with
oversight responsibility for SOEs. It owns the
SOE shares or is responsible for exercising all
ownership functions on behalf of the state as
owner, while the line ministry is responsible for
policy making and the regulatory environment
in which SOEs operate. Two broad types

of centralized entities are widely used: (a)
government ownership agencies that are
under the direct authority of the government;
and (b) company-type structures, such as,
holding companies or investment companies
that have separate legal identities and greater
independence from the government. Example:
While China, Finland, France, Hungary,
Republic of Korea, Slovenia, Spain, Sweden,
and so on, follow the centralized model, Chile,
the Netherlands, Norway, Poland, the Russian
Federation, South Africa, and so on, follow the
centralized model with exceptions.

(@) Government ownership agencies -
Different approaches have been used to create
ownership agencies under the authority of the
government. These include the following:

e Stand-alone ministry

e Ownership department or unit (within a
central ministry, usually the Ministry of
Finance)

e Stand-alone ownership agency or company

Some examples of the same are outlined in
Table 8.

Table 8: Centralized Ownership Under Government

(b) Company-type structures — These entities
have a separate legal identity and their

own governance bodies, including a board

of directors and a chief executive officer
responsible for investment, divestment, and
business decisions. Broadly, company-type
structures fall into two broad categories,
although they have similar characteristics: (i) a
holding company structure responsible mainly
for managing the assets in the portfolio and
(ii) an investment company structure that also
acts as the government’s strategic investor.

The centralized model faces one major risk of
concentration of power. In several countries
in Europe and Central Asia, company-type
structures have been seriously considered
but subsequently shelved because of this risk.
Essentially, if the top management of such a
holding company is captured and colludes
with the government representatives at the
board, such a holding company becomes a
shadow government/or a center of vested
interest for one particular group controlling
the most lucrative and cash generating

SOEs. Unfortunately, due to weak corporate
governance systems and a high level of
corruption, this risk is extremely high in
developing countries.

Some examples of countries with centralized
ownership under a company-type structure are
outlined in Table 9 on the next page.

While useful for comparison and classification,
the models are not rigid archetypes. Specific
country arrangements often combine

Country | Name of entity

| Location of entity

Ownership ministries

Indonesia

| Ministry of State Enterprises

| Ministry of State Enterprises

Ownership departments in a ministry

Finland Ownership Steering Department Prime Minister’s Office

France Agence des Participations de I'Etat Ministry of Economy and Finance
Norway Ownership Department Ministry of Trade and Industry
Poland Department of Ownership Supervision Ministry of Treasury

Ownership agencies

Chile Sistema de Empresas

Ministry of Economy

China

State-Owned Assets Supervision and
Administration Commission

State Council

Source: Adapted from World Bank Group 2014.
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Table 9: Centralized Ownership Under Company-Type Structure

Country Name of entity

Location of entity

Ownership under government

Bhutan Druk Holding and Investments Ministry of Finance

Hungary State Holding Company Directed by the National State Holding
Board

Malaysia Khazanah Nasional Ministry of Finance

Institute for the Management of State

Mozambique Holdings Ministry of Finance
Fondo Nacional de Financiamiento de
Peru la Actividad Empresarial del Estado Ministry of Finance
Holding company
Singapore Temasek Holdings Wholly owned by Ministry of Finance

Source: Adapted from World Bank Group 2014.

elements of more than one model: for
example, the split-authority characteristic of
the dual model may be integrated with an
advisory board. Additionally, governments may
assign their SOEs to separate clusters (for
example, commercial versus non-commercial
enterprises) and apply a different ownership
model to each group. For example, public
sector banks in most countries are regulated
by the central bank of the respective country.

While these structures have been successfully
used across several countries, there are still
several risks that can arise, which include
the following:

¢ Continued interference from the
government in the absence of a strong
accountability framework and culture.
Establishing an arm’s-length relationship
between the ownership entity and its
SOEs—and between the government
and the entity—can be a significant
challenge. Governments may still interfere
in operational decisions or impose social
obligations that are not clearly defined.
The central ownership entity unit may not
be shielded from short-sighted political
pressures.

¢ Risk of capture and corruption. High
levels of politicization such as politically
appointed individuals in ownership
entity and the associated corruption
can generate institutional instability. The
resources of SOEs may often be diverted
to fund political parties or electoral
campaigns. This tends to weaken the
overall accountability system. This issue

is exacerbated in countries with political
turmoil and they remain as vulnerable
as ever to state capture and weakening
accountability mechanisms.

¢ Lack of power and authority of
ownership agencies. In other cases,
ownership entities themselves may be no
more than a passive adviser and owner,
with little power over SOE managers,
especially those directing strategic or high-
profile and profitable SOEs, which are often
among the biggest companies in a country.
Backed by higher-level political principals,
SOE managers of such companies can have
their own political clout, and together with
their political allies, can treat ownership
entities as adversaries rather than allies.”
In such cases, without political backing, an
ownership entity may make slow progress,
as it confronts opposition from vested
interests

¢ Lack of capacity. Faced with difficulties
in recruiting people with the necessary
skills and obtaining budgetary resources,
ownership entities often lack the strategic,
financial, and technical capabilities
needed to carry out their mandate and
responsibilities effectively.

Consequently, the following steps can be
taken to minimize the risks of various
ownership models and making ownership
entities more effective:

¢ Ensuring high-level political support and
public attention

¢ Providing a clear and focused mandate
with a high degree of autonomy
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e Appointing highly qualified professionals

¢ Developing clear ownership policies and
guidelines

e Monitoring performance of ownership
entity itself

Cross-cutting theme: integrity and
anti-corruption

Ownership arrangements should be conducive
to integrity, which implies:
¢ Clearly identifying the exercise

of ownership rights within state
administration as centralized in a single
ownership entity or, if impossible, by a
coordinating body that has the capacities
and competencies to effectively carry out
its duties

e Separating ownership from other
government functions to minimize conflict
of interest and opportunities for political
intervention (non-strategic or operational)
and other undue influence by the state,
serving politicians, or politically connected
third parties in SOEs; where ownership
functions are vested in ministries with
other functions related to SOEs, adequate
measures should be taken to separate the
two

¢ Clarifying and making publicly available
information about the ownership
structure, including linking the SOEs to the
ownership entity responsible for said SOEs;
this could include, for instance, recording
SOEs in beneficial ownership registers

¢ Clarifying and disclosing the roles of
other (non-ownership) state functions
that may interact, whether infrequently or
frequently, with the SOEs in the execution
of their functions—including, among
others, regulatory agencies and audit or
control institutions

e Encouraging professional dialogue
between the ownership entity and state
authorities responsible for the prevention
of corruption or other irregular practices,
when appropriate and permitted by the
legal system

e Setting an appropriate framework for
communication that includes maintaining
accurate records of communication
between the ownership entity and SOEs

¢ Maintaining high standards of
transparency and disclosure when SOEs
combine economic activities and public
policy objectives regarding their cost
and revenue structures, allowing for
attribution to main activity areas

¢ Ensuring that the ownership entity is
equipped to regularly monitor, review, and
assess SOE performance and oversee and
monitor SOE compliance with applicable
corporate governance standards—
including those related to anti-corruption
and integrity

Legal and regulatory framework for SOE
ownership

A clearly defined legal and regulatory
framework for SOEs is essential for
communicating key expectations to SOE
shareholders, boards, management, and all
other stakeholders, including the public.

While no one-size-fits-all approach applies

to all countries and contexts, the framework
should set clear boundaries and define the
relationship between the government as
shareholder and SOE boards and management,
separating legitimate government control

and oversight for ensuring SOE accountability
from the managerial autonomy necessary in
commercial decision-making.

Several countries have revised their existing
SOE laws or have developed new, more
modern laws and regulations to provide
strength and legitimacy to the government
shareholder; to codify relations among the
shareholder, board, and management; and
to outline reporting functions. Such laws
generally aim to recast the state’s role as
an owner rather than as a policy maker and
manager of state assets and are typically
based on several key principles:

e Clear definition of SOEs versus other
non-commercial parastatals

e Operation of SOEs on a commercial basis

e Separation of the state’s ownership
functions from its policy-making and
regulatory functions to avoid conflicts of
interest, real or perceived

e Professionalization of corporate
governance bodies
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e Greater transparency and accountability of
the SOE sector

The details of more modern SOE laws differ
from one country to the next, but in general,
they contain several common elements:
¢ Designation of the state’s shareholder
representative or ownership entity,
including its structure, composition,
functions, and accountability framework

¢ Broad outlines of a performance-
monitoring system to hold SOEs
accountable for results

e Clarification of SOE objectives, and
in some cases, the identification and
separation of the costs and financing of
specific public service obligations or non-
commercial goals

e Establishment of criteria and processes
for the appointment of qualified and
competent SOE boards as well as
processes for dismissal of board members
and for identification of the rights and
responsibilities of the board of directors
and the management in guiding and
managing SOE operations

e Financial reporting and disclosure
requirements for SOEs, which are often in
line with the private sector practices

These topics are further discussed in
subsequent topics of this module. Appendix
A1.2A discusses the accountability provisions
for the state, SOE, and the SOE board that
should be built in the legal and regulatory
framework governing SOEs in the country.

Cross-cutting theme: climate change
and resilience

In 2015, the world agreed upon a new vision
that would guide their actions in the future
adopting the 2030 Agenda for Sustainable
Development (2030 ASD) and signing the Paris
Agreement. In line with these international
agreements, countries have made specific
commitments called nationally determined
contributions (NDCs) and are developing long
term strategies towards a carbon neutral
economy. These commitments and policies
are especially relevant to SOEs given their
significant presence in priority sectors for
this transition, including energy, transport,
agriculture, industry, and infrastructure /

urbanization. It is therefore essential that the
State as an owner reflects these priorities in
its shareholder policy beyond the normal ESG
principles and that SOEs fully integrate those
in their corporate plans. A brief overview of
these agreements is given below:

e 2030 Agenda for Sustainable
Development - In September 2015,
the heads of state and government at
the UN headquarters in New York City
adopted the 2030 Agenda for Sustainable
Development. The international
community committed to promoting
the sustainable development agenda in
its three dimensions—economic, social,
and environmental—in a balanced and
integrated manner, for which it is essential
to guarantee lasting protection of the
planet and its natural resources and where
there is universal access to a supply
of affordable, reliable, and sustainable
energy. One of the key elements in the
2030 ASD includes a commitment to
enhancing international cooperation to
facilitate access to advanced and cleaner
fossil-fuel technology.

e Paris Agreement — On December 12,
2015, in Paris during the 21st Conference
of the Parties (COP21) to the United
Nations Convention Framework on
Climate Change, the international
community signed the Paris Agreement,
an international treaty in which for the
first time all nations came together into a
common cause to undertake joint efforts
to combat climate change and adapt
to its effects. The Paris Agreement has
two fundamental pieces to fight climate
change. First, foster low greenhouse
gas (GHG) emissions development
by incorporating carbon planning in
government policy, and the second,
finance flows consistent with a pathway
toward a low-carbon economy.

Beyond these international commitments that
guide the development trajectories, it is in the
best self-interests of countries to mitigate the
high and growing socioeconomic and fiscal
risks stemming from climate change: (a) the
risks from climate-related extreme weather
events that affect their infrastructures and
SOEs and represent mounting fiscal costs
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and risks in times of extremely stressed

public finances due to COVID and (b) the risk
stemming from the global transition to a low-
carbon economy which will affect the business
model of SOEs and sustainability of important
assets.

Climate policies have often focused on the role
of the state as a regulator. Meanwhile, their
role as leading economic actors, especially

as shareholders and investors, has been
neglected. This is changing with more active
shareholding policies, given the rising fiscal
costs and liabilities coming from SOEs and
exacerbated by climate risks and disasters.
SOEs control significant shares of economic
sectors, which are central to a carbon-
intensive economy (for example, fossil fuels,
power generation, and so on), particularly

in emerging economies, and will thus be
particularly affected by the transition toward a
low-carbon economy.

An example of the State Climate Policy
Framework in Sweden is outlined in Box 8.

For governments to respond to the climate
change crisis, SOEs are one of their best
instruments at their disposal. SOEs have a
competitive advantage in their readiness to
proactively address these risks and to seize
the opportunities from this transition toward
a low-carbon economy, for three reasons:
corporate governance, mandate, and scale.

e Corporate governance: Most SOEs have
an institutional structure in which there
are representatives of the government.
Therefore, board members representing
the state would be mindful to voice and
reflect the views of the government as a
shareholder to safeguard and grow the
SOE assets and manage the liabilities and
fiscal risks stemming from climate change.

e Mandate: SOEs typically are seen as a
means to support a country’s medium-
term socioeconomic development and
to spur innovation and growth in their
respective sectors, including through
strategic partnerships and technology
transfers. Thus, embedding sustainability
into the corporate strategy of the SOE

Box 8: State Climate Policy Framework

In 2017, Sweden decided to introduce a climate policy framework with a climate act. It sets out
implementation of the Paris Agreement in Sweden — by 2045, Sweden is to have zero net emissions of
GHGs into the atmosphere. The framework contains new ambitious climate goals, a climate act and plans

for a climate policy council.

» Climate Act. The act states the following:

» The government’s climate policy must be based on the climate goals and how work is to be

carried out.

» The government is required to present a climate report every year in its Budget Bill.

» Every fourth year, the government is required to draw up a climate policy action plan to
describe how the climate goals are to be achieved.

» Climate policy goals and budget policy goals must work together.
« Climate Goals. The framework contains several new climate goals for Sweden:
« By 2045, Sweden is to have zero net emissions of GHGs into the atmosphere and should

thereafter achieve negative emissions.

* By 2030, emissions from domestic transport, excluding domestic aviation, will be reduced by

at least 70 percent compared with 2010.

» By 2030, emissions in Sweden in the sectors that will be covered by the EU Effort Sharing
Regulation should be at least 63 percent lower than in 1990, and at least 95 percent lower

by 2040.

» Climate Policy Council. The council will be tasked with supporting the government by
providing an independent assessment of how the overall policy presented by the government
is compatible with the climate goals. The council will evaluate whether the direction of various
policy areas will increase or reduce the likelihood of achieving the climate goals.

Source: Government Offices of Sweden. 2017. The Swedish Climate Policy Framework. Ministry of the

Environment and Energy, Sweden.
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is directly linked to the rationale of their
existence and their mission.

Scale: SOEs in the energy sector represent
70 percent of all the assets of oil and gas
production, and around 60 percent of the
coal power plants globally. To accelerate
the recovery and the pace toward low-
carbon development, size matters, and

in this case, given that SOEs dominate
the energy sector, a policy focused on
low-carbon growth has to be led by SOEs.
Conversely, if these SOEs do not adapt to
the transition, they will become irrelevant
and their assets will lose their value.

Based on a government’s ownership status
and the degree of shareholder power therein,
the following array of tools may be leveraged
to prompt its SOEs to reduce their emissions,
protect their investments and assets, and
catalyze the transformation in the sector/
economy:

Shareholder directives and directions:
Governments can issue shareholder
resolutions and other directives to the
board in favor of reducing emissions

and increasing its resilience to climate
risks, which are then transmitted to
company senior management. The state
can also employ informal measures

to guide low-carbon action that takes
advantage of its position as the dominant
shareholder, for example, by organizing
periodic discussions between high-
ranking government officials and company
executives.

Government directives and direction

can address a wide variety of company
actions that will impact emissions by
influencing the choice of technology

(for example, favoring the construction
of low-carbon power plants rather than
traditional thermal ones) or economic
diversification through the adoption of
low-carbon solutions (such as carbon
capture and storage). Mandating greater
energy efficiency in the SOE’s operations
is another way to lower emission, including
for heavy industry and oil and gas
producers.

The government shareholders can
also encourage SOEs to innovate their
business practices, direct them to increase

spending on research and development
(R&D), encourage them to become active
traders in a newly established Emission
Trading System (ETS) or instruct them to
join specific international collaborative
efforts.

Some examples of country policies on
energy efficiency are outlined in Box 9 for
reference.

Climate risk screening and mitigation
of SOE investments: SOEs represent a
substantial share of public investments
and infrastructure in many countries.
Their investments and assets are directly
exposed to the physical risks from
climate change and climate transition
risks. It is therefore essential that both
the SOE investment committee and the
state consider these climate risks when
appraising and approving an investment,
financing, or guarantee provided to its
SOEs as it has a direct impact on the
corresponding return on investment and
contingent liabilities. Fiscal risks arising
out of climate change are discussed in
Part I, Module 2 under ‘State’s financial
oversight and monitoring responsibilities’.

Aligning SOE corporate mandates
with the government’s climate change
efforts, policies and international
commitments: An important way in
which a government can support the
engagement of its SOEs in the low-
carbon transition is by ensuring that

the enterprise’s corporate mandate is
aligned with climate goals. A study by the
OECD found that policy misalignment can
weaken the low-carbon transition effort,
while alignment can provide important
synergies.'

Senior management controls - Power
of appointment and replacement: For
a government looking to shift its SOEs

to a low-carbon pathway, installing/
appointing senior executives, who have
the commitment, vision, and managerial
capacity to carry out the low-carbon
transition can be useful, just as removing
those who resist this path can also
create the right incentives for prompting
effective management action. The
government can also install the executive
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compensation system to influence SOE
senior management, including through
promotions and financial benefits. SOEs
may be encouraged to include climate-
related targets and indicators, such as
carbon emission indicators or external
ESG ratings, in their management incentive
schemes.

¢ ‘Climate-friendly’ middle management
and other human resources policies:
While leadership at the top of a public
sector company is critical to effecting
change within the company, change also
requires action by middle management
and other staff. As a result, it is important
to ensure that the company’s internal
recruitment and organizational and
evaluation systems are aligned with low-
carbon action. For example, establishing

human resources policies that reward
employees for innovations or other actions
that lower emissions can be effective in
changing business practices.

SOE procurement: Governments

can shape the asset base of SOEs to
reduce emissions through the issuance
of procurement directives (including
public procurement regulations) that
favor low-carbon solutions. They can
direct an SOE to coordinate with other
public sector purchasers to favor low-
carbon technologies that in turn can help
create a larger market that encourages
manufacturers to build out their low-
carbon product line." Additionally, as SOEs
are often big enterprises that purchase

a large amount of goods and services
themselves, governments can influence

Box 9: Country Case Studies on Energy Efficiency

Germany: Germany has established a variety of coordinated policies to implement energy savings
measures for industry. The federal government has entered into voluntary agreements with the German
industry to reduce CO, emissions and sets targets for annual reductions in energy intensity until 2022.
To encourage large companies to reach savings targets, they become eligible for a large-scale tax
exemption when their savings goals are met. The German government has also established a target of
obtaining 25 percent of electricity generation from combined heat and power (CHP) by 2020. The CHP
Act also provides investment support in the form of a feed-in tariff, which offers an incentive payment
for electricity generated by CHP. The German government has also encouraged the implementation

of energy management systems for large companies, which helps energy-intensive industries achieve
emissions and energy savings targets.

Japan: Japan has employed a mix of regulatory measures, voluntary actions, and financial incentives
to encourage energy efficiency in its industrial sector. The Act Concerning the Rational Use of Energy
introduced a benchmarking system for obligating businesses to achieve specific medium- (2015) and
long-term (2020) energy-efficiency targets. A tax incentive scheme supports these requirements by
providing a special depreciation rate for all businesses investing in specified energy conservation and
efficient equipment. The government offers support to help encourage greater contribution of CHP
electricity resources. Japan also dedicates a significant amount of its investment in R&D toward the
industrial sector.

United Kingdom: The Environment Agency administers Climate Change Agreements (CCA), which
establish voluntary commitments with energy-intensive companies to reduce energy use. In exchange
for reaching their targets, companies receive a discount on the Climate Change Levy (CLL), a tax added
on electricity and fuel bills. The government also provides tax relief to help businesses invest in specific
energy-saving technologies or machinery that might otherwise be too expensive, including boiler
equipment, CHP, compressed air equipment, motors and drives, and other products. A range of other
measures provide additional support for CHP, including access to financial incentives, exemptions from
certain fees and taxes, and the development of a strategic framework for reducing emissions with CHP
in the United Kingdom.

Sweden: The Swedish industrial efficiency program successfully introduced energy management
schemes. Those undertaking a set of measures get a modest rebate on the energy tax. The
comparatively small financial signal has unleashed investments that would have been profitable but were
not taken so far.

Sources:
United Nations. 2015. Best Policy Practices for Promoting Energy Efficiency. UN, New York and Geneva.

Meegan, Kelly. 2016. International approaches to industrial energy efficiency: a comparison of countries.
American Council for an Energy-Efficient Economy (ACEEE).
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the broader supply chain by mandating
that their SOEs require low-carbon
products and solutions from their private
sector and other suppliers.

¢ Reporting requirements: The state
should encourage SOEs to enhance
transparency and disclosure around
climate-change-related practices. These
disclosures may form part of the Annual
Report of SOEs or in the form of separate
stand-alone statements such as Annual
Sustainability Reports. Sustainability or
triple-bottom-line reporting is aimed
at a wide, multi-stakeholder audience.
This tool reports performance on
issues that stakeholders care about as
well as monitors internal performance
improvements. A sustainability report
should form part of a broader strategy
for communicating with and reporting
to stakeholders on the outcome of
consultations or dialogues.

The Task Force on Climate-related
Financial Disclosures (TCFD) has structured
its recommendations around four thematic
areas that represent core elements of

how organizations operate—governance,
strategy, risk management, and metrics
and targets. This is discussed in detalil
under Part IV, Module 2. SOEs should also
report on nonfinancial information around
the environment and social (E&S) metrics
as discussed in Part IV, Module 3.

¢ Monitoring and enforcement: It is
important for a government to follow up
on its guidance with monitoring plans and
to put in place both rewards to support
success and sanctions to address failure.
This can be particularly important in
contexts where SOE independence means
that government shareholder directions do
not necessarily translate into conforming
company action. Climate change
objectives and risks, therefore, need to be
included in SOE statements of corporate
interests or other performance contracts
between the state and the SOE. Some
examples of good practices in monitoring
and enforcement are outlined in Box 10.

Cross-cutting theme: integrity and
anti-corruption

There should be clarity in the legal and regulatory
framework regarding the operation and
accountability of SOEs, whereby private sector
best practices in areas such as corporate liability,
accounting, and audit apply to SOEs. The legal
and regulatory framework should facilitate a

level playing field in the marketplace where SOEs
undertake economic activities.

The state should clearly specify SOE objectives
and avoid redefining these objectives in a non-
transparent manner. The state’s broad mandates
and objectives for SOEs should be revised only
in cases where there has been a fundamental

Box 10: Good Practices on Monitoring SOE Objectives and Performance

Saudi Arabia: State-owned oil giant Saudi Aramco joined the “Zero Routine Flaring by 2030’ initiative

by the World Bank, a flagship global effort to eliminate flaring. For over 40 years, Aramco has been
investing in advanced technologies to enable greater efficiency and lower emissions in transport,
carbon-free hydrogen fuels, and carbon capture, utilization and storage (CCUS). This is part of a broader
effort to enable the circular carbon economy and deliver clean, reliable, and affordable energy to the

world while minimizing GHG emissions.

China: Since the 11th Five Year Plan (2006-10), a shift in priorities has elevated environmental reform
as key to growth and social stability. This has taken the form of consolidating the market share of large
SOEs in energy and heavy industry, while increasing state support of SOE investment in clean energy
technologies for less-polluting industries and other industries like oil and gas (Sinopec, PetroChina).
These objectives have been implemented through ordered shutdowns of small, inefficient power and
steel plants, as well as through selective investment approvals, credit controls, and cadre evaluation

systems.

Sources: World Bank. 2020. Zero Routine Flaring by 2030. World Bank, IBRD, IDA.

Baeumler, Axel, ljjasz-Vasquez Ede, Mehndiratta, Shomik. 2012. Sustainable Low-Carbon City Development in
China. Directions in development; countries and regions. Washington, DC: World Bank.

International Energy Agency. 2015. Complementary measures for decarbonization: Looking beyond pricing and
regulation to motivate private businesses and state-owned enterprises. Paris: IEA.
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change of mission. The ownership entity should
be assigned a role for executing ownership.
When representatives of government, including
those of the ownership entity, give instructions
that appear to be irregular, SOEs should be able
to seek advice or to report it through established
reporting channels.

The state should clearly set and consistently

communicate high expectations regarding

anti-corruption and integrity through, among

others, the processes of

¢ |dentifying and expressing their

expectations related to high-risk areas
that could include investment and
divestment by the state; human resource
management; procurement of goods
and services; board and senior/top
management remuneration; conflict of
interest; political contributions; facilitation
payments, solicitation, and extortion;
favoritism, nepotism or cronyism; offering
and accepting gifts; hospitality and
entertainment; and charitable donations
and sponsorships

e Periodically reviewing state expectations
regarding anti-corruption and integrity, based
on a comprehensive analysis of existing and
emerging corruption-related risks

Ownership policies

To bring greater clarity and consistency

to ownership issues, some countries have
developed comprehensive ownership policies
as a tool for communicating expectations and
good practices to shareholders, boards, and
management. Ownership policies were earlier
conceived as a portfolio level policy. However,
currently, such policies are recommended for
specific sectors or homogeneous groups such
as banking, insurance, power, and so on, or
even for specific SOEs depending on the level
of centralization of ownership. For example,
in Norway, the ownership policy contains one
section on the ‘scope of the state’s direct
ownership’. It includes the list of companies
covered by the ownership policy, the state’s
shareholding in the companies, and the
ministry with which companies are affiliated.
The ownership policy covers companies

for which the state has mainly commercial
objectives and important companies with
sectoral policy objectives. While drawing

up the ownership policy, an important
consideration for governments is to ensure
competitive neutrality, that is, SOEs should not
enjoy net competitive advantages over their
private sector counterparts, simply under
government ownership.

As per the Commonwealth Competitive
Neutrality Policy Statement of the Government
of Australia, governments should not use

their legislative or fiscal powers to advantage
their businesses over the private sector. The
implementation of competitive neutrality policy
arrangements is intended to remove resource
allocation distortions arising out of public
ownership of significant business activities
and to improve competitive processes. Where
competitive neutrality arrangements are

not in place, resource allocation distortions
occur because prices charged by significant
government businesses do not fully reflect
resource costs. Consequently, this can distort
decisions on production and consumption,

for example, where to purchase goods and
services, and the mix of goods and services
provided by the government sector. It can
also distort investment and other decisions

of private sector competitors.'™ Therefore, if
the governments ensure a level playing field
between SOEs and private sector competitors,
it can help prevent competitive distortion and
encourage private sector investment.

Ownership policies usually cover several
relevant subjects:

¢ Purpose of state ownership. This
section may describe the justification for
state ownership and both short-term and
longer-term goals.

¢ Types of enterprises covered by the
ownership policy. Enterprises are usually
categorized into two broad groups—
commercial enterprises providing a
product or service, that is, enterprises that
could be subject to competition and could
operate under private ownership and
enterprises with sectoral policy objectives
that operate in a regulated environment
(such as water and electricity). These
categories are often revisited periodically
to determine whether the ownership
criteria continue to be met and to adjust
portfolio practices accordingly.
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e Criteria under which SOEs operate.
These criteria might address the
commercial sustainability of SOEs; the
importance of shareholder value or
equity value, relative to social objectives;
associated performance measures; and
the calculation of (and compensation for)
costs of non-commercial objectives/public
service obligations.

¢ Roles and responsibilities of specific
institutions. The respective roles of the
state, the ownership entity, the SOE board,
SOE management, and independent
regulators as well as the separation of
financial and policy oversight should be
specified.

e Requirements for transparency and
public disclosure. Both the state and
SOEs are held accountable for their

Setting the policy priorities

Throughout the world, governments have
created SOEs as commercial entities and

often imposed non-commercial public service
obligations (PSOs) on their operations. Also
referred to as community service obligations,
or public service agreements, PSOs enable
governments to pursue public policy
objectives through SOEs in addition to regular
budget channels, often with little transparency,
particularly concerning the financing of PSOs.

This is also recognized in the OECD’s
Guidelines on Corporate Governance of State-
Owned Enterprises (2015), and corresponding
recommendations have been proposed to

help create transparency around SOE public
service/social objectives and to lend credibility
to the processes involved in putting these
public service/social objectives into practice.
These guidelines include the following:

“Where SOEs combine economic activities
and public policy objectives, high standards
of transparency and disclosure regarding
their cost and revenue structures must be
maintained, allowing for an attribution to
main activity areas. Costs related to public

financial and social performance. Financial
reporting requirements are established.
Public disclosure covers both financial and
nonfinancial information and describes the
means of dissemination.

The process of setting formal ownership
policies is easier when there is a centralized
ownership entity in place that can drive

and manage the process of developing the
policy. Where ownership responsibilities are
fragmented among different line ministries,
building support and managing the process
can be more difficult and time-consuming,
especially when parliamentary approval is
required. Developing a coherent policy can
also be more difficult when there is a large and
diverse portfolio of SOEs, with many different
legal forms.

policy objectives should be funded by the
state and disclosed.” — OECD Guidelines
on Corporate Governance of State-Owned
Enterprises (2015).

Besides, the World Bank’s Toolkit on
Corporate Governance for State-Owned
Enterprises (2014) also elaborates on the
recommendations outlined in the OECD
Guidelines specifically with regard to

e Formalizing PSO mandates

¢ |Implementation of PSOs
o Defining and calculating the cost of
PSOs
o Practices for financing PSOs
0 Monitoring the performance of PSOs

These are detailed further in this topic.

Formalizing PSO mandates

The state, with the primary ownership and
oversight function over the SOEs, defines the
mandate for the respective SOE and sets out
its objectives. The mandate and objectives laid
out by the state can be formalized through
the legal framework (based on which the
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SOE was constituted) and the SOE’s charter,
among others. The overall mandate of the SOE
indicates whether the SOE’s operations are
commercially oriented or are constituted for
achieving specific socioeconomic public policy
objectives. While an SOE can be expected

to fulfil both commercial and public service
obligations, the formal mandate set out by the
state defines the SOE’s primary objectives.

Box 11 outlines certain country case studies
on defining PSOs for SOEs.

In addition to the overall mandate, the state
also plays an important role in defining

short- and medium-term objectives for

the SOEs, wherein SOEs can often be
instructed to prioritize PSOs over commercial
considerations. Examples of these instances
can include utilizing SOEs for correcting
market distortions and failures and achieving
specific public policy objectives. These
priorities are communicated periodically,

and are usually aligned to the budget cycle,
wherein specific policy priorities are also
communicated by the ownership entity, in
addition to the financial information regarding
resource availability and support, debt ceilings,
and so on. These are formally incorporated

into the SOE’s budget and annual/medium-
term strategy for implementation.

Step-by-step implementation of PSOs

In addition to formalizing these PSO mandates
in legislation or regulations disclosed to the
public at large, the OECD Guidelines suggest
three steps for implementing PSOs without
compromising SOE efficiency relative to other
market players:

e Define and calculate the costs of PSOs

¢ Finance these costs through a specified
budget transfer to the SOE so that the cost
is explicit both in the budget and in the
SOE’s financial statements

e Monitor the performance of PSOs to
enhance transparency and ensure their
relevance and effectiveness

Step 1: Define and calculate the costs

of PSOs — A PSO must be defined clearly

and separated from the regular commercial
activities of the SOE. Calculating the cost of a
mandated PSO can be a complex exercise, as
these obligations involve offering public goods
for which the price, by definition, is difficult to
determine. Nonetheless, estimating costs is an
important process, for it allows governments

Box 11: Country Case Studies on PSOs for SOEs

In Netherlands, specific non-commercial objectives may be imposed on SOEs in one of the following

fashions:

1. Performance contracts. This is the preferred form of imposing specific objectives for individual
SOEs. The advantage is that, if the SOEs operate in a competitive environment, a level playing field can

be maintained by offering the contracts in tender.

2. Regulation/legislation. The sectoral legislation and attendant regulation by the line ministries
apply to all enterprises regardless of ownership. However, in the (relatively few) sectors, where an SOE
has a monopoly, the exercise of regulatory powers is effectively equivalent to establishing company

objectives.

3. Shareholder action. The shareholder (Ministry of Finance, pursuant to cabinet decision) retains the
right of approval for the corporate strategy, major (dis-) investments and remuneration and dividend
policy. There is no ‘instruction right’ for any shareholder under Dutch law, but the state can thus
effectively block major decisions that are not aligned with the intention of its investment.

Non-commercial priorities for New Zealand Post: New Zealand Post is the designated postal
administrator for New Zealand and is the operator of the only nationwide postal network. The
government has a deed of understanding (administered by the Ministry of Business, Innovation and
Employment (MBIE), and periodically reviewed) with NZ Post to set social, price and service undertakings
that must be met within the postal services market. Essentially, this ensures that NZ Post’s rural and
urban postal services are provided at universal pricing (despite the likely higher costs of provision of
rural services), whilst enabling other postal operators to offer competing services, including services,
which access NZ Post’s national network at fair and transparent cost.

Source: Christiansen, Hans. 2013. “Balancing Commercial and Non-Commercial Priorities of State-Owned
Enterprises.” Working Papers No. 6, OECD Corporate Governance, OECD Publishing.
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to assess whether the services being provided
are worth the cost. SOEs typically have an
incentive to overestimate the true costs of
PSOs. If information asymmetries between

the SOE and the government are significant,
the SOE may be overpaid for fulfilling those
obligations. However, the government tends to
underestimate the cost of PSOs.

Various methods of calculating PSO costs
are discussed in the OECD’s Accountability
and Transparency Guide for State Ownership
(OECD 2010). Following are the four main
methods and their associated pros and cons:

e Marginal costs. While reflecting the real
opportunity cost of supplying the service,
the estimation of marginal costs can be
daunting due to practical difficulties such
as treatment of common and joint costs,
depreciation, and variations in demand.

e Fully distributed costs (or average variable
cost plus a mark-up to cover fixed costs).
These calculations tend to overestimate
costs.

® Avoidable costs (or costs associated with
an additional block of output, including
variable and capital costs whenever
additional capacity is required). This is a
commonly used method.

e Stand-alone costs (or costs for producing
an output in isolation). This method
ignores economies of scale and scope and
usually results in significant overestimation
of the real cost.

In some settings, SOEs are required to
maintain separate accounts for commercial
and non-commercial activities. SOEs tend to
benefit from privileges that are not available to
the private sector. These benefits include state
aid in a variety of forms such as the following:

e Qutright subsidization. Includes monetary
or in-kind subsidies received directly from
the government to sustain commercial
operations.

e Concessionary financing and guarantees.
Include a line of credit received directly
from the government or a state-owned
financial institution at below-market
interest rates; explicit or implicit state

guarantees, which help the SOE to borrow
competitively compared to the private
sector.

e Other forms of preferential treatment that
may lead to financial distortions in the
market include exemption from costly
regulatory regimes applicable to private
firms that aid in the reduction of operating
costs of SOEs.

The European Commission (EC) uses a tool
known as the ‘transparency directive’’® to
achieve competitive neutrality between
public and private firms, which requires public
companies to have separate accounts for
commercial and non-commercial activities to
demonstrate how their budget is divided. This
tool has been used in many sectors, including
postal services, energy, and transport.

A more radical approach requires the
structural separation of the business and
nonbusiness parts of an SOE, which is the
easiest way to prevent cross-subsidization.
However, efficiency gains may be lost if
economies of scale cannot be realized through
a joint provision of commercial and non-
commercial activities. Similarly, separation of
activities may not be advisable if the provision
of commercial (or non-commercial) activities is
very limited compared to the rest of the SOE’s
activities.

A basic principle holds that governments
should not mandate PSOs, whose cost exceeds
their value to the public. Yet, it is more difficult
to determine whether a PSO could be replaced
by another mechanism that could achieve

the same objectives at a lower cost more
effectively or with fewer market distortions.
Potential alternative mechanisms include
direct subsidies or (conditional) cash transfers
to targeted populations, vouchers, contracting
out services to private providers (where

they exist), and regulatory provisions. To this
effect, distributional impact analyses form an
important tool to decide on the optimal mode
of fulfilling a government’s public service
obligations.

This is briefly outlined in Box 12 on the next
page.
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Step 2: Financing PSOs directly from the
budget - In line with good practice, once PSOs
are defined and costed, they can be funded
directly from the budget, and the size of the
government transfer can be divulged. The
government can then purchase PSO services
from SOEs under arm’s-length commercial
contracts and signal the price to non-SOE
suppliers, against which to compete as a future
provider of those services. Where PSOs are
met through restrictions on competition or
other regulatory distortions, a similar costing
and value-for-money exercise should be
conducted. The economic costs of preferential
regulatory treatment should be assessed
against the value of the objectives achieved.

The procurement process should be
transparent and competitive, in line with
the national procurement rules which often
apply to SOEs. Procurement policies and
procedures should ensure clear selection
criteria in advance; and there should be fair

and equitable treatment in the selection of
suppliers. Unfair barriers, if any, must be
removed to ensure fair and non-discriminatory
selection processes or when such barriers
cannot be removed, they should be
appropriately disclosed to all potential bidders.
Principles of competitive neutrality must be
adhered to while undertaking any procurement
(refer to Part IV, Module 4). High standards of
integrity and ethics must be ensured during
the entire procurement process.

Step 3: Monitoring and disclosing PSOs —
This is critical to ensuring their relevance and
effectiveness. Monitoring is usually conducted
through the overall performance-monitoring
system for SOEs. A specific review can also be
carried out separately with the involvement
of concerned departments and stakeholders.
Progress in meeting PSOs and their attendant
costs should be disclosed to the public to
enhance transparency.

Box 12: Distributional Impact Analysis (DIA)

Distributional impacts relate to the extent to which there are differences in the way impacts affect
different groups in society. DIA concerns the study of the distributional consequences of interventions
due to the participants’ heterogeneous responses or participation decisions. In particular, DIA
investigates features beyond the gross total gain of a program by studying where the gains/losses of a
program—if any—were produced, and who wins or loses as a result of program participation.

Mean impacts constitute a natural first summary statistic to describe the effect of a policy. Thereby,

it provides the central piece in any cost-benefit analysis. However, a decision-maker usually requires
information on the effects of a policy beyond its mean impact. For example, mean impacts allow to
calculate the total gain from a program or policy, but do not allow to say anything about the distribution
of the gain or how the outcome distribution is affected by the program beyond changes in its mean.
Even a purely welfare-maximizing social planner with no normative concerns for particular demographic
groups, inequality or not harming anyone will often need information on program impacts beyond their

average.

Many outcomes, such as educational attainment and health status, cannot feasibly be redistributed
themselves. To redistribute the welfare gains derived from such outcomes, one needs to know the
relation between the outcomes and individual utility, which can usually at best be approximated.

In practice, transfers may be costly and implementing the optimal transfer scheme requires some
knowledge of the distribution of gains and losses, that is, an evaluation that goes beyond the mean

impact. Finally, some interventions may work well for particular subgroups of the target population, such
as those living in urban areas, while there may be better options for rural populations. Knowing which
groups benefit more or less can help improve the way policies and programs target and thereby allocate
limited resources more effectively.

Finding answers requires thinking about the impact of a program or policy as a collection of
distributional parameters rather than a single scalar parameter such as the mean. This is where
distributional impact assessments are useful. An equity assessment can complement the cost-benefit
analysis of an initiative undertaken by an SOE. This can help in efficient allocation of scarce public
resources by the SOE.

Source: Guadalupe, Bedoya, Bittarello Luca, Davis Jonathan, Mittag Nikolas. 2017. “Distributional Impact
Analysis, Toolkit and lllustrations of Impacts Beyond the Average Treatment Effect.” Policy Research Working
Paper 8139. World Bank Group, Washington, DC.
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Examples of monitoring and disclosing PSOs
are outlined in Box 13.

In addition to PSOs, the state also has an
important role in defining the dividend policy
of the SOE. Dividends paid to the government
usually reflect the profitability of the enterprise
and the need to retain profits for investment
in capital assets. Higher dividends may not
always be desirable as they may reflect
monopoly profits or deprive SOEs of funds
they may require for investment in new
capital assets. As an alternative to dividends,
governments may establish a policy of
retaining funds in the enterprise to increase
shareholder value.

A dividend policy for SOEs would divide

its after-tax profit into two parts: retained
earnings to finance investment and dividends
to finance public spending by the government.
As such, the rationale for a sound dividend
policy is twofold: first, it has the potential

to enhance the efficiency of investments
financed by the retained earnings of SOEs and
second, it may improve the overall allocation
of financial and fiscal resources.

In most countries, the general practice is

for SOE dividends to be paid to the finance
ministry for general public uses, regardless

of which government department acts as the
state shareholder, as dividends are considered
public financial revenues and should be
managed as such. Countries with separate
ownership agencies or holding companies may
receive SOE dividends and retain a portion

for reinvestments in SOEs; however, a share

of dividend payments is usually made to the
finance ministry. In some cases, dividend
payments from the ownership entity to the
finance ministry may be based on a fixed

percentage that the entity itself receives from
SOEs in its portfolio, or on a percentage of the
capital employed by the SOEs in the ownership
entity’s portfolio, or some combination of the
two.

A challenge for policy makers arises in

the case of SOEs delivering public service
objectives through the pricing of their services
below cost (for example, postal services,

sale of fuel, electricity). This would translate
into lower profitability of such enterprises
compared to their private sector competitors,
and as such a commercial rate of return

may not be guaranteed for these SOEs. As
discussed in step 1 above, such services
need to be accounted for and compensated
transparently while ascertaining a suitable
dividend policy.

Strengthening corporate governance and
dividend policy should lead to greater scrutiny
of capital allocation, thus making it more
difficult for managers to invest in bad projects
and enhancing shareholder wealth while
minimizing the financial and fiscal risks of
SOEs. Profitable SOEs should provide funds for
public spending to improve the equity of key
public services, such as education and health.

Cross-cutting theme: climate change
and resilience

Climate-induced risks significantly affect
strategic planning processes and operational
capacities of enterprises. PSOs enable
governments to pursue public policy
objectives through SOEs rather than through
regular budget channels. While assessing
PSOs, manifestations of climate change

and its associated impact including higher
temperatures, altered rainfall patterns, and
more frequent or intense extreme events

Box 13: Country Case Study on Disclosing PSOs

In a study, it was found out that only 4 countries of over 30 countries surveyed produce aggregate
reports (Lithuania, Norway, Sweden, and Turkey) in an attempt to produce distinct reporting on the costs
related to SOEs’ public policy objectives and (where applicable) the related funding provided from the
state budget. In Lithuania, a section of the aggregate report is dedicated to the estimated costs taken
on by SOEs for the implementation of ‘special obligations’, and the amount of compensatory funding
provided by the state. In Norway, the aggregate report provides an index of all SOEs and the value of
state subsidies provided to each over the course of the year.

Source: OECD. 2018. Ownership and Governance of State-Owned Enterprises: A Compendium of National

Practices.
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such as heatwaves, drought, and storms,
and so on, should inform the formalization of
PSO mandates. This would result in climate-
informed project appraisal and selection,
improved risk management, a more climate-
consistent policy framework and targeted
investments thereof.

The World Bank Climate and Disaster Risk
Screening Tools' provide a systematic and
transparent way of considering climate and
disaster risks at the early concept stage of
national policy planning processes. Developing
an understanding of the vulnerabilities

of SOEs to climate risks is the first step

in the development of exhaustive policy
frameworks and strategic processes required
to operationalize them in providing services
tailored toward stated public policy objectives.
The simple, self-paced tools provide step-by-
step guidance to help users connect climate
and disaster information to their planning
components. The tools provide relevant
climate and disaster information through

the web-based World Bank Climate Change
Knowledge Portal and its Country Adaptation
Profiles.

The development of the National/Policy
level Climate and Disaster Risk Screening
tool integrates an Exposure-Sensitivity-
Adaptive-Capacity framework that
incorporates elements of the risk analysis
framework adapted from the work of the
Intergovernmental Panel on Climate
Change (IPCC) and the framework for
vulnerability assessment used by the U.S.
Agency for International Development (USAID),
with some modifications. Hence, to effectively
leverage the tool and derive insights required
to inform policy making, the state officials and
SOE managers need to first understand the
following key aspects:

e Exposure. It refers to the degree of
climate stress upon a particular unit of
analysis and may be characterized by a
long-term change in climate conditions,
or changes in climatic variability including
the magnitude and frequency of extreme
events in the urban context (IPCC 2007).
Depending on the type of hazard the SOEs
are exposed to, which in turn depend
on the magnitude of climate stress and

the SOEs’ respective geographical areas
of jurisdiction and the sectors served
therein, and to better understand how
they are vulnerable, it becomes imperative
to assess where, what, and how these
hazards might affect the concerned
locations and sectors.

e Sensitivity. This means “the degree to
which different systems and sectors of the
population are affected by climate-related
hazards” (IPCC 2007). Understanding
sensitivity to climate change requires
the state to think not only about the
geography of a place but also to consider
its socioeconomic context—the level of
poverty, the prevalent unemployment
rates, or the access to basic services, and
so on, within the ambit of which the SOEs
operate. Such non-climate-related factors
can influence an SOE’s vulnerability.

They make it more difficult to recover
from a disaster, avoid it, or respond to it
effectively, and this results in them being
more vulnerable to its damaging effects.
These characteristics vary widely across
different districts, different administrative
divisions and local economies and must
be carefully thought of to suit the ulterior
objectives of the SOESs’ policy implications.

¢ Adaptive Capacity. It refers to “the ability
of a system to adjust to climate change
to moderate potential damage, take
advantage of opportunities, or help cope
with consequences” (IPCC 2007). This is
integrally dependent on the institutional
strength of SOEs, the potential and
integrity of which must always be realized
through appropriate staffing and regular
training of personnel, climate-resilient
infrastructure, and so on.

The quantified rates of vulnerability to risks
based on the stated components (exposure,
sensitivity and adaptive capacity) will generate
insights, which can be leveraged to inform

not only the policy framework for the SOEs
but also the identification of appropriate
sectors and project sites, wherein they ought
to provide services as part of their public
service agreements (PSAs). This, in turn, can
help in fine-tuning effective and targeted
financial management mechanisms toward the
provision of the said services.
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Ensuring competitive
neutrality

Given the importance of SOEs in many
economies and sectors, from natural
monopolies to sectors with important

private sector presence, it is essential for
governments to assess the role and market
effects of SOEs in their countries with the goal
to increase SOE efficiency, mitigate negative
market effects, and encourage private sector
growth to improve overall welfare. Departing
from fair competition and fair conduct norms
could harm consumers or distort the market,
thereby reducing overall welfare. This calls
for the assessment and safeguarding of
‘competitive neutrality’ of SOEs and reflecting
this in the shareholder’s policies and public
service obligations as well as subjecting
SOEs fully to competition law and agencies/
regulators.

A definition of competitive neutrality adopted
in Australia is outlined in Box 14 on the next

page.

Competitive neutrality policy initiatives directly
address the market advantage of SOEs.
Competitive neutrality policy recognizes that
SOE activities should not have a competitive
advantage vis-a-vis the private sector merely
by virtue of government ownership and
control. Market advantages in this context
may manifest in several ways. Distortions

by advantaged SOEs may be direct in their
statute, mandates or through state aid or it
may unintended and more subtle, through
insufficiently costed and compensated public
service obligations assigned to SOEs. Such
distortions result in crowding out of private
investments, which in turn inhibits the SOE’s
efforts of maximizing finance for development.

Competition distortions can take different
forms as summarized in Table 10.

Given the numerous potential distortions and
their detrimental impact on consumers and
the economy, the state needs to maintain a
level playing field. The main building blocks in
ensuring competitive neutrality are as follows:

e Streamline government businesses
either in terms of corporate form
or the organization of value chains.
Two things need to be addressed: the
degree of corporatization of government
business activity and the extent to which
commercial and non-commercial activities
need to be structurally separated.
Separation makes it easier for commercial
activities to function in a more market-
consistent way. Incorporating public
entities with an emphasis on commercial
activities and operating in competitive,
open markets, as separate legal entities
aids in enhancing transparency.

¢ Ensure transparency and disclosure
around cost allocation. Identifying the
cost of any given function of commercial
government activity is essential if
competitive neutrality is to be credibly
ensured. For incorporated SOEs, the major
issue is accounting for costs associated
with fulfilling PSOs. For unincorporated
entities, problems arise when they provide
services in the public interest as well as
perform commercial activities from a joint
institutional platform.

¢ Devise methods to calculate a market
consistent rate of return on business
activities. Achieving a commercial rate of
return is an important aspect of ensuring
that SOE’s activities are operating like
comparable businesses. If SOEs operating
in a competitive environment are not
required to earn a market consistent rate
of return, an inefficient producer may
seem cheaper to consumers than an
efficient one.

¢ Ensure transparent and adequate
compensation in the discharge of
public service obligations. Competitive
neutrality concerns arise when PSOs are
imposed on SOEs which also operate in the
marketplace. Therefore, such entities need
to be adequately compensated for any
non-commercial requirements based on
the additional cost incurred for such PSOs.
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Table 10: Types of Preferential Treatment for SOEs

Type

Description

Preferential
financing from
state banks or
other (state-
backed) financial
institutions

Preferential financing can include the following: (a) favorable requirements
concerning the rate of return on capital of SOEs; (b) favorable requirements for
dividends of SOEs; (c) direct financial support from the state; (d) recapitalization of
SOEs at lower than market rates; (e) provision of finance at below-market interest
rate; (f) provision of state-backed guarantees.

Privileged access
to information

If SOEs are privy to privileged information from the state, including classified
intelligence, confidential cabinet decisions, and so on, this amounts to unfair
advantage that can, in turn, have an impact on market confidence. SOEs may also
have access to data and information, which may not be available to their private
sector counterparts such as planned regulation, procurement, environmental laws,
sanitary rules, technical specifications, and so on.

Outright subsidies/
tax concessions

Some SOEs receive direct subsidies from their government or benefit through
other forms of financial assistance to sustain their commercial operations.

In-kind subsidies

These benefits include land usage, rights of way at prices lower than market rates
or what private competitors would have to pay under similar circumstances, and
so on. These relaxations artificially lower the SOE’s costs and enhance their ability
to price more efficiently than their competitors.

Grants and other
direct payments

This includes (a) policies that support R&D, environmental and green programs;
(b) general economic development policies (for example industrial policies); (c)
sector- or product-specific policies; and (d) support for the provision of public
services; all of which if not provided equally to competitors on the same market
could create a non-neutral situation.

Privileged position
on the domestic
market

SOEs are at the time, entrusted with exclusive or monopoly rights over some
activities that they are mandated to pursue such as postal services, railways,

and so on, in some countries. Where SOEs continue to benefit from a legal or
natural monopoly, this may be of little practical consequence for the competitive
landscape, but several SOEs in the network industries operate as vertically
integrated structures with incipient monopolies in parts of their value chains. This
can have a direct effect on relative competitiveness, and it may also allow them to
influence the entry conditions of would-be competitors.

Explicit or implicit

State guarantees for SOEs result in reduced cost of borrowing and enhance their

guarantees competitiveness in relation to private firms.
For example, exemptions from bankruptcy rules for SOEs in some sectors. State
equity is like lock-in capital and SOEs can generate losses for a long period
Exemptions without fear of going bankrupt. Other examples include exemptions from antitrust

enforcement may lead to anti-competitive behavior that may in turn lead to
predatory pricing.

Preferential
regulatory
environment

This includes (a) simplified procedures to obtain license or permits, (b) granting
of special rights to extract resources, (c) exemptions from regulatory compliance
under environmental laws, (d) relaxation in disclosure requirements, (e)
exemptions from building permits, (f) unjustified denial of approvals to potential
competitors, and so on.

Preferential
treatment in public
procurement

Preferential access to information about upcoming public procurement tenders
(that is, technical or other specifications essential for contract award) or outright
favoritism of SOEs in awarding contracts can give a relative upper hand to SOEs.

Price support

Refers to policy measures that can create a gap between domestic market prices
and reference prices of a specific commodity.

Support in the
form of commercial
diplomacy

Reliance on the government’s backing and diplomatic relations to pursue business
opportunities, otherwise not commercially possible without such support or not
available to competitors, can give a comparative advantage to SOEs.

Source: Adapted from World Bank Group 2014.
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Box 14: An Australian Definition of Competitive Neutrality

Competitive neutrality requires that government business activities should not enjoy net competitive
advantages over their private sector competitors, simply by virtue of public sector ownership.

The implementation of competitive neutrality policy arrangements is intended to remove resource
allocation distortions arising out of public ownership of significant business activities and to improve
competitive processes. Where competitive neutrality arrangements are not in place, resource allocation
distortions occur because prices charged by significant government businesses need not fully reflect
resource costs. Consequently, this can distort decisions on production and consumption, for example,
where to purchase goods and services, and the mix of goods and services provided by the government
sector. It can also distort investment and other decisions of private sector competitors.

Competitive neutrality requires that governments should not use their legislative or fiscal power to
advantage their own businesses over the private sector. If governments do advantage their businesses
in this way, it will distort the competitive process and reduce efficiency, more so if the government
businesses are technically less efficient than their private sector competitors.

Source: Australian Government. 1996. Competitive Neutrality Policy Statement.

SOEs continue to benefit from preferential
access to finance in the market due to

¢ Ensure that SOEs operate in the
same or similar tax and regulatory

environment. SOEs must operate in

the same or similar tax and regulatory
environment as private companies to
ensure competitive neutrality. Where SOEs
are incorporated according to company
laws, tax and regulatory treatment, it

is generally similar or equal to private
businesses.

¢ Ensure debt neutrality. This involves
avoidance of concessionary financing
to SOEs and subjecting them to similar

their explicit or perceived government
backing.

Promote competitive and non-
discriminatory public procurement.
Ensuring competitive neutrality in public
procurement includes (a) competitive
and non-discriminatory practices in
procurement and (b) allowing all public
entities to participate in the bidding
contest.

Country case studies of competitive neutrality

financial market discipline. However, many _ ) .
frameworks and oversight are outlined in Box 15.

Box 15: Country Case Studies on Competitive Neutrality Frameworks and Oversight

Many governments express commitment to address aspects related to competitive neutrality in the
context of SOEs. This commitment is often not manifested explicitly in the form of policy frameworks or
laws. It may be expressed implicitly through competition policy and a myriad other laws or guidelines
that apply to the operations of SOEs. It may take the following form:

Explicit policy statements — Countries like Denmark, Australia, Finland, the Netherlands, Spain, the
United Kingdom, and so on, have explicitly addressed and built-in the enforcement of competitive
neutrality to their national policies, these are either comprehensive competitive neutrality frameworks or
competition law.

Competition laws and policies — In most countries, aspects of competitive neutrality are dealt through
competition laws and policies.

Constitutional commitments — In countries like Brazil, Chile, China, Hungary, Mexico, Peru, Russia, and
so on, the overall commitment to a level playing field is enshrined in the Constitution.

Rules on state aid and transparency — The EU and European Economic Area (EEA) countries are
subject to EU rules which explicitly address the issue of competitive neutrality through the EU Rules on
State Aid and the Transparency Directive.

Source: OECD. 2012. Competitive Neutrality — National Practices.
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In most countries, the nomination or
appointment of SOE directors is a government
responsibility. While in some countries there is
at least formal self-nomination by boards first
(for example, through nomination committees),
it is usually exercised by the relevant ministers
or through some form of inter-ministerial
process. In exercising this power, ministers
should safeguard overall public interests rather
than acting as private owners of companies.
According to the degree to which the state
has centralized its enterprise ownership
function and the size of the state’s ownership
stake in an SOE, this authority may rest with
individual ministers or the entire cabinet and/
or executive power.

In countries, where the state enterprise
ownership function is centralized, for
example, through a dedicated state enterprise
ownership unit—such as in China, Korea,
Sweden, and Thailand—this ownership unit
has the direct responsibility for nominating

or approving members to wholly owned SOE
boards, whereby the decision often benefits
from advisory functions. In countries, where
ownership is more decentralized like Egypt,
India, Malaysia, Morocco, and Vietnam, the
agency exercising a central state function and
sectoral ministries often shares responsibility
for board nominations. Line ministries exercise
most of the power but finance ministries
sometimes oversee the process through
some degree of coordination. In the case of
partially owned SOEs, such nominations must
in principle be further vetted by shareholders
in a general meeting for appointment to the
board.

In some countries, there is a continuum
of dependency on the ownership function
regarding board composition with varying
degrees as follows:

¢ Appointment of direct representatives
from the ownership function

e Other directors for the state, who by law or
statutes, are tasked with representing the
government interest. In some countries,

State’s ownership role over the board of
SOE (selection and removal of board members)

individuals can be selected from the
private sector or academia and tasked to
act in the interest of the state, but in most
cases they are, civil servants

e Directors that are picked at the discretion
of the nominating minister or the
ownership function

¢ Independent directors picked according
to national or SOE-specific definitions of
‘independent’

The board should include people with a mix
and balance of skills and understanding to
match and complement the SOE’s business
and its strategic aims. Therefore, the
appointment of directors to SOE boards should
be based on well-defined eligibility criteria and
not merely on account of holding office in the
government. In Korea, for example, since 1999,
public officials or civil servants cannot become
members of SOE boards as stipulated in the
‘Act on the Management of Public Institutions’.
If it is less than three years since the person
was removed from her/his office as a public
official, she/he should not be qualified for

a director of an SOE or quasi-governmental
institution.

The OECD Guidelines on Corporate
Governance for SOEs recommend that

the recruitment process should be based

on eligibility rules and appropriate vetting
mechanisms (that is, nomination committees)
before the ultimate decision of ministers and
shareholders. Where SOEs have minority
non-state investors, their adequate board
representation should also be ensured.

The board nomination decision should be
facilitated by the consistent policy framework
that enables boards to play a role in identifying
potential members with appropriate expertise
and knowledge. The policy framework

entails setting clear minimum qualification
criteria for board appointments, vetting
mechanisms for ministerial board nominations,
establishing nhomination committees or taking
a tailored nomination approach, and ensuring
shareholders’ right to elect board members.
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Accordingly, the mentioned topic explores
the adoption of professional criteria for the
selection and removal of board members
as well as the development of a structured
nomination and appointment process.

Adoption of professional criteria for
selection and dismissal

As more and more countries move toward
including independent directors and are
moving away from the practice of filling board
positions with political figures and government
representatives, professional criteria for the
selection of directors become all the more
important. While the specific skills required
will vary from board to board, governments
are identifying the competencies, skills, and
experience needed to exercise independent
judgment and lead the SOE successfully—
including industry-specific knowledge and
financial, legal, corporate governance, and
other skills—and striving to appoint directors,
who match those profiles. The aim is to
create professional boards with independent
judgment and a wider range of talent and
perspectives.

Selection criteria — More rigorous
qualifications have accompanied efforts to
bring greater professionalism to the makeup of

boards. In addition to minimum requirements
for education and experience, industrial,
financial, business, legal, and corporate
governance skills, as well as private sector
backgrounds and experience, are carrying
more weight. Other skills such as integrity,
ability to add value, and critical faculty are
also important. While specialized expertise
has been targeted for inclusion, certain
backgrounds are also being identified to
disqualify candidates.

Table 11 provides an overview of qualification
requirements for board directors.

Given the state’s role over SOE board
nominations, it also has an important role

to play in ensuring gender diversity of the
boards. The state should actively ensure that
adequate gender representation on SOE
boards is implemented and can also develop
and implement policies to help enforce the
same. Besides, the state should also ensure
that integrity and ethical standards are
incorporated as part of the selection criteria
to help improve the board’s effectiveness and
professionalism.

Profile of board skills — The sharper focus on
the competency of boards is attracting greater

Table 11: Qualification Requirements for Board Directors

Priority

Example of Qualification Requirements

Reduce participation
by ministers and
other high-level public
officials

interest.

any one time.

Estonia: Ministers and ministerial secretaries-general can serve on the boards
of foundations but not companies.

Israel: Ministers, deputy ministers, and parliamentarians cannot serve as SOE
directors; additional rules are established to prevent possible conflicts of

Slovenia: High-level public officials cannot serve on SOE boards, and no more
than two civil servants can serve on a supervisory or management board at

Specific expertise
required: Criteria

may be the same for
all SOEs or special
criteria may apply only
to certain SOEs or
positions

Czech Republic: Requirements include experience in corporate governance
and knowledge of economics, financial statements, and the commercial code.
Hungary: A degree in finance, economics, or law is required.

Romania: Most of the board members must have experience with profitable
private sector companies.

Skillset differentiation
for particular positions
or the board as a whole

skills mix.

Chile, Israel, and Lithuania: Additional proficiency and suitability requirements
apply for candidate board members of large SOEs; the required expertise of
each director position is specified to ensure that the board has an appropriate

Switzerland: Qualifications are divided into three categories: (a) for the board
as a whole (team functions, strategic skills, relevant market and professional
knowledge); (b) for single board members (integrity, independence,
professional skills); and (c) for the chair (specific leadership skills).

Source: Adapted from World Bank Group 2014.
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attention to developing profiles of board skills
as an important tool for better management
of board appointments. These profiles detail
the skills needed for a board as a whole or for
particular positions. Such efforts have grown
out of the need for the government and its
boards to bring greater professionalism to the
makeup of boards, especially as they take on
a bigger role in strategic business planning
and board evaluations. Since directors have
finite terms, SOE owners need to be aware of
the duration of all appointments and include
succession planning in medium-term skills
profiles. Developing a profile of board skills is
especially important for the board chair and
specialist industry skills.

Dismissal criteria — Board members should
be appointed for a fixed term, usually for the
span of one to three years. In many cases,
even though board members have finite
terms, they may be rotated or removed for

no substantiated reasons or, conversely, may
be subject to unlimited renewals. In both
cases, clear criteria should guide the process
of removing directors. Company legislation
generally provides that shareholders may
seek to remove a director. However, dismissal
standards may need to be stricter for SOEs
than for private sector companies to avoid the
risk of arbitrary dismissals for political or other
reasons unrelated to performance. A non-
performing director (for example, one who fails
to attend board meetings) can jeopardize the
health of the company, but a board member
should not be subject to removal simply
because of an election result.

Developing a structured nomination
and approval process

Especially under the decentralized model of
SOE ownership, line ministries typically lead
the nomination process for board directors.
This approach can allow for considerable
political influence and result in varied
nomination procedures from one SOE to the
next and a lack of transparency. To reduce
the ministerial influence, many countries,
therefore, have adopted governance reforms
that delegate part or all of the nomination
processes to an advisory body, expert panel,
centralized ownership entity, or the SOEs
themselves.

Delegation to an advisory body or expert
panel — An SOE advisory body may play an
informal role, providing advice, as requested,
to line ministries. However, without a
systematic structure or process in place, their
role and inputs may be minimal. Giving them a
more formal role in the process usually yields
better results and helps improve the prospects
of identifying more qualified and merit-based
boards.

Advisory or coordinating bodies are assigned
a formal role in countries such as India, New
Zealand, Sweden, and the United Kingdom. In
these cases, they usually prepare shortlists of
candidates, evaluate and propose candidates,
maintain a database of potential candidates
with different terms of reference, and keep
records of board memberships and directors’
terms.

A special panel or expert committee may
also be created to provide supplementary
advice for board nominations. Suitable panel
members are usually experienced directors
from the public or private sector.

Control by centralized ownership units

— While advisory bodies typically support
and advise line ministries on the nomination
process, centralized ownership entities may
have direct responsibility toward board
nominations.

Responsibility of SOE nominating
committees — The majority of the countries
rely on a top-down nomination process led by
ministries, an advisory body, or an ownership
entity. However, some use a bottom-up
process led by the SOEs themselves. SOE-led
nominations are more common in developed
countries for mixed-ownership companies,
and for SOEs listed on an exchange with
regulations that call for a board nomination
committee.

An SOE-led process is potentially vulnerable
to interference and manipulation of the
nomination process. The government can
influence shortlisting, while a type of self-
censorship may occur since the nomination
committees may be reluctant to propose
candidates that they know stand with little
chance of approval. However, integrating the
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SOE into the nomination process may help
identify the backgrounds most needed in
board directors.

Below are some practical guidelines for
SOEs to follow in leading the process for
board nominations:

e Set up a nomination committee as a
specialized committee of directors (refer
to topic on establishing specialized
board committees in Part Il, Module 1 on
recommended role and composition of a
nomination committee).

¢ Nomination committee must reach out to
institute of directors or equivalent bodies
to access a pool of qualified candidates
trained on corporate governance issues.

e Staff the committee with a majority
of independent directors and employ
independent external search consultants,
as needed.

e Ensure that the nomination committee
supports the objective of a formal, merit-
based, and transparent process for
the nomination of board members with
specific skills.

¢ Ensure adequate succession planning
to avoid board positions becoming and
remaining vacant.

e Ensure that these committee objectives
and procedures are documented with
full information on the process and that
board nominees be made available to
shareholders and the public.

e Audit the process.

Creation of a directors’ pool — Ownership
units in countries such as India and Thailand
have generated databases of qualified
candidates to assist in future nominations.
Created by the advisory body or ownership
entity, the databases are developed through
open advertisement, specialized screening,
search committees, the use of professional
recruiters, and consultations with other
ministries and government agencies.
Candidates are pre-screened and interviewed
to ensure their competence and credibility.
Such databases are one of the ownership
unit’s most valuable tools for professionalizing
SOE boards.

Barriers to women in boards and
senior management, and business
case for gender diversity in boards™

The private sector has made significant strides
in ensuring board gender diversity compared
to the public sector including SOEs. Therefore,
at multiple places, this section talks about the
best practices from the private sector that

can act as a guide for the SOEs to advance
their efforts toward ensuring greater board
diversity.

The business case for board gender diversity
It is important for the state as an owner to
recognize that gender-diverse boards are not
only essential for gender parity and inclusion
considerations but that they also have a
positive impact on SOE performance. An IFC
study emphasizes that firm performance is

not the only reason why governments and
business leaders should embrace diversity.
First, the social case for diversity is strong
enough in itself: for example, businesses in

the South East Asia Region have increasingly
diverse workforces, where women play crucial
roles in almost all the operational aspects,
from the shop floor to senior management.
There is no reason that company boards
should not reflect this diversity. Second,

senior female leaders have similar academic
qualifications to their male counterparts, which
suggests that there is no shortage of talent.

Increasing women’s presence on company
boards widens the talent pool from which they
can draw driving operational excellence and
bring unique insights and fresh perspectives,
which enable stronger decision-making.

For example, women may bring different
leadership traits, introducing a more varied
and comprehensive set of competencies to
the boardroom. It has also been suggested
that women can (in general) be more flexible
in their views, more open to different ways

of thinking, and less command-oriented than
men, facilitating more open discussion among
the board members, thus reducing groupthink
and improving relations between the board
members and employees. Evidence also shows
that women are interested in engaging in
environmental, social and governance (ESG)
issues, which are vital for enhancing a firm’s
reputation and impact.
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Country case studies of initiatives toward
promoting gender diversity are outlined in
Box 16.

However, there are several challenges faced
by women to be appointed and function
effectively in boards and senior management,
which include the following:

e Board appointments are typically based on
the old-boy networks

¢ Risk of tokenism—appointing women solely
to fulfil a quota, appease investors, or
make the firm appear more progressive
and diverse

e Women in senior executive posts can be
‘invisible’

e Boards lack an understanding of the
benefits of a diverse board

e Lack of minimum access to mentoring,
networking, and training

e Weak regulatory enforcement of current
guidelines on gender diversity

e Lack of family-friendly policies, including
childcare

e More male champions for gender diversity
are needed

e Lack of gender-disaggregated data or
minimum reporting on gender metrics

¢ No supportive tone at the top to change
company culture

Drivers of board gender diversity
Advancing gender diversity requires a
combination of country- and company-level
initiatives. Over the past two decades, efforts
to encourage board gender diversity have
relied on both direct measures, such as

introducing gender quotas and developing or
revising corporate governance standards and
indirect measures, such as promoting greater
female labor force participation or gender
equality in general.

Country-level factors that drive board
gender diversity: Quotas and corporate
governance standards are the most common
top-down policy tools for increasing board
gender diversity. Other policy tools that aim
to develop more gender diverse societies
can also indirectly influence board gender
diversity—for example, increasing female labor
force participation and introducing gender
equality policies. Western European countries
have generally taken the lead in imposing
top-down direct measures, the most visible
of which are mandatory quotas. Norway first
established mandatory quotas in 2003, and
several EU countries have since followed suit.
While useful in theory, some studies conclude
that quotas may be too narrow a policy

tool to address some of the more systemic
issues of female under-representation.’ For
instance, a 2011 study by IFC suggested

that quotas encouraged tokenism and a

lack of commitment from the existing board
members.?° However, a 2017 study by
Solimene et al. found that the introduction of
quotas supported a significant rise in the share
of women on the boards of some of Europe’s
largest companies.?!

Beyond quotas, other direct measures include
revising corporate governance codes. This

is seen as a less burdensome top-down
method of achieving board gender diversity.
These codes can require companies to
publicly disclose the number of women on

Box 16: Country Case Studies on Gender Diversity Promotion in Company Boards

Western Europe remains the world leader in board gender diversity, with women holding more than

20 percent of board seats in many countries, and significantly more in countries such as Norway (42
percent), France (40 percent), and Sweden (31.7 percent). Since France and Italy established quotas in
2011, the share of board seats held by women in these countries has skyrocketed, from 12 percent in
2010 to 37 percent by 2016 in France, and from 5 percent to 30 percent in Italy. Over the same period,
the share of board seats held by women in Germany increased from 13 percent to 27 percent. However,
despite being an early champion of gender equality in the boardroom, in the United States, women hold
only 14.2 percent of board seats. A lack of proactive policies has resulted in the country falling behind

its European peers in recent years.

Source: International Finance Corporation. 2019. Board Gender Diversity in ASEAN. Washington, DC: World Bank

Group.
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their boards, consider gender diversity for
boardroom appointments, and publicize their
policies on gender diversity and their progress
toward achieving it. This ‘comply or explain’
approach—adopted in countries such as
Canada and the United Kingdom—provides a
middle ground between implementing quotas
and taking a laissez-faire approach.

Other macroeconomic factors such as
greater female labor force participation and
policies promote gender equality function

as external drivers of board diversity. A 2016
study by the International Monetary Fund
(IMF) found a stronger correlation between
gender diversity in senior positions and the
financial performance of companies in sectors
where women accounted for a larger share

of the labor force.?? Similarly, a 2016 study

by the Asian Development Bank (ADB) found
that government policies promoting gender
diversity in business leadership improved the
social conditions required for gender equality,
which can have a trickle-down effect on board
diversity.?3

Company-level factors that drive board
gender diversity: No two firms are the same,
but research has shown that factors such

as the industry in which a firm operates,
ownership structure, and diversity in
leadership, can determine the likelihood of a
company having a higher or lower proportion
of female board members. The following
company-level drivers that can potentially
influence board gender diversity, ranging from
company image to the desire to attract more
investors are:

e SOE’s recognition of the benefits of
board gender diversity. Recognizing such
benefits provides a much-needed push for
companies to diversify their boards.

e Companies may be able to attract a variety
of investors by increasing female board
membership. Indeed, a 2017 Deloitte
study?4 found that investors were among
the most influential advocates for change
and that some had even been pushing
back on companies that were not doing
enough to promote boardroom gender
diversity.

e The third driver is the company’s desire
for a better reputation or business image.

As a 2012 Credit Suisse study?® explained,
when a company appointed more women
to its board, it sent a positive signal to

the market about its focus on corporate
governance. It could also indicate that the
company was doing well.

e Finally, shareholder activism provides
an impetus to appoint more women
on boards. A 2011 Global Economic
Symposium study?® found that institutional
shareholders were pushing to nominate
and create their databases of diverse
directors.

Impact of board gender diversity on
company performance

The global literature on the impact of board
gender diversity on company performance
is mixed. Many studies comprehensively
show improvement across at least one of the
indicators of performance in firms that have
more women on their board.

However, many studies have found either

a negative or neutral association between
gender diversity and performance, as outlined
in Box 17 on the next page.

The benefits of increased gender diversity
in boards on company performance is
summarized in Figure 10 on the next page.

Opportunities for advancing board gender
diversity

There are numerous opportunities to make
progress toward achieving greater board
gender diversity. Certain policies are critical

to this effort, such as, expanding parental
leave to include men and changing codes

of corporate governance to include gender
diversity disclosures. Companies and business
leaders must also commit to improving
diversity (for example, through mentoring and
sponsorship programs), and must be proactive
in promoting its benefits to their peers. Lastly,
women can establish intra- and cross-company
networks to facilitate peer-to-peer support
and promote their skills and experience. This
section talks about the key opportunities to
enhance board gender diversity in the region,
at both the country and company levels.

Country-level opportunities for advancing
board gender diversity:
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Box 17: Empirical Studies on the Relationship between Board Gender Diversity

and Financial Performance Globally

A 2012 Credit Suisse report found that companies with at least one woman on the board outperformed—
in terms of share price performance—those with no women on the board over the course of six years.
Adams and Ferreira (2009) studied a sample of US firms and found that female directors performed
better in terms of committee attendance and participation, allocating more effort to monitoring
responsibilities. However, their results suggested that the average effect of gender diversity on company
performance was negative. In contrast, the latest research from Morgan Stanley Capital International
Environmental, Social and Governance (MSCI ESG) shows that companies with strong female leadership
generated an ROE of 10.1 percent per year, compared to 7.4 percent for those without such leadership.
Similarly, a 2015 study on women on the boards of Australian companies found a positive association
between board diversity and company financial performance (Return on Equity, Return on Assets, and
Tobin’s q) after controlling for several firm-specific and governance variables.

Source: IFC. 2019. Board Gender Diversity in ASEAN. Washington, DC, World Bank Group.

e Corporate governance codes are the
most cost-effective public intervention.
Changing corporate governance codes to
promote board gender diversity is almost
universally seen as the key mechanism
for increased female representation in
boardrooms. To a large extent, this is
because relying on corporate governance
was seen as imposing less of a burden on
companies than measures such as quotas.

e Power of networks. The 30 Percent
Club is a global initiative that aims to
achieve at least 30 percent female
board membership on Financial Times
Stock Exchange 100 boards, the critical
mass of female representation needed
to perpetuate further diversity. The
club supports sustainable, business-led
voluntary change designed to improve the

current gender imbalance on boards. In
July 2017, the 30 Percent Club launched
a mentorship program with PwC Malaysia,
where women identified as ‘board-ready’
are paired with experienced directors or
existing board members. The program
aims to mentor 100 women by 2020.

Family-friendly policies are needed,

as are changes to social and cultural
norms. It is widely recognized that there is
a need for policies that will help women to
manage responsibilities as both business
leaders and parents. This combination

of family responsibilities takes a toll on
the amount of time and effort women in
the region can dedicate to work, which

in the long term affects their likelihood

of reaching top positions in the C-suite

or the boardroom. Among the various

Figure 10: Business Case for Increased Gender Diversity on Boards

Enhanced firm

performance

Increased board
effectiveness

Influence nature, extent,
and monitoring of
reporting

Better results on assets + Stronger control over * Reduced risk of financial
and sales companies’ strategic restatement
Stronger earnings quality direction + More conservative

Enhanced firm value
Tighter internal controls

Increased ethical and social
compliance

Reduced incidence of
fraud, insider trader, and
other unethical practices CEOs

Source: Adapted from IFC. 2018.

* More active board meetings
* Reduced levels of conflict

» Greater emphasis on board
development

* Increased willingness to
replace underperforming

approach to earnings
statements

* Increased transparency
and disclosure
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strategies that can be implemented at
the country level to tackle this problem,
policies that support men to play a larger
role in childcare are crucial.

Stock exchanges can do what
governments have yet to (for listed
companies only). Through their financial
regulators, governments can play a key
role in establishing the groundwork for
board gender diversity by making changes
to corporate governance codes. The
directors of national stock exchanges
can take the lead in promoting disclosure
of gender diversity targets, pay parity,
parental leave, and flexible work policies,
and can help to foster networking and
training for female leaders.

Make them known: the importance

of directories and data. Publicizing

the efforts of women who already sit

on boards can be a simple yet effective
way of expanding the female talent pool
for companies seeking to fill vacant
board seats. IFC recently published Sri
Lanka’s first directory of this kind: Women
on Boards of Companies Listed in the
Colombo Stock Exchange?’. Beyond
directories, greater availability of gender-
disaggregated data could help advocacy
groups, researchers, and the media to
understand the current levels of gender
diversity, and to track progress over time.

Company-level opportunities for advancing
board gender diversity:

¢ Change must begin from within the

company, and senior leaders need to
play a bigger role. At the company level,
it is vital that the leadership supports
board gender diversity and proactively
adopts strategies in pursuit of this goal.
According to a 2016 study by McKinsey
& Company, CEO commitment was one

of three ‘game changers’ that helped
certain firms rank in the top tier for
gender diversity. The study found that

a committed CEO—male or female—
ensured that gender diversity became

a strategic priority for the firm and that
senior managers were on board with

this priority (although the trickle-down
effect weakened at the middle manager
level). An unequivocal statement of intent,

supported by a clear and transparent
action plan and communicated from the
top of the organization, was identified as
the first and most important step toward
achieving organizational change. Boards
and their nominating committees must
consciously broaden their search criteria
and present a more diverse pool of female
and male candidates for consideration.
Encouraging mentorship programs
within companies is also an important
mechanism for increasing the number of
women in senior management.

Pipelines and networks for women are
crucial game changers. Companies can
actively develop a long-term pipeline of
female talent, focusing on both internal
and external candidates with the right
expertise, rather than those with previous
board experience. After identifying these
candidates, companies can provide
dedicated board training and take steps to
avoid ‘leakage’—for example, by starting
a dedicated return-to-work program for
women, who have taken time off. The
importance of introducing policies that
would help to retain female employees
and hopefully provide the company

with a larger candidate pool to choose
from when appointing board members

in the future cannot be underscored.
Possible policies include providing flexible
work hours, promoting gender equality
throughout the business, and running
diversity events. Most countries already
have some type of national directors’
network in place, where female directors
can play a role in promoting diversity.

Advocacy groups can also promote
board gender diversity. Dedicated
diversity groups and councils also help

to promote board gender diversity in
various countries. This includes specialist
advocacy organizations such as the 30
Percent Coalition and 2020 Women on
Boards in the United States, and the 30
Percent Club in the United Kingdom, all of
which have implemented various initiatives
dedicated to increasing board gender
diversity. For example, the Thirty Percent
Coalition’s ‘Adopt a Company’ letter
campaign?® targeted more than 150 major
listed companies with no women on their
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boards and managed to get 22 of them
to recruit women into board positions. In
response to apathy at the federal level
regarding board gender diversity, 2020
Women on Boards decided to lobby
state governments in the United States
and succeeded in passing a resolution
in lllinois that urged companies to have
a minimum number of women on their
boards.

¢ Make work flexible and help women
return to work. This should include
providing child-friendly working hours,
or work hours that can fit in with other
family commitments: working from home,
teleworking, or arrangements to work
part-time temporarily. Furthermore,
companies should publicize their

State’s financial oversight

and monitoring responsibilities?®

Many studies have highlighted how the failure
of SOEs can result in huge economic and fiscal
costs. A survey?®® analyzed a series of episodes,
in which contingent liabilities materialized over
the period 1990-2014. The study concluded
that the maximum cost of those episodes
involving SOEs was 15.1 percent of GDP, and
the average cost was 3 percent of GDP which
is significant.

SOEs were the second-largest category

of fiscal risk after the financial sector

(which includes many state-owned financial
institutions). Moreover, the number of episodes
involving SOEs and their average fiscal cost
doubled between the 1990s and the 2000s.

To contain such risks, an effective regime for
the financial supervision and oversight of SOEs
should be put in place.

In this topic, the essential building blocks of an
effective framework for the financial oversight
of SOEs are discussed. These elements include

willingness to accept flexible work and
highlight the business case for this (that
is to retain talented female employees)
to avoid any impression that women are
getting an ‘unfair advantage’ from these
arrangements.

Demonstrating a visible commitment to

board gender diversity is critical. There is
evidence that diversity tends to promote
further diversity, prompting more widespread
and inclusive searches for talent among a
company’s own ranks. Once a critical mass of
diversity has been achieved, the push for even
greater diversity tends to become automatic.
Therefore, in the context of an SOE, the state
has a key role to play to set the right tone at
the top and facilitate the trickle-down effect of
maximizing board gender diversity.

the policy, legal, and institutional frameworks
for the oversight of SOEs, a robust system

of financial controls and approvals, and
arrangements for measuring and monitoring
SOEs financial performance and their quasi-
fiscal activities.

Financial oversight mechanisms

An effective framework for the financial
oversight of public corporations requires a
clearly defined ownership policy backed by
strong legal and institutional arrangements.
In some countries, the laws and regulations
governing business enterprises will provide
much of the required legal framework for
public corporations. Such laws include
those related to the structure and powers
of the management board, requirements
on financial reporting, and independent
audit arrangements. However, for public
corporations, these laws need to be
supplemented by a public-sector-specific
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oversight framework that defines the
respective goals, power, and responsibilities
of the corporation, the Ministry of Finance,
and any line ministries involved. Three main
components of this framework are described
below:

Ownership policy — An effective framework
for the financial oversight of SOEs requires a
clearly defined ownership policy backed by
strong legal and institutional arrangements.
The ownership policy should explicitly address
the following elements: planning or budgeting
requirements, reporting requirements, pricing
and tariffs, dividend policy, financial assistance
from the government including guarantees,
and contractual commitments. The policy
should also ensure that all these elements

are included in the government’s financial
monitoring and reporting framework.

Legal framework — To establish the respective
roles of the government and its SOEs clearly
in financial management, many countries have
found it helpful to prepare a framework law on
SOEs. The legal framework should include
the following elements:

e A clear definition of the financial oversight
function, whether the Ministry of Finance
would carry out this role, a sector
ministry in consultation with the Ministry
of Finance, or possibly an independent
agency.

¢ A statement of the powers of the
government to receive, comment on,
and approve the financial plans, financial
targets, and annual financial statements
of SOEs; set financial performance
targets; and respond to requests by
SOEs for compensation of public sector
obligations, capital injections, borrowing,
or government guarantees.

¢ A statement of the public reporting
requirements for all corporations,
including a full annual financial statement
(containing a statement of operations,
a cash flow statement, and a balance
sheet) prepared following national or
international accounting standards.

e A requirement for the government to
publish an annual report on whether SOEs
are achieving their policy and financial
objectives and complying with their

obligations to prepare regular and timely
financial reports.

¢ Arequirement for the annual accounts of
the public corporation to be audited by
a reputable, independent auditing body
that is recognized internationally, and to
publish the audit report.

Institutional framework — Because
shareholders have the right to approve SOES’
corporate and financial plans and dividend
policies and to receive financial reports, the
ownership and financial oversight functions
overlap with each other. For this reason, some
countries have chosen to locate both the
ownership and financial oversight functions in
a central agency, often the Ministry of Finance,
the Treasury, or the Presidency (examples

are Brazil and Sweden). Other countries apply
a more decentralized ownership model or a
mixture of the centralized and decentralized
models.

Financial controls over SOEs

In exercising their ownership functions,
governments need to strike a balance between
maximizing the operational autonomy of
SOEs and minimizing fiscal risks. Countries
have begun to delegate major decisions to
SOE boards, particularly those of larger SOEs
or listed SOEs, but may still fall short of full
delegation (refer to Part Il, Module 2 for an
example on ‘Delegating decision-making
powers to SOE Boards in India’). Although
financial control mechanisms vary from
country to country, they typically include
some or all of the following elements:

¢ Financial and policy objectives. Good
financial management depends critically
on a clear and operational statement of
the government’s financial and policy
objectives related to each SOE. The former
may be expressed in terms of the SOEs
dividend, profit, return on equity, or other
indicators discussed below. The latter
may include the maintenance of universal
access to infrastructure services, provision
of certain strategic outputs, or provision
of services at below-market prices, all of
which should be compensated through
transfers from the government’s budget.

¢ Financial plans. The ownership of a
majority of the voting interest gives the
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government a veto power on all major
decisions regarding corporate policy and
financial plans. When assessing an SOE’s
financial plan, governments should
ensure the following:

o Financial targets, prices and tariffs,
capital levels, and targets for dividends
are appropriate;

o The balance between commercial
objectives and any public service
obligations is adequate;

o Investment plans take government
priorities and related activities into
account;

o Financial and operational risks are
actively managed;

o SOEs do not create subsidiaries as a
means of transferring the control of
public assets to private interests.

e Borrowing. The government in some
countries with the formal approval of the
legislature may establish ceilings on the
borrowing of SOEs as a whole and/or
individually to limit the contingent liability
to the government itself and the impact on
the wider economy.

e Guarantees. Governments in some
cases either prohibit entirely or strictly
control the issuance of guarantees by
SOEs to third parties, as this impairs the
government’s equity in the corporation
and is typically more expensive than
extending the guarantee directly from the
government.

e Sale/pledging of assets. SOES’
nonfinancial assets, such as land or
buildings, are often provided to them by
the government free of charge (in some
cases, the legal ownership of the assets
remains with the government rather than
with the SOE itself). Therefore, to protect
its equity in the SOE, the government may
restrict the sale of these assets or their
use as collateral in financial transactions.
It may similarly restrict the pledging or
securitization of future revenue streams.

¢ Mergers/acquisitions. Given the impact
that mergers and acquisitions may have
in terms of the SOEs operations and
finances, as well as the environment for
competition, governments typically require

their approval before an SOE can merge
with or acquire another enterprise.

¢ Raising private finances. SOEs are
being increasingly encouraged to explore
alternate sources of financing to reduce
their reliance on the state. However, given
that this avenue would have an impact on
the capital structure of the SOE, the state
must be consulted on all such decisions,
especially where equity divestment is
involved.

Vetting business case of large SOE
investments

When SOEs initiate large capital investment
project proposals that are submitted to the
Ministry of Finance for review, notably when
such projects require co-funding from the
budget; or it imposes recurrent expenditures
on the budget; or seek government
guarantees, it requires a standardized
framework to systematically appraise and
vet the business case of such large SOE
investments.

The framework is ideally applied in two

steps during critical decision points in the
project and budget cycle, at the planning

and appraisal stage as given below. This
framework entails a more rigorous project
preparation and appraisal, which can be
onerous and should, therefore, be applied in
priority to large or risky projects (from a social
or environmental point of view), as outlined in
Figures 11 and 12 on the next page.

Completed project proposals should be
submitted to the state/ownership entity/
portfolio and finance ministries for assessment
and approval through the board of directors.
Upon receiving the proposal, MOF will conduct
the appraisal in two stages:

¢ Preliminary assessment/concept
stage. The preliminary assessment,
which will check the project rationale
and sustainability issues, will examine
the strategic importance of the project,
an assessment of costs and benefits, a
pre-feasibility study of the project and will
verify whether a sufficiently wide range of
alternatives has been considered. If the
proposal lacks essential information/data,
additional information will be requested
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Figure 11: Project Cycle
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from the SOE in a given time frame (to
specify in the policy/regulation).

The principal criteria to be used for
appraisal of a project at the initial appraisal
stage are (a) whether the project has

been formulated in line with national and
sectoral policy priorities and objectives

of the government, (b) what specific
development challenges it aims to address
and how this can be measured, (c) the
result of the socioeconomic benefit
analysis, (d) affordability and financing
capacity of the SOE, (d) potential fiscal
risks and contingent liabilities, and (e)

the proposed project team. It will further
assess SOE specific dimensions such as
the impact on the market and competitive
neutrality, the corporate governance of

the SOE and more recently the climate
risks (physical and transition risks).

Comprehensive assessment/appraisal
stage. A detailed appraisal is carried

out once the detailed project has been
submitted along with a feasibility study

in the second stage. This is accepted

as the final step before a project is
approved by the state after the merits and
acceptability of projects are determined
under established criteria. The feasibility
of the project is set out at this stage

to scientifically assess whether the
objectives remain appropriate; the costs
are reasonable; the project is technically,
economically, socially and environmentally
feasible; and the mitigatory measures are
identified for risks.
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The Ministry of Strategy and Finance of the
Republic of Korea applies such a differentiated
project appraisal process for large investments
from public institutions (which includes SOESs):
https://www.kdi.re.kr/kdi_eng/kdicenter/
pimac_cp-law.jsp

Cross-cutting theme: maximizing
finance for development (MFD)

With a future view on the limitations of
foreign aid and unsustainable levels of public
debt in several emerging economies, there

is a renewed focus on domestic revenue
mobilization and other innovative mechanisms
to finance development outcomes. According
to the new MFD approach of the World Bank,
the focus of many governments regarding
catalyzing private financing to advance
development goals has shifted. This also
includes the transformation of sectors that
provide essential services or are critical to
economic growth. Many businesses offer
valuable skills, resources, and access to
markets, and therefore, represent a unique
opportunity to catalyze private investments
instead of displacing them.

While the private sector has the necessary
resources to invest in advancing development
goals and efforts are being made to tap these
resources, which will add to the scarce public
resources, there is another line of resource
available for the governments to maximize
finance for development, that is, SOEs. With

SOEs as some of the largest commercial
entities in several countries, it is imperative to
recognize their potential as financing sources
for development projects to drive sustainable
economic growth. As representatives of

the state, the Treasury officials acting as
directors on the SOE board must advocate
for leveraging financing from various private
sector sources to promote a sustainable
growth trajectory of the SOE and prevent
unduly reliance on government funding, while
being mindful of the fiscal risks and contingent
liabilities generated. This requires a careful
analysis and sharing of risks and appropriate
risk mitigation measures.

Financing of the project could be done via
different forms not limited to funding from the
national budget. SOEs must consider the least
expensive and most feasible solution when
planning an intervention, and in line with the
MFD strategy, they are encouraged to identify
ways to integrate private sector financing.

SOEs must systematically appraise and vet
the business case of large SOE investments

to avoid duplication of activities with other
projects and agencies to minimize fiscal

costs and risks for the state. The state
representative should support the SOE to
ensure relevance, efficiency, and effectiveness
in resource allocation and maximizing finance
for development by which the state is the fund
provider of last resort, not first.

Box 18: Principles for Crowding-in Private Sector Finance for Growth

and Sustainable Development at a Country Level

The Principles on Crowding-in Private Sector Finance is an initiative of G-20 member countries and
the multilateral development banks (MDBs) such as the World Bank, to foster effective approaches
to maximize the mobilization and catalyzation of private sector resources to support countries with
the implementation of the 2030 Development Agenda—including through financial and management
resources and innovation. It is a set of seven principles:

* Recognizing the primacy of country ownership

» Creating an investment-friendly environment; enhancing market liquidity and strengthening
project management capabilities and governance

» Expanding and standardizing credit enhancement instruments in the form of guarantees,
insurance products, blended finance, equity investment, and liquidity backup facilities

+ Prioritizing commercial financing — pursue cost-effective, non-government-guaranteed
commercial financing, contributing to the optimal use of scarce public resources

» Blending concessional resources and private capital in an optimal way

* Reviewing incentives for crowding-in and catalyzing private sector resources

Source: G20-Internaltional Financial Architecture Working Group. 2017. Principles of MDBs’ Strategy for
Crowding-in Private Sector Finance for Growth and Sustainable Development.
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Certain principles outlined by the G-20
member countries and multilateral
development banks to support decision-
making concerning leveraging private sector
financing are outlined in Box 18.

Monitoring SOE’s financial
performance

Financial reporting and auditing standards.
Monitoring the financial performance of
public corporations is greatly facilitated

if public corporations follow International
Financial Reporting Standards (IFRS) for
financial reporting and auditing. Compliance
with IFRS ensures a high-quality source of
primary data on public corporations, including
their financial oversight. By providing a true
and fair view on the accounting for assets

and liabilities, IFRS enhances the reliability

of financial information, which is also more
readily understood and comparable, both
domestically and worldwide. Compliance

with IFRS also facilitates the consolidation of
financial data on public corporations with data
on the general government sector in countries
that follow International Public Sector
Accounting Standards (IPSAS), Government
Finance Statistics Manual (GFSM) 2014, or
related standards.

SOE monitoring reports. These reports
present the overall summary of the financial
performance of the sector as a whole as well
as provide information on individual SOEs. Its
broad contents include

e An overview of the sector and highlights
of public corporation activities during the
year

e A full list of the companies owned by the
government

e An overview of how the government has
exercised its ownership policy

e Special topics

¢ Information on individual companies

The above contents have been further
elaborated in Part Ill, Module 3. Handout
3.3Ais a case study on the contents of
Sweden’s 2017 Annual Report of State-Owned
Companies.

Assessing fiscal risks of SOEs

Public sector balance sheets provide the most
comprehensive picture of public wealth. They
bring together all the accumulated assets

and liabilities that the government controls,
including SOEs, natural resources, and pension
liabilities. IMF’s Fiscal Monitor of October
20183 presents a comprehensive estimate of
public sector assets and liabilities for a broad
sample of 31 countries, covering 61 percent of
the global economy. Estimates of public wealth
reveal that the assets are worth US$101 trillion
or 219 percent of GDP in the sample, which
includes 120 percent of GDP in SOE assets.

Although SOEs hold a significant share in
global assets and market capitalization,

there are also several vulnerabilities
associated with them. For example, in China,
general government net financial worth has
deteriorated to about 8 percent of GDP,
largely because of subnational borrowing and
underperforming SOEs. Off-budget debt and
the weak performance of SOEs both entail
risks for the future.

Governments provide significant support

to financial SOEs (mainly capital injections)
and nonfinancial SOEs (predominantly
recapitalizations and debt assumptions), with
the maximum annual support to financial and
nonfinancial SOEs reaching 18 and 16 percent
of GDP, respectively (an updated version of
the database by Bova and others 2016). SOEs
that operate in the airline, banking, mining,
railway, and utility sectors are among those
that required costly support.

For example, Italy’s national airline is under
bankruptcy protection and has received large
loans or transfers from the government in
the past few years. Similarly, South Africa’s
government-owned power company, Eskom, is
receiving a rolling government bailout of 2.33
percent of GDP over three years, although
the cost may turn out larger (IMF 2019b). In
Belarus, over the past years, the government
on average provided 1.5 percent of GDP

in subsidies and about 2 percent of GDP in
additional off-budget support (Richmond and
others 2019).

In some countries, the debt of SOEs exceeds
20 percent of GDP and in several cases
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constitutes half or more of the public sector
debt stock. In other countries, SOE external
debt exceeds 25 percent of the countries’
exports of goods and services (see also

IMF 2020). Even if the debt was incurred

to develop a natural resource, as in oil-
exporting countries, the debt may increase
the vulnerability of the government to shocks
(for example, a fall in oil prices). In addition to
debt, SOEs may have significant obligations to
private parties through joint ventures, PPPs,
and power purchase agreements.

A recent update on the fiscal risks posed by
SOEs and the optimal means for governments
to utilize SOEs in times of financial or economic
crises are outlined in Box 19.

If an SOE does not perform well, the
government faces a financial risk. Implicit
payments to SOEs may lead to a systematic
underestimation of the risk. For example, many
SOEs enjoy implicit government guarantees,

and therefore, have cheaper borrowing cost.
The government’s goal in managing SOE-
associated fiscal risks should be to determine
the actual amount of risk, manage that risk
through appropriate debt management rules,
and encourage better SOE performance.

Estimation of fiscal risks associated with PSOs
and SOE contingent liabilities is challenging. It
is, therefore, sensible to focus on those SOEs
that pose large fiscal risks. IMF (2005) outlines
a set of criteria for identifying SOEs that
expose the government to large risks.

Some of the key terminologies associated with
fiscal risk monitoring are outlined in Box 20 on
the next page.

These criteria focus on the government’s
involvement with the SOE, its financial and
operational track record, the quality of the SOE
governance, and its strategic importance to
the government (see Table 12 on next page).

Box 19: SOEs in the Time of Covid-19

The COVID-19 pandemic has highlighted the role of the public sector in saving lives and livelihoods.
SOEs are part of that effort—in the form of public utilities that provide essential services of public

banks that provide loans to small business. But some are also struggling and adding to the burden on
government finances. These range from national oil companies that are dealing with a large fall in oil
prices, to national airlines without enough passengers traveling.

At their best, they can help countries achieve economic and social goals. At their worst, they need large
bailouts from taxpayers and hinder economic growth. Which version taxpayers get boils down to good
governance and accountability.

At a time when governments are facing increasing demands and struggling with high debt, the IMF
in its April 2020, Fiscal Monitor says — a core principle for state-owned enterprises is not to waste
public resources. IMF has laid down four main recommendations for how countries can improve the
performance of SOEs:

« Governments should regularly review if an enterprise is still necessary and whether it delivers
value for taxpayers’ money.

» Countries need to create the right incentives for managers to perform and government
agencies to properly oversee each enterprise. Full transparency in the activities of the
enterprises is paramount to improve accountability and reduce corruption. Including state-
owned enterprises in the budget and debt targets would also create greater incentives for fiscal
discipline. Many aspects of these practices are in place, for example, in New Zealand.

» Governments also need to ensure SOEs are properly funded to achieve their economic and
social mandates, such as in Sweden. This is critical in responding to crises—so that public banks
and utilities have enough resources to provide subsidized loans, water, and electricity during
this pandemic—and in promoting development goals.

» Ensuring a fair playing field for both SOEs and private firms would have positive effects by
fostering greater productivity and avoiding protectionism. Some countries already limit
preferential treatment of state-owned enterprises, like Australia and the European Union.

Well-governed and financially healthy state-owned enterprises can help combat crises such as the
pandemic and promote development goals.

Source: Gaspar, Vitor, Paulo Medas and Ralyea John. 2020. “State-Owned Enterprises in the Time of COVID-19”
IMF Blog (blog), May 7, 2020.
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Table 12: Criteria for Assessing Fiscal Risks

Category Nature
Pricing policies: Are prices of the SOE in line with international benchmarks (for traded
goods and services); set at cost coverage (nontraded goods); is the tariff-setting regime
Managerial compatible for the long-term viability of the SOE and compatible with private firms
independence | (regulated services)?

Employment policies: Is this independent of civil service law? Does the government
intervene in wage setting and hiring?

Relations with
the government

Subsidies and transfers: Does the government provide direct or indirect subsidies or
explicit and implicit loan guarantees to the SOE, not offered to private firms? Does the
SOE provide special transfers to the government?

Quasi-fiscal activities: Does the SOE perform uncompensated functions or incur cost
not directly related to its business objective?

Regulatory and tax regime: Is the tax and regulatory regime in the industry the same
for the SOE as for private firms? When appropriate, is the fiscal relationship with the SOE
being managed by the large taxpayer unit?

Periodic outside audits: Are these carried out by a reputable private audit firm
according to international standards and are audit reports published?

LI Publication of comprehensive performance reports: Are these published on an annual

structure basis?
Shareholders’ rights: Are minority shareholders’ rights effectively protected?
Market access: Can the SOE borrow without a government guarantee and at rates

) . comparable to private firms?

Egl:c?i(t:ilgll s and Less-than-full leveraging: Is the SOE’s debt-to-asset ratio comparable to that of private
- X - o

stability firms in the industry?
Profitability: Are the SOEs’ profits comparable to those of private firms in the industry,
or if no comparable private firm exists, higher than the average cost of debt?
Vulnerability: Does the SOE have sizable contingent liabilities, or is it a source of

. contingent liabilities for the government, say, through guaranteed debt? Is there a
gt:ti::“ currency mismatch between revenues and debt obligations?

Importance: Is the SOE large in areas such as debt service, employment, customer
base? Does it provide essential services?

Source: Adapted from World Bank Group 2014.

Box 20: Guarantees and Contingent Liabilities — Key Terminologies

A government guarantee legally binds a government to take on an obligation should a clearly specified
uncertain event materialize. Thus, with a loan guarantee, the government will be committed to making
loan repayments on behalf of a non-sovereign borrower that defaults. Governments provide a number of
loan guarantees (for example, to farmers, small businesses, home buyers, students, and SOEs) and other
financial guarantees, including trade and exchange rate guarantees, income, profit and rate of return
guarantees, and minimum pension guarantees. Guarantees are a common feature of PPP contracts and
other purchase arrangements between the government and the private sector.

A guarantee is a broader set of obligations of government that gives rise to an explicit contingent
liability. Beyond guarantees, such obligations arise mainly from government insurance schemes,
including deposit, pension, war-risk, crop and flood insurance, but they can also be the result of
warranties and indemnities provided by the government, and outstanding and potential legal action
against the government. It should be noted that pension and social security obligations of the
government (as distinct from guaranteed minimum pensions under private pension schemes or
government insurance of pension savings) are not contingent liabilities. While these are contingent for
individuals given uncertain life expectancy, aggregate pension and social security obligations can be
measured with some precision.

An implicit contingent liability arises when there is an expectation that the government will take on
an obligation despite the absence of a contractual or policy commitment to do so. Such an expectation
is usually based on past or common government practices, like providing relief in the event of
uninsured natural disasters and bailing out public enterprises, public financial institutions, subnational
governments, or strategically important private firms that get into financial difficulties. The government
may also be expected to cover some costs that are extraordinary (for example, those related to war
reparations, and national reconciliation and reunification).

Source: Fiscal Affairs Department, International Monetary Fund. 2005. Government Guarantees and Fiscal Risk.
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These criteria cannot be applied mechanically
and require significant information on the SOEs
beyond what is readily available. Identification
of SOEs that pose large fiscal risks, therefore,
need to be part of an in-depth assessment of
fiscal risks related to these enterprises. An
assessment performed by the IMF on SOEs

the government budget as well as predicting
how that budget relationship would be affected
by changes in macroeconomic conditions,
developments in the industry where the SOEs
operate, and operational management of the
SOEs are important. Factoring in quasi-fiscal
activities is also important for establishing this

identified that very few SOEs were meeting baseline (refer Box 21).
the standards required to assess fiscal risks in
comparison to their commercial counterparts.
In this regard, the IMF developed revised

criteria to identify fiscal risks.

Some country case studies on how countries
are managing their fiscal risks arising from
SOEs are outlined in Box 22.

The state as an owner must engage in
deliberations on the illustrated categories

Establishing the SOEs’ baseline financial
conditions and the financial relationship with

Box 21: Examples of Quasi-Fiscal Activities

» Charging less than commercial prices

» Provision of noncommercial services (for example, social services)
» Pricing for budget revenue purposes

» Paying above commercial prices to suppliers

In Tajikistan, for example the main quasi-fiscal activities for SOEs are pricing of goods and services at
below-market or below-cost recovery levels; provision of noncommercial services by SOEs; soft budget
subsidies like tolerance of SOE arrears; barter arrangements between government and SOE or between
SOEs themselves; operating inefficiency like unbilled consumption, theft, and so on; subsidized lending
and rescue operations and bailouts; and subsidies related to the exchange rate system.

Sources:
International Monetary Fund. 2007. Manual on Fiscal Transparency.

World Bank. 2014. Policy Notes on Public Expenditures, Policy Note No. 5, Fiscal Risks from State-Owned
Enterprises. The World Bank, Washington, DC.

Box 22: South Africa — Managing Fiscal Risks from SOEs

South Africa has a relatively well-developed oversight framework for monitoring SOE performance. The
Public Financial Management Act (PFMA) and Treasury Regulations require SOEs to submit corporate
plans annually, covering a period of three years, and outlining the strategic objectives, agreed with the
government, key performance indicators for assessing the entities performance, a risk management
plan, and a financial plan. The financial plan must include projections of revenue, expenditure and
borrowings, asset and liability management, capital expenditure programs and dividend policies.

The PFMA sets controls on borrowing and contingent liabilities of SOEs. The Minister of Finance must
authorize the issuance of guarantees or indemnitees. Some SOEs must also obtain the Minister’s
approval before borrowing and all SOEs may not borrow in foreign currency above a prescribed limit
set by the minister. Entities that are permitted to borrow must submit annual borrowing programs to the
National Treasury as well as quarterly reports on actual borrowing.

A Fiscal Liability Committee has been established within the National Treasury to advise the Minister on
these matters as well as short and medium-term risks related to SOEs. The committee receives reports
on the financial performance of SOEs and their compliance with any condition attached to fiscal support,
which are assessed as part of its aggregate fiscal risk monitoring.

SOEs are required to submit audited annual financial statements in accordance with generally accepted
accounting practices within five months of the end of the financial year to the shareholder minister and
the National Treasury. SOEs are also required to submit quarterly reports to their shareholder minister.

Source: International Monetary Fund. 2016. Analyzing and Managing Fiscal Risks—Best Practices.
Washington, DC.
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and supplement the questions with context-
specific risk factors to be able to adequately
and accurately assess fiscal risk. The state
can reduce its exposure to fiscal risks from
SOEs by

¢ Reducing the overall state participation in
commercial activities and the size of quasi-
fiscal activities;

¢ Limiting exposure to contingent liabilities
by ensuring that there is a clearly defined
set of criteria to govern the provision
of any explicit government guarantees,
prohibit or control the issuance of
guarantees by SOEs to third parties, and
where appropriate, restrict the sale or use
of their assets as collateral in financing
transactions;

e Strengthening governance arrangements,
for example, through appointing
independent boards based on the
transparent and merit-based nomination
processes, holding them accountable for
financial performance, ensuring there
is operational autonomy, and legislating
high standards of financial reporting and
subjecting annual accounts to external
audit;

e Legislating explicit no-bailout clauses to
reduce exposure;

e Ensuring there is transparent and
appropriate compensation for SOEs
executing quasi-fiscal activities to achieve
government goals and that subsidies
for these activities are appropriately
expensed in the budget;

Table 13: Fiscal Risk Management for SOEs??

¢ Finally, as for other risks, ensuring
there is fiscal space to absorb retained
risks through, for example, a general
contingency reserve to cover any call
on government guarantees to public
corporations or to cover the unforeseen
costs in case of their restructuring or
liquidation.

Table 13 outlines an example of step-by-step
fiscal risk management of SOEs given by IMF.

Cross-cutting theme: climate change
and resilience

The adverse effects of climate change on
the economy are likely large but difficult to
predict, and therefore they increase fiscal
risks, whereby fiscal outcomes may differ
substantially from projections. Assessing and
managing fiscal risk from climate change can
prevent an abrupt increase of public debt and
improve governments’ ability to raise new
debt or refinance it. Since SOEs affect the
government’s budget and also form part of
the public sector balance sheet, any adverse
effect from climate change that have an
impact on SOE’s operations and finances will
also have a bearing on the country’s overall
fiscal outcome and balance sheet.

Key policy instruments: There are various
strategies that the state/ownership entity
can adopt to improve fiscal risk management
including climate change.
¢ |dentifying fiscal risks: Fiscal risks may
arise out of the financial, moral, and legal

2. Mitigate 3. Provision
. Indirect
1. Identlf_y Direct controls Risk 4.
and quantify co:1rtergls (regulation transfer Expense | Contingencies | Accommodate
and instruments
charges)

Quantify
explicit Hold boards
exposures; Reduce | accountable Appro-
Monitor the size | for per- Explicit priate Provision for Fiscal
financial of the formance; no-bailout expected cost in case of | headroom for
performance; | SOE Reporting clauses subsidies restructuring residual risks
Scenario sector require- and QFAs
analysis or ments
stress testing

Source: Adapted from IMF 2016.
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Table 14: Identification of Climate Related Fiscal Risks

Potential fiscal risk

Risk factor

Climate-change-induced risks

Sovereign loan guarantees are called;
Expectation that the government will
cover SOE losses.

Climate- Climate-sensitive SOEs suffer losses due to
SN0 S58 extreme weather events.

Increased frequency and severity of extreme | Sudden change in commodity prices may
Commodity weather events increase the volatility of affect the overall SOE revenue pool and
prices global commodity prices such as crude oil, in turn the state’s dividend share. It may
petroleum, and so on. also generate contingent liabilities.

PPPs may entail contractual obligations
and/or implicit public guarantees with
important fiscal implications.

U] [Tl dlZ1 8 Climate change may potentially threaten the
partnerships financial viability of PPPs.

Disasters can disrupt production
Natural Climate change increases the frequency and | in fiscally important sectors and
disasters severity of natural disasters. may require large-scale relief and
reconstruction spending.

Epidemics can radically increase health
spending and may adversely affect
employment, production, and trade.

Public health Rising temperatures and extreme weather
emergencies events increase the risk of epidemics.

Adverse court judgments may result
in huge unexpected spending and
contingent liabilities.

Judicial Courts may determine that an SOE is liable
awards for climate-adaptation measures.

Source: Adapted from Pigato 2019.

obligations of SOEs/public corporations
and their stakeholders and private-public
partnerships, and there need to be
systematic, harmonized and decentralized
responsibilities to identify fiscal risks and
produce a more comprehensive appraisal
(Table 14).

Quantifying fiscal risks: Once fiscal

risks are identified, they need to be
quantified. The macroeconomic costs of
climate change can be grouped into three
categories: mitigation, adaptation, and
residual costs. Mitigation includes all costs
incurred by policies that slow the pace
and limit the severity of climate change,
particularly via reduced GHG emissions.
Adaptation includes all costs incurred by
efforts, both preventive and remedial,

to reduce the social, environmental, and
economic impact of climate change.
Residual costs are effects of climate
change that cannot be offset through
mitigation or adaptation.

Most macroeconomic models focus on
assessing mitigation costs and residual
costs. Integrated Assessment Models
(IAMs) are used to quantify the damages
caused by climate change and the cost
of efforts to limit its extent. These models
apply damage functions that approximate

the relationship between global
temperature changes and climate-related
phenomena such as rising sea levels,
more frequent cyclones, lost agricultural
productivity, and degraded ecosystem
services. Most IAMs treat climate-related
damages as a polynomial function of
global mean temperature and examine its
impact on the stock of capital at either
the regional or the global level. Apart from
IAMs, a general equilibrium model can
capture the impact of climate change by
estimating its effect on the depreciation
rate of physical capital. In this model,
adaptation reflects the extent to which
public bodies/SOEs reduce the negative
influence of climate change on the capital
depreciation rate.

Disclosing fiscal risks: Disclosing fiscal
risks can improve management. It can also
improve risk identification, by increasing
public accountability and lead third
parties to provide information voluntarily.
This is also important to inform private
investment decisions induced by the SOE
investments (for example, housing built
around new public infrastructure and
utilities which also need to internalize the
risks). These risks should be presented

in the performance agreement signed
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between the state and SOE with a ceiling in
terms of the risk appetite.

Reducing fiscal risks: Investments in a
risk management capacity, physical risk
reduction and climate-smart technology,
for example, increased use of clean
energy to progressively reduce GHG
emissions intensity; reducing freshwater
consumption per unit of production,

and so on can minimize fiscal costs

and risks. As most countries have yet

to fully internalize climate change into
development planning and sector
regulations, opportune adaptation
measures can usually be found to reduce

¢ Managing residual fiscal risk: The
residual fiscal risk can be managed via a
range of risk transfer and risk financing
tools. Governments can implement
some of these measures before the risk
materializes (ex ante measures). For
instance, governments can establish
dedicated reserve funds; or insure/
reinsure against specific climate-related
risks; or emit catastrophe bonds, that is,
bonds, the interest repayment of which
is delayed, reduced, or forgiven in case a
disaster occurs. There may be a benefit
in cross-country collaboration, such
as, to collectively ensure against risks

from natural disasters. Ex post financing
measures also exist, such as budget
reallocation, taxation, or borrowing from
multilateral organizations or foreign
countries.

fiscal risks. Making SOEs and their public
assets more resilient to the effects of
climate change reduces the government’s
direct exposure to possible future
financial losses. Public investments, fiscal
incentives, and regulatory measures that
increase the resilience of private assets
and economic activity to climate change
indirectly reduce fiscal risks. Fiscal tools,
such as price policies (for example, carbon
taxation, subsidies for mitigation action
and low carbon investment); spending
and investment; and public guarantees to
secure private sector participation, are
critical. Beyond this, the state can also
set liability caps to reduce the size of
contingent liabilities, such as, expenditure
for natural disaster relief and recovery.

Table 15 presents a taxonomy of how
governments are managing climate change
risks, including risk reduction, risk financing,
and residual risk management. Also see Box
23 on the next page.

Building capacity for oversight of SOEs

Putting in place a system for overseeing SOEs
that meets all the requirements discussed
above can be challenging for developing or
emerging market economies, as it requires
time and resources. Advanced economies
have spent many years building and refining

Table 15: Approaches for Managing Climate Change Risks

Theme Sub-theme Action
» Diversify economy into climate-resilient production and
Reduce livelihoods
vulnerability « Mainstream climate change into public investment

Risk reduction management systems

» Improve buildings codes, land-use planning, and zoning
« Strengthen natural buffers (reefs, beaches, forests, and so on)
» Improve ecosystem management

Reduce exposure
to hazards

+ Contingency and reserve funds
Risk retention « Ex ante contingent credit
« Ex post borrowing

Risk financing

+ Insure public assets
Multicountry sovereign disaster insurance
+ Catastrophe bonds

Risk transfer and
pooling

+ Livelihood support
+ Budget reallocation
* Humanitarian relief

Post-disaster
response

Residual risk
management

Source: Adapted from Pigato, 2019
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Box 23: Good Practice in Climate Fiscal Risk Management

Africa Region: More than 30 African countries are signatories to the treaty that establishes the African
Risk Capacity (ARC). ARC pools risk between countries exposed to different weather risks, strengthening
their management.

Caribbean Region: In 2007, countries in the Caribbean Region established the Catastrophe Risk
Insurance Facility, the first multi-country risk pool. The pool aims to reduce liquidity constraints that
massive natural disasters, such as, earthquakes and cyclones, impose on small developing economies.
Since 2007, it has made disbursements of about US$130.5 million.

Colombia: The country has estimated fiscal risks from natural disasters by considering its (i) public
property exposure and (ii) the exposure of private property of underprivileged groups, for which, the
government took responsibility. It has also improved its climate-related fiscal risk management capacity,
for instance, by signing a Catastrophe Deferred Drawdown Option, that is, a contingent line of credit that
guarantees immediate liquidity upon the occurrence of a natural disaster.

Ethiopia: The country has set up a contract, referred to as weather derivative, in which an international
reinsurer covers against the precipitation level falling below the Ethiopia Drought Index (EDI).

Mexico: The country has taken a number of ex ante risk financing and transferring measures. For
instance, in 2006, Mexico shifted part of its public sector catastrophe risk to capital markets and the
reinsurance sector. It has also established a Fund for Natural Disasters (FONDEN), to which it allocated a
share of the annual budget, and this helps cover natural disasters’ losses that Mexican states and federal
agencies would not be able to cover independently.

Philippines: The 2013 Fiscal Risk Statement of the Philippines’ government incorporated a debt
sustainability analysis that included a natural disaster scenario analysis.

Source: World Bank Group, Climate Action Peer Exchange (CAPE). 2018. About us.

these systems. In less-advanced economies, a
cautious step-by-step approach is required.

In many countries, inefficiencies and fiscal
risks are concentrated in a relatively smaller
number of SOEs, which should be subject

to the most intensive monitoring. Moreover,
many of the ‘best practice’ solutions discussed
above have a substantial cost and require

a high degree of competence within the
government and the SOEs. Some of these
reforms may not be practicable in the short
term in low-capacity countries. In such cases,
a risk-based and sequenced approach to
building an oversight regime for SOEs is
strongly recommended.

¢ |n the short term (up to one year),
the government could ensure that a
full inventory of public sector entities
with commercial or quasi-commercial
functions is taken and that these entities
are classified according to the latest

international standards (GFSM 2001/2014).

The government must also ensure that

a basic reporting framework for SOEs
that are high risk, or have a large fiscal

or budgetary impact, is established and
that the role and responsibilities of the
President’s Office, the Ministry of Finance,

and line ministries participating in the
oversight of SOEs are determined.

In the medium term (up to three years), the
legal framework relating to the SOEs could
be established (or revised), providing the
Ministry of Finance (or another approved
entity) with the required power to review
the financial plans of SOEs and monitor
their performance. An SOE ownership
policy should be developed. The Ministry
of Finance should strengthen its capacity
to supervise SOEs and the financial
oversight unit could start publishing a
consolidated annual report on SOEs.

In the long term (more than three years),
the government could further enhance
the framework for monitoring the financial
performance of SOEs by developing

a more elaborate set of performance
indicators and targets. The cost of
delivering public service obligations and
other quasi-fiscal activities should be
fully funded in the budget and disclosed
in the financial reports prepared by

the government and the SOEs, and the
government could carry out a review

of the economic and financial status of
business enterprises and whether they
should continue to be classified as SOEs.
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State-board relations
and communication

SOEs, including any enterprise, in which

the state is a minority shareholder, should
identify their shareholders and keep them
duly informed in a timely and systematic
fashion about material events and forthcoming
shareholder meetings. They should also
provide them with sufficient background
information on issues that will be subject to
the decision. It is the responsibility of SOE
boards to make sure that the enterprise
fulfils its obligations in terms of information
to the shareholders, for which specific
communication policies are often developed
to help manage shareholder relations.
Furthermore, there are several situations, for
which the SOE board needs the support

of its shareowners, particularly the state,
which include the following:

¢ Obtaining financial support from the state
(in the form of loans, guarantees, and so
on)

e Changing the capital structure of the SOE
e |ssuance of shares/dividends
¢ Exploring alternative financing sources

e Appraisal and approvals of major
investment decisions

e Mergers and acquisitions
¢ Changing/updating strategy and direction

e Addressing corporate governance
concerns and poor SOE performance

Conversely, the state’s responsibility as

an owner is to know and understand the
context in which SOEs operate. A surprising
number of ownership entities (and especially
coordinating bodies) do not meet with boards
and management of the companies in their
portfolio and thus know little about them or
about the sectors in which they operate. An
initial meeting should have some basic goals:
to introduce the ownership entity and its role
and mission, to identify key points of contact in
the company for future communication, and to
address initial questions about critical missing
information, especially financial reporting.

The mentioned topic explores the dos and
don’ts for effective state-board relations and
communications, which will support the state
to act as an active and informed owner as well
as the SOE board to better manage the SOE’s
direction and performance.

Ensuring healthy state-board relations
hinges on the following principles:

¢ The state refraining from exerting undue
political influence over the SOE—this is
typically manifested in the form of board
appointments, interference with board
and management decisions (managing
conflicts of interest and related-party
transactions), and company strategy.
This results in a negative impact on SOE’s
performance and competitiveness.

¢ The state refraining from
micromanagement of SOE operations
through the issue of numerous circulars,
prescribing the aspects in great detail
that should be the prerogative of SOE
management (for example, approving
CEO'’s foreign trips, sub-contracting
decisions, hiring, and so on.)

e The board ensures transparency and
timely and accurate disclosures of all
the information required by the state in
its capacity as an owner—this includes
financial and nonfinancial performance
reporting, reporting on other conflicts of
interest and related-party transactions
that need to be disclosed to ensure good
corporate governance.

To facilitate the said relationship, active
engagement between the state and the board
is required. This would require assigning clear
responsibility for managing the state-board
relationship as well as developing formal and
informal lines of communication to facilitate the
same. At the same time, it is also important to
ensure equitable treatment of all shareholders
including minority shareholders. This is further
discussed in Part I, Module 3: Protecting
minority shareholder and stakeholder rights.
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State-board relations and communication
also involve active participation by the state
in the Annual General Meeting (AGM) as well
as periodic meetings to review the SOE’s
performance and corporate governance
practices. The state should move from pure
compliance driven supervision to more risk-

Monitoring SOE performance
via performance agreements

Monitoring SOE performance is a core
function of the state as an owner to ensure
transparency and accountability in the use
of public funds. The state’s ownership entity
(ies) must see that each company meets
the targets and objectives set for it and
must act if the objectives are not met. A
fundamental challenge for ownership entities
in creating performance frameworks is that
SOEs are usually established (and continue
in government ownership) because they
have both commercial and non-commercial
objectives.

In many cases, the nonfinancial goals will
carry financial costs, making it difficult for

the board and senior executives of the

SOE to resolve their competing priorities.
Information asymmetries can also allow
managers to conceal poor performance or
exceed their mandate. These asymmetries can
also affect the negotiation and monitoring of
performance because inside managers have a
far better understanding of the performance
and operations of their company than external
reviewers.

A sound performance-monitoring framework
addresses these inherent tensions by explicitly
identifying the core financial and nonfinancial
objectives of the SOE and by spelling out

the government’s priorities for the various
strategic objectives of each SOE. In this
process, the ownership unit must develop
appropriate performance targets that reflect
these priorities.

based supervision (further discussed in Part
Ill, Module 4 Risk governance). The role of
state representatives on the SOE boards also
acts as an important communication channel
between the state and the SOE board. These
communication channels are further discussed
in Part Il — the Board.

Performance agreements form an important
tool to support the establishment of a formal
performance-monitoring framework for

SOEs. A large part of preparing performance
agreements is to set company mandates and
strategies. Clearly defining the mandate of
each wholly owned company is necessary for
defining accountability, determining the scope
of public services or other special obligations,
and forming a basis for more specific targets
for the company’s operations.

Once the mandate is agreed upon, an
ownership entity can develop a framework for
communicating the government’s expectations
for SOE performance to each SOE and the
public. Performance agreements are widely
used for this purpose and typically include
the following elements:

¢ [ts mandate and the scope of activities
that the company (including subsidiaries)
will undertake

¢ A short description of the company’s
vision and strategy

e A clear description and explicit financial
cost estimate of the company’s non-
commercial objectives, such as access,
coverage, and affordability for low-income
consumers

¢ Financial and nonfinancial performance
indicators as well as targets for those
indicators, to measure the performance
of the company against its strategy (see
Sweden’s example in Box 24 on the next
page)
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Box 24: Snapshot of Financial and Nonfinancial Targets for Sweden’s SOEs

Financial targets using indicators like return on equity (profitability), equity/assets ratio (capital

structure), dividend.

Sustainability targets like gender distribution for chairman, directors, CEO, and senior management;
energy consumption; CO2 emissions; customer and employee satisfaction using customer satisfaction

index, share of motivated employees, and so on.

Public policy targets vary sector-wise and may not be uniformly applicable to all the SOEs.

Source: Government Offices of Sweden. 2017. Annual Report State-Owned Enterprises 2016.

e Standards of corporate governance

¢ Risk management — State’s risk appetite
across different types of risks such as
business risk, financial risk, legal and
regulatory risk

e Frequency and procedures for reporting

e A statement describing the dividend policy
(refer Box 24 for country example)

Before the performance agreement is finalized,
the ownership entity and the SOE must discuss
it and negotiate its contents. To properly
negotiate the agreement, the ownership

entity normally has good knowledge of the
industry based on research, experience,

and dialogue with the company. In many
countries, the performance agreement is
made public and presented to the parliament
to establish the links in accountability. The
government’s expectations of the SOE be
formally, clearly, and publicly communicated.
Figure 13 illustrates the process of negotiating
performance agreements.

Monitoring Performance Agreements
— Monitoring the company’s performance

against the agreed objectives and
performance targets of the company as set
out in the performance agreement is generally
done on an annual basis; but for more
important portfolio companies, more regular
monitoring (biannual or quarterly) may be
warranted.

The monitoring process can be streamlined
by requiring SOEs to provide standard-form
financial and nonfinancial data. These forms
have varying degrees of complexity, from
simple spreadsheet-based templates to
dedicated online data entry portals. More
sophisticated systems can facilitate data
analysis by identifying trends, producing
cross-sector or intertemporal analysis, and
generating aggregate reports.

Where more complex uses of the data are

not required, the risk of elaborate data entry
systems is that they fall into disuse. Where
possible, the data required should conform to
the existing data requirements imposed on the
company. For instance, requirements should
preferably align with the relevant accounting

Figure 13: Process for Negotiation of Performance Agreements

Prepare Engage

Source: Adapted from World Bank Group 2014.
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Box 25: Germany’s Reporting System to Monitor SOE Performance

In 2016 the German Federal Ministry of Finance implemented a ‘standardized monitoring system’
(Standardisiertes Beteiligungs Monitoring, SBM) for state-owned SMEs on request of the German
Parliament. Currently, the SBM is conducted at the beginning of each year based on the company’s
financial statements for the previous fiscal year. The uniform calculation of financial ratios and
description of each company’s business situations in one standardized data sheet per SOE increase
transparency and comparability within the portfolio of the federal holdings” management.

Source: OECD. 2020. Implementing the OECD Guidelines on Corporate Governance of State-Owned Enterprises:

Review of Recent Developments. OECD Publishing, Paris.

standards that the SOEs must adopt for their
financial statements. However, the state
needs to gradually advance from purely
compliance-driven supervision to a more risk-
based and performance-focused oversight.
The state’s role in the risk governance of an
SOE is discussed in Part lll, Module 4 Risk
governance.

Periodic monitoring instils a culture of
accountability that serves multiple aims:

¢ |[nitially, the ownership entity can ensure
that the SOE is completing all periodic
reports and actions (for example,
preparation of annual financial statements
and external audits) and delivering them
on time.

¢ All variances between the actual financial
and nonfinancial results and the agreed
results (as set out in the relevant
performance agreement) should be
documented.

e SOE management can be asked to
document reasons for any unexpected
variances, or the principals of the SOE can
give explanations in face-to-face meetings
with the ownership entity.

e Large or unjustified variances from
planned results should be reported
up through the system. As a result, for
instance, the major issues arising out
of the performance review could be
discussed between the chairman of the
SOE and the head of the government
ownership unit. Depending on the national
accountability structure, significant issues
could be reported to the minister or a
legislative oversight committee.

e Variances may give rise to consequences
under the performance agreement.

e Periodic public disclosure can be made
of SOE performance against the agreed
objectives or relevant benchmarks and
can act as a strong incentive for managers
and boards to improve the performance.

Some of the critical success factors for
successful negotiations of performance
agreements are included in Figure 14 on the
next page.

Cross-cutting theme: integrity and
anti-corruption

The state should act as an active and informed
owner concerning anti-corruption and integrity
in the companies they own. Its respective

and prime responsibilities regarding anti-
corruption and integrity in SOEs should
include, but are not limited to

¢ Assessing SOE compliance with applicable
corporate governance standards and
evaluating their alignment with the state’s
expectations about integrity and anti-
corruption. Sources used in monitoring
and assessment should facilitate an
adequate understanding of SOES’
corruption-risk management.

¢ Developing capacity in the areas of risk
and control to best monitor and assess
SOEs’ application of relevant standards
and owner expectations and engaging
in discussions about corruption-risk
mitigation efforts with SOE boards.

e Building a disclosure policy that identifies
what information SOEs should publicly
disclose, the appropriate channels for
SOE disclosure and SOE mechanisms for
ensuring quality of information. With due
regard to SOE capacity and size, the types
of disclosed information should follow
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those suggested in the SOE guidelines as
closely as possible and could additionally
include integrity-related disclosures.

The state should consider developing
mechanisms to measure and assess the
implementation of disclosure requirements
by SOEs.

Disclosing all financial support by the state
to SOEs in a transparent and consistent
fashion.

¢ Using, as appropriate, benchmarking tools
to assess the overall risk exposure of
the state through its ownership of SOEs.
Where appropriate, such tools should also
be used to encourage improvements in
corruption-risk management among SOEs.

Figure 14: Critical Success Factors for Negotiating Performance Agreements

Explicit, clear,
realistic, credible

Distinct
operational
accountability,
autonomy for
SOE boards and
management

Source: Adapted from World Bank Group 2014.

Proactive
awareness and
anticipation of
external forces

and changing
risks, trends,
circumstances
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Appendix A1.2A Accountability provisions in SOE’s legal framework

The legal framework governing SOEs must
contain provisions to the following effect to
define accountability of each stakeholder:

Classification of entities: The legal framework
must spell out the criteria for the classification
of different types of SOEs operating in the
country, say those that do not draw on the
state’s annual budget for revenues and those
that do. The state shall from time to time
review the classification and form of an entity
or a group of entities to assess whether the
classification and form are the best suited

to the efficient, effective, and economical
achievement of the mandate of the entity.

Portfolio minister: The portfolio minister

for an SOE shall be the minister assigned

with the ministerial responsibility for the

SOE by the Head of State or parliament.

The law must state the agency to whom the
portfolio minister remains accountable and
the responsibilities within its purview. He/

she is tasked with the SOE under his or her
responsibility to achieve the performance
specified in the performance agreement.

The portfolio minister is also responsible for
approving the annual plan for the ministry

and together with the Minister of Finance,

for approving the Business Plan/Corporate
Statement of Intent for an SOE. The law may
further state actions that the portfolio minister
is prohibited from doing such as awarding
procurement contracts, matters relating to the
hiring, dismissal, promotion, pay or other or
employment arrangements, and so on. The law
may also stipulate the nature and frequency of
reporting arrangements.

Minister of Finance: Define the minister’s
responsibilities regarding SOE’s governance.
This can include the following:

e Reviewing and approving the financing
intentions including the forecast financial
statements and dividend proposal in the
Business Plan of the SOE;

e Approving the government loans and
guarantees for SOEs;

e Approving significant financing proposals
for SOEs;

e Setting and enforcing the government’s
ownership expectations for SOEs;

e Monitoring the financial performance and
risks of SOEs;

¢ Approving the Code of Corporate
Governance to be applied to SOEs; and so
on.

Board of SOE: The law should stipulate the
responsibilities of the board of an SOE. The
primary objective should be to operate as

a successful business and to earn a similar
return on the owners’ funds over the medium
term as that earned by comparable businesses
not owned by the state. In case this law is the
only one dealing with SOEs and there is no
separate framework law, these provisions will
have to be elaborated further.

Performance Contract and Business

Plan (BP): The board may be required to
submit details required under a Performance
Contract or Agreement (known as Statement
of Corporate Intent (SCI) in some jurisdictions)
with the portfolio ministry and BP for the SOE
and all its subsidiaries to the portfolio minister
and Minister of Finance by a specified time.
The law may, by way of schedules, specify the
content of these documents. The procedure
to devise a suitable dividend policy may

also be specified in the law. In addition to
these, the board may be required to submit
periodic reports, a Mid-Year Report and an
Annual Report for the SOE and its subsidiaries,
including financial statements within a
specified period. The Act may also provide for
public disclosure of these documents.

Annual Plan for the ministry: The law

must specify the procedure and timing for
submission of the Annual Plan by the ministry.
The Annual Plan of a ministry shall include the
following:

e Strategic priorities for the medium term
that reflect the goals and plans;
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e Description of how the entity is responding
to the changing environment including the
description of significant changes from the
previous Annual Plan;

¢ Nonfinancial performance including
measurable indicators;

e Payments on behalf of the government
including grants, benefits, and subsidies to
be paid;

e Significant capital developments;

e Description of intentions to develop the
capability for physical, intellectual, human,
and other resources including measurable
indicators where feasible;

e Summary budget, which shall include
forecast financial statements;

¢ Financial and other assumptions;
e Statement of fiscal risks; and

e Other matters required by the finance
minister.

The ministry may also be required to submit
mid-year and audited annual reports within a
specified timeline. These may be required to
be published on the ministry’s official website.

Other matters: The law may further state the
accounting standards applicable to SOEs and
whether SOEs are required to follow the state’s
financial year.

Schedule on contents of Annual Report for
a ministry: Each Annual Report of a ministry
or agency shall include the following:

e Strategic priorities and outcomes in the
Annual Plan;

¢ Nonfinancial performance delivered
including measurable indicators;

e Significant variations in performance from
the Annual Plan;

e Payments made on behalf of the
government including grants, benefits, and
subsidies to be paid;

e Progress with significant capital
developments;

e Advances or issues in capability for
physical, intellectual, human, and other
resources including measurable indicators
where feasible;

¢ Financial performance, which shall include
audited financial statements;

¢ Financial and other assumptions;

¢ The auditor’s report on the financial
statements;

e Report on fiscal risks;

e The remuneration paid to each director
including the value of benefits in kind for
the agency (not applicable to ministry);

e Statement on Public Service Obligations
(PSOs) undertaken during the year by
various SOEs; and

e Other matters required by the minister
responsible for finance.

Schedule on the contents of Performance
Agreement/Statement of Corporate Intent
of an SOE: Each SOE shall have a Statement
of Corporate Intent for the entity and its
subsidiaries with a medium-term scope and a
focus on the forthcoming financial year and
shall include the following:

e The objectives of the group;

¢ The corporate governance of the group
and measures to strengthen it;

¢ The nature and scope of the activities to
be undertaken;

e The ratio of consolidated owners’ funds to
total assets, and definitions of those terms;

e The accounting policies;

¢ The expected performance for the
medium term of the group concerning its
objectives;

¢ A statement of the principles adopted
in determining the annual dividend
together with an estimate of the amount
or proportion of annual earnings after tax
(from both capital and revenue sources)
that is intended to be distributed to the
government;

e The information to be provided to the
portfolio and finance ministers by the SOE
during those financial years, including the
information to be included in the in-year
reports;

e The procedures to be followed before
any member of the group subscribes for,
purchases, or otherwise acquires shares in
any company or other organization;
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Any activity, for which the board of
directors seeks compensation from

the government (whether or not the
government has agreed to provide such
compensation);

A statement of social responsibility; and

Such other matters as agreed upon by the
portfolio and finance ministers and the
board of directors.

Schedule on contents of Business Plan for
an SOE: Each SOE shall have a Business Plan
that shall include the following:

Details for the forthcoming financial

year of the expected performance
targets and other measures by which the
performance of the group may be judged
with its objectives in the Statement of
Corporate Intent, which shall include the
performance indicators required by the
minister responsible for finance;

Explanation of variations in performance
from the previous Business Plan;

Forecast financial statements including an
estimate of the anticipated profit for each
of the three forthcoming years and the
dividend to be paid to the government,
with sufficient detail for the forthcoming
financial year to enable meaningful
assessment against those expectations
after the end of that financial year;

Any proposed major investment and
financing transaction;

A statement of any arrangement or
proposed arrangement to provide goods
or services for less than the cost of those
services or to receive services from a
government entity for less than the cost to
provide the goods or services;

A statement of risks and intended
management of these;

Other matters as are agreed by the
portfolio and finance ministers and the
board of directors; and

Additional information prescribed for a
plan in the establishment law of the SOE.

Schedule on contents of an Annual Report
for an SOE: Each SOE shall have an Annual
Report that shall include the following:

e Areport of the operations of the SOE

and those of its subsidiaries during
that financial year with information as
is necessary to enable an informed
assessment of the operations of the
entity, including a comparison of the
performance of the entity with the
Statement of Corporate Intent and
Business Plan;

The dividend payable to the government
by the SOE for the financial year, to which
the report relates;

Audited consolidated financial statements
for that financial year consisting of
statements of financial position, profit
and loss, changes in financial position,
and such other statements as may be
necessary to show the financial position
of the SOE and its subsidiaries and the
financial results of their operations during
that financial year;

The auditor’s report on the financial
statements;

Report on fiscal risks;

Statement on Public Service Obligations
(PSOs) undertaken during the year;

Report on compliance with the statement
of social responsibility;

The remuneration paid to each board
director including the value of benefits in
kind;

The remuneration paid to senior
management including all the benefits in
kind presented in the form of the number
of employees within salary bands; and

Such additional information, as is
necessary, to enable an informed
assessment of the activities of the SOE
against the Statement of Corporate Intent
and Business Plan.
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Module 3: Protecting minority
shareholder and stakeholder rights

This session (module) covers the following topics:

Importance of minority protection

Shareholder rights — minority and golden shares

Key stakeholders in SOEs, their role, and
relationships in SOEs




Learning objectives
By the end of this module, the participants will be able to

~N
+ Identify the stakeholders of SOEs and describe their
role in SOEs
9 ® e + Describe in detail the rights of minority shareholders
+ Define minority shareholders and golden shares in
SOEs
J
Agenda Total time: 2 hours 10 min
Time Topic
. Importance of minority protection, international good practices,
30 min
and key elements
30 min Shareholder rights: minority and golden shares
30 min Case study

Key stakeholders in SOEs with a focus on stakeholder
40 min identification/mapping, stakeholder engagement, and external
communication mechanism
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Minority shareholders in SOEs

The legal definition of minority shareholders,
as per Merriam Webster dictionary, is “a
shareholder whose proportion of shares is too
small to confer any power to exert control or
influence over corporate action.” When the
shares of an SOE are held by stakeholders
other than the state, those stakeholders are
referred to as minority shareholders. There is a
fundamental difference between the positions
of minority shareholders in an SOE, compared
to the position of minority shareholders in a
normal business enterprise.

The relationship between the state as a
controlling or significant shareholder and the
minority shareholders is particularly delicate
in SOEs, particularly in those commercial
SOEs that are not listed (listed companies are
subject to increased regulation as part of the
listing compliances, and increased scrutiny
by regulators). As a dominant shareholder,
the state may be in a position to abuse
minority shareholders, as the former can
make decisions in GSMs without the approval
of the latter. It is also usually able to control
the board’s composition. Moreover, the state
is likely to have other political and policy
objectives, which might be implemented at a
cost to the minority shareholders.

In several jurisdictions, government

policies conflict with or undermine minority
shareholder rights. Government policy

on board appointment or approval of
extraordinary transactions may simply
ignore the presence of other shareholders.
Similarly, shareholder rights related to control
changes or capital increases are sometimes
not respected when the government plans
the sale of a major stake or when the SOE
plans a capital increase at the government’s
request. SOE policies should acknowledge
and respect shareholder rights as spelt out
in law and relevant corporate governance
codes or policies. For example, in India, Peru,
and South Africa as well as in many OECD

Importance of minority protection,
international good practices, and key elements

countries, shareholder rights are recognized
through the relevant company acts and rules
for listed companies; such documents prohibit
companies from discriminating between
shareholders and reinforce government SOE
policies as well.

The mentioned rights may be defined in

the general legal framework concerning
companies, that is, the commercial company
code, the company law, or corporate
governance codes. They also may be more
specifically defined or referred to in the
charter of an SOE or in specific founding

laws, where they exist. Finally, the equitable
treatment of other shareholders may be a
general principle adopted by the ownership
entity or the government in relation to SOEs.
This is the case, for example, in Norway, where
the first one of the government’s 10 principles
of good corporate governance for SOEs is that
all shareholders shall be treated equally.

A crucial condition for protecting minority
shareholders is to guarantee a high degree

of transparency among all shareholders.
However, few countries document the
provisions taken, if any, to ensure that the
ownership entity does not make any potentially
abusive use of the information it receives as

a controlling shareholder. In the case of listed
SOEs, listing requirements and regulatory
authorities oversee SOEs and shareholding
entities in this regard. In Italy, it is specifically
required that listed SOEs do not share such
information to the ownership entity that it
does not share with the minority shareholders,
to fulfil the requirements regarding equal
treatment of shareholders.

For non-listed SOEs, specific mechanisms and
procedures would need to be put in place by
the ownership entity and at the SOE level. It is
not clear whether such mechanisms exist in
many OECD countries and if they are effective
in ensuring easy and equitable access to
information by minority shareholders of SOEs.
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Golden shareholder

Traditionally, when SOEs have undergone
partial privatization, the state has retained a
so-called golden share that gives it special
rights beyond its voting shares (for example,
approving control changes or other major
transactions or in making a certain number of
board appointments). These rights might be
enumerated in the company articles, included
in a licensing agreement accompanying the
privatization, or be attached to shares with
special rights. In many countries today, the
state no longer retains such power because
the same is seen as an unnecessary restriction
on shareholder rights. However, at a minimum,
these special rights should be fully disclosed.

The special rights or golden shares have
usually been introduced in the context of
privatization; they allow the state to divest
itself of national flagships but without
relinquishing its control over them. Whilst
from the financial benefits of privatization, the
state retains specific power over the future
ownership, control, or strategic conduct of a
private company. As such, it can significantly
affect the wealth of private shareholders
unpredictably.

Shareholders’ rights

The OECD Principles of Corporate Governance
name several basic rights of shareholders:
¢ The right to attend and vote in the
shareholders’ meeting, including voting for
board members

e The right to share in the profits of the SOE
and receive dividends proportional to
share ownership

e The right to participate in major decisions,
including changes to the company’s
articles, issuance of new shares, and
approval of extraordinary transactions

e The right to expect transparent
procedures for control changes, and under

As mentioned, the ‘special rights’ come in

all shapes and sizes: in some instances, they
are stipulated in overall framework laws
underpinning the government’s privatization
programs, with specific decrees for individual
companies. In others, they consist of special
shares directly inserted in the articles of
association of a privatized company. The
beneficiaries vary since special rights can

be attributed to the government directly or
to any other entity of public authority. They
may grant those public authorities a bevy of
exceptional privileges, for example, the right
to oppose investments beyond a certain
threshold, vetoes of mergers and acquisitions,
prior approval of other strategic management
decisions, or enhanced voting power by
limiting other investors’ voting rights.

Given the special rights accorded to the state,
golden shares may negatively affect the rights
of minority shareholders. Therefore, its use
should be restricted to special circumstances.
In this regard, the 2015 G-20/0ECD Guidelines
on Corporate Governance says that, “The use
of golden shares should be limited to cases,
where they are strictly necessary to protect
certain essential public interests such as those
relating to the protection of public security and
proportionate to the pursuit of these objectives.”

certain circumstances, the ability to sell
shares on the same terms as the main
shareholder or to block the transaction.

¢ The right to understand the capital
structure of the SOE, including any special
right retained by the state (golden shares),
different classes of shares the SOE may
have, and shareholder agreements
between the state and other significant
shareholders.

Good practice dictates that board members
pay attention to the interests of all
shareholders equally. Not only is this a fair,
and in some jurisdictions, a legal obligation,
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but also it is important for maintaining

the confidence of those investors and for
sustaining the share price of the SOE and its
access to capital.

Company laws and national corporate
governance codes set out the rights that

all shareholders should enjoy so that all
shareholders are treated equitably. Many of
these rights will be spelt out in the company
law, which typically governs an SOE that has
other shareholders. If an SOE is formed under
its act, then the founding law or articles of
association should contain similar provisions
for non-state shareholders. When SOEs have
strategic investors from the private sector,
the rules on the equitable treatment of
shareholders are normally established through
detailed shareholder agreements between
the strategic investor and the government.
However, when private sector shareholders
are more dispersed—including large SOEs that
may have millions of shares held by individuals,
pension funds, insurance companies, and
mutual funds—general policy controls are
important for ensuring equitable treatment of
all shareholders.

Encouraging participation in the
shareholders’ meeting: In many SOEs,
minority shareholders are actively encouraged
to participate in general shareholder meetings.
This is usually done by the adoption of specific
mechanisms at the company level, including
facilitating voting in absentia or developing
the use of electronic means to reduce
participation costs. These mechanisms often
also include facilitating employee-shareholder
participation or a system, facilitating the
collection of proxy votes from employee-
shareholders, as employees in many countries

are the most numerous individual shareholders
in partially privatized enterprises (refer Box 26
for example).

Allowing representation of minority
shareholders on SOE boards: Empowerment
of minority shareholders may be achieved in
different ways. For instance, to nominate a
board candidate, small shareholders may be
allowed to provide input to the nomination
committee (if the board has one). Alternatively,
small shareholders may be permitted to
nominate candidates directly, if, for example,

a certain percentage of shareholders support
the choice. At the time of board elections, a
cumulative voting rule can be used, in which
shareholders may not only vote ‘yes’ or ‘no’
but also cast all their votes (for all their shares)
for a single nominee. Alternatively, the election
process could designate one or two board
positions, for whom only small shareholders
may vote or adopt some form of proportional
representation.

Protecting against abusive related-

party transactions: Transactions, in which
board members, management, or influential
shareholders have a conflict of interest, are
prone to abuse. In private sector companies,
all too often related-party transactions

have channeled resources away from the
company and minority shareholders. In SOEs,
most of the guidance on these conflicts of
interests focuses on the role of the board and
disclosure. For example, India’s corporate
governance guidelines for central public
sector enterprises call for potential related-
party transactions to be reviewed by the audit
committee, approved by disinterested board
members, and disclosed to the public.

Box 26: Examples of Minority Shareholder Participation in Annual Meetings

Brazil's Sabesp provides 30 days’ notice of its annual meeting (rather than the standard 15) and widely
publicizes the event. In addition, Sabesp’s bylaws allow shareholders to deliver documentary evidence of
their status at any time up to the moment the meeting is called to order. (The usual practice in Brazil is
to require documentary proof of share ownership at least 48 hours before the meeting.)

In Burkina Faso, even SOEs wholly owned by the government, are required to have an annual meeting
presided over by the council of ministers and the prime minister and open to the public. During the
meeting, problems are exposed, directives issued, and resolutions taken. The ability of the public to
participate helps explain the success of these meetings.

Source: World Bank Group. 2014. Corporate Governance of State-Owned Enterprises: A Toolkit. Washington, DC:

World Bank.
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In addition to the above discussed good
practice requirements, listed companies
including listed SOEs—will often require
shareholder approval of any related-party
transaction that exceeds a certain size or
crosses another specific threshold. In some
jurisdictions, only disinterested shareholders—
usually those that are not the controlling
shareholder—may approve a related-party
transaction before it takes place. Rules such
as these may be established as statutory
requirements for all SOEs or may be part of the
articles for specific SOEs.

Grant of preemptive rights: In several

OECD countries, pre-emptive rights under

the general company legal framework serve
to protect minority shareholders. Qualified
majorities for certain shareholder decisions
may also be useful and are granted according
to the general company law in many OECD
countries, or by specific SOE bylaws. In
Austria, for example, minority shareholders
enjoy significant rights at GSMs via threshold
arrangements. In the Slovak Republic and for
votes on fundamental matters, the approval of
two-thirds of shareholders is required, and it is
possible to extend further this requirement to
more than two-third of present shareholders.

Key stakeholders in SOEs

Stakeholders are commonly defined as actors
that have personal interests in the corporation,
affect its functioning, are committed to specific
actions on its behalf, and whose personal
interests the company is obliged to consider in
its actions.

The key stakeholders of firms within the realm
of corporate governance include shareholders,
directors, and managers. However, compared
with private sector companies, SOEs are
different due to the uniqueness of their

key stakeholder (that is, the state), strong
political and administrative influences
exercised upon SOEs, as well as ambiguous
goals and performance objectives of SOEs.
Moreover, while describing the state as the key
stakeholder, it is also imperative to remember

Finally, qualified majorities for some board
decisions might also be made mandatory in
the case of some SOEs. This is the case in
Belgium, where special majorities have been
stipulated in shareholders’ agreements in the
decision-making power of the boards of the
telecommunications and airport companies,
where private investors hold a significant
part of the shares. Similarly, in Spain, specific
requirements or procedures for specific
transactions are set out in the Public Limited
Companies Act.

Regarding the right of redressal, minority
shareholders do enjoy in most OECD
countries the same rights in SOEs as in other
companies, based on the general company
legal framework. In Poland, for example,
based on the Commercial Companies Code
(CCC), every shareholder, who voted against a
resolution that was adopted by the GSM, and
who holds even only one share, can challenge
this resolution in the courts. One can sue the
company for an annulment of a resolution,
which contravenes the statutes or good
practices, harms the interests of the company,
or aims at harming a shareholder.

the fiduciary responsibility of the state, which
makes the public (and taxpayer) a distinct
stakeholder of the SOEs.

Hence, from the modern corporate
governance in SOES’ point of view,
management boards’ members, supervisory
boards’ members (in case of two-tier board
system), the Minister of Finance and the
ministry officials constitute the SOE’s key
corporate governance actors. Also, SOEs’
employees, trade unions representing them,
local communities, regulators and ruling
political coalitions, and the informal institutions
such as civil society organizations (CSOs),
which tend to be particularly important

in emerging markets, are the other key
stakeholders of SOEs.
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The stakeholder groups for an SOE are as
follows:

State and other shareholders

Directors and employees
e Suppliers and vendors

e Communities affected by SOE operations

Public and taxpayers

Figure 15 illustrates some of the obligations of
the SOE toward various stakeholder groups.

In comparison with private sector enterprises,
SOEs tend to have a greater obligation to
stakeholders. These obligations relate to

¢ Interaction with government, for example,
Ministry of Finance, portfolio ministry,
central state ownership entity, supreme
audit institution (SAI), and so on

e Communication and engagement with
all stakeholders, for example, state as
the owner, civil society organizations,
taxpayers, or public at large

e Disclosure and reporting to all
stakeholders, for example, in some
countries, SOEs are subject to national
access to information policies, unlike
private sector companies

Stakeholder mapping involves creating a
visual diagram to help analyze and prioritize
stakeholder groups. Such a mapping is
undertaken by the management of the

SOE. Once a company identifies important
stakeholder groups, it must then ensure that
the engagement takes place with appropriate
representatives of that group. For engagement
to be perceived as credible, it should be

as open and transparent as possible. Not

all community members will have the same
interests or opinions. Even shareowners can
have very different opinions and interests,
based on the different information they have.
Transparent stakeholder engagement allows
reducing information asymmetry and better-
informed discussions among stakeholders.

Engagement and dialogue with stakeholders
lead to better decisions/implementation. The
broader practice of ‘stakeholder engagement’
emerged in the 1990s, as it became clear
that companies needed to be aware of a
wide variety of stakeholders affected by their
operations or affecting their operations and
build long-term relationships of constructive
engagement. Besides shoring up the
corporate reputation, this approach has been
shown to help companies anticipate and
manage risk more effectively as well as to

Figure 15: SOE Obligations to Stakeholder Groups

State and other .
shareholders .

Directors
s and employees
SOE
obligations to
stakeholders
Suppliers and
vendors

» To ensure adherence to governing legal and regulatory

framework

To operate based on mandate defined for the organization

To achieve goals and targets laid defined/agreed by the State

» To report effectively and efficiently to the state and other
shareholders on all aspects of business operations

» To disclose required financial and nonfinancial information to
the public / investor community

» To conduct business in a socially and environmentally
responsible manner

To ensure a safe and secure working environment for all
the employees

To promote a culture of diversity and inclusion and
avoid discrimination bias for appointments, promotions,
dismissals, etc.

To maintain healthy relationships and operate in good
faith

To ensure that contractual obligations are fulfilled and
honored

To ensure that any dispute is resolved in a transparent
and timely manner

Source: Adapted from IFC 2008.
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identify new business opportunities by tapping
unique stakeholder perspectives. Engagement,
as opposed to ‘top-down’ management, is
often characterized by dialogue—a two-way
process, in which stakeholders are not merely
consulted or listened to, but the company
makes a sincere attempt to respond to
stakeholder concerns in seeking to determine
shared values around areas or issues of mutual
interest or common concern.

Consultation tends to be a one-way flow of
information, where a company solicits input
from stakeholder groups. Dialogue is a more
robust conversation. It allows companies to
provide context for their operational issues,
and also means recognizing the potential

for engagement to influence the behavior of
regulators, investors, consumers, competitors,
and suppliers. Online consultations are
important to ensure inclusiveness and
transparency. They can be complemented

by face-to-face meetings, notably with
stakeholders that are the most closely linked
or affected by a company. Open houses, public
forums, and disclosure may suit the needs of
other stakeholder groups. Formal engagement
can take many forms, from partnerships with
nongovernmental organizations (NGOs), to
formal community engagement programs or
advisory bodies.

In addition to being an important part

of corporate accountability, stakeholder
engagement can be useful as a learning and
information tool for company leadership.
While board members are often tasked with
maximizing shareowner value, different

blocks of shareowners may have different
interests and ideas about how value should be
maximized. Engagement and dialogue can help
the board better represent these disparate
interests and reduce the risk of capture by
vested interests. This is particularly important
regarding climate change risks, given the
strong externalities which are not always
internalized by the different stakeholders.

Effective stakeholder engagement promotes
corporate learning and innovation. This

is possible when the engagement is
transparent, inclusive, and responsive, and

is undertaken with the intent that useful
information will be applied. If companies think
about critical stakeholders as a strategic
asset, a source of information and learning
that can be a competitive advantage in
shaping and informing the direction of the
company, it makes sense to engage with
stakeholders early and often to build trust
and understanding through defining mutually
understood shared values that address their
respective interests.

Follow-through is important to any relationship
and this certainly applies to relationships

with stakeholders. Whether or not a company
can implement what it has learned from
stakeholders, there is an obligation to report,
to make it clear that stakeholder concerns

and interests were heard, considered, and
valued. In addition to reporting to specific
stakeholder groups, sustainability or triple-
bottom-line reporting provides companies with
an opportunity to communicate environmental,
social, economic, and governance
performance to a wider range of stakeholder
groups. It can also involve reporting on the
process of stakeholder engagement itself,
providing transparency about who was
consulted or engaged on what topics, and with
what results.

Standards for stakeholder engagement have
been established to guide companies in
improving their engagement efficiency and
effectiveness with key stakeholders. These
include the AA1000 Stakeholder Engagement
Standard and the IFC Performance Standard
one (included in references for further
reading).

Reporting should include a clear
understanding of key stakeholder groups—who
they are and their main needs and positions
—as well as a description of stakeholder
engagement processes and a summary of how
the company is responding to and addressing
stakeholder priorities. In addition, there should
be evidence of how feedback and engagement
processes have been integrated into the
company'’s decision-making processes,
supported with examples of results from this
integration.
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CASE STUDIES

1. Business case for corporate governance reforms at
an agricultural chemical manufacturer

Background

Founded in 1955, a state-owned manufacturer
of plant protection chemicals underwent
partial privatization and got its shares listed on
the national stock exchange. Because it had
been solely under state oversight earlier, the
SOE had limited experience with the corporate
governance systems that characterized joint
stock/listed companies in countries with

more developed capital markets. The SOE’s
understanding of the value of corporate
governance emerged as the result of practical,
day-to-day operational experience. In addition,
better governance was linked to the strategic
goal: for the company to succeed in its plans
to expand internationally and enter the
European market, it would need to upgrade its
governance.

Table 16: Summary of Key Changes

Corporate governance reforms
implemented by SOEs

Table 16 summarizes the key corporate
governance related changes made by the SOE.

Tasks

What do you think has been the impact on
the organization of making these corporate
governance changes?

In each category in the table below, identify
whether you expect the impact to be

e None
e Weak
¢ Moderate
e Strong
Substantial

Theme

Board
composition

Board
effectiveness

Transparency
and disclosure

Key challenges

Key changes

The five-member board did not include
any women or independent directors.
Directors were continually re-elected,
with terms extending up to 12 years.
Lack of diversity in gender, skills,
experience, and viewpoint limited
discussion and negatively affected
decision-making.

Increased the number of board members
to seven

Identified new directors based on skills,
knowledge, and expertise

Appointed two female directors
Appointed independent director with
expertise in internal audit

Altered the mix of executive and
non-executive directors.

Without a corporate secretary to
coordinate, communicate, and track
board processes and activities, the
board was not as efficient or effective
as it could have been.

Created a full-time corporate secretary
position

Hired a qualified individual for the
corporate secretary role

The SOE did not share information
about its policies and procedures.
This posed risks to shareholder
protections—a core value for the
company. The lack of disclosure also
meant that the SOE had not been

in line with international corporate
governance standards, making
expansion into new markets difficult.

Redesigned website to include a section
for investor relations and corporate
governance

Uploaded relevant information to the
site for easy access by shareholders,
investors, and the public

Added new information as it became
available; updates continue promptly

Source: Adapted from World Bank 2014.
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Table 17: Impact Level for Each Category

Category Impact level

Board None / Weak / Moderate /
composition Strong / Substantial
Board None / Weak / Moderate /

effectiveness | Strong / Substantial

;’Le:jnsparency None / Weak / Moderate /
. Strong / Substantial
disclosure

Source: Adapted from World Bank 2014.

Trainer notes

Distributes the case study handout. Allows 30
minutes for reading and discussion.

Key discussion points

ABC puts a high value on its governance.
Good corporate governance practices are
central to its operations and help it leverage
its relations with its customers, donors, and
commercial lenders. During the first round

of corporate governance reforms, ABC
established key board committees to enhance
the board’s independence and effectiveness.
ABC underwent an IFC Corporate Governance
Assessment in 2008. The review led to several
key corporate governance reforms at ABC. The
impact of these reforms is reviewed in Table
18 below.

Table 18: Impact of Corporate Governance Reforms

Category Impact level

Board composition

Substantial (by appointing a diverse board that includes women directors, the
SOE is a model for other SOEs in the country, sending a message to the business
community about the importance of representation from varying backgrounds,
experiences, and perspectives)

Board effectiveness

Strong (appointment of a corporate secretary led to a stronger corporate
governance system that aided the SOE to lay down a robust foundation for future
prosperity and sustainability)

Transparency and
disclosure

Substantial (addition of a standardized approach to disclosure led to the SOE’s
listing on the blue-chip index of the National Stock Exchange)

Source: Adapted from World Bank 2014.

2. Adoption of a transparent and structured nomination
process, based on professional criteria for the
selection, and removal, of board members

Background

In Egiland, there is currently an absence of a
well-defined legal and regulatory framework
that specifies the selection criteria and
nomination process of the board of directors.
The Minister of Public Sector Business
nominates and appoints the board of directors
of public enterprises with input from the
General Assembly, which collects and reviews
applications from candidates.

In several SOEs, the directors do not seem to
have a strong command of the strategic issues
in the sector, in which the company operates,
mainly because of the absence of a clear and
transparent nomination process. In practice,

nomination processes for board posts in
Egiland are often based on criteria other

than competence, and board membership is
sometimes used as a compensation award for
retirees.

In Egiland, a director’s length of service as a
board member and tenure on various board
committees is not properly defined for most
companies, and the attendance records of
board members at board and committee
meetings are not standardized, as is the
practice in most companies. Meanwhile, the
qualifications of board members are not
disclosed, the links between remuneration
and company performance and commercial
and non-commercial objectives are not well
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defined, and the remuneration policies for
executive and non-executive directors are not
developed.

Tasks

As a representative of the state, contemplate
the following:

e What reforms can be implemented to
adopt a transparent and structured
nomination and removal process in
Egiland? This can be based on the World
Bank Toolkit and the OECD guidelines

e What measures can be introduced to avoid
politicized boards in SOEs?

e What sort of criteria can be introduced
for the professional selection of board
members? What mechanisms can be
introduced to facilitate dialogue with SOEs
to understand their skill requirements to
define the selection criteria?

As a representative of an SOE in Egiland,
contemplate the following:
¢ |n what ways might the existing nomination
process factors affect (directly or

indirectly) the enterprise mission,
performance, and long-term outcomes
negatively and/or positively?

e All things being possible, what three
changes would most contribute to long-
term success, and why? What are the
obstacles/challenges in the way of such
changes?

Trainer notes

Distribute the case study handout. Allow 30
minutes for reading and discussion

Questions to focus discussion

e How important are legal reforms to
ensure a transparent and professional
process for board member selection and
appointment?

e What tools can be used to define selection
criteria and identify suitable candidates for
board nomination?

e What is the impact of poor/inadequate
nomination and removal processes on the
SOE’s performance?

3. State-board relations and communication—the

dos and don'ts

Breakout groups’ exercise (self-generated real
case) (Groups of 3, 4, or 5 depending on size
or plenary)

Tasks

Consider the SOE/Public Enterprises (PE) state-
board relationships you have been associated
with, or observed from either perspective:

e Half the breakout groups assess the
relationship from the state perspective —
noting the purpose, nature, frequency, and
modes of communication. The other half
breakout groups assess from the SOE/PE
perspective.

e From the perception of each of the sides
of the relationship and communication:
What were the key factors affecting
the functionality/dysfunctionality of the
relationship, also enterprise performance
and state desired outcomes?

e From the vantage point of each of
the sides: What changes would you
recommend for both state and enterprise
to mutually optimize their separate and
shared goals?

e What are the obstacles/challenges in the
way of such changes?

Trainer notes

Divide the participants into groups and explain
the exercise; allow 30 minutes for discussion.

Questions for focus group discussion

e What are the key issues and challenges
affecting state-board relations?

e How do good state-board relationships
contribute to the SOE’s performance and
competitiveness?

e What tools can be used to improve
communication between the state and the
boards of SOEs?






116 Leadership Training Toolkit for SOEs — Part Il The Board

Introduction to Part II: The Board

¢4 An effective board must comprise of highly qualified and competent directors capable of
exercising objective, independent judgment to guide strategy development and monitor

management. 77
— World Bank'’s Toolkit on Corporate Governance of State-Owned Enterprises

art Il explores the establishment of a balanced board, roles and responsibilities of the
board in state-owned enterprises (SOEs), directors’ duties and liabilities, board practices,
and improving board professionalism. Throughout this Part, the discussion focuses on
one-tier boards, which is the most prevalent form of board structure. Accordingly, ‘Board’
in this section refers to a supervisory board in the case of a two-tier system.

Table 19: Coverage of OECD Guidelines on Board of SOEs in Part Il

OECD Guidelines Coverage

Rationales for state ownership

The State’s role as an owner

State-owned enterprises in the marketplace

Equitable treatment of shareholders and other investors

Stakeholder relations and responsible business

Disclosure and transparency

NN F N

The responsibilities of the boards of state-owned enterprises

Figure 16: Contents of Part Il

ELETe Mool [o LIl < This module provides an overview of the establishment of
Module . o ;
1 and structure a balanced board, professionalizing board selection and
nomination

Board'’s roles,
Module director’s duties
and liabilities

» This module explains the roles and responsibilities of the board
of an SOE and legal duties and responsibilities of directors

+ This module describes the key practices of board including

e preparation and conducting a meeting, follow up of meeting

» This module examines the role of CEO and Board Chairman,
optimizing board size, and policy framework for board operations.
It also covers establishment of sub committees and board
evaluation process.

Module Improving board
4 professionalism and
effectiveness
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Part Il Module 1: Board
composition and structure

This session (module) covers the following topics:

Characteristics of a balanced board including
gender aspects

Optimizing board size

Types of directors and their leadership attributes

Establish specialized board committees

=1 [ (@ [




Learning objectives

By the end of this module, the participants will be able to

~
* Describe the specialized committees established to
support board functions
* Determine the optimum size of a board in SOEs
9 e + Define types of directors and their leadership attributes
+ Identify the characteristics and benefits of a balanced
board
W,
Agenda Total time: 3 hours 05 min
Time Topic
30 min Characteristics of a balanced board
15 min Optimizing board size
30 min Exercise
35 min Types of directors and their leadership attributes

Establish specialized board committees (audit committee,
45 min sustainability committee, risk committee, Human resoruce [HR]
committee)

30 min Case study — Board committees at Ravells
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Characteristics of a
balanced board

Establishing boards in SOEs

Boards play a central role in corporate
governance and performance of SOEs.

The board has the ultimate responsibility,
including its fiduciary duty for developing
corporate strategies and overseeing SOE
performance. In this capacity, the board acts
fundamentally as an intermediary between
the state as a shareholder and the company
and its executive management. This role is as
important in SOEs as in private companies.

There are two main board models around
the world: one-tier board (unitary board
system) and two-tier board (dual system).
The unitary board system is characterized
by a single board that governs the company
(this board might include both executive and
non-executive members). The dual system

is characterized by distinct supervisory and
management bodies. The former is commonly
referred to as the supervisory board, the latter
as the executive board (see ‘one-tier board’
and ‘two-tier board’, below)'. In countries
adopting the dual system, the terminology

is ‘supervisory board’ instead of ‘board of
directors’, and ‘management board’ instead
of ‘senior management team’. The United
Kingdom has a unitary board model with

a single tier of management, comprising
executive and non-executive directors (if

the company has appointed them) serving
collectively and equally liable under the eyes
of the law. This differs from many countries
in continental Europe, where a two-tier
structure is implemented, differentiating

One-tier board

between directors with an operational role
and supervisory directors responsible for the
oversight of the managerial board.

Refer to Appendix A2.1A for the difference
between one-tier and two-tier board systems.
The term ‘board’ in this Kit, refers to the
supervisory board in case of a two-tier board
system.

With an increasingly prevalent practice of
‘commercialization’ of SOEs in recent decades
and growing expectations for improved
performance, many governments have made
efforts to professionalize boards of directors
and sought to make boards perform better by
ensuring their independence and shielding
them from ad hoc political intervention.
Governments have taken a number of steps
to implement the three-layered approach in
line with their company laws to improve the
efficiency and performance of boards of SOEs.
In an increasing number of countries, SOE
boards have evolved from oversight bodies
entrusted with compliance toward driving
performance and establishing corporate
strategy.

Assuring a strong and autonomous role for
SOE boards of directors is an issue that most
countries grapple with. In some countries,

SOE boards are not adequately empowered

to play such a role, due to direct ministerial
appointments of executive management and/
or ad-hoc and informal means of instructions
and communication. In others, board members
may not be qualified to fill this role; one of

Two-tier board

It comprises a board of directors composed of
both executive and non-executive members.

It delegates day-to-day business to the
management team. Found in the United States,
the United Kingdom, and Commonwealth
countries.

This refers to a board of directors that divides
supervisory and management duties into

two separate bodies. The supervisory board,
comprising non-executive directors, oversees
the management board, comprising executive
directors. Common in France, Germany, and
Eastern Europe. Not all styles of two-tier
boards are identical.
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the reasons for this can be the recruitment
problems linked to the board fees. This could
potentially have a negative impact on the
performance of boards. More remains to be
done to improve board performance and
efficiency by implementing the aspirational
standards of governance and accountability
established by the internationally agreed
standard OECD Guidelines on Corporate
Governance of State-Owned Enterprises.
(Select G-20/0ECD Guidelines specific to the
board is placed in the Annex A1 for reference.)

Some issues that commonly affect the
smooth functioning of SOE boards across
most of the countries are

e Size of the board

¢ Increased political influence and
government representation on boards

e Lack of independence and
accountability of board members

e Conflict of interest of board members

¢ Lack of guidelines for selection and
nomination of board members

e Capacity issues of board members

Based on the experiences of SOEs in

several countries, key measures to improve
the effectiveness of the board have been
identified. Each of these good practices is
discussed in detail in the subsequent sections.

These good practices include the following:

Creating balanced boards. A

balanced board features the following

characteristics:

o0 Reduced government representation
on boards

o Inclusion of more independent
directors

o Inclusive and gender-sensitive board

o Adopting professional criteria for
selection and dismissal of directors

0 A developed and structured nomination
process

I8 Defining and implementing board

responsibilities

o Clearly delineating the role of the board
in the management and supervising
the SOE

o Increasing the role of the board in
setting strategy and performance
objectives

0 Managing conflicts of interest

o Appointing and retaining qualified
management

Enhancing board professionalism and
effectiveness

Creating balanced boards

A typical board usually consists of three
different types of directors:

e Executive directors, who are the CEO and
other senior full-time executives of the
company

¢ Non-executive directors, who are not part
of the executive team or are not employed
by the company

¢ |Independent directors, who in the purest
form, are directors with no material
relationship to the company

Modern good practice suggests that boards
are increasingly introducing independent
directors to enhance objectivity and
independence.

In the case of SOEs, board composition varies
by country and by type of SOE, by size and
complexity, and by being listed or not listed
on the stock exchange. However, many SOE
boards still primarily comprise executive
directors and non-executive directors, who
are mainly government representatives.
Government representatives are mostly civil
servants, who can be from the ownership
entity or from other ministries. In some cases,
ministers and other political appointees

may also sit on SOE boards. Non-executive
directors from the private sector, academia,
think tanks, and other external sources may be
appointed as representatives of the state, but
this type of appointment is not very common.
In some countries, employees are also
represented on the board.
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As mentioned in topic one of this module,
one of the fundamental issues of boards

in SOEs is the increasing government
representation and political influence on the
functioning of the boards. Boards, composed
mainly of government representatives,

lack the objectivity and skills vital to well-
functioning boards. They are often appointed
to pursue policy goals, and in some cases, to
compensate for shortages of appropriately
skilled directors from the private sector.
However, their appointment raises a number of
issues. They typically lack the independence
and the necessary qualifications and skills to
be effective board members.

Confusion among board members over

which role a government representative

may be playing, could give rise to conflicts

of interest. A government representative’s
presence may distort board deliberations

and give them a disproportionate influence

in board discussions. When a government
representative is appointed directly from

the relevant line ministry, the board is more
vulnerable to conflicts of interest and the
appointee may be motivated more by a desire
to please the shareholder than by acting

in the best interests of the SOE. Together,
these factors weaken board autonomy,
accountability and access to relevant industry
and specialized skills.

The next steps illustrate the way to create a
balanced board.

¢ Reducing government representation
on boards: The process of creating
balanced boards includes reducing
government representation on boards. For
this, countries are taking several key steps
that include

o Prohibiting ministers and other political
appointees from serving on boards

o0 Restricting the number of government
representatives on boards while
increasing the share of private sector
members

o Prohibiting government officials who
have a regulatory role from serving on
boards

¢ Bringing in independent directors:
Detailed definition of independent

directors is discussed in the next

section, ‘Types of Directors’. Appointing
independent directors enables SOE boards
to operate at greater arm’s length and
address issues with unbiased judgment
for the benefit of the SOE. Independent
members can alter the board discourse,
setting the stage for a more open
discussion and allowing an opportunity
for dissenting voices to be heard when
key decisions are being considered. Many
countries have made it obligatory to have
independent directors on SOE boards,
for both listed and unlisted companies.
Essentially, independent directors are
selected from the private sector and the
goal is to bring objective viewpoints and
better governance skills to boards, to
expand board willingness and ability to
represent other stakeholders’ interests,
and to bring fresh views to strategic
directions and market approaches. The
boards’ independence is ensured in the
following manner:

o Tightening the standards and rules of
disqualifying relationships, including
current employment by the firm and
dimensions of potential connectedness.
This implies that there is no ambiguity
in the definition of independence in the
regulatory framework of the country

o Increasing penalties and incentives,
such as legal liability for fiduciary duty
breach, reputational sanctions, and
stock-based compensation

o Development of intra-board structures,
such as task-specific committees
and designation of a ‘lead director’.
Task-specific committees include the
audit committee, the compensation
committee, and the nominating
committee, with a majority of
independent directors

¢ Inclusive board: Board gender
diversity has always been the subject
of intense theoretical debates. Three
main dimensions have emerged from
these debates. The first dimension is
based on public policy and holds that
diversity should be promoted as a value
in itself, to redress social inequalities and
market failures. The second promotes
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the business case for diversity. Gender
diversity is believed to contribute to better
financial results. The third focuses on
psychological and sociological aspects of
small group decision-making. It points out
that enhanced board diversity improves
the quality of the decision-making process
in the boardroom. In culmination, the
social justice perspective is one of the
most prominent and appealing approaches
to gender diversity. Promoting women

in the board is simply the right thing to

do as a matter of fundamental fairness,
equal opportunity, and non-discrimination.
For an SOE, promoting this social justice

Optimizing the board size

Rationale — The size of an SOE board affects
the quality of its deliberations and oversight.
Indeed, very large boards are negatively
correlated with financial performance.
Although increasingly rare, boards of 30

or more members are not uncommon in
some countries, with the board used as a
representative body to recognize the interests
of key stakeholders. The trouble with large
boards is that they tend to require time-
consuming consensus-building between
constituencies, prevent detailed examination
of complex issues, and make decision-making
cumbersome. A board with too few members
may not allow the company to benefit from an
appropriate mix of skills and experience.

Consequently, companies should choose a
board size that will enable them to

e Hold productive and constructive
discussions;
e Make prompt and rational decisions; and

e Efficiently organize the committees’ work.

Suggested benchmarks for board size - In
OECD countries, the maximum size allowed

for SOE boards ranges from 9 to 15 members
(OECD 2005). In Malaysia, the recommendation

dimension is a part of its social objectives
of establishment. Other aspects of an
inclusive board would take age diversity,
ethnic diversity, skills, experience and
qualifications, and so on into consideration
in addition to gender diversity, which is
discussed in subsequent sections.

e Appropriate skills, experience,
attributes (This is discussed in the next
two sections.)

Note: Corporate governance progression
matrix discussed in the earlier module
discusses the steps in transitioning to more
balanced boards.

is for government-linked companies is to

have no more than 10-12 members. Large
internationally prominent SOEs seem capable
of functioning in this range: Singapore Airlines,
the Development Bank of South Africa, and
the Brazilian oil company Petrobras each

have nine. A recent survey of state-owned
development banks shows that on average, the
boards of 90 surveyed banks are composed
of eight members, with 22 percent of banks
having more than 10 members (de Luna-
Martinez and Vicente 2012).

How small can boards get before they begin
to lack key skills—or before board members
become excessively cozy with management?
There is no clear evidence to answer this
question. Statutory minimums reach as low as
two members; but with one-third independent
members and at least two independent board
members to serve on the audit committee, the
smallest recommended board size is six. For
SOEs in developing and emerging markets,
adopting a board size in a similar range—
somewhere between 6 and 12 members—
seems prudent. The SOE’s needs and
resources should determine the precise size.
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Types of directors and
their attributes

One of the characteristics of SOE boards,

as compared with private sector boards,

is the tradition in most countries (and
sometimes legal requirement) to have direct
representatives of the owner (public sector)
representatives on the board. The question
of how public and private representatives are
combined on the board is central. Also, unlike
in many private companies, the division is not
merely between independent directors and
‘the rest’.

In continuation of the illustration regarding
types of directors in SOEs in Topic 1 of this
module, various categories of directors that
typically constitute the board in an SOE are

e Executive and non-executive directors
¢ Independent directors

¢ |n most countries, employee
representation on the boards is also
encouraged

Executive directors hold an operational
position in the company. The executives that
one typically finds on boards are the chief
executive officer (CEO), the chief operating
officer (CO0), and/or the chief financial
officer (CFO). These directors are the best
informed about the company’s business and
its challenges, since they daily make decisions
about the company’s operations. They are
ultimately responsible too for the company’s
operating results.

Non-executive directors do not hold an
executive position and they may or may not

be independent. Non-executive directors
contribute greater impartiality in their
judgments. They can provide the board with
additional external experience and knowledge,
and may have useful contacts that can be used
for the company’s benefit.

Independent directors ‘Independent Director’
means a director who has no direct or indirect
material relationship with the company other
than membership on the board and who

(@) Is not, and has not been in the past five
years, employed by the company or its
affiliates;

(b) Does not have, and has not had in the past
five years, a business relationship with the
company or its affiliates (either directly or as a
partner, shareholder (other than to the extent,
to which shares are held by such director
pursuant to a requirement of applicable law

in the country relating to directors generally),
and is not a director, officer, or senior
employee of a person that has or had such a
relationship);

(c) Is not affiliated with any non-profit
organization that receives significant funding
from the company or its affiliates;

(d) Does not receive and has not received

in the past five years, any additional
remuneration from the company or its affiliates
other than one’s director’s fee and such
director’s fee does not constitute a significant
portion of one’s annual income;

(e) Does not participate in any share option
[schemel/[plan] or pension [scheme]/[plan] of
the company or any of its affiliates;

(f) Is not employed as an executive officer of
another company, where any of the company’s
executives serve on that company’s board of
directors;

(9) Is not, nor has been at any time during the
past five years, affiliated with or employed by
a present or former auditor of the company or
any of its affiliates;

(h) Does not hold a material interest in the
company or its affiliates (either directly or as
a partner, shareholder, director, officer, or
senior employee of a person that holds such
an interest);

(i) Is not a member of the immediate family
(and is not the executor, administrator, or
personal representative of any such person,
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who is deceased or legally incompetent) of
any individual, who would not meet any of the
tests set out in (a) to (h) (where the one is a
director of the company);

() Is identified as an independent director in
the annual report of the company distributed
to the shareholders; and

(k) Has not served on the board for more than
10 years.?

For purposes of this definition, ‘material
interest’ shall mean direct or indirect
ownership of voting shares representing at
least 2 percent of the outstanding voting
power or equity of the company or any of its
affiliates.?

Personal attributes of directors

Effective boards will have a balance of well-
chosen and competent directors, who, with the

Table 20: Director Leadership Framework

chairman’s leadership and guidance, provide
a cohesive group to shape the company’s
destiny, safeguard its interests, and ensure its
profitable performance.

A framework for directorial leadership has
been developed and validated over the past
20 years by Professors Victor Dulewicz and
Malcolm Higgs from Henley Management
College in the United Kingdom. Their
framework has been published in many
academic journals and used in a wide variety
of organizations in the private, public, and
voluntary sectors. A Leadership Dimension
Questionnaire (LDQ), which uses this
framework to assess these dimensions for
individual directors, is commercially available.
This framework (refer Table 20) covers the
main areas expected to be found in the
boardroom, although the breadth and depth
of these requirements will vary according to a
board’s circumstances and demands.

Intellectual dimension (I1Q)

Managerial dimensions (MQ)

Emotional and social
dimensions (EQ)

Critical analysis and judgment

attributes: attributes:

» Identifies advantages and
disadvantages, and discerns

information
» Aware of the impact of any

assumptions made feedback

Resource management

» Probes the facts » Plans ahead, organizes all
resources and coordinates them
efficiently and

work regularly and effectively,
gives sensitive and honest

Self-awareness attributes:

+ s aware of own feelings and
has the capability to recognize
and manage these in a way
that one feels to have the

the shortcomings of ideas and » Effectively control

proposals » Establishes clear objectives » Has a degree of self-belief in
» Makes sound judgments and » Converts long-term goals into one’s capability to manage

decisions based on reasonable action plans one’s emotions and to

assumptions and factual * Monitors and evaluates staff’s control their impact in a work

environment

Vision and imagination attributes:

on one’s vision that reflects

implementation issues and focused

Engaging communication

business realities + Communication style inspires
staff and audiences, conveys
approachability and accessibility

Emotional resilience attributes:

» Imaginative and innovative in all attributes: » Performs consistently in a
aspects of one’s work » Alively, enthusiastic range of situations under

» Establishes sound priorities for communicator pressure and adapts behavior
future work » Engages others and wins appropriately

» Clear vision of the future direction support » Balances the needs of the
of the organization to meet » Clearly communicates situation and task with the
business imperatives instructions and vision to staff needs and concerns of the

» Foresees the impact of changes » Communications are tailored to individuals involved

the audience’s interests and are » Retains focus on a course of

action or need for results in the
face of personal challenge or
criticism
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Strategic perspective attributes:

Sees the wider issues and broader
implications

Explores wide range of
relationships, balances short- and
long-term considerations
Sensitive to the impact of one’s
actions and decisions across the
organization

Identifies opportunities and
threats

Sensitive to the implications of
external factors on decisions and
actions

Empowering attributes:

+ Gives staff autonomy,
encourages them to take
on personally challenging,
demanding tasks

» Encourages staff to solve
problems, produce innovative
ideas and proposals, and
develop their vision and a
broader vision

» Encourages a critical faculty
and a broad perspective and
encourages the challenging of
existing practices, assumptions,
and policies

Intuitiveness attributes:

» Arrives at clear decisions and
drives their implementation
when presented with
incomplete or ambiguous
information using both
‘rational’ and ‘emotional’ or
intuitive perceptions of key
issues and implications

Developing attributes:

» Believes others have the
potential to take on ever more
demanding tasks and roles,
encourages them to do so

» Ensures that direct reports have
adequate support

» Develops direct reports’
competencies and invests time
and effort in coaching them so
that they contribute effectively
and develop themselves

+ ldentifies new tasks and roles to
develop others

+ Believes that critical feedback
and challenge are important

Interpersonal sensitivity

attributes:

» s aware of and takes the needs
and perceptions of others into
account in arriving at decisions
and proposing solutions to
problems and challenges

 Builds from this awareness and
achieves the commitment of
others to decisions and actions

» A willingness to keep one’s
thoughts open on possible
solutions to problems and to
actively listen to and reflect on
the reactions and inputs from
others

» Influence - influencing others

» Persuades others to
change views based on an
understanding of their position
and a recognition of the need
to listen to this perspective and
provide a rationale for change

Achieving attributes:

» Willing to make decisions
involving significant risk to gain
an advantage

» Those decisions are based on
core business issues and they
are likely affect the success

» Selects and exploits activities
that result in the greatest
benefits to the organization and
its performance

» Unwavering determination
to achieve objectives and
implement decisions

Motivation attributes:

» Drives energy to achieve clear
results and make an impact

+ Balances short and long-term
goals with a capability to
pursue demanding goals in the
face of rejection or questioning

Conscientiousness attributes:

» Displays clear commitment to
a course of action in the face
of challenge and match ‘words
and deeds’ in encouraging
others to support the chosen
direction

» Shows personal commitment
to pursuing an ethical solution
to a difficult business issue or
problem

Source: Adapted from IFC 2008.
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Establish specialized
board committees

The establishment of board committees

can be instrumental in enhancing the
efficiency of SOE boards, reinforcing their
competency, and underpinning their critical
responsibility. They may also be effective in
changing the board culture and reinforcing
its independence and legitimacy in areas,
where there is a potential for conflicts of
interests, such as procurement, related-
party transactions, and remuneration issues.
The use of specialized board committees,
especially in large SOEs, in line with practices
in the private sector is considered a good
practice. Special committees that may add
value to boards include those in the fields of
audit, remuneration, strategy, ethics, risk, and
procurement.

It is essential to have a non-executive chair
specialized board committee and include
sufficient number of independent members
into it. The proportion of independent
members as well as the type of independence
required (for example, from management

or the main owner) will depend on the type

of committee, the sensitivity of the issue to
conflicts of interests, and the SOE sector.

The audit committee, for example, should be
composed of only independent and financially
literate board members in terms of the best
practice on audit committee composition. To
ensure efficiency, the composition of board
committees should include qualified and
competent members with adequate technical
expertise.

The existence of specialized board committees
should not excuse the board from its collective
responsibility for all matters. Specialized

board committees should have written

terms of reference that define their duties,
authority, and composition. Specialized board
committees should report to the full board

and the minutes of their meetings should be
circulated to all board members.

Internal committees enable boards to handle
complex issues more efficiently, concentrating

expertise in areas such as financial reporting,
risk management, and internal controls. They
provide useful and independent input to key
policy decisions. Good practice indicates
that the most common board committees
include the audit committee, nomination
committee, remuneration committee, and
risk management committee, the last being
especially important for financial institutions.
Other board committees can include
corporate governance, corporate social
responsibility (CSR), and operational areas
such as marketing and human resources. To
maximize the objectivity and independence of
the committees and of the board as a whole,
good practice also suggests that the majority
of the members—including the chair—be
independent directors. Boards should delegate
functions to committees carefully to ensure
that the board as a whole still decides on the
key issues under its responsibility. Formal
terms of reference may be useful for defining
the scope of each committee’s work.

SOEs’ use of board committees varies greatly
between and within countries and tends to
reflect the prevailing private sector models in
their respective countries. OECD countries and
countries with long experience in corporate
governance—such as India, Malaysia, and
South Africa—have SOEs with well-established
committees. In countries with nascent
governance frameworks and limited capacities,
the audit committee is frequently required,

but other committees may not exist. Within
countries, specific board committees may be
needed more frequently in large companies
and in companies listed on the stock exchange
than for other SOEs.

Audit committees are important for all SOEs,
financial and nonfinancial. SOE ownership
entities in countries such as Canada, France,
India, Malaysia, and Thailand provide detailed
guidance on the composition, responsibilities,
and power of the audit committee. In Thailand,
this guidance is provided through a committee
manual; in Malaysia, through the ‘Green Book’
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on improving board effectiveness; and in India,
through its corporate governance guidelines
for SOEs. National codes of corporate
governance and listing rules for companies
traded on stock exchanges frequently

require an audit committee and details of

its composition, power, and responsibilities.

In SOEs without board committees, good
practice suggests that the priority should be
to establish an audit committee because of its
importance.

The audit committee should be carefully
composed and judged by the full board on
its performance and role. Strengthening

its capacity is also essential. Where audit
committees are required, their function and
ability to access accurate and comprehensive
information about SOE activities and the
integrity of internal controls may be weak. In
many cases, the audit committee itself might
view its task as perfunctory, or it might lack
a proactive attitude toward its responsibility.
Members may not be consistently qualified
or prepared to serve on a more technically
oriented committee. In addition, SOE boards
themselves may lack the technical skills and
focus to adequately understand and oversee
internal controls and disclosure.

Box 27 (on the next page) provides details on
the establishment and functioning of an audit
committee.

Remuneration and nomination committees
are increasingly commonplace in SOEs in
countries with more sophisticated frameworks
and in larger and listed SOEs. Their role and
composition are detailed in Table 21.

Risk management committees are also gaining
importance, especially in financial institutions
and also in other large SOEs, although many
are still at a nascent stage. The board’s
main role in risk management is to provide
oversight. Through risk oversight, the board
should*

e Establish the organization’s risk appetite/

tolerance level:

¢ |dentify and monitor operational,
managerial, and strategic enterprise risks
and know the degree of flexibility in how
these risks are to be treated,;

e Ensure that an effective risk management
system is in place; and

e Oversee management actions, especially
as they relate to excessive risk-taking, and
provide input to management regarding
critical risk issues in a timely manner.

Table 21: Role and Composition of Remuneration and Nomination Committees

Remuneration Committee

Nomination Committee

* Role. The committee considers matters
relating to executive remuneration. The
committee approves changes to incentive
and benefit plans of senior managers, may be
involved with remuneration decisions for the
company as a whole, and reviews strategic
human resource decisions.

* Role. The committee is responsible for considering

matters relating to the composition of the board,
including the appointment of new directors

and succession plans for the chair, other key
board positions, and senior executives. The
committee sometimes has corporate governance
responsibilities, including conducting an annual
performance evaluation of the board, its
committees, and individual directors.

» Composition. The committee is ideally
composed entirely of independent directors.
The CEO, CFO, and head of human resources
may have direct reporting relationships to the
committee. Outside experts often support the
work of the committee. It usually meets less
frequently than the audit committee does.

Composition. The committee is ideally composed
entirely of independent directors. Outside search
or governance consultants often support the work
of the committee. It usually meets less frequently
than the audit committee does.

» Value. The committee adds most value
when the boards are given discretion to set
executive remuneration.

Value. The committee adds more value when
boards are given discretion to nominate new

members of the board and to carry out board
evaluations.

Source: Adapted from World Bank 2014.
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Box 27: Establishing an Audit Committee

An audit committee can assume ultimate responsibility for the control environment and provide a
qualified and objective viewpoint on some of the most challenging issues the board may face. However,
an effective audit committee requires expertise that existing SOE board members may lack. Audit
committees are usually required to have at least two or three non-executive independent members, who
make up a majority, including the chair. The best practice suggests that the committee should consist of
only independent directors. All the members should be familiar with financial matters, and at least one
should have a relevant financial or accounting background.

Ideally, most or all of these members should be from the private sector; it may also be suitable to

have one or two committee members with a financial or accounting background from the securities
regulator, central bank, Ministry of Justice, or the Ministry of Finance if that government body does not
otherwise play an ownership or policy role in the SOE. A board without an audit committee should still
have at least a few independent members who are qualified to carry out similar functions. However, in
some countries, audit committees constitute a mix of directors and outside expertise in the form of
consultants.

Audit committee duties vary somewhat across jurisdictions. However, good practice suggests the
following core activities:

» Oversight of the internal audit function and responsibility for ensuring adequate resources and
independence for this task
» Responsibility for oversight and for ensuring the adequacy of the SOE’s internal controls

» Responsibility for ensuring that the SOE complies with financial reporting requirements and produces
quality financial statements according to the policies

» Advice on the choice of external auditor and coordination with the external auditor on the scope,
fees, and findings of the audit

» Responsibility of monitoring compliance
Beyond these core functions, the audit committee may also be required or encouraged to take on other
duties:
» Overseeing and reporting on risk or risk management (this may also be done by a risk committee or
the board as a whole)

* Reporting on and ensuring compliance with rules on related-party transactions and other rules on
conflicts of interest

* Reporting on and ensuring compliance with rules on reporting possible error and wrongdoing inside
the company (whistle-blowing)

» Ensuring compliance with legal and regulatory requirements more generally
To carry out these functions, the audit committee must have sufficient authority to do the following:

» To investigate matters within its terms of reference

» To have full access to SOE documents and the ability to question SOE employees
» To meet with external or internal auditors without executives present

» To obtain outside professional advice

» To have access to internal reports on misconduct and whistle-blowers

As with other board committees, the audit committee should meet regularly, between once a quarter
and once a month, and its members should be able to devote sufficient time to prepare for and
participate in meetings. The committee should also have written terms of reference.

Source: World Bank Group. 2014. Corporate Governance of State-Owned Enterprises: A Toolkit. Washington, DC:
World Bank.
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Specific roles of the board in enterprise risk
management (ERM) can be categorized in
terms of conformance and performance as

outlined in Table 22.

Table 22: Role of the Board in ERM

Conformance

Performance

» Ensures the board’s
accountability for risk
and internal controls

 Defines the
organization’s risk
appetite

» Monitors the risk
management process

» Monitors key
performance indicators
(KPIs) and key risk
indicators (KRIs)

Determines the
ERM objectives
Steers and
approves the ERM
strategy

Approves risk
management
policies

Makes risk
management
decisions based on
KPIs and KRIs
Works with the CEO
and the chief risk
officer (CRO) in
managing risks

Source: Adapted from World Bank Group 2014.

It is best to take a flexible approach with board

committees based on the size and complexity
of the SOE, the availability of skills, and the
decisions of the board. Some suggestions on

must-have and optional board committees are

outlined in Figure 17.

Board committees can be progressively
created:

e The first step is to ensure that an audit
committee is in place, with at least one
independent member, to oversee internal
audit and controls. Over time, the goal is
to ensure that the committee is composed
primarily of independent members and
eventually has independent members with
primary authority over internal audit.

e For smaller SOEs or in countries, where
capacity is lacking, the functions of
other committees—such as nomination,
remuneration, risk management, and
corporate governance—could be carried
out by the full board and then gradually
delegated to committees, as experience
and skills are gained.

Good practice requires that committees be
chaired by or composed of independent
directors; the lack of such directors in
countries with low capacity may mean that
independence will need to be phased in
over time. For example, a first step could be
to create an audit committee, with at least
one independent director, and progressively
increase the number of such directors so
that it is composed primarily, or entirely of
such directors over time. The activities of all
committees should be disclosed in the SOE
annual report.

Figure 17: Suggested Must-Have Board Committees

Must-have committees
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Source: World Bank 2014.
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Notes:

1 IFC. 2018. Governance and Performance in Emerging
Markets - Empirical Study on the Link Between Performance
and Corporate Governance of IFC Investment Clients.
Washington, DC: IFC. Available at: https://www.ifc.org/wps/
wcm/connect/9eb97e0b-22b8-4ac7-a2ca-fc501e809f08/
Governance_and_Performance_in_Emerging_Markets.
pdf?MOD=AJPERES&CVID=mBVyx6P

2 Depending on the availability of qualified independent
directors in a particular country, the term could be
shortened to seven (7) years.
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Part Il Module 2: Board’s roles,
director’s duties, and liabilities

This session (module) covers the following topics:

Board's roles and responsibilities

Role of the treasury representative/Role of the monitor

Differentiate managing versus directing and
identifying dilemmas

=0 @e

Director’s legal duties and liabilities




Learning objectives

By the end of this module, the participants will be able to

* Describe the board’s governance roles and
responsibilities

e + Differentiate managing versus directing and identifying
dilemmas

+ Analyze directors’ legal duties and liabilities

Agenda Total time: 2 hours 50 min

Time Topic

Board'’s roles and responsibilities including ethical challenges,
45 min anti-corruption and integrity, codes of ethics/conduct, and
whistle-blowing

20 min Role of the state representative/ Role of the monitor

30 min Managing versus directing and identifying dilemmas

45 min Director’s legal duties and liabilities/Good practices in managing
directors’ roles and responsibilities/Managing conflict of interest

30 min Case study

Note: Legal and regulatory frameworks vary greatly from country to country, as will the
degree to which laws define directors’ duties and responsibilities. While some jurisdictions
offer detailed guidance through case law or regulations, many countries’ laws are yet to
be developed. The following notes are based on best practices in common-law countries.
These notes provide general guidance—they are not intended, nor should they be used, as
a source of technical advice for a specific situation. Directors must seek independent and
professional advice in every specific area of legal duties and liabilities.
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Board’s roles and
responsibilities

Good practice as defined in the G-20/0ECD’s
Guidelines on the Corporate Governance of
State-Owned Enterprises (OECD 2015), calls
for the board’s role to be clearly defined and
founded in the legislation, preferably in the
company law.® In practice, however, while
SOE boards have broad nominal power, they
are often not assigned specific responsibility
in key areas, and the respective roles of the
board and the state as the owner are blurred,
or power is explicitly reserved for the state
when it should be within the competency of
the board. Even when boards have explicit
responsibility, they may not be able to exercise
it fully and may have little effective influence
over their legitimate responsibilities.

The government or ownership entity may
have good reasons for establishing policy

or standard procedures in many areas and
even for being involved directly in some
matters. Yet strategic and operational control
by the government can lead to interference

in fundamental company matters, with
suboptimal results. Government intervention
dilutes the authority of the board, undermines
board accountability, and opens the door to
political interference and a lack of focus on
performance. It can also lead to less motivated
and engaged board members and create

an opening for lead management to pursue
conflicting objectives (those of government
owners and those of the board).

Key responsibilities of a conventional board
in an SOE:

e To review and guide corporate
strategy, major plans of action, risk
policy, annual budgets, and business
plans; set performance objectives;
monitor implementation and corporate
performance; and oversee major capital
expenditures, acquisitions, and divestitures

e To set periodic review, monitor the
effectiveness of the company’s
governance practices, and make changes
as needed

¢ To select, define compensation of,
monitor, and, when necessary, replace key
executives; oversee succession planning

¢ To set policy for key executive and board
remuneration in line with the longer-
term interests of the company and its
shareholders

¢ To ensure a formal and transparent board
nomination and selection process

¢ To monitor and manage potential conflicts
of interest of management, board
members, and shareholders, including
misuse of corporate assets and abuse in
so-called related-party transactions

¢ To ensure the integrity of the SOE’s
accounting and financial reporting systems
(including independent audit) and the
operation of control systems such as risk
management and financial and operational
control; uphold compliance with the law
and relevant standards

e To oversee disclosure and
communications

The key to ensuring that an SOE board can
function effectively is a clear delineation of the
respective roles of the state as a shareholder,
of the board, and of the management,
including what the board is required to do and
when the state, as the owner, should provide
explicit approval or oversight. These different
responsibilities are usually established
through laws, corporate governance codes
and guidelines, or the companies’ articles

of association. In South Africa, for example,
board responsibilities are based on the
national corporate governance code for listed
companies (public and private), with additional
guidance provided for SOEs and the relevant
ministry. Equally important is the fulfilment

of these different roles in practice to ensure
accountability and to put the board to full use.

Guiding strategy and major decisions

As board capacity and overall SOE governance
improve, the board’s focus should shift from
merely supervisory to setting strategy and
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performance objectives, but it will need to
be empowered by the ownership entity to
do so. State approvals can be streamlined
or eliminated in many cases, especially for
contracts and other management decisions
in the normal course of business, consistent
with the broader guidance provided by the
owner. Countries have begun to delegate
major decisions to SOE boards, particularly
those of larger SOEs or listed SOEs, but may
still fall short of full delegation (refer Box 28
for a country case study on delegation of the
decision-making powers to SOE boards in
India).

Although clarifying the roles of the owner and
the board of directors in setting the strategy
and making key decisions is essential to set
clear boundaries and ensure accountability, it
is not enough. Empowerment of SOE boards
in these areas has additional requirements:

e Clear guidance should be provided on how
the state as an owner makes decisions,
such as approving major transactions
and ensuring that the board carries out
decisions without needing shareholder
approval.

e Safeguards should be designed and put in
place to deal with political intervention in
board matters.

e Since corruption remains a serious
problem in many SOEs, proper
accountability and integrity mechanisms
should be established. These should
require fair and responsible behavior on
the part of boards toward shareholders
and stakeholders. Codes of conduct
and whistle-blower policies should be
developed and implemented by SOE
boards as vital accountability mechanisms
in the empowerment process, while
probity and integrity should be ensured
without sacrificing efficiency.

Managing conflicts of interest

Conflicts of interest arise when a board
member’s personal interests are contrary

to those of the SOE. Potential conflicts can
include commercial conflicts (in which a board
member, a manager, or one of their relatives
has an interest in a contract or transaction
with the SOE, either directly or indirectly, for

Box 28: Delegating Decision-Making Powers to SOE Boards in India

In India, delegation of board decision-making power through guidelines issued by the Department

of Public Enterprises (DPE) and as outlined by the corporate governance code for all public sector
enterprises (CPSEs) owned by the central government, has helped empower the boards of CPSEs,
especially the larger ones. A formal system of delegation, based on company performance, determines,
which decisions are the exclusive purview of the board and which must be shared with the relevant

ministry.

Currently, there are 7 Maharatnas and 16 Navratnas (the largest SOEs and among the largest companies
in India) that have the most freedom. Miniratnas, smaller companies, have somewhat less freedom.
Meanwhile, some power is delegated to all profit-making SOEs. Thresholds for such actions as capital
expenditures and joint ventures, subsidiaries, and mergers and acquisitions are set. Operations below
the threshold require no approval by the ministry, while those above the threshold do.

Table 23: Thresholds Triggering Requirement for Ministry Approval of SOE Actions, India

Threshold
SOE category Capital expenditures (US$) Joint ventures, subsidiaries, and
mergers and acquisitions (US$)
Maharatna No limit US$1.1 billion or 15% of net worth
Navratna No limit US$220 million or 15% of net

worth

Miniratna (category 1)
worth

US$110 million or 100% of net

US$110 million or 15% of net worth

Miniratna (category 2)
worth

US$55 million or 50% of net

US $55 million or 15% of net worth

Source: World Bank Group 2014. Corporate Governance of State-Owned Enterprises: A Toolkit. Washington, DC:

World Bank.
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example, ownership in another company)

and political conflicts (in which a government
representative pursues a policy goal contrary
to the interests of the SOE). When a board
member is facing a conflict of interest, the
standard approach to managing that conflict
is to declare that conflict to the board, abstain
from voting on the matter involved, and in
some cases, abstain from participating in a
board discussion on that matter.

Board members also face other potential
conflicts. These include using information that
they acquired as a board member in their own
interest to the detriment of the company or
using it to trade in securities markets. Board
members also need to be aware of conflicts
involving other board members and managers
and act objectively in such cases (refer Box 29
for country case studies).

Clear policies for related-party transactions
should be established for SOEs. The definition
and guidelines for related parties of SOEs

should include the directors, executive
management, and their related interests. The
guidelines should also address requests for
transactions, potentially preferential or not, by
government officials, members of parliament,
other SOEs, and relevant persons. If mandates
are developed for SOEs, those transactions
requested by government entities that fall
outside the mandated business plan might also
be captured as ‘related-party’ transactions or
as reportable and disclosable events.

Many countries now require that SOEs have

a code of ethics or conduct that applies to

the board and other employees. Besides
confirming the imperative for board members
to act with care and loyalty, such codes usually
outline how to manage conflicts of interest and
what sort of behavior is considered acceptable
or unacceptable. For example, India requires

a code of conduct for central public sector
enterprises that include such provisions and
touches on related themes such as misuse of
business opportunities by board members.

Box 29: Country Case Studies on Managing Conflicts of Interest

Lithuania: According to Government Resolution No. 631, the ‘conflict of interest’ shall mean the
situation, where a member of a board of SOE or municipality-owned enterprise fulfilling his duties or an
assignment must take a decision (or participate in adoption thereof) or fulfil an assignment related to
his private interests. The candidate must have to submit a declaration that the one’s participation in the
selection procedure of directors does not result in a conflict of interest.

India: Under Section 184 of the Companies Act, 2013 directors of a company (including SOES) are
required to disclose their concern or interest in any company or companies or bodies corporate, firms,
or other association of individuals, which shall include shareholding as well. It also states that every
director of a company, who is in any way, whether directly or indirectly, concerned or interested in a
contract or arrangement or proposed contract or arrangement entered into or to be entered into, shall
disclose the nature of his concern or interest at the meeting of the board, in which the contract or
arrangement is discussed and shall not participate in such meeting. Such disclosures are made by giving

a notice in writing.

Japan: Corporate governance and directors’ duties are regulated by the Companies Act and the
company’s articles. Listed stock companies are also regulated by the Financial Instruments and
Exchange Law. Securities Listing Regulations are published by the securities exchanges (including the
Corporate Governance Code). The Tokyo Stock Exchange (TSE) is the largest securities exchange in
Japan. In case of listed SOEs without a board, if a director intends to carry out any transaction between
the company and oneself (for oneself or for a person other than oneself) that results in a conflict of
interest, approval for the transaction must be obtained at a shareholders’ meeting. For companies with a
board, if a director intends to carry out any transaction involving conflicts of interest, an approval must
be obtained at a board meeting. A director with a conflict of interest cannot participate in the board

meeting.
Sources:

» OECD. 2013. Boards of Directors of State-Owned Enterprises, An Overview of National Practices. OECD

Publishing.
» India Companies Act. 2013.

» Yamaguchi, Katsuyuki, Shinji Dohi and Mamiko Komura, Nishimura & Asahi. 2019. Corporate Governance and
Directors’ Duties in Japan: Overview. Thomson Reuters Practical Law.
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Cross-cutting theme: integrity and
anti-corruption

Conflicts of interest refer to the influence on
decision-makers that may detract from the
objectives established for the SOE, and/or

that serves for personal or political gain. In

the public sector, managing conflict of interest
aims to ensure that government decisions

are not influenced by individual interests. The
OECD Guidelines for Managing Conflict of
Interest in the Public Service state that “while a
conflict of interest is not ipso facto corruption,
there is increasing recognition that conflicts
between the private interests and public duties
of public officials, if inadequately managed,
can result in corruption.”

SOEs can seek to adequately manage
perceived or real conflicts of interest, knowing
that a “too-strict approach to controlling the
exercise of private interests may conflict with
other rights, or be unworkable or counter-
productive in practice.” A modern approach
to managing conflict of interest involves
the following steps, implementation of

which is tracked in the OECD’s ‘Report on
Implementation’ (2007):

e |dentifying risks

¢ Prohibiting unacceptable forms of private
interest

e Raising awareness of the circumstances, in
which conflicts can arise

¢ Ensuring effective procedures to resolve
conflict-of-interest situations

As all SOE decision-makers, including the
board members and executive management,
could become subject to conflict of interest,
SOEs and state ownership entities should
ensure that adequate mechanisms for

addressing conflict of interest, if it does

arise, are in place. Board members should
disclose any conflict of interest to other board
members, and then disclose information on
how they are being managed by the board.
Conditions for disqualification should also be
clear. Declaration of conflict of interest of not
only the board but of other decision-makers in
an SOE on a cyclical basis would be beneficial
to mitigate opportunities for it to go unnoticed.

Choosing the CEO and overseeing the
management

Good practice calls for empowering the board
to appoint, and subject to clear terms, remove
the CEO, which reinforces the key function

of the board in overseeing management and
ensures that the CEO is accountable to the
board rather than to the government. It also
reduces the scope of government interference
in operational decision-making.

For these reasons, some countries have made
changes to explicitly strengthen the power of
the board (refer Box 30).

To facilitate a transparent and professional
process, governments should specify in the
laws and regulations about qualification and
experience criteria for both appointment and
removal of directors and provide guidelines
for nominating and selecting the CEOQ,
including minimum qualifications, competitive
contracting, and the development of a
structured and transparent selection process.
Various approaches have been used for the
selection process (refer Box 31 on the next
page).

About the selection of the top management
team, good practice from various jurisdictions
calls for the CEO to do the same. When

Box 30: Country Case Studies on Strengthening Board Powers for
Selecting the CEO and Overseeing the Management

+ Countries such as Australia, Germany, New Zealand, Norway, and Sweden now explicitly empower the
board to choose the CEO.

* Romania and a smaller number of other emerging market economies are doing the same.

+ Certain countries have adopted an intermediate approach. South Africa, for example, allows the
board to select the CEO subject to final approval by, or in consultation with, the ownership entity and

other shareholders.

Source: World Bank Group. 2014. Corporate Governance of State-Owned Enterprises: A Toolkit. Washington, DC:

World Bank.
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Box 31: Country Case Studies on Approaches to the Selection Process for CEOs

In Malaysia, the boards of government-linked companies have a nomination committee with
independent board members to lead the vetting of suitable candidates.

In Romania, the law requires that CEOs be selected based on a transparent and competitive process,
and in the case of transport companies the process has been contracted out to private headhunters.

In Serbia, the new public enterprise law calls for the creation of a special committee to select CEOs
through a process of competitive tendering.

Source: World Bank Group. 2014. Corporate Governance of State-Owned Enterprises: A Toolkit. Washington, DC:
World Bank.

this is the case, boards normally review Figure 18: Step-by-Step Process for
the appointment of senior executives, Empowerment of Boards
their responsibilities, the terms of their
appointment, and the authorities and reporting ] )
lines of the SOE’s top managers. In some Afirststep is to ensure t.h.at the
board oversees key activities and
two-tier board systems, the supervisory that the state’s role in approving or
board is typically responsible for choosing guiding important activities is clear
the management board; the same stands out
to be a long-established practice in Germany
and is now followed in Estonia and Poland as
well. However, in some countries with two-tier
boards, the government picks the members of

Progressively, the board should
begin to oversee management,
budgets, strategy, and major

both, leading to the same potential problems expenditure, and the state’s policy
when the government selects managers in a in approving or guiding these
one-tier system. areas should ensure that sufficient

autonomy remains with the board

SOE boards should also fulfil their role in
evaluating management performance. This

. . Developing essential functions
activity should cover the achievement of Ping

such as selecting the CEO,

financial and operational results as well as managing conflicts of interest,
the success of implementing board strategy, and ensuring the integrity of
establishing effective internal controls and risk financial reporting, internal

controls and internal audit, and risk

environment, and ensuring the accuracy and S
management systems is critical

integrity of financial statements.

Empowering boards and delegating greater
powers can take place progressively, as a Ultimately, the goal should be for
board becomes more skilled, objective, and t:ﬁ;gﬁ:g;ﬁ;‘;‘;f::lo?;(;zgri';y
professional. This can be done step- by-step as company law and practice for
outlined in Figure 18. listed companies

Cross-cutting theme: climate change
and resilience

. . . . Source: Adapted from World Bank 2014.
Climate change is no longer just an ethical

environmental issue. It has fast become a
matter of corporate governance and business
sustainability, with regulators around the world
increasing oversight and pressure on greater
corporate disclosure of climate change risks.
This effort is notably led by central banks
considering the systemic risks climate change
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pose to state-owned financial institutions
the broader financial sector.® At the same

time, litigation against SOEs and their boards
on climate change exposures has accelerated
pace. As a result, the implications of climate
change on the personal liabilities of SOE
directors are increasingly apparent.

World Bank in collaboration with PwC
(2019)7 has outlined the following corporate
governance principles to address the risks
related to climate change in Figure 19.

Figure 19: Corporate Governance Principles
to Address Climate Change Risks

0N

x

NG/
CLIMATE ACCOUNTABILITY
SUBJECT DEMAND
BROAD STRUCTURE
MATERIALITY ASSESSMENT
EXCHANGE
REPORTING & DISCLOSURE

INCENTIVIZATION

STRATEGIC INTEGRATION

Source: Adapted from World Economic Forum 2019.

Climate accountability. The board is
ultimately accountable to the shareholders
for the long-term stewardship and
sustainability of the SOE. Accordingly,

the board should be accountable for the
SOE’s long-term resilience concerning the
potential shifts in the business landscape
that may result from climate change
(climate transition). Failure to do so may
constitute a breach of directors’ duties.
The board should also be responsible to
shareholders for overseeing the effective

management of climate-related risks and
opportunities. As a foreseeable financial
issue within mainstream investment and
planning horizons, climate change should
enliven directors’ governance duties in the
same way as any other issue presenting
significant financial risks.

Command of the climate subject. The
board should ensure that its composition
is sufficiently diverse in knowledge, skills,
experience, and background to effectively
debate and take decisions informed

by an awareness and understanding of
climate-related threats and opportunities.
Executive and non-executive directors can
contribute to good climate governance

in different ways. While non-executive
directors are not operationally responsible
for the business, they may bring specific
knowledge to certain subject matter

or perspectives concerning the risks

and opportunities of climate change.
Executive directors, on the other hand,
are operationally accountable and should
have greater insight into how climate risks
and opportunities are managed within the
organization. SOEs in sectors particularly
exposed to climate transition (energy

and transport sectors) and/or to climate
risk (infrastructure, utilities) would need

to ensure adequate expertise in their
boards to be able to ensure the required
stewardship.

Board structure. To maintain oversight
of the SOE’s climate resilience and
governance, a board should determine
how to most effectively embed climate
into its board and committee structures.
Given that board structures vary across
jurisdictions (for example, one-tier versus
two-tier boards), there are numerous ways
to embed climate into these structures.
Regardless of the board structure,

the approach to embedding climate
considerations should enable sufficient
attention and scrutiny to climate as a
financial risk and opportunity. Typically,
climate considerations are explicitly
included in the SOES’ governance,
investment, and risk committees. State-
owned financial institutions should also
integrate climate considerations and risks



Part Il Module 2: Board’s roles, director’s duties, and liabilities 143

in their credit committees. The selected
structure should also allow for effective
connection and communication with
the relevant members of the executive
management.

Material risk and opportunity
assessment. The board should ensure
that the management assesses the short-,
medium-, and long-term materiality of
climate-related risks and opportunities
for the SOE on an ongoing basis. The
board should further ensure that the
organization’s actions and responses

to climate are proportionate to the
materiality of climate to the SOE. As
climate change is expected to affect the
business landscape over a longer term
than most typical SOE budgeting and
reporting cycles, it can lead some SOEs
to overlook risks or opportunities that
may become material in the medium to
long term. It is, thus, essential to consider
short-, medium-, and long-term periods
in material assessments in the SOE.
There must also be a clear method and
framework for conducting climate-related
materiality assessments.

Strategic and organizational
integration. The board should ensure
that climate systemically informs strategic
investment planning and decision-making
processes and is embedded in the
management of risk and opportunities
across the organization. Once the board
is aware of the extent to which climate
change might drive material risks and
opportunities for its operations, it can
begin to integrate climate-change
considerations into the organization’s
strategy. How a SOE positions itself

on short-term decisions (for example,
investment project decisions) will have
long-term and potentially profound
implications on the sustainability and
resilience of the organization (for example,
investments in non-sustainable carbon-
intensive assets or infrastructure in
climate hotspots). When decisions with
long-term implications are taken without
consideration of how climate might alter
the future business landscape, they

may be taken with no explicit regard for

important risks. Moreover, the long-term
resilience of an organization may require
fundamental strategic changes in some
organizations’ business models, which will
take significant time to be implemented.
Given the highly uncertain and variable
nature of how climate change will affect
the business landscape over different time
frames, strategic decision-making should
be informed by scenario analyses and

the results of these scenarios integrated
into strategic planning decisions. Boards
should be confident that the strategic
decisions they take would not compromise
the resilience of the organization under
any future climate scenario.

¢ Incentivization: The board should ensure
that executive incentives are aligned to
promote the long-term prosperity of the
SOE. The board may want to consider
including climate-related targets and
indicators in their executive incentive
schemes, wherever appropriate. The
top management should cascade these
targets and incentives through to lower
levels of management. In markets, where
it is commonplace to extend variable
incentives to non-executive directors, a
similar approach can be considered.

¢ Reporting and disclosure. The board
should ensure that material climate-
related risks, opportunities, and
strategic decisions are consistently and
transparently disclosed to all stakeholders
— particularly to investors, and where
required, regulators. Such disclosures
should be made in financial filings, such as
annual reports and accounts and annual
sustainability reports, and be subject
to the same disclosure governance as
financial reporting.

e Exchange. External exchange includes
engagement within industry groups as well
as transparent climate-policy engagement.
SOEs should maintain awareness of the
consistency of their messaging across all
types of external engagement.

Some country case studies on contemporary
governance practices in dealing with Climate
Change risks are outlined in Box 32 on the
next page.



144 Leadership Training Toolkit for SOEs — Part Il The Board

SOEs generally help pursue development board members should embed sustainability
strategies of the particular sector or act as into the mission of the SOE, along with

tools or facilitators to buy foreign technologies corporate strategy and policy. This should
and know-how. SOEs should help promote the be in line with the government’s agenda on
government’s agenda for sustainability, and sustainability.

Box 32: Contemporary Governance Practices in dealing with Climate Change Risks

The private sector has been proactive in its governance practices for climate-change-related risks and
the SOEs, that comprise more than 10 percent of the world’s largest firms (World Economic Forum 2011),
must follow suit.

Climate Change Board Committee - Firms that are proactive in acknowledging and understanding
climate change risk have already established a firmwide committee, with representatives from the
businesses and key functions, such as risk, communications, investor relations, legal, and compliance.

Often, these committees are co-chaired by a senior line-of-business leader, reflecting the fact that this
is a business-first issue, and, in effect, co-led by the risk or sustainability leader. Such committees are
empowered by the board and management to oversee the firm’s approach to identifying and managing
climate-related risks and opportunities associated with their organization, customers, and clients.

Example: PepsiCo has identified climate change as a business risk through its Integrated Risk
Management Framework, a process that identifies, assesses, prioritizes, manages, and monitors the
risks affecting the company across its operations. Long-term climate risks are considered by both the
PepsiCo Board of Directors, including its Public Policy and Sustainability Committee, and the PepsiCo
Risk Committee.

Chief Sustainability Officers - For a long while, sustainability was viewed as an internal-facing activity,
focused on the firm’s own environmental and social strategy, and how it is communicated to external
stakeholders. As such, executives in charge of these activities have often sat within investor relations.
The focus on climate change risk management is quickly changing the role and stature of those
overseeing sustainability—chief sustainability officers (CSOs), sustainable finance directors, and ESG
directors are being created or having their role materially broadened and elevated.

This new breed of CSOs is being charged with driving climate change risk into the fabric of a

firm’s strategy and operations. They must work closely with business lines to capitalize on climate-
related opportunities and with the second line to formulate the firm’s climate risk management
strategy. Increasingly, these sustainability oversight roles are being repositioned to report to a chief
administrative or chief operating officer, signaling their broader, strategic role.

Example: Companies such as Google, Procter and Gamble, Nike, MasterCard, Coca-Cola, SAP, Siemens,
TATA Power, and so on have appointed dedicated CSOs.
Source: Ernst & Young Global Limited. 2020. Being Business-Minded About Climate Change. https://assets.

ey.com/content/dam/ey-sites/ey-com/en_gl/topics/banking-and-capital-markets/ey-being-business-minded-
about-climate-change.pdf?download.
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Role of the state
representative on the SOE board?

SOEs with significant public policy objectives
may warrant a state ownership entity
representative on the board of the SOE.

The representation of state officials on the
boards of SOE can be of advantage as this
provides for a liaison role and a channel of
communication between the state and the
SOE. The number of such state representatives
acting as directors for an SOE may be defined
in the governing legal framework, unless there
is a clear prohibition for the same.

Such directors have a dual role to play: first,
as a director of the company and second,

as a representative of the state. The state
representative should be allowed to function
freely and use his judgement without any
formalized briefing by the state before a
board meeting with discretion whether to
seek a briefing or make a report. The state
representative has a crucial role to play in
supporting the SOE’s understanding and
implementation of shareholder’s policies
(both financial and nonfinancial policies such
as climate change and transition, gender

diversity, and so on). (State policies are
discussed in Part I, Module 4). Further, in SOEs
that have dedicated public sector obligations,
it is preferable to have directors from the
public sector since a good understanding of
the government process and decision-making
are vital in these SOEs.

It is also the case that when ministers and
public servants serve as SOE directors, they
face conflicts of interest that may impede
their ability to act in the SOE’s best interest.
While state representatives can play a very
crucial role, in many countries, this is seen

as a way to enhance the income of senior
bureaucrats, leading to multiple mandates
and appointments that are not competency-
based, rather based on seniority or political
affiliations. When SOE directors are selected
primarily based on their political influence, the
government’s ability to hold them accountable
for performance is also diminished. There

is also the risk that at times, the state
representative may have no voice in the
operations of the SOE when there is a strong

Director’s role on an SOE board is summarized below:

e Such a director should identify himself with the objects and goals of the enterprise, engage
in joint thinking on equal terms, and not assume a superior status.

e He/she should not reserve his/ her position on matters before the board. However, others
on the board should not expect him/ her to commit to the state in respect of matters, which

require to be referred to the state.

¢ |n all subsequent examinations of the board-approved proposals, his/ her role should be
mainly elucidatory, and he/ she should not sit in judgement over the board.

e Reference to the state for approval, sanction, and so on should be addressed to the state
representative on the board whose responsibility should be to process the matter and

obtain the necessary approval promptly.

e On proposals where the state’s views must be necessarily sought, the state representative
must ensure that the same is properly presented before the board while a decision on
such proposals is being taken. The board should only take such decisions when the state
representative is present in the board meeting.

¢ The representative may also be involved in periodic financial oversight of the SOE like other
board of directors with the specific responsibility for reporting to the state. Similarly, they
may also play a crucial role in strategy development and monitoring its implementation to
ensure SOEs alignment with envisaged public policy objectives.
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presence of independent directors or they
may have an excessive voice interfering in
day-to-day management activities.

There is a growing recognition that certain
public sector representatives are not
acceptable to SOE board members. For
example, Nordic countries have gone further
than most jurisdictions to formally limit the
weight of politicians in SOE boards. Active
politicians including members of parliament,
ministers, state secretaries, as well as

civil servants, who within their remit exert
regulatory or controlling authority over

the SOE, cannot be elected to the board of
directors in Norway.

Despite the conflicts discussed above,
ministers and public servants continue

to serve on SOE boards. Therefore, it is
significant that the government allows SOEs
full operational autonomy to achieve their
defined objectives and refrain from intervening
in SOE management through its appointed
representative. As mentioned earlier, for the
SOE to function effectively, it requires a clear
delineation of the respective roles of the state
as a shareholder, of the board including the
state representative director; including what
the board is required to do and when the state,
as an owner, should provide explicit approval
or oversight.

The number of directorships a state
representative may hold should also be
defined in the legal framework. An officer
should not have too many directorships on
the boards of SOEs so that he/she can do
adequate justice to his/her role as a state
representative.

Cross-cutting themes - Integrity and
anti-corruption

Corruption can plague SOE’s financial growth
and its valuations and investor perceptions
and lead to misallocation of scarce
government resources. Lack of independent
and professional SOE board members weakens
the ability for oversight of the companies’
operations and management, facilitating bribe-
taking and political or third-party influence
over SOE resources. Inadequate scrutiny in
the nomination process, lack of oversight and

unclear objectives make assessing managerial
performance difficult. They also make it
easier for government officials to interfere in
company affairs for political gain.

The appointment of board members by public
officials might be driven by political motives,
either financial or otherwise. For instance, the
Petrobras scandal in Brazil was in part used

as a financing vehicle for political activity.
Petrobras, the largest oil company in Brazil, is
an SOE. In 2014, public prosecutors and the
Brazilian Federal Police began an investigation
(‘Car Wash’) that would reveal a major
corruption scheme centered on Petrobras. It
involved billions of dollars in kickbacks from
large contracts paid by suppliers to executives
of the oil company and politicians, a cartel of
contractors that overcharged Petrobras, and
Swiss bank accounts (Lima-de-Oliveira 2019).°

It is a prime responsibility of the state to
ensure that boards have the necessary
authority, diversity, competencies, and
objectivity to autonomously carry out

their function with integrity. The corporate
governance framework should ensure that
the board is accountable to the company and
to the shareholders, and, where legislated,
subject to parliamentary control, recognizing
citizens as the ultimate shareholder. This
includes, among others, that'

e Politicians, who are in a position to
influence the operating conditions of
SOEs materially, should not serve on their
boards. Civil servants and other public
officials can serve on boards under the
condition that qualification and conflict
of interest requirements apply to them. A
pre-determined ‘cooling-off’ period should
as a general rule be applied to former
politicians.

e An appropriate number of independent
members—non-state and non-executive—
should be on each board and sit on
specialized board committees.

¢ Any collective and individual liabilities of
board members should be clearly defined.
All board members should have a legal
obligation to act in the best interest of the
enterprise, cognizant of the objectives of
the shareholder. All board members should
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have to disclose any personal ownership
they have in the SOE and follow the
relevant insider trading regulation.

e Members of SOE boards and executive
management should make declarations
to the relevant bodies regarding their
investments, activities, employment, and
benefits, from which a potential conflict of
interest could arise.

e Board members should be selected based
on personal integrity and professional
qualifications, using a clear, consistent and
predetermined set of criteria for the board
as a whole, for individual board positions
and for chair, and subject to transparent
procedures that should include diversity,
background checks, and as appropriate,
mechanisms aimed at preventing future
potential conflicts of interest (for example,
the use of asset declarations).

e Mechanisms should exist to manage
conflicts of interest that may prevent
board members from carrying out their
duties in the company’s interest and
to limit political interference in board

directing and identifying dilemmas

Directors often find themselves confronted
with conflicting pressure. Some board tasks
address the company’s performance, while
others deal with conformance with the law
and other standards. Some require the board
to be inward-looking, while others require an
outward-looking approach. Some are future-
focused; others are past- and present-focused.
As a result, most boards continuously face
dilemmas. Some of these include
e Being entrepreneurial to drive the
business forward while exerting prudent
control

¢ Knowing enough about the company to
answer for its actions, yet being able to
stand back from day-to-day management

Differentiate managing versus

processes. Potentially conflicting interests
should be declared at the time of
appointment and the declarations should
be kept up to date during board tenure.

¢ Mechanisms to evaluate and maintain the
effectiveness of board performance and
independence should be in place. These
may include, among others, limits on the
term of any continuous appointment or
the permitted number of reappointments
to the board as well as resources to
enable the board to access independent
information or expertise.

As an ombudsman of the state, the
representative has added responsibilities

to ensure integrity and transparency in

the SOEs performance and reporting in
addition to ensuring one’s integrity. The state
representative must abide by the approved
code of conduct of the board and the whistle-
blower policy; disclose his personal interest
in the SOE, if any; exercise adequate care and
caution while dealing with unpublished price-
sensitive information; and make adequate
disclosures in line with the legal framework.

e Sensitive to the pressure of short-term
issues and yet being informed about
broader and long-term trends

¢ Broad knowledge about local issues and
awareness of national, international, and
even global opportunities, competition,
and other influences

e Focus on business’s commercial activities
while acting responsibly toward the other
stakeholders including the state

In this regard, it is essential to know the
difference between the role of directors and
managers (refer Table 24 on the next page).
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Table 24: Major Differences between Direction and Management

Directors

Managers

Decision-making

Required to determine the future of SOE and
protect its assets and reputation. They also
need to consider their decisions related to
stakeholders and the regulatory framework

More concerned with implementing
board decisions and policies

Duties and
responsibilities

They have the ultimate responsibility for the
SOE’s long-term prosperity. Directors are
normally required by law to apply skill and care
in exercising their duty to the company and
are subject to fiduciary duties. They can be
personally liable if they are in breach of their
duties or act improperly. They can be held
responsible sometimes for the company’s acts.

Not bound usually by directional
responsibilities

Provide intrinsic leadership and direction at the

Day-to-day leadership is in the

administration

Responsible for the SOE’s administration

Leadership L hands of the CEO; managers act on
top of the organization. the directors’ behalf.
Ethics and Play a key role in determining the company’s Must carry out the ethos, taking
values values and ethical positions direction from the board.
Related duties associated with
SOF’s the SOE’s administration can be

delegated to management, but this
does not relieve the directors of
their ultimate responsibility.

Statutory
provisions

In many countries, numerous statutory
provisions can create offenses of strict liability
under which directors may face penalties if the

These statutory provisions do not
usually affect managers.

SOE fails to comply.

Source: Adapted from World Bank 2014.

Director’s legal duties

and liabilities

Boards of directors have two principal
fiduciary duties toward the company: the duty
of care and the duty of loyalty.

e The duty of care is an obligation to
exercise reasonable diligence and care
in performing acts that could potentially
harm shareholder interests. This duty
requires board members to inform
themselves on all issues that could affect
the SOE and to make fully informed
decisions. One practical implication is that
board members need to satisfy themselves
that control systems are functioning
properly and providing good information.
The duty of care also requires that board
members act professionally, avoid serving
on too many other boards, and receive
adequate training and other support.

e The duty of loyalty is generally defined

as a duty of allegiance to the SOE and

its interests. A common interpretation is
that this duty requires board members

to raise the value of the enterprise for

its owners. Additionally, it requires board
members to prevent their personal
interests from prevailing over the interests
of the SOE or its shareholders. The board
members should not allow the interests of
others—including managers, other board
members, and prominent government or
political officials—to prevail over those of
the SOE.

Other fiduciary duties include the following:
e Actin good faith in the company’s

interest. Directors must act in good faith
in what they consider the company’s
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interests; they should not have a personal
motive in making decisions. In many
jurisdictions, a ‘business judgment rule’
exists. In these jurisdictions, there is a
presumption that in making a business
decision, the directors acted on an
informed basis, in good faith, and the
honest belief that the action taken was in
the best interests of the company. When a
director can demonstrate that the one has
acted with all due loyalty and exercised all
possible care, the courts will not second
guess the director’s decision and defer to
one’s business judgment. A court will not
challenge a decision made by directors
unless it is clearly fraudulent or negligent;
this is irrespective of whether it was a
‘good decision’ in light of subsequent
developments.

Proper purpose. The company’s
constitution, relevant shareholder
resolutions, and board minutes determine
the specific power that directors possess
and the manner in which they can be
exercised. These powers must be used for
the purposes intended and the company’s
benefit. Acting honestly, a director will
have performed one’s duty if the one
reasonably believes that a transaction is
for the company’s benefit.

Not to make secret profits. If a director
makes a personal profit arising out of one’s
relationship with the company without

any intimation about this transaction

to the company, even if the director is
acting honestly and in the company’s
interest, that profit normally belongs to the
company. Further, the director is under a
duty to account to the company for the
profit. This principle has been extended

by the courts in many countries to profits
arising out of the directors’ making
personal use of company information or
usurping a corporate opportunity.

Avoiding conflicts of interest. Directors
must not let their personal interest conflict
with their duty to the company. They

may put themselves in a position, where
there is a potential conflict between their
personal interests and their duties to the
company, but they must always prefer the
company'’s interest to their own.

e Declaring an interest. Directors should
declare the nature of the interest at the
first board meeting, where the question of
entering into a contract in which they have
an interest is considered. Failure to do so
is a criminal offense in many countries,
and fines can be imposed. The director
may be liable to repay any profit made,
and the company may void the contract
or transaction. When the interest arises
only after a contract has been proposed
or made, the director should declare
the interest at the next board meeting,
whether that contract is to be considered
at that meeting.

e loan to directors. Loans from the
company made either directly or indirectly
to directors are normally prohibited in
most countries unless otherwise specified.

Once implicit and dependent on legal
precedent in many countries, these duties

are increasingly explicit in company law.

This is true both in common-law countries,
where these duties originated, and in civil-law
countries, where the duties must be explicit

in law to have legal standing. Board members
of SOEs that come under company law should
also be legally bound to carry out these duties.
If an SOE does not set out explicit legal duties
for board members, these duties should be
covered in a code or policy that applies to the
SOE.

One implication of explicit legal duties is that
they require board members to act in the
interest of the shareholders and avoid treating
any group of shareholders unfairly; this is a
challenge when the controlling shareholder

is the state. Another implication is that board
members may be sued for taking negligent
actions or those not in the interest of the
company. For members of private sector
boards, the possibility of being sued—whether
by shareholders, the company, or regulators—
varies widely. Practically unknown in some
countries, such suits are common enough in
others that board members feel compelled

to take out insurance against them. In many
countries, the insurance cannot indemnify
directors for breach of trust (for example,
willful crimes against the company itself). For
SOE board members, liability varies even more.
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Those who are civil servants may have no
liability or have distinct liability as government
or state employees. In some jurisdictions,
those, who are not civil servants, may still be
treated as state employees and have a related
liability. This liability depends very much on
the legal framework for SOE and government
employees. SOE board members may also
face the possibility of investigation by state
auditors, anti corruption bodies, or other state
vigilance entities.

Director’s rights — Directors in most countries
normally have the right to the following:

e |nformation to carry out their duties

e Access to company information, such as
accounting data or records

e Discharge their duties without interference
from co-directors

Notes:

5 The term ‘board’ in this Kit, refers to the supervisory
board in case of a two-tier board system.

6 Bolton, Patrick, Morgan Despres, Luiz Awazu Pereira Da
Silva, Frédéric Samama, and Romain Svartzman. 2020. The
Green Swan. Bank of International Settlement. https://www.
bis.org/publ/othp31.pdf.

7 World Economic Forum. 2019. How to Set Up Effective
Climate Governance on Corporate Boards: Guiding
Principles and Questions. http://www3.weforum.org/
docs/WEF_Creating_effective_climate_governance_on_
corporate_boards.pdf.

8 Department of Public Enterprises. 2003. Role of
Government Directors on the Boards of Public Enterprises
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Part Il Module 3: Board practices
and procedures

This session (module) covers the following topics:

Role of company secretary

Meeting preparation and conducting meetings

Follow-up and in-between meetings

Communicating with the state/shareholder

1 [0 ([




Learning objectives

By the end of this module, the participants will be able to

~
* Explain the role of a company secretary
+ Identify good practices for preparing and conducting
effective board meeting
+ Clarify board meeting roles and responsibilities for the
chairman, directors and corporate secretary
W,
Agenda Total time: 1 hour 40 min
Time Topic
20 min Role of company secretary
10 min Meeting preparation
10 min Conducting meetings
10 min Follow-up and in-between meetings
10 min Communicating with the state/shareholders
40 min Group activity: Board meeting simulation
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Role of the company secretary

The company secretary plays an important
role in improving board professionalism and
effectiveness, by facilitating the board’s duties
and obligations. The company secretary is
primarily responsible to coordinate compliance
with all laws and regulations as laid down in
the respective country.

The term ‘company secretary’ is commonly
used in the United Kingdom and other
commonwealth countries. In the United States,
Canada, Eastern Europe, and post-Soviet
states, the term ‘corporate secretary’ is more
common. Another commonly used term is
‘board secretary’.

The company secretary is responsible for"
¢ |dentifying and advising why certain

corporate governance best practices
should be adopted by the organization.
This may be a result of compliance with
laws, regulations, standards, and codes,
or because the practices make good
operational sense for the organization.

Table 25: Role of the Company Secretary

¢ |Implementing within the organization
those best practices through the creation
and maintenance of cultures and
relationships. This usually requires the
corporate secretary to answer the ‘how
we implement’ question, which requires
corporate secretaries to have emotional
intelligence skills as well as technical skills.

¢ Facilitating communication between board
members, the board and management, the
chairman and the CEO, the company and
its shareholders, and the company and its
stakeholders.

The role of the company secretary in board
practices include conducting board meeting,
which in turn involves preparing the agenda
for the board minutes, recording the board
proceedings, and the minutes of board
meetings, ensuring that board members have
access to the information required to facilitate
board decisions, among others.

Table 25 describes the role of the company
secretary at various stages of the board
proceedings.

Board practice

Company secretary’s role

Preparing board
meetings

Prepares agenda promptly with the chairman
Distributes board on time and keeps members well informed

Conducting board
meetings

Maintains a record of the meeting to produce the minutes
Addresses the chairman on procedural matters

Follow-up

Produces and distributes minutes of the meetings
Recognizes confidentiality of board discussions outside the meeting

Source: Adapted from World Bank Group 2014.
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Meeting preparation

Setting the agenda for the meeting

Regular board meetings are essential for good
business and accountability. In ascertaining
the competitiveness of SOEs, it is important to
inculcate the best practices among the board
regarding board practices. This is particularly
significant in conducting regular meetings

of the board. In this regard, it is essential to
lay down the best regarding the agenda and
execution of the meeting.

The board agenda determines the issues
under discussion. The chairman and the
corporate secretary with input from the CEO of
the SOE generally put it together. In principle,
the nature or number of items that the board
may wish to consider is limitless. Any director
can request the chairman to include a matter
on the board agenda. The chairman must
offer directors the opportunity to suggest
items, which cannot be reasonably denied.

In the end, it is each director’s responsibility
to ensure that the right matters are tabled.
Key success factors for setting the agenda
include the following:

e Agendas should strike a balance between
reviews of past performance and forward-
looking issues.

e Strategic issues require ample time for
debate, so the agenda should allocate
discussion time.

e Some issues will need to be brought to the
board several times as projects progress
and circumstances develop.

e Care should be taken not to consume
too much board time on routine or
administrative matters.

¢ The agenda should show the amount
of time allocated for each item, without
unduly restricting discussion.

Drafting an agenda annual calendar

Boards in successful SOEs develop an agenda
annual calendar to regulate the activities of
the board. This allows specific issues to

be allocated enough time throughout the

year’s meetings. Certain items will need to be
fixed in association with the financial reporting
cycle, but other topics are less time-specific and
can be included on the board agendas when
there are fewer items to discuss. A sample annual
calendar is provided in Figure 20.

Figure 20: lllustrative Annual Calendar

STANDING ITEMS

» Approve minutes of previous meeting

» Approve unbudgeted capital expenditure over
$xxx

» Review actual versus budgeted financial
results

» Approve board committee reports

FEBRUARY

» Previous year performance assessment
» Dividend declaration for shareholders

+ Growth strategy discussion

» Strategy review

MARCH

» Financial performance against other SOEs and
private players in the same field

APRIL

+ Business plan review for the next financial year

JUNE

Review/approve strategic plan

Review of chairman’s personal objectives
Dividend declaration for shareholders

Annual meeting resolutions

Set meeting schedule for next calendar years

SEPTEMBER

+ Annual organization matters (committees,
officer elections)

+ Dividend declaration for shareholders

» Annual shareowners meeting

» Review financial performance versus other
SOEs and private players

+ Appoint external auditors

OCTOBER

» Strategic plan review

DECEMBER

» Approve annual budget

» Management development update
» Dividend declaration

+ Strategy review

Source: Adapted from IFC 2008.
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Meeting location

The board meetings should take place at a
venue that is convenient to the directors
(normally SOE office). Boards are increasingly
holding at least one board meeting at other
locations so that the directors can see the
other sites.

Meeting frequency

Board meetings should be held regularly, at
least four times in a year, with a maximum
interval of four months between meetings. As
a rule of thumb and in line with best practice,
six to ten meetings are likely to constitute an
appropriate number of SOE board meetings
per year, particularly when committees meet
between board sessions.

Board briefing papers and reports

Board materials should be summarized and
formatted so that board members can readily
grasp and focus on the most significant issues
faced in the SOE, in preparation for the board
meeting. The quantity of information provided
may not bear a relationship to its quality. Less
information, if effectively organized, is often
better.

If a proposal is more complex or requires
additional explanation, the board should
consider delegating the matter to a board

Briefing papers are ideally expected to be

SHORT

committee or arranging one-on-one briefings
by the proposal’s promoter with each director.
The SOE directors should inform the chairman
whether the information they receive is
insufficient for making sound decisions and
monitoring responsibilities effectively.

Director’s time input in meeting
preparation

Directors typically should allocate at least as
much time for preparation as for the board
meeting itself. With strategy retreats or ‘away
days’, travel, reading, meeting preparation
time, and attendance at ad hoc and committee
meetings, directors usually spend three or four
days per month for a single, non-executive
director position.

The time spent preparing for audit committee
meetings is normally longer than that for

most other board meetings. Given the time
commitment of directors becomes an issue,
the SOE may wish to limit the number of
external appointments that directors can hold.
Directors should always evaluate the demands
on their time before allowing themselves to
be considered for an appointment. The SOE
directors should disclose any other board

or external appointment to the nomination
committee before their appointment and
regularly update the board.

e Board papers associated with a particular agenda item need not be more than four to six
pages, with any further detail provided in annexes.

TIMELY

¢ [nformation should be distributed at least five business days before the meeting.

CONCISE

e This allows board members, particularly the independent directors of the SOE, who are not as
familiar with the workings of a state corporate institution to fully consider the issues before

the meeting.

FOCUSED

e The papers should present the issue for discussion, offer solutions on how to effectively
address the issue, and provide the SOE management’s view on which action is to be taken.
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Conducting meetings

Board meeting duration

The duration of meetings should be tailored
to the issues requiring board consideration.
Ideally, board meetings should last no more
than four hours and conclude with lunch or
dinner so that members can continue more
informal conversations.

It is usual for boards to have lengthy strategy
discussions, which are often held as separate,
dedicated meetings. SOEs may consider
dedicating two days of board activity for
these ‘strategy retreats’ or ‘away days/,

as is practiced in most private corporate
establishments.

Some of the challenges in conducting board
meetings in two-tiered board systems are
outlined in Box 33.

Information requirements for board
meetings

The mentioned requirements will vary among
companies. In general, directors should expect
to receive the following regular items at least
five working days before the board meeting:
¢ An agenda: This should ideally not exceed
one page.
¢ Minutes from the last meeting: Minutes
will be discussed in more detail in the third
topic of these notes. They should ideally
not exceed four pages.

¢ Management accounts: These should not
ideally exceed 10 pages.

¢ Papers relating to specific agenda
items: These will vary in length but
should not exceed 20 pages, even for
the most complex items. The reports
should be precisely structured with
headings such as ‘Purpose’, ‘Background’,
‘Issues’, ‘Impact’, and ‘Recommendations’.
Whenever possible, the report’s writer
should list one’s name as the author with
responsibilities for its contents, the date
and contact details. Many SOE chairmen
privately express the view that their board
papers are often double the length that
they should be.

The chairman’s role in board meetings

It is the chairman’s responsibility to ensure
that sufficient time is allowed for discussion
of complex or contentious issues faced in
the SOE. The objective is to create a board
consensus around the decision.

If a director believes that decision-making is
unduly hurried or that insufficient time has
been allocated and unrealistic deadlines have
been set, they should discuss these concerns
with the chairman as soon as possible after the
meeting.

Ample time should be allotted for interactive
discussions among the SOE directors and

Box 33: Board Meeting Challenges in Two-Tier Board Systems

The separation of decision-management from decision-control in the two-tier board model may generate
additional obstacles to non-executive directors to monitor management. Fewer joint meetings between
executive and non-executive directors of two-tier boards compared to one-tier boards (Spencer

Stuart 2013) may make it more difficult for the directors to build trust relationships, thereby potentially
undermining the communication and flows of information between both boards. Furthermore, the
absence of insider information may make it more difficult for non-executive directors on a supervisory
board to fully understand and ratify strategic initiatives of the management board, thereby possibly
frustrating decision-making processes. In addition, the distance of supervisory board members from the
decision-making processes may make it more difficult for non-executive directors to provide resources
to the firm, thereby missing value-creation opportunities.

Source: Bezemer, Pieter-Jan, Peij Stefan, Kruijs Laura de and Maassen Gregory. 2014. “How two-tier boards can
be more effective.” Emerald Group Publishing Limited 14 (1): 15-31.
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managers. Management presentations should
not consume more than one-third of the
allotted time. Sometimes, to gain additional
time, directors may arrange informal talks
outside board meetings. These can be helpful
if they are transparent, and decisions are only
made at formal meetings. Board decisions for
the SOE should always be made at properly
constituted board meetings and must be
formally recorded in the board minutes.

Delegation of responsibilities to board
committees

There should be clear terms of reference

for each board committee. Even if the board
delegates some of its responsibilities to a
committee, the board remains the ultimate
decision-making authority and retains
responsibility for all board decisions. For this
reason, boards should follow their committees’
work closely. The committees must draft and

Follow-up and
in-between meetings

Minutes

Minutes are the written record of a board or
committee meeting. They must, at a minimum,
contain the following details:

e Meeting location and date
e Names of attendees and absentees

¢ Principal points arising during the
discussion

e Board decisions

Minutes record what happens at a meeting

in a particular order, regardless of whether
the meeting followed the written agenda. The
minutes are important legal documents and
by law, must be kept methodically by the SOE.
They also serve as important reminders of
action to be taken between meetings.

Minutes should strike a balance between being
a bare record of decisions and a full account

develop board reports after each committee
meeting. In most cases, committees will make
recommendations to the board for approval.
The SOE board should undertake a formal
and rigorous evaluation of each committee’s
performance annually as part of the board’s
performance evaluation responsibilities.

Voting practices at board meetings differ
worldwide for different SOEs. In some SOEs,

it is usual for a majority vote to signify board
approval. In this situation, decisions are made
quickly and minority dissent is accepted.
However, many corporate governance experts
argue that boards should be collegial and
consensus must be attained on every agenda
item without the need to take a vote. In this
case, the chairman will often require skills in
obtaining unanimity among the directors, even
though the debate initially may have involved
substantial constructive dissent.

of discussions. On more routine housekeeping
matters or more sensitive personnel issues,

a brief record is appropriate. For most items,
there should be a summary of the matter
discussed and the issues considered. The

final decision must be recorded clearly and
concisely. This amount of attention is desirable
to show that the board has acted with due
care and complied with any legal duty and
obligation.

The person drafting the minutes should always
be mindful that in extreme circumstances,
the information could be used as evidence

in litigation. Given a director disagrees with

a board decision, one may ask to have one’s
disagreement recorded in the minutes. This
could be important to avoid future liability

for any decision that involves a breach of law
or misuse of the board’s powers. In general,
remarks should not be attributed to individual
directors.
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Table 26: Key Aspects for Recording Board Minutes™

Who drafts the minutes?

» The corporate secretary drafts and holds a record of the minutes

of all board meetings.

By when should minutes be
prepared?

Minutes should be prepared within five working days after the
meeting and must be kept in the SOE archives.

Who submits the minutes?

The CEO, or the corporate secretary at a subsequent meeting for
review and approval normally submits board minutes.

If members of the board or committee agree that the minutes
appropriately reflect what happened at the meeting, the minutes
are approved and their approval is noted.

What happens if there are errors?

If there are errors or omissions, the minutes must be corrected.
Changes should be made immediately and the amended minutes
must be approved as amended.

How can last-minute amendments be
avoided?

It is a good practice to provide directors with a draft copy of the
minutes five business days after the board meeting and before
the next meeting. This allows directors to be reminded of the
decisions involving action before the meeting and also avoids
delay at the next meeting.

When should a director approve the
minutes?

Generally, it is not considered appropriate for the director to
approve minutes for a meeting that one did not attend. The
director thus should have attended the meeting and also
thoroughly gone through the details before approving them.

Source: Adapted from World Bank Group 2014.

Table 26 provides key aspects to comply when While confidentiality is an essential element

recording minutes.

Meetings for non-executive staff

in conducting and executing meetings of the
board, it is also imperative that the rights of
the minority shareholders are protected. While

Some SOEs have developed the practice of all board papers and proceedings should be
regularly scheduling executive meetings of considered to be highly confidential and great
the non-executive directors. These sessions care should be taken not to discuss or disclose
are normally held on the same days as the any board meeting content or proceedings
regularly scheduled board meetings. The chair outside the boardroom, all directors, that

of the nominations or corporate governance is, both independent and executive should
committees normally presides at these be given the right information to ensure

sessions.

that the board is aware of the decisions and
supervision of the implementation is made
possible.
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Communicating
with the state/shareholder

Communicating with the state

IFC’s private sector opinion on The State of
Governance at State-Owned Enterprises says
that “Getting governance right at SOEs is
daunting because of the added complexity
of their operating model.” In this regard, the
OECD guidelines say that “The State should act
as an informed and active owner, ensuring
that the governance of SOEs is carried out

in a transparent and accountable manner,
with a high degree of professionalism and
effectiveness.”

SOE boards need to keep the state abreast
with the details on all board meetings and the
decisions made therein. This is also pertinent,
given that in most developing economies, the
state is a majority shareholder and thus is
liable for the performance of the SOE.

To this end, the SOE must keep the state
informed on the following practices as
outlined in Figure 21.

Figure 21: Information to be Reported to the
State by the SOE

Inform the state on the impending
meeting 5 business days in advance

[
Circulate the meeting agenda with
the intimation notice

Communicate and circulate the
minutes of the meeting for approval

Circulate the key decision points on
® issues discussed for approval

PY Record state approval on minutes
and decision points

Py Act on decisions agreed upon
following state approval
Source: Adapted from World Bank 2014.
Communicating with non-state
shareholders

Per the OECD guidelines, the SOEs should
observe high standards of transparency

and be subject to the same high-quality
accounting, disclosure, compliance, and
auditing standards as listed companies
regarding their shareholders.

One of the elements involved in ensuring

this transparency is by ensuring adequate
communication on Board practices with

the shareholders. Discussions on financial
and nonfinancial information as well as

the performance of the board are matters

of concern for shareholders and thus all
information regarding these aspects needs to
be communicated to them.

To this end, either the company may choose
to engage in town halls with their shareholders
and the board, or they may choose to
distribute the information in the form of annual
reports, newsletters, and so on. Generally,
companies communicate with shareholders
in three main ways:

¢ Through releases to the market via stock
exchanges

e Through information provided directly to
shareholders

e At general meetings of the company

Firms are now increasingly using electronic
media to share communication with their
shareholders. This communication usually
pertains to the following:

¢ |nformation briefings to media and
analysts

¢ Notices of meetings and explanatory
materials

¢ Financial information including annual
reports

e All other company announcements

This communication process with general
stakeholders of the SOEs bears similarity with
private sector enterprises. However, since
SOEs have a distinct characteristic of having
the government as the major shareholder,

all communication about SOEs inadvertently
must follow the communication mechanism
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set by the government. Depending upon the
ownership pattern in the country (centralized,
decentralized, dual-track or twin model),
communication channels with the major
shareholder are defined for the SOEs.

The board needs to ensure a policy on
communication with the shareholder that
identifies which director(s) would be the point
of contact for the shareholder.

The SOE must establish and comply with clear
communication channels that have been
determined for shareholder interactions.

This would entail assessing what would be

the most effective communication channel,
what channel would allow for directors and
shareholders to be on the same page, and so
on.

The SOE like its private sector counterparts
must appreciate the value of a certain level of
two-way interaction with its shareholders. In
dealing with the issues that are being faced
by the SOE, there may be times when a board
meeting does not entail a clear-cut resolution
strategy. It must be recognized that on
occasion, interactions with shareholders may
be of value.
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= [gd
an HD Handout H2.3A: Red flags for boards
ag(oo

Activity

INSTRUCTIONS

The following red flags highlight the best practices associated with board practices among
SOEs. As a director of well-governed SOEs, you should be able to answer ‘Yes’ to most of these
questions. If you find yourself consistently answering ‘No’ or ‘Do not know’, then you should
consider disclosure and transparency to be a priority for your board to consider.

Table 27: Questionnaire for Red Flags for Boards

Question Y/N
Do the meetings finish on time?

Are many of the issues discussed on the agenda?

Are directors rarely absent?

Are meetings consistent in duration set in line with the subjects being addressed in the
meeting?

Are you presented with strong analysis and thorough reports?

Does the board receive effective and concise presentations?

Are directors sufficiently provided with the required information?

Are you presented with enough time before the Board meeting to prepare?

Is the information kept confidential within the boardroom?

Source: Author’s consolidation.
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Activity

INSTRUCTIONS:

Handout H2.3B: Board roles

Go through the table below and divide the group into a functioning board of a single SOE. Identify
different roles for the chairman, director, board members, and corporate secretary. Conduct a
mock meeting in line with the duties illustrated below.

Table 28: Duties of Chairman, Directors, Non-Executive Directors, and Company Secretary

Board Chairman’s role Directors’ role Non-executive Corporate
practice directors’ role secretary’s role
Preparing * Prepares agenda on * Prepares Reads and * Prepares agenda
board time with the corporate briefing papers reviews board on time with the
meetings secretary as appropriate briefing papers chairman
» Ensures agenda is including Prepares for Distributes board
focused on priorities management board discussion materials on
» Ensures directors accounts on provided time and keeps
receive material + Reads board agenda items members well
information on time briefing papers and keeps informed
+ Liaises with other board and keeps informed
members informed
* Prepares for
board discussion
of agenda items
Conducting | *« Maintains control of » Ensures regular Ensures regular Maintains a
board proceedings without attendance attendance record of the
meetings dominating discussions | ¢ Acts objectively Acts objectively meeting to
+ Facilitates decision- and receptively and receptively produce the
making by stimulating to other to other minutes
debate, drawing on perspectives perspectives Addresses the
all contributions, » Does not Does not chairman on
encouraging dominate the dominate the procedural
constructive discussion discussion matters
discussions, ensuring * Recognizes Recognizes
that genuine collective collective
disagreements are aired decisions decisions
and resolved, steers
the board toward a
consensus
+ Ensures that decisions
reached are properly
understood and
recorded
Follow-up + Coordinates minutes * Reads the minutes Reads the Produces and
in association with the * Recognizes minutes distributes
corporate secretary confidentiality of and attends minutes of the
+ Recognizes board discussions executive meetings
confidentiality of board outside the sessions Recognizes
discussions outside the meeting Recognizes confidentiality of
meeting confidentiality board discussions
of board outside the
discussions meeting
outside the
meeting

Source: Author’s consolidation based on PwC analysis.
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Notes:

11 IFC. 2016. The Corporate Secretary: The Governance Professional. Washington, DC. https://www.ifc.org/wps/wcm/
connect/4b96fc61-80da-4508-98f7-8a3641e8178¢c/CG_CoSec_June_2016.pdf?MOD=AJPERES&CVID=ll04tQ-

12 World Bank Group. 2014. Corporate Governance of State-Owned Enterprises: A Toolkit. Washington, DC: World Bank
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Introduction to the module

he OECD’s guidelines on corporate governance of state-owned enterprises lay a strong
emphasis on the board’s ability to effectively carry out its intended functions.

The implementation of the guideline requires certain interventions to help improve the
board’s professionalism and effectiveness. Specific guidelines have been enumerated by

the OECD to provide further guidance on developing interventions to achieve this objective. These
include the following:

The chair should assume responsibility for boardroom efficiency, and when necessary in
coordination with other board members, act as the liaison for communications with the state
ownership entity. Good practice calls for the chair to be separate from the CEO.

Mechanisms should be implemented to avoid conflicts of interest preventing board members
from objectively carrying out their board duties and limit political interference in board
processes.

SOE boards should consider setting up specialized committees, composed of independent
and qualified members to support the full board in performing its functions, particularly
concerning audits, risk management, and remuneration. The establishment of specialized
committees should improve boardroom efficiency and should not detract from the
responsibility of the full board.

Under the chair’s oversight, the SOE boards should carry out an annual, well-structured
evaluation to appraise their performance and efficiency.

SOE boards should set executive remuneration levels that are in the long-term interest of the
enterprise.

This module examines these guidelines in further detail, elaborating on various interventions that

can

be explored to effectively implement these guidelines as illustrated in Figure 22.

Figure 22: Interventions to Strengthen Board Professionalism and Effectiveness

Chairperson and CEO - Role separation

Optimizing Board size

Develop formal (written) policies and procedures for board operations
Policies for addressing potential conflicts of interest

Establish specialized board committees

Board evaluation systems

Board remuneration policies

Board director training

Source: Adapted from World Bank 2014.



Learning objectives

By the end of this module, the participants will be able to

\
+ Understand policies and procedures for effective
functioning of the organization
9 e * Understanding the board evaluation process
» Develop solutions to improve a board’s effectiveness
,
Agenda Total time: 3 hours
Time Topic
30 min Chairman and CEO - Role separation
30 min Develop formal (written) policies and procedures for board
operations
20 min Board evaluation systems
30 min Exercise
20 min Characteristics of a dysfunctional board
30 min Remuneration policies for the board

20 min Board director training
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Part Il Module 4: Improving board
professionalism and effectiveness

This session (module) covers the following topics:

Separating role of Chair and CEQO

Formalizing board policies and procedures
(Board operations, conflict of interest, remuneration policies)

Board evaluation methods

= Q@ [e

Director training
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Chairperson and chief executive

officer - role separation

Role of the chairperson — The chair has

a crucial role to play in promoting board
efficiency and effectiveness. It is the chair’s
task to build an effective team out of a
group of individuals. This requires specific
skills, including leadership, the capacity to
motivate teams, the ability to understand
different perspectives and approaches, the
capacity to diffuse conflicts as well as personal
effectiveness and competence. The chair of
the board should act as the primary point
of contact between the enterprise and the
ownership entity.

Role of the CEO - The CEO is the highest-
ranking executive in charge of management,
responsible for managing the operations

and resources of the organization. The

CEO also typically forms the main point of
communication between the board of directors
and management. It is regarded as good
practice that the chair is separate from the
CEO. This begets the question as to why these
roles should be separated.

Need for separation of roles of chair and
CEO - Separation of the two roles helps to
ensure a suitable balance of power, improves
accountability, and reinforces the board’s
ability to make objective decisions without
undue influence from the management. An
adequate and clear definition of the functions
of the board and its chair helps prevent
situations where the separation might give
rise to inefficient opposition between the two
enterprise officers. It is similarly considered

a good practice that the head of the
management board (where applicable) does
not become the chair of the supervisory board
upon retirement.

Relevance to SOEs - Separation of the chair
from the CEO is particularly important in SOEs,
where it is usually considered necessary to
empower the board’s independence from
management. The chair has a key role in
guiding the board, ensuring its efficient
running and encouraging the active
involvement of individual board members in
the strategic guidance of the SOE. When the
chair and the CEO are separate, the chair
should also have a role in agreeing with the
ownership entity on the skills and experience
that the board should contain for its effective
operation.

Where one person is both the CEO and board
chair, the CEO typically dominates the board,
undermining the board’s ability to oversee

the enterprise. Generally, having a separate
chair increases the accountability of the CEO
as well as the effectiveness and accountability
of the board. Experience from Chile, Estonia,
Malaysia, Peru, Romania, South Africa, Thailand,
and many OECD countries encourages the
separation of these two positions. An example
of a chair acting as a super CEO is outlined in
Box 34.

Improving SOE performance and achieving a
true separation of oversight and operational
functions means that responsibility for day-to-

Box 34: Chair Acting as ‘Super CEQ’ — Peru’s COFIDE

(Corporacion Financiera de Desarrollo)

A related problem is the practice of having a full-time chair. This chair may become a ‘super CEQ’,

effectively controlling the day-to-day management of the company while the nominal CEO acts as a
deputy. The roles of board chair and CEO were separated, but COFIDE’s governance reforms left the
chair with functions similar to those of the general manager, effectively giving the chair operational

control and undermining the benefits of separation.

Source: World Bank Group. 2014. Corporate Governance of State-Owned Enterprises: A Toolkit. Washington, DC:

World Bank.
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day management must remain with the CEO.
Leading the board is the job of the chair, who
should be a highly qualified and independent
board member.

In some countries, the chair is a minister or
a senior politician. In that case, a new set of

procedures for board operations

Rationale — SOEs often lack written
procedures for managing board meetings,
conflicts of interest, evaluation of directors,
public disclosures, or other policy areas, or
the procedures may be outdated and fallen
into disuse. Developing formal procedures
serves to protect both the SOE and the state
and to promote consistency in decision-
making. For similar reasons, a growing number
of countries—such as Australia, France, and
Spain—guide boards on how to better manage
their work, including some model documents
for SOEs and their boards. Fundamental
documents for most SOEs include the
following:

Memorandum of Association

The Memorandum of Association (MoA)
comprises all the necessary information
regarding a company that is required at the
time of incorporation. The MoA supersedes the
articles of association. This typically includes
the following clauses:

e Registered name of the company
e |ocation of registered office
e (Capital structure

e Shareholding pattern and subscriptions
(if listed)

In the case of the SOEs, the details included
in the MoA would be based on the manner in
which the SOE has been established (either
through its own act, the SOE act, or any other
legislation).

Develop formal (written) policies and

problems arises, and the objectivity of the
board is reduced. As noted above, SOE boards
should generally not include senior political
figures, and the chair should be subject to the
same criteria as those applying to other board
members.

Articles of association

Articles of association may be known as the
company’s constitution. National laws normally
prescribe the content to be addressed in these
articles for privately owned companies as well
as state-owned enterprises. These provisions
vary from country to country, but usually
address the following:

e Maximum authorized share capital
e Shareowners’ rights

e Share transfers

e Alteration of capital

e General assemblies

e Shareowner votes

e Borrowing powers

¢ Appointment/powers/duties of directors
and the CEO

¢ Disqualification of directors
e Board proceedings

e Appointment/powers/duties of the
corporate secretary

¢ [ssuance of dividends and company
reserves

e Accounts and audit

e Special provisions associated with
privatization/disinvestment

Constituting Documents — The articles of
association (or articles of incorporation/
organization) is a term used in common-law
countries. It is a short document setting out
the company’s registered address, capital,
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objects, and limitations on liability. In other
jurisdictions it might also be referred to as

follows:

e Enterprise’s charter

e Enterprises bylaws/statutes

¢ Deed of foundation — Generally, used
in civil-law jurisdictions including

Board and committee charters and
procedures

A board charter’s purpose is to

¢ Improve and systematize the role and
power of the board

e Enhance the transparency of its
governance

Luxembourg. France uses ‘statutes’

(company statutes), and other terms
used elsewhere include constitution and

charter.

The contents of such a document may
also vary from country to country and may
need to be tailored as per the company law

requirements.

e Demonstrate the company’s commitment
to good corporate governance practices

A company that plans to attract foreign
investors must have a board charter that
complies with international practice. A charter
typically includes the following (Figure 23).

Schedule of reserved power — Many
companies create a statement of reserved

Figure 23: Composition of a Board Charter

Board
Responsibilities

Board
Composition

Board Meeting
Procedures

Board
Leadership

Board
Performance

Director
Remuneration

Board
Relationships

Board
Committees

~= -~~~

Major responsibilities of board, and committees, and of senior
management

Board size, proportion of independent directors and management
directors, directorship term limits, director retirement age, limits on
number of directors, director selection criteria, and so on.

Frequency and duration of meetings, expectations of director
attendance, procedures for setting meeting agendas, procedure
for advance distribution of meeting materials, executive sessions of
independent directors, and attendance by non-directors

Selection process for board chairman, separation of chairman and CEO
roles, selection process for committee chairs

Assessment of board and committees’ effectiveness, assessment
of individual director performance, limitations on continuing board
membership, addressing conflicts of interest

Composition and amount of director remuneration, basis for
determining remuneration, expense limits, and reimbursement

Interaction with CEO, contact with investors, media, and customers,
access to management and employees

Specific committees formed, committee membership requirements,
selection and rotation of members and chairs, committee meeting
process and agendas

Source: Adapted from World Bank 2014.
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power arising out of their board charter. A
schedule clarifies the particular power in
the company that the board reserves for its
decision-making purposes.

These statements are regarded as evidence
of good practice in corporate governance. A
typical schedule would contain

e Auditor issues

e Communications to shareowners and the
media

¢ Dividend payments

e Accounting and management control
policies and practices

e Director and senior management
appointments, removals, terms, conditions,
and so on.

e Disposal or acquisition of major assets

e Major contracts and investments

e Authority levels

e Treasury, risk management, capital policies

e Budgets, strategies, mission, vision

Code of ethics

The purpose of a code of ethics is to

¢ Demonstrate the company’s commitment
to the highest standards of ethical
behavior;

¢ Encourage proper ethical conduct and
sanction misconduct within the company;
and

e Develop an ethical culture based on
such standards and conduct, led by
the company’s shareholders, directors,
and management, and followed by all
employees.

All the directors and employees should
understand the standards of conduct, under
which they are employed and evaluated. It

is regarded as a good practice for boards

to write their own code and to publish it
internally and externally, as every company
is different in size and industry, and each has
a unique business culture and set of values.
Such a code is sometimes referred to as:
‘business principles’, ‘business philosophy’,
‘ethics policy’, ‘code of conduct’, or ‘conduct
guidelines’. The ethics of an organization

refer to the established values and principles
it uses to inform and conduct its activities.
Ethical business conduct provides strong
organizational integrity, which should
permeate its culture and drive its strategy,
business goals, policies, and activities.

Codes of ethics should include guidance on
procurement processes as well as specific
mechanisms protecting and encouraging
stakeholders, and particularly employees,

to report on illegal or unethical conduct

by corporate officers. In this regard, the
ownership entities should ensure that SOEs
under their responsibility effectively put

safe harbors for employees’ complaints in
place, either personally or through their
representative bodies, or for others outside
the SOE. SOE boards could grant employees or
their representatives confidential direct access
to someone independent on the board or to an
ombudsman within the enterprise. The codes
of ethics should also comprise disciplinary
measures, given the allegations be found
without merit, frivolous or vexatious, and not
made in good faith.

The boards should periodically monitor SOES’
compliance with codes of ethics. In support of
a code, the SOE may wish to

e Establish an ethics training program

e Appoint an ethics officer and create
an ethics office to advise and educate
officers and employees, and provide
guarantees for confidential counselling

e Establish a board ethics committee to
oversee the company’s ethics program

A code of ethics typically outlines the
following:

e The company’s values and ethical
principles — These should be based on
key principles such as honesty, integrity,
fairness, and transparency. The ethical
principles and standards should be based
on the following:

o0 Respecting the rule of law

0 Maximizing long-term value for
shareholders

o Conducting business with integrity
and fairness, renouncing bribery and
corruption, or similar unacceptable
business practices
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o Demonstrating respect for the
community the company operates in as
well as for the natural environment

e Ethical standards for the company’s
relationship with key stakeholders:

o Employees and officers — providing a
healthy, safe, and secure environment for
employees, providing equal opportunities
for recruitment and advancement,
non-tolerance toward discrimination,
recognizing and rewarding employees
for performance, and so on.

o Customers — providing customer
satisfaction, safe and quality products
and services, fair pricing, and so on.

o Relationships with business partners
— good faith toward contractual
negotiations and dispute resolution, high-
performance standards for delivery

o Government — paying taxes, abiding by
the applicable laws and regulations, not
engaging in bribery or corrupt practices,
and so on.

o Community, society, and the environment
— environmentally responsible business
and CSR

¢ Implementation of ethical standards and

principles

0 Means to obtain advice — appointing
ethics officers, constituting an ethics
committee

0 Processes and responsibility —
circulating code of ethics, monitoring
ethics violations, and so on

o Training programs — training employees
on ethics code regularly

Corporate governance codes and
guidelines

A corporate governance code sets out
standards of good practice concerning issues
such as board composition and development,
remuneration, accountability and audit, and
relations with shareholders. Based on this,
detailed policies and procedures must be
developed to guide behavior and operations
within the organization. Table 29 gives a list of
key in-house SOE policies.

Recommendation — Drafting a large
number of policies and procedures takes
considerable work, but in most cases, policies

and procedures already exist. What may

be required is revising and updating the
documents and providing better access to
them, to employees, and other stakeholders.
For a code or policy issued by the ownership
entity or another formal authority, ensuring
access and providing awareness building are
important steps.

All SOEs should begin by developing a
checklist of what policies are present or
missing, identifying those that need immediate
attention and setting deadlines for review. The
process of reviewing and updating written
procedures should be assigned to a person
such as a corporate secretary or chief legal
counsel, who may need the assistance of
lawyers or other experts. The board should
check that the written policies and procedures
are adequate and properly enforced.

Table 29: Key In-house SOE Policies

List of top in-house SOE policies

Policy on board diversity

Risk management policy

Investment appraisal policy

Climate risk and mitigation, adaptation and
transition policy

Dividend distribution policy

Code of fair disclosure and conduct — practices
and procedures for fair disclosure of unpublished
price-sensitive information and prevention of
insider trading

Whistle-blower policy

Policy for the training of directors

Policy on material subsidiaries

Policy on related-party transactions

Policy for the preservation of documents

Policy for determining the materiality of events/
information for disclosure to stock exchange(s)

Code of conduct for board members and senior
management personnel

Corporate governance policy

CSR policy

Anti-money laundering policy

Media policy

Corporate loan policy

Website policy

Information security policy

Sexual harassment, workplace safety, and violence
policy

Gifts, entertainment, gratuities policy

Source: Author’s consolidation based on PwC analysis.
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Board evaluation systems

‘Board evaluation’ is a term that commonly
refers to the assessment of the board as a
whole, its committees, and its members.'
Regular board evaluations are considered

a good practice. Board evaluations help
establish a comprehensive view of the
board’s overall functioning and identify any
need that could be addressed through future
nominations. It serves to assess and improve
the board performance and provides the
chair and ownership function with valuable
information concerning possible changes to
board composition.

A systematic evaluation process is a necessary
tool in enhancing SOE board professionalism
since it highlights the responsibilities of

the board and the duties of its members.

It is instrumental in identifying necessary
competencies and board member profiles.

It is also a useful incentive for individual

board members to devote sufficient time and
effort to their duties as board members. The
evaluation should focus on the performance

of the board as an entity. It could also include
the effectiveness and contribution of individual
board members. However, the evaluation of
individual board members should not impede
the desired and necessary collegiality of board
work. Points to consider in the evaluation of
the board as a whole and an individual director
are given in Appendix A2.3A.

Board evaluation should be carried out under
the responsibility of the chair and according
to evolving the best practices. External or
independent experts should be called upon
as necessary. The board evaluation should
provide input to the review of issues such as
board size, composition, and remuneration of
board members. The evaluations could also
be instrumental in developing effective and
appropriate induction and training programs
for new and existing SOE board members. In
carrying out the evaluation, SOE boards could
seek advice from external and independent
experts as well as the ownership entity. The
suggested frequency for board evaluations is

—internal evaluation can be done annually and
external evaluations every three years.

The outcomes of board evaluations can also
serve as a helpful source of information for
future board nomination processes. However, a
balance needs to be struck; board evaluations
may be used to alert the ownership entity to

a need to recruit future board members with
specific skills that are needed in a given SOE
board. However, they should generally not

be used as a tool for ‘deselecting’ individual
existent directors, which could discourage
them from playing an active, and perhaps,
critical role in the board’s discussions.

Traditionally, SOE boards have lacked a formal
process for evaluating board members, but
that has begun to change. Egypt, Chile, India,
Malaysia, New Zealand, South Africa, Thailand,
and many if not most OECD countries now
require or encourage boards to undergo
regular evaluations. The aim is both to
understand how members contribute to the
board’s tasks and to give members feedback
on how to improve their performance.

An outline of the board evaluation process in
Australia is provided in Box 35 on the next

page.

The starting point is a self-evaluation of the
board as a whole. As the board gains practice
with the assessment, the performance of
individual members may receive greater
scrutiny. Because of the sensitivities, the
results may remain confidential, although third
parties could be involved in the evaluations.
Evaluation of the board may also be carried
out by ownership agencies, as, for example,
in the case of China, where the State-owned
Assets Supervision and Administration
Commission of the State Council (SASAC)
evaluates the boards of companies in its
portfolio, focusing on both the standard
operations of the board (such as operating
mechanisms, board responsibilities, and
institutional systems) and on the effective
operation of the board (like the effectiveness
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Box 35: Board Evaluation in Australia

Listed companies should disclose the process for evaluating the performance of the board, its
committees and individual directors and should disclose, in relation to each reporting period, whether
a performance evaluation was undertaken in the reporting period in accordance with that process.

The Australian Stock Exchange (ASX) states that “it is essential that the Board has in place a formal and
rigorous process for regularly reviewing the performance of the Board, its committees and individual
directors and addressing any issues that may emerge from that review.” The ASX recommends that the
board should consider periodically using external facilitators to conduct its performance reviews. The
Stock Exchange also suggests that when a listed company discloses whether a performance evaluation
has been undertaken, the entity should, where appropriate, also disclose any insight it has gained from
the evaluation and any governance change it has made as a result.

Source: IFC. 2015. Board evaluation: Insights from India and Beyond.

of decision-making and supervision and e Focusing on a limited number of defined
administration). issues

Results of performance evaluation fall into * Protecting anonymity in questionnaires

three categories: (a) well-performing boards ¢ Documenting the outcomes of the
that are recognized and encouraged; (b) evaluation

boards in need of improvements that are e Reporting to the chairperson and
given guidance and a deadline for making the whole board (but not individual
the needed changes; and (c) boards in assessments)

need of restructuring that are required to
develop and implement an improvement plan.
(See Appendix A2.3A for a more detailed

e Reaching board agreements on an action
plan and following up on implementation

discussion of board evaluations and how Board evaluation typically involves the
they may be designed.) The key items usually following steps:
evaluated include board performance against
its objectives, board and board committee Figure 24: Steps in Board Evaluation
effectiveness, board relationships, board
communications with management, and Prepare with the Chairperson
board processes and procedures. Experience . . v
_ Orient senior leaders
suggests several lessons for conducting board v
evaluations: Implement a confidential process
e Obtaining commitment from the v
chairperson to carry out the evaluation Analyse findings, prepare report v
* Ensuring board agreement for self- Follow up with remedial and development
evaluation or external evaluation plans

Source: Adapted from World Bank 2014.
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Characteristics of a dysfunctional board

Box 36 provides guidance on the characteristics of a dysfunctional board that may be identified
during a board evaluation as well as the mitigating actions that can be explored to address these
challenges.

Box 36: Characteristics of a Dysfunctional Board

Wrong size and composition - If this is the case, the chairperson should consider altering the board
size by

* Requesting the nominations committee to initiate selection and appointment processes

« Ensuring gender diversity in composition,

» Taking appropriate steps to remove directors, if required.

Insufficient range of expertise - If this is the case, the chairperson should consider requesting the
nominations committee to initiate a study of the personal skills, knowledge, and attributes required by
the board.

Inadequate information provided - If this is the case, the chairperson should ask the company
secretary to remedy the situation.

Inadequate debates and few overt disagreements or differences of opinion — If this is the case, the
chairperson should consider encouraging non-executive directors to be more independent, challenging,
and critical in their behavior at board meetings.

Individual board member or small inner groups outside of the board make all major decisions — If
this is the case, the chairperson should consider reviewing the statement of reserved powers.

Few reviews to see if the decisions were correct - If this is the case, the chairperson should consider
initiating a regular review of the board’s material decisions.

Fail to identify the risks facing the company - If this is the case, the chairperson should consider
initiating a regular review of the company’s risk profile.

Fail to keep the company’s finances under review—If this is the case, the chairperson should
consider initiating a regular review of the company’s financial health.

Unprepared board members - If this is the case, the board size should be reviewed, committee
responsibilities may be reallocated or rotated between members.
Source: IFC. 2008 Toolkit 3: Corporate Governance Board Leadership Training Resources Kit. World Bank Group.

https://www.ifc.org/wps/wcm/connect/topics_ext_content/ifc_external_corporate_site/ifc+cg/resources/
toolkits+and+manuals/leadershiptoolkit.
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Remuneration policies for the board

Good practice calls for board remuneration to
be competitive and set in a way that attracts,
motivates, and retains qualified people and
serves the interests of the company. It also
calls for the board to determine the level of
remuneration paid to directors. However, in
some jurisdictions, director remuneration

is directly set by the shareholder or needs
the approval of the shareholder. SOE board
remuneration practices differ by country, by
the size and complexity of SOEs, and by listing
status (listed or unlisted). They also differ
between the executive and non-executive
directors.

Executive remuneration - For executive
directors, salaries and benefits are generally
considered adequate compensation for any
board-related duties they may have. Such
directors typically do not receive additional
compensation for sitting on boards. Excessive
executive remuneration is being benchmarked
against the competition and it is being linked
to performance. Particular attention is being
paid to the effectiveness of compensation
plans in attracting and motivating CEOs

and other senior executives. Remuneration

is typically set by the government or by
remuneration committees of the board. The
approval of the government or the general
assembly is usually required to ensure the
transparency of remuneration and keep it from
leading to excesses.

Some countries require that executive
remuneration is set within the confines

of broader public sector pay policy, but it

is important that the policy allows board
discretion and does not limit the ability of the
SOE to hire competitively. For that reason,
greater flexibility is being given to SOE boards
in setting remuneration.

Non-executive remuneration — For non-
executive directors, good practice calls for
board remuneration to be competitive and set
in a way that attracts, motivates, and retains
qualified people and serves the interests of

the company. It also calls for the board to
determine the level of remuneration paid to
directors.

In the case of SOEs, however, remunerations
of non-executive directors give rise to special
issues. One issue is the remuneration of civil
servants, who serve as government nominees
on the board. Contrary to good practice,
many countries treat civil servants just as
other board members in terms of fees, and,

in some cases, director liability. In Thailand,
for example, civil servants, who are heavily
represented on SOE boards, are paid the same
amount as other board members in addition
to their regular compensation, which can be
substantial in listed companies, especially for
the chair (World Bank 2012). Two potential
conflicts arise with the practice of paying

civil servants board fees: (a) it provides
government officials with an incentive to take
on more directorships, which may lead them
to neglect their duties as public servants or
prevent them from properly preparing for
board meetings and (b) it may provide a strong
incentive for government officials to seek to
become nominees of the companies with the
highest remuneration practices rather than
where they can make the most difference.

Good practice suggests that fees should

not be paid to civil servants, since they are
performing board duties as part of their jobs.
Provision of fees may compromise their duty
of loyalty to the SOE (since the civil servants
are beholden to ministers or others who
nominate them) and can lead to the perverse
incentives as discussed above. For these
reasons, countries such as Lithuania and the
Philippines do not pay directors’ fees to civil
servants. The aim is to prevent inappropriate
practices and to ensure transparency,
accountability, and prudence in the spending
of public funds. Where fees are paid to civil
servants, they should be treated like any other
board members concerning their selection,
responsibilities and accountabilities, and
liabilities.
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Another issue is that remuneration is often
set or regulated by the government rather
than by the board, which is contrary to

good practice. As executive directors, the
compensation of civil servants and other non-
executive members—such as private sector
members and independent members—is also
sometimes determined by the government
rather than by the board. Remuneration should
ideally be determined by the board or its
remuneration committee and be approved by
the government or by the general assembly.

The structure and level of remuneration can
also be an issue.

Remuneration typically involves the
following components:

e Fees per meeting, or in rarer cases, a
monthly or annual cash retainer

e Fees for additional work, such as on
committee assignments

e Fees for additional responsibilities, such
as serving as chair of the board or a
committee

e Reimbursement for legitimate travel
costs and business expenses

Board fees vary by country and within
countries by the size and complexity of the
SOE, by the market environment in which they
participate, and by their listing status. Board
fees tend to be higher in large SOEs and listed
SOEs—and, in a few cases, higher for SOEs
than for other listed companies.

In general, SOE board remuneration tends

to be below what board members might be
paid by comparable companies in the private
sector, making it hard to attract and retain
talent. Competitive rates may be less of an
issue in SOEs that are mainly concerned

with the delivery of policy and social goals.

In major emerging market countries with a
well-functioning private sector, and especially
for those SOEs that operate in a competitive
environment, the compensation of private
sector boards provides a benchmark for
setting remuneration. In Malaysia, for example,
compensation guidance for government-
linked companies calls for pay to be set at the
50th percentile of an appropriate peer group.

The peer group should reflect similarities

in various attributes: (a) skills, experience,
and time commitment required of the board
members; (b) the company’s current situation
(for example, if it is undergoing significant
change or experiencing high growth); and (c)
the company’s aspirations (for example, to be
in the top three in market share in the country
or region) (Putrajaya Committee 2006). In
other cases, such as the Arab Republic of
Egypt and India, remuneration levels are often
significantly below what board members
might be paid by comparable companies in
the private sector. While government control
prevents the SOE board from overpaying
itself, low compensation makes it difficult to
attract those who could add maximum value.
It also creates incentives to hold more board
meetings than are needed to obtain sitting
fees and increase compensation.

Other forms of compensation such as short-
term bonuses and benefits are also available,
but they need to be designed properly, as
they align the interests of non-executive
directors closer to management and may
encourage the management to take excessive
short-term risks. Performance targets also
need to be carefully designed so that they

are not manipulated or ‘gamed’ to improve
pay. Bonuses may also compromise the
independence of directors. Thus, while
bonuses can help attract and motivate
directors, how much of a board member’s pay
can and should be tied to performance targets,
needs to be carefully considered.

Many of the above problems stem from a

lack of clear board remuneration policies,

and a first step should, therefore, be to
develop a proper policy. Given the wide range
of SOEs in a given country as well as wide
variations among countries themselves, it is
not possible to recommend a single policy
approach. Several factors will affect, including
the prevailing laws and regulations, industry
practices, existing company practices, the
size and complexity of the companies, and the
market environment in which they operate,
among others. Nevertheless, the following
principles are useful in developing board
remuneration policies:

e SOEs should be grouped according to
their characteristics so that fees may be
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comparable by SOE size and industry,
given the wide differences by industry,
particularly in financial and nonfinancial
sectors.

¢ Compensation practices of private sector
boards provide a benchmark, although
there may be a preference for applying a
‘public sector discount’, in recognition of
the public nature of SOEs.

e Remuneration should be competitive
and commensurate with the directors’
responsibilities and accountabilities.

Invest in board director training

A well-run and capable board is more likely
to attract competent and qualified directors.
Likewise, the appointment of high-caliber
directors will raise the performance of

the board and vice versa. However, board
members, with little or no preparation, are
often appointed to their positions. Too often,
it is assumed that the skills and experience
they bring are enough. Board members may
think they do not need training, or they find it
tedious or too academic.

It takes time for a board member to become
effective. Thus, there is a substantial payoff
from investing in training, both specific
training for individual roles and more general
board training. More and more countries are
undertaking training programs for directors,
and many are making training mandatory—in
some cases even before they are selected for
the position.

Box 37 (on the next page) informs that several
certification programs are now rolled out,
specifically for board of directors in many
jurisdictions.™

Experience across a range of countries
suggests that training is generally one of
two broad types: general board training or
induction training.

e Care must be taken to ensure that the
packages are not set so high that they
jeopardize the independence of directors.

e All non-executive board members should
be paid the same amount.

e Remuneration structures should be
kept simple, with both fixed and variable
components. They should be structured in
a way that provides incentives for taking
on additional responsibilities, for example,
the chairmanship of a committee.

General training — General board training
typically covers basic corporate governance
principles and practices; business ethics;
board duties, responsibilities, and liabilities;
strategic thinking; communication skills and
techniques; and specialized skills and tools

in core areas such as legal responsibilities,
risk management, internal controls, corporate
reporting, and compliance. Ideally, training will
include interaction with board members from
other enterprises and sectors through formal
case studies as well as informally.

Induction training — Even when board

members have received appropriate

general or professional training, induction

training helps prepare a new director for

the circumstances of a particular SOE. Such

training should cover several specific issues:

e Background, mission, and challenges faced

by the SOE, including industry-specific
information

e Role of the board of directors

¢ Role, responsibilities, and power of a
director

e Role of ministers and ministries
® Role of management

¢ Relationship between social and
commercial objectives and how to manage
potential trade-offs
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Box 37: Case studies on Director Certification Programs Across Countries

Companies increasingly recognize the value that board directors can provide to their organizations. In
particular, some companies seek to identify current and aspiring directors, who proactively focus on
improving their professionalism through certification programs that demonstrate their knowledge and
understanding and suggest the willingness for continual learning in what is an increasingly demanding
profession. In some markets the director training institute maintains a database of certified directors,
and companies can subscribe to it. For example, the Slovenian Directors Association invites members,
who hold positions on supervisory boards of listed companies to become a ‘chartered supervisory
board member’ by passing an examination. All candidates, who successfully complete the examination,
are listed in a national register of supervisory board members.

Case of Institute of Directors (loD) in New Zealand

The oD in New Zealand has over 6,250 members. The Chartered Director program is designed to make
transition of the loD from a membership organization to a professional body. The program will offer
members meaningful recognition for their experience and expertise, and to the market, it will assure the
quality of the loD members. The program was developed after extensive consultation with members and
stakeholders. The new structure of the professional body involves six categories; the three most relevant
categories are

+ Associate—Required to meet all current membership requirements and subject to the loD Code of
Practice;

+ Member—Nominated by a sponsor (experience guidelines, currently being developed, measure the
quality of minimum experience levels using the loD’s Director Competency Framework); must engage
in continuing professional development;

+ Chartered Director—nominated by a sponsor and subject to a higher level of experience guidelines;

requires references and meeting with an interview panel.
Source: IFC. 2013. Behind Directors Certification Programs: Key Points to Consider. Global Corporate

Governance Forum.

SOE boards should be encouraged to develop
common lists of information that will benefit
all new board members. The induction
process should be included among the formal
procedures that enhance the professionalism
of the board of directors. Induction training
should focus on a basic understanding of

the director’s role and on how directors can
contribute early on. Serving directors consider
themselves less at risk, when new appointees
join the board, knowing their responsibilities.

While training of this nature helps equip
directors with the knowledge required to
perform their duties more effectively, the
typical coverage of general and induction
training does not adequately cover themes
such as environmental and social issues
associated with various aspects of the SOEs
operations.

The coverage of such training should
encompass the following aspects:
¢ |dentifying environmental and social risks
— this covers risks that affect the SOEs’
operations as well as those caused by the
SOEs’ operations. Such risks include

o Climate risks on business operations
and the resulting contingent liabilities

o Potential environmental and social risks
from new capital investment projects
involving physical asset creation, for
example, pollution and resettlement
risks

¢ Designing and implementing mitigating
actions to address environmental and
social risks; these could include the
following:

o Developing environmental and social
risk mitigation plans as part of project
preparatory activities

0 Monitoring environmental and social
risks

o Disaster recovery and business
continuity planning

These issues require a behavioral and
cultural shift at all levels of the institution to
be addressed. Consequently, the board of
directors must be trained in identifying and
managing such risks, which will help induce
an institutional shift toward recognizing the
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importance of these themes in the SOEs
operations.

Training can be offered in different forms.
One approach is through training courses:

a growing number of countries employ
specialized institutes to prepare classes and
methodologies geared to board members,
distinct from more academic and youth-
oriented education. These institutes have
built a brand—and sometimes a club—that
board members want to be associated with.
Ownership entities have encouraged these
institutions through direct support (or support
from donors) and by encouraging or requiring
SOE board members to receive training.

Some countries, including Malaysia and
Thailand, have specific institutes for SOE board
members.

In markets too small to have a permanent
institution, workshops can be arranged with
experienced trainers from other countries,

Notes:

or board members from larger SOEs can go
abroad. While both options can be costly,
workshops, if they can be arranged, are more
economical than offshore training (although
offshore training might be more appealing to
otherwise skeptical board members).

In another approach to training, directors

are exposed to training through practice and
continuous programs to master and sustain
learned competencies. Learning from the

best practice and peers is another option.
Communications with peers can take place
through a community of practice in different
forums, such as regional or international
networks on corporate governance or through
company circles. Such networks provide a
useful platform for exposure to good practices.
Board members and senior executives should
attend periodic workshops, update their
knowledge, and participate in continuous
professional education programs.

13 Larson, Mary Jo and Pierce, Chris. 2015. Board Evaluations: Insights from India and Beyond. International Finance
Corporation, World Bank Group. https://www.ifc.org/wps/wcm/connect/4b08172d-8e28-4280-914¢-c9979bdce200/IFC_
Board_Evaluation_Booklet_v9-PR-Lo-Res.pdf?MOD=AJPERES&CVID=kSxr.sW.

14 IFC. 2013. Behind Directors Certification Programs: Key Points to Consider. Global Corporate Governance Forum. https://
www.ifc.org/wps/wcm/connect/topics_ext_content/ifc_external_corporate_site/ifc+cg/resources/lessons+learned/behind+

directors+certification+programs+-+dec+2013.
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Appendix A2.3A Board evaluation

Evaluation can be applied to the board as a
whole, to committees, and individual board
members. For the board as a whole, the
evaluation should be closely linked to the
SOE’s performance management system.
Board evaluation systems will focus attention
on specific corporate governance categories,
including
e Board leadership. Chairperson’s approach;
board culture (principled, independent-
minded); inclusion in deliberations and
decision-making, and so on.

e Board structure. The appropriate number
and types of committees; reporting lines
between the board and management, and
SO on.

e Board composition. Size, skill mix,
relevant experience; attributes (diversity,
independence); the selection process, and
so on.

e Company strategy. Board’s understanding,
contributions, and oversight

¢ Financial oversight and management
reporting. Right information, appropriate
tools, key risk indicators

e Board practices. Board meeting frequency,
agendas, efficiency, minutes, and so on.

e Board development. Evaluation of senior
leaders (CEOQ, directors), succession
planning, professional development
opportunities

For individual board members, the evaluation
should recognize that being a good board
member involves a mix of ‘hard’ and ‘soft’
skills. Individual directors may be evaluated
across broad parameters given in Figure 25.

The question of how to carry out a board
evaluation is a sensitive and challenging one.
Few boards or board members welcome formal
performance evaluations. After all, board
members have been selected for their stature,
their competence, and their probity. One
approach to outlining an evaluation system

is by responding to three basic questions: (a)
should the assessment be internal or external?
(b) should it be qualitative or quantitative?

(c) should it be a self-assessment or a peer
assessment?

Figure 25: Parameters to Consider when Evaluating Individual Directors

Engaging

Critical analysis .
communicator

Vision and
imagination

Interpersonal
sensitivity

Managerial

: Motivation
experience

Independent

judgment Intuitiveness

Strategic

. Influence
perspective

Resource

Conscientiousness
management

Achieving results Risk management Financial analysis

Source: Adapted from IFC 2008.

15 The International Finance Corporation. 2016. The Corporate Secretary: The Governance Professional. https://www.ifc.org/
wps/wcm/connect/4b96fc61-80da-4508-98f7-8a3641e8178c/CG_CoSec_June_2016.pdf?MOD=AJPERES&CVID=1l04tQ-.
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Table 30: Advantages and Disadvantages of Different Approaches to Board Evaluation

Feature

Advantages

Disadvantages

Internal or external assessment?

Internal. An assessment of the performance
of an organization (or its members) carried
out by individuals within and connected to the
organization being assessed

* More knowledge about
the corporation and the
board

Less costly than
engaging an external
assessor

Often remains a chance
of limited assessment
experience

May be less objective
than external
assessment

External. An assessment of the performance
of an organization (or its members) carried
out by experts, who are not connected to the
organization being assessed

» More objective
assessment

» Advanced assessment
experience and tools

Less knowledge about
the corporation and the
board

More expensive

Qualitative or quantitative assessment?

Qualitative. An analysis of subjective measures
that do not lend themselves to quantitative or
numerical measurement; qualitative assessment
is generally in narrative form

+ May provide richer and
deeper answers

Time-consuming to
complete properly
Harder to compile

results

Quantitative. The use of numerical and statistical
techniques rather than analysis of subjective
measures of behavior; quantitative measurement
is generally used to obtain responses in a
numerical form

* Quick to complete

» Easy to compile
answers

Standardized questions

Less depth to answers
May miss important
information not
captured by questions

Self-assessment or peer assessment?

Self-assessment. A process of critically
reviewing the quality of one’s performance;
reflectively examining one’s work to identify
strengths, and weaknesses

» Enables individual
directors to reexamine
board or individual
performance, mandate,
roles, responsibilities,
and so on.

Offers only one
perspective
Individual reporting bias

Peer assessment. A process in which individuals
provide feedback on the amount, quality, or
success of the performance of peers of similar
status

Chance to assess peers
Multiple viewpoints

The discomfort of
assessing peers

Newer board members
may lack information on
peers and their roles

Source: Adapted from IFC 2008.

Table 30 summarizes the advantages and
disadvantages of the different approaches.

Since no board of directors wants to run

the risk of embarrassment, an internal and
qualitative self-assessment could be a good
place to start. It may also be quite cost
effective. However, self-assessments have
evident limitations. External assessors can play
a role in not only analyzing the governance
of the SOE but also in educating directors,
catalyzing a reform process, and drafting

an action plan. Some companies use a
combination of self-assessment and external
assessment.

Once an SOE board has decided to undertake
an assessment and selected an approach,

practical recommendations to initiate the
process include the following:
¢ Should be started with the full support of
the board chair and the ownership entity

e Should not be to blame and shame

¢ Underscore that the objective is to
improve the performance of the SOE

e Assign responsibility to an individual
(internal or external expert) to manage the
evaluation process

e Agree on relevant criteria for the
evaluation and ensure that all the board
members are informed of the criteria

All the board members should be interviewed
to find out whether they have experienced
governance problems that they believe
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have affected the performance of the SOE.
Any problem uncovered, should be clearly
described and alternative solutions are to be
discussed. All the results of this assessment
should then be reported to the full board

to develop an action plan with areas for
improvement. Remedial actions might include
reconstituting committees or revising their
terms of reference, providing relevant
training, recruiting new board members

to address noted skill gaps, and, when
necessary, considering changes to the present
membership of the board. Progress against the
plan should be measured at least, once a year.

The corporate secretary also has a role to
play as the primary facilitator for the board
to carry out these evaluations effectively.

The corporate secretary typically would be
responsible for the items listed below:

¢ |dentifying the requirements for
evaluations in the organization’s
jurisdiction and advising the board
chairman of them

¢ [nforming the board chairman of the
requirements and agreeing on what
evaluations should take place

¢ Assisting the board chairman in explaining
to the other board members the
reasons for the evaluations, the types of
evaluations, and how the evaluations will
be carried out

Table 31 illustrates the corporate secretary’s
role in the evaluation of the performance

of the board and board committees, and
individual board directors.

Table 31: Corporate Secretary’s Role in Evaluation of Board as a Whole and Individual Director

Evaluation of the performance of the board
and board committees

Individual board directors’ evaluations

» Advising the board in determining whether
the evaluations should be carried out in-house
(usually by the corporate secretary) or through
engaging external consultants

» Assisting the board in developing core criteria
for the evaluation, including how to report the
findings and actions resulting from the evaluation

» Ensuring that the questionnaires and questions
to be used for the interviews are tailored to deal
with company-specific issues

+ Analyzing the questionnaires and the interview
responses

+ Discussing the findings and recommendations
with the chairman

» Developing an action plan and monitoring
progress against agreed actions/timelines

« Ensuring that a reference to the evaluations is
included in the corporate governance statement
in the organization’s annual report

Assisting the chairman by organizing the
evaluation of individual members of the board

Advising the board that the evaluation will be of
the board members’ performance as part of a
team

Reassuring individual board members, persuading
the chairman that it will be impossible for the
board to function as a high-performance team
without demanding high performance from its
members

Advising the board that it is important to assess
executive directors not just on their managerial
roles but also as members of the board

Assisting the chairman in deciding who should
stand for re-election or retire from the board

Developing directors training programs

Source: Adapted from IFC 2016.
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=< [gd
EE I%E Handout H2.4A: Policies, procedures, and assessment

Activity

INSTRUCTIONS
A. Directors/participants are required to assess the effectiveness of implementation and
compliance of the policies across the following categories:

¢ None (when no such policy exists in their SOE)
e Weak
e Moderate

e Strong

Table 32: List of In-house SOE Policies

List of key in-house SOE policies | None Weak Moderate Strong
Institutional and Governance-Related Policies

Code of conduct for board members
and senior management personnel

Policy of corporate governance
Anti-money laundering policy
Investment appraisal policy
Risk management policy

Climate risk and mitigation, adaptation
and transition policy

Code of fair disclosure and conduct-
practices and procedures for fair
disclosure of unpublished price-
sensitive information and prevention of
insider trading

Bribery and anti-corruption policy
Whistle-blower policy

Policy on diversity of board

Policy for the training of directors
Policy on material subsidiaries
Dividend distribution policy

Policy for the preservation of
documents

Operational Policies and Guidelines
Media policy

Corporate loan policy

Website policy

Information security policy

HR policies

Finance related policies

Internal audit policy

Policy on related-party transactions
CSR policy

Policy for determining materiality of
events/information for disclosure to
stock exchange(s)

Source: Author’s consolidation.
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B. In cases when the participants include representatives of the state — Participants, who
are representatives of state or ownership entity, are required to assess the effectiveness of
implementation and compliance of the policies across the following categories:

¢ None (when no such policy exists in their SOE)
e Weak
e Moderate

e Strong

Table 33: List of SOE Ownership Policies/Guidelines

List of key SOE ownership policies/ None Weak Moderate Strong
guidelines

SOE ownership policy

Competitive neutrality policy

Vigilance policies (includes guidance on
acceptance of gift by government servants,
scrutiny of annual property returns of
officers/executives of SOEs, and so on)

Guidelines on corporate governance

Guidelines on SOE board member
nomination and appointment

Guidelines on investment of surplus funds

Guidelines on capital restructuring

Guidelines on foreign investment

Guidelines on privatization of SOEs

Guidelines on preparation and disclosure of
financial statements

Guidelines on public procurement

Guidelines on delegation of power

Guidelines on executive remuneration

Guidelines on CSR of SOEs

Guidelines on gender diversity

Guidelines on grievance redressal
mechanisms

Guidelines on compliance with SAl audit

Source: Author’s consolidation.
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Q O Handout H2.4B: Action ideas
a8|5a

INSTRUCTION
Complete the following three statements:

1. I plan to take the following actions upon returning to my company/ownership entity:
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CASE STUDY

1. Board committees at Ravells

Ravells Energy was set up in 1967 and is

a state-owned electricity distributor in its
operating country. The SOE’s corporate
governance practices took a backseat due to
the state’s direct involvement in its oversight,
management, and operations. Moreover,
there were no independent directors on the
board and its committees. However, with the
incoming of a new government and its agenda
to reform the SOEs in the country, several
SOE corporate governance assessments were
conducted. This necessitated SOEs, including
Ravells Energy, to adopt concrete reform
measures.

Current governance situation and
key governance challenges faced by
Ravells

Structure

The company originally had audit, program
and finance, human resources, ethics and
management, and formalization committees.
A non-executive, who had close family ties
with the country’s President, headed the
audit committee. Most committees needed to
improve their capabilities.

Procedures

The board met quarterly, but the committees
did not meet regularly. The committee
proceedings were relatively informal with no
set agenda.

What did it change?

Ravells Energy conducted a corporate

governance assessment in 2018. As a result of

the assessment, the board of Ravells Energy

decided the following:

e Board composition — The company

added a non-executive member with an
accounting background to its board to

enhance the board’s skills mix. Formal
terms were set at three years, with a
maximum of three terms.

e Board committee structure — The
company made changes to the
committees’ structure by

o Establishing a new nominations
committee;

o Enlarging the scope of the audit
committee;

o0 Appointing a non-executive as the head
of the audit committee;

0 Appointing two advisors with
appropriate skills, one each to the
human resources committee and the
program and finance committee;

0 Appointing to the audit committee a
non-executive director, with accounting
experience.

* Procedures - The board now meets five
times a year and focuses on improving
the level and quality of discussions.
Committees meet one or two days before
the board meetings, and their meetings
have become more structured and result
oriented. There are set work plans in place
and formal agendas circulated before each
meeting.

Tasks

What do you think has been the impact on
the organization of making the corporate
governance changes in the Board Structure?

e None
e Weak

Moderate

e Strong

Substantial
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Trainer notes
Distribute the case study handout; allow 30
minutes for reading and discussion.

Key discussion points

Ravells puts a high value on its governance.
Good corporate governance practices are
central to its operations and help it leverage
its relations with its customers, donors, and
commercial lenders. During the first round

of corporate governance reforms in 2017,
Ravells established key board committees

to enhance the board’s independence and
effectiveness. Ravells underwent an IFC
Corporate Governance Assessment in 2018.
The impact of these reforms is that the board
is more visionary now and actively involved
in setting strategy and guiding management.
It has enhanced its oversight capabilities by
improving its accounting expertise.

2. Managing conflict of interest

You are a member of a board of a state-
owned infrastructure bank. The SOE provides
long-term and large funding to infrastructure
projects in your country.

Board of directors

The board of directors is divided into

the executive branch, with committees
comprising risk, appraisal and audit, and an
adequate number of independent directors.

Situation

The government has opened a tender for a
major urban railways project in the country’s
third-largest city. The project is expected

to take five years to complete and will be
conducted on a public-private partnership
(PPP) basis. The Infrastructure and Economic
Development Bank that you are board
members of will be involved in the selection
process, because the assignment will require a
substantial loan from the bank. While reviewing
quotes, you come across a bid of a potential
service provider that employs a family member
of one of your board members on an executive
level.

If this activity is used, the participants within
the group can be given board member roles to
role-play the board meeting.

If this activity is undertaken, discussions can
be held on the following lines:

e While this is at a nascent stage, can this

company be fairly considered in the bid
review process?

¢ [f the board member, whose family
potentially benefits from selection, is in
the Appraisal Committee, should the board
member recuse himself from the review
process? What process should be followed
in the event of this decision?

¢ [f the board member, whose family

potentially benefits from selection, is in
the Audit Committee, the conflict may
be identified at a stage, where the bid
is accepted and due diligence is being
conducted. What are the implications
for the SOE? What action can be taken
regarding the board member and the
bidder?

e [f the board member is a part of none
of the mentioned committees, yet has
not declared a conflict, what action can
be taken upon identification during due
diligence processes? (This question can be
answered by the trainees playing the roles
of Audit and Risk Committee members.)

e |f the board member is one of the
executive directors of the SOE, what action
can be taken to mitigate risk?

e |f the board member were one of the
independent directors of the SOE, what
course of action would follow?

¢ How must the board member, whose close
family member would inevitably benefit
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from this selection, act upon this? (Keeping Questions to focus discussion

in mind one’s Duty of Loyalty to the SOE) e What should the executive board members
e Discuss the reputational risk for the SOE say and do?
and the risk regarding related-party ¢ How important is the board composition in
transactions. this case?
Tasks e How commonplace are such conflicts of

) interest in your experience?
Trainer notes

Distribute the case study handout, allow 30
minutes for reading and discussion.

e What effective communication strategies
can be deployed to convey the
significance of putting the reputational
interests of the SOE above one’s benefit?
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Introduction to Part lll: Strategy, Risk, and
Performance

¢4 Improved governance structures and processes help ensure quality decision making,
encourage effective succession planning for senior management, and enhance the long-

term prosperity of companies, independent of the type of company and its sources of
finance.??
— Why Corporate Governance, International Finance Corporation (IFC)

oversight and decision-making, and risk governance of state-owned enterprises (SOES).

p art Il explores the development of an effective business strategy, financial planning,

Table 34: Coverage of OECD Guidelines on board of State-Owned Enterprises in Part llI

OECD Guidelines

Coverage

The rationale for state ownership

]

The state’s role as an owner

SOEs in the marketplace

Equitable treatment of shareholders and other investors

Stakeholder relations and responsible business

Disclosure and transparency

The responsibilities of the boards of SOEs

NN RN RNE NN

Figure 26: Contents of Part lll

Module
1

Module
2

Module
3

Module
4

Developing an
effective business
strategy

Financial planning
and budgeting for
SOEs

Financial oversight
and decision-
making

Risk
governance

This module provides an overview of the development of
effective strategy in SOEs, role of board and state in developing
business strategy and specific tools for developing a strategy.

This module explains the process of financial managment in
SOEs including the budgeting process in SOEs. The module also
describes the review of SOE investments against the publlic
investment management (PIM) guidelines.

This module details the financial oversight in SOEs and the
corresponding decision-making process. The module will explain
assessing the financial health of the SOE and the process of
disinvestment and subsidiary governance in SOEs.

This module will describe risk management in SOEs. This will
include concepts and nature of risk and strategies to manage
risks.




Strategy, Risk,
and Performance

Leadership Training Toolkit for SOEs

Part Ill Module 1
Developing an effective business strategy
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Part Ill Module 1: Developing an
effective business strategy

This session (module) covers the following topics:

Elements of a good strategy

Board's role in the governance of a company’s strategy

Strategic planning process

Tools to formulate strategy linking PMA
and corporate governance code

Balancing SOE public service obligations with
commercial obligations

poml ml Phle

Monitoring of strategy implementation, HR policy to
support strategy




Learning objectives

By the end of this module, the participants will be able to

Do

Explain balancing of commercial and public service
obligations of SOEs

Detail the role of HR in strategic management
development and implementation

Describe strategy monitoring process
Define PMA and its links with corporate governance code

Describe the role of board and management in strategy
management

Define the elements of an effective strategy and
describe strategic planning process

J

Agenda

Total time: 4 hours 40 min

Time Topic

30 min Elements of a good strategy

25 min Board'’s role in the governance of a company’s strategy, including
governance of risk

30 min Strategic planning process

30 min Tools to formulate strategy linking performance management
agreement and corporate governance code

. Balancing SOE public service obligations with commercial

30 min S
obligations

30 min Case study

30 min Monitoring implementation of strategy by management

30 min Exercise

45 min HR policy to support strategy implementation
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Elements of a strategy

Strategy is how a company orients itself
toward its market and its competitors. Flawed
strategic thinking can lead to significant
value erosion and even threaten a company’s
survival. Consequently, boards today are
increasingly cognizant of limitations in their
strategic planning and management and the
need for improvement.

While there is no separate SOE strategy
(SOEs like any private sector enterprise
require a corporate strategy to delineate
their functional approach), SOEs still differ
from wholly privately owned firms in terms of
their governance, attitude to risk, and access
to resources. Moreover, the process owners
shape strategies for their firms depending on
the institutional framework under which they
operate. Hence, even firms with similar types
of ownership may make different strategic
choices when institutional contexts vary.

For most companies, strategic planning and
management processes are complex. For
example, when Professor Henry Mintzberg
explored strategic planning processes among
large multinational companies, he was unable
to identify a single process that could be
called strategic planning. Instead, he identified
five strategic visions for organizations—the

5 Ps of strategy. The 5Ps are plan, pattern,
position, perspective, and ploy.” These

five components allow an organization to
implement a more effective strategy.

As a plan, a strategy needs to be developed in
advance and with purpose. As a ploy, strategy
is @ means of outsmarting the competition.
With strategy as a pattern, one may learn to
appreciate that what was successful in the past
can lead to success in the future. With position,
strategy is about how the organization

relates to its competitive environment, and
what it can do to make its products unique

in the marketplace. Perspective emphasizes
the substantial influence that organizational
culture and collective thinking can have on
strategic decision-making within a company.

Understanding and using each element help
develop a robust, practical, and achievable
business strategy.

The key elements of a strategy are?
¢ Realistic-The vision, mission, objectives,
and so on should be realistic and
realizable.

¢ Balanced-It should address the concerns
and requirements of all the stakeholders,
including the employees, customers,
minority shareholders. For an SOE,
the strategy should also address the
requirements of the state and the public.

¢ Sustainable-ldeally, the strategy will
encompass all three pillars of the triple
bottom line, that is, people, planet, and
profit.

¢ Actionable-The strategic plan should
be detailed enough to either specifically
outline actions required to meet the goal
or be able to directly lead to such actions.

¢ Well deployed-Every single part of the
organization should be informed of and
engaged in the strategic direction and
formulate their specific plans in line with
the greater goals.

¢ Flexible-The strategy should be flexible to
make revisions that are in support of the
overall vision and purpose and are agreed
to by the board and management.

¢ Monitored-The strategy should be
monitored regularly. Performance indices
are built into the strategy and monitored
regularly to ensure proper implementation
of the strategy. Learnings from the
monitoring must be integrated back into
implementation.

Companies with effective strategies gain
advantages over poorly planned and managed
companies. A strategy can do the following:
¢ Predict and sometimes influence the pace
and direction of changes in the business
environment to their advantage
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¢ Provide a competitive edge through easily
accessible plans and dissemination of
information throughout the company

e Focus on monitoring of external markets
and increase awareness of internal core
competencies, which can help the board
and senior management to anticipate
developments, develop reactions, and
even preempt developments.

e Encourage the board, senior management,
and employees to accept the need for
continuous change and to better prepare
for it, having the right attitudes and culture
in place throughout the organization.

e Allocate resources rationally, meeting
short- and long-term goals based on
sound commercial reasons. (As a result,
managers have better direction and focus,
and they are more motivated, committed,
and receptive.)

A key board role is to ensure that the company
is pursuing an appropriate and effective
strategy. The only way to achieve this is for
the board to be constructively engaged

in governing the strategy process. A well-
developed strategy reduces a company’s risk
of failure and increases its chance of success
at the expense of its rivals, who have less-
developed plans or do not have any plan at

all.

Questions directors should ask include

e Where should the company be in the long-
term? What is the strategic direction?

¢ Which markets should it compete in and
what kinds of products and services
should it provide? What are the markets
and the scope?

e How can the business perform better than
the competition in those markets? What is
the source of competitive advantage?

e What resources (skills, assets, finance,
relationships, technical competence,

Board'’s role in the governance of a
company'’s strategy, including governance of risk

¢ Improve inter-functional relations through
shared goals and clear objectives.

Clearly defining the mandate of each SOE

is necessary for defining accountability, for
determining the scope of public services or
other special obligations, and for forming

a basis for more specific targets for the
company’s operations. Based on its mandate,
each SOE needs to develop its strategy,
subject to board approval (and explicit or
implicit approval of the ownership entity).

A clear mission, vision, and strategic plan

can provide conceptual clarity for both
management and employees. Clear strategies
help managers make decisions and trade-offs
that are in line with the overall direction of
the company. They also provide a basis for
measuring their performance.

and facilities) are required to compete
effectively?

e What external factors within the broad
business environment affect the
company'’s ability to compete?

e What are the values and expectations of
those with influence on the company, such
as the stakeholders?

While strategy formulation is undertaken

by the management, as discussed later, the
strategy should be approved by the board

of directors and reviewed at least annually.
Even where the strategy does not radically
change, the process of revisiting it can

help to re-energize, refocus, and renew the
organization. The board should ensure that the
strategy seeks to meet the expectations of

all categories of stakeholders without letting
them override the organization’s core values.
Moreover, the state should also ensure that the
SOE and the top management are accorded
with the requisite operational autonomy to
design and develop the strategy. The state’s
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role should be restricted to designing the
overall policy priorities for the sector as a
whole or the SOE, but the SOE must have the
autonomy to craft the annual strategy of the
company.

In evaluating the merits and demerits of the
strategy, directors should also review
e The previous year’s plans, budgets, and
financial information;

e A summary of the current year’s activities
and progress;

e |nformation on related organizations and
national or international bodies;

e |nformation on government policy
and legislation that could affect the
organization;

¢ Analysis of the organization’s strengths
and weaknesses as well as opportunities
and threats; and

e Strategic recommendations

Boards of directors must make sure that their
organizations ‘optimize’ risk by balancing risk

Strategy planning process
(role of the board versus management)

Strategic planning and management in SOEs
are closely associated with activities by the
government and its organizational units.
According to Organization for Economic
Cooperation and Development (OECD 2005)
and EU (European Union 2010), strategy in
SOE involves two main contents. The first one
is the strategic management activities that
normally involve identifying the mission, vision,
enterprise value, internal environment, and
external environment, directed toward long-
term activities. Following that are activities

of assessing, reporting, and overseeing for
strategy implementation. Second, the budget
plan for strategy implementation is identified
by analyzing the interrelationship between
the objects and the results achieved, and the

and opportunity following risk tolerance levels
approved by the board. The decision to adopt
a strategy should include discussions on
the following:
¢ |s this the best use of the organization’s
resources?

¢ |s the organization comfortable with the
risks involved?

This risk evaluation becomes more important
for an SOE given its unique responsibility
toward ‘indirect’ stakeholders (citizens and
public) and political influences.

Risk governance needs to be an integral part
of the organization’s culture, strategy, and
day-to-day business operations. In strategy
development, boards are expected to navigate
organizational growth while protecting the
organization from unnecessary risk so that it
does not affect the business negatively. With
the changing role of SOEs and the current
commercial and economic climate, boards
need to step up their game with an intense
focus on risk management.

indexes for analyzing budget performance
used. A strategic plan is successfully created
when the management and setting up the
budget plan for the strategy are reasonable.

A typical framework for developing and
articulating a company’s strategic direction is
illustrated in Figure 27 on the next page.

Envisioning a future state for the company:
The board should develop a vision that is
operationally useful, and not theoretical

with limited scope in practice. Such a vision
needs to be translated into corporate goals
or objectives, usually through a purpose
statement.
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Figure 27: Framework for Developing and
Articulating Strategic Direction

/ Envision

Monitor & Analyze
Evaluate

Implement < Formulate
(Management) Strategy

Source: Adapted from IFC 2008.

Strategic analysis: The board should ensure
identification of

e The company’s competitive advantages;

e Any gap between the company’s present
capabilities and capabilities needed
for the desired state to fulfil the vision.
This involves an analysis of the external
political, social, and market environment
and the company'’s internal resources.
This analysis may lead to a redefinition of
the company’s purpose. Boards should
be prepared to ask incisive questions,
anticipating rather than reacting to major
issues.

Strategy formulation: The next step is to
broadly generate potential options and then
make strategic decisions. This process should
involve cooperation between executive
management and the board, each with an
understanding of their respective roles. This
activity may not be necessary every year
unless the company operates in a volatile
business environment.

Implementation: The choice in strategy needs
to be translated into detailed operational plans
by executive management for sales, marketing,
production, and research and development
(R&D).

Monitor and evaluate: These operational
plans should be disseminated throughout the
organization by senior executive management
and then widely discussed internally.

The board should monitor the strategy’s
execution against milestones and call on

the management to modify the strategy as
necessary. It is usually not sufficient to track
the strategy’s implementation solely by using
financial performance targets.

As defined previously, strategy is about
determining the following:

e Current position of the organization

¢ Where and how is it expected to go from
the current position into the future?

Following the framework defined above,
a strategic planning process includes
(Jurevicius, 2013)3

Initial assessment: The organization’s vision
and mission statements to be developed.
The vision statement describes the goal

of the firm and sets the direction for its
employees to achieve the same. The mission
describes the company’s business. It informs
the organization’s stakeholders about the
products, customers, markets, values, concern
for public image, and employees of the
organization.* Thorough mission statement
acts as guidance for the managers in making
appropriate daily decisions.>

Situation analysis: Situation analysis identifies
strengths, weaknesses, opportunities, and
threats (SWOT) for the organization and reveals
a clear picture of the company’s situation

in the market. This includes evaluating

an organization’s external and internal
environments and analyzing its competitors.
During an external environment analysis,
managers investigate the key external forces,
that is, macro- and microenvironments and
competition. Political, Economic, Socio-
cultural and Technological (PEST) or Political,
Economic, Socio-cultural, Technological,
Environmental and Legal (PESTEL) frameworks
represent all the macro environment factors
that influence the organization in the global
environment. The microenvironment affects
the company in its industry. It is analyzed
using Porter’s 5 Forces Framework. The
internal analysis includes the assessment of
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the company'’s resources, core competencies
and activities. When analyzing the company’s
activities, managers look into the value chain
and the whole production process.

Strategy formulation: In an organization,
strategies are chosen at three different levels:
¢ Business level strategy: This type of

strategy is used when strategic business
units (SBU), divisions, or small and medium
enterprises (SMEs) select strategies for
only one product that is sold in only one
market.

e Corporate level strategy: At this level,
executives at top parent companies
choose which products to sell, which
market to enter, and whether to acquire
a competitor or merge with it. They
select between integration, intensive,
diversification, and defensive strategies.

¢ Global/International strategy: The main
questions to answer; which new markets to
develop and how to enter them? How far
to diversify?

Strategy implementation: Only well executed
strategies create a competitive advantage

for a company. Strategy implementation
includes the following:

e Setting annual objectives
¢ Revising policies to meet the objectives

e Allocating resources to strategically
important areas

¢ Changing organizational structure to meet
new strategy

¢ Managing resistance to change

¢ Introducing new reward systems for
performance results if needed

Strategy monitoring: Implementation

must be monitored to be successful. Due to
constantly changing external and internal
conditions, managers must continuously
review both environments, as new strengths,
weaknesses, opportunities, and threats arise.

If new circumstances affect the company,
managers must take corrective actions as
soon as possible. Measuring performance

is another important activity in strategy
monitoring. Performance has to be measurable
and comparable. Key performance indicators
(KPIs) and key result areas (KRAs) are identified

for the objectives developed as part of the
vision and mission statements and strategies
formulated. Managers compare their actual
results with KPIs and KRAs to assess the
accomplishment of the set objectives and
goals.

Role of the board versus the management
in the strategy planning process. The
process of developing a strategy involves
both the board and the ownership entity. The
board should have ownership of the process
so that it is accountable to the ownership
entity for the strategy. According to good
practice in corporate governance, each
governance body has a role to play. The
management is responsible for developing
the strategy. The board is responsible for
approving the strategy and monitoring its
implementation. Additionally, the ownership
entity is responsible for monitoring the
company’s performance and its adherence
to its strategy and other commitments in line
with the general objectives the state defines
for each SOE. In practice, significant changes
in strategy (especially in large and important
companies) will require the approval of the
government owners and stakeholders.

Essentially, the strategic planning process is an
activity that involves the entire organization,
right from the governing body, board, to the
management, and line staff. The process

also takes inputs from all interest groups

and stakeholder representatives that are
affected by the organization’s functioning and
continuity.

Table 35 (on the next page) illustrates the
specific stages and indicates the possible
involvement of each group at each stage.

Cross-cutting theme: climate change
and resilience

SOEs are one of the largest participants in the
energy sector, which also generates the largest
share of greehouse gas (GHG) emissions. In

such a scenario, the responsibility of SOEs to
reduce their future emissions becomes very
critical. However, given their various distinctive
features, enlisting SOEs in the effort to address
climate change might require different tools than
those used for private companies. SOEs should
develop a systematic climate transition and
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climate risk management strategy, as part of their
corporate business strategy, including a systemic
assessment and mitigation of the climate risks for
its large investments and assets and a gradual

shift toward a low-carbon future.

Strategic corporate planning: A strategic
corporate planning exercise is expected to
identify how an SOE can transition its business
to a low-carbon pathway, its timing and optimal
technology adoption. However, for many SOEs,
this type of shift gives rise to additional special
challenges, as they serve various economic
and social goals that extend beyond traditional
corporate concerns. For example, it may lead
to complex financial issues, affect employment
in other sensitive sectors, reduce revenues,
and raise supply and reliability concerns.
Conversely, non or delayed action can cause
significant financial risks and liabilities. Hence,

Table 35: Strategic Planning Process

a comprehensive and systematic approach
associating all relevant stakeholders is
required through the strategic corporate
planning exercise.’

A good starting point for this planning exercise
is defining a company’s medium-term business
strategy and assessing how it may be affected
by the climate transition and climate risks. It
should help the company think through its
most appropriate response to climate change
opportunities and risks, clearly stating what
needs to be achieved. There are three policy
options to reduce GHG emissions. The first is
wherein the government sets a specific limit
and SOEs have to abide by it. In the second
option, governments may impose a carbon tax
where the SOE will have to pay for the amount

of CO, produced. SOEs that can reduce

emissions will invest in cleaner options as long

Planning stage/
Group

Board members

Start the
planning
process

and ensure
commitment

Informed;
endorse the
process

Purpose and
target setting

Agree on
the purpose
and policies
governing
corporate
conduct

Analyze and | Decide and Execute
generate evaluate and monitor
options strategies results

Approve
strategic plan

Board chair

Be sufficiently informed, engaged, alert and able to intervene when required; provide
leadership in board meetings and ensure that they run effectively

CEO Initiates, leads, participates and accounts to the board for formulation and execution
of the strategic plan
Planning team Receives agreed | Inputs Collects inputs | Prepares
purpose and on SWOT from various action plans,
conduct and (strengths, groups and budgets and
contributes to weaknesses, evaluates the supervises
target setting, opportunities, | proposed projects and
forecasting and | and threats) strategies; receives
gap analysis. analysis, evaluates updates and
(situational identifies overall strategic | progress
analysis) strategic plan for reports
issues, and submission to
suggests board
strategies to
address them
Line managers Receives Provides Implements
information on inputs for action plans
targets and gaps | SWOT analysis and report
and proposed progress®
strategies

Source: Adapted from IFC 2008.
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as it is cheaper than paying the tax. The third
option involves the emission trading scheme,
that is, SOEs may buy and sell the ‘right to
pollute’ from each other or other companies.
Carbon pricing may also be combined with
offset credits. The SOE may choose to pay

for emission reductions elsewhere rather
than invest in the country of operation. For
example, these funds may likely help to avoid
a larger amount of carbon in emerging or
developing markets where emission reduction
costs are lower. Alternatively, the SOE
management may employ a combination of all
these measures across different jurisdictions
and types of GHGs. Besides limiting or pricing
emissions, there are positive incentives

that reduce the cost of cleantech options.

Council (IIRC) recommended the following on
integrated reporting:

¢ Embed the principle of connectivity
of information Information must flow
through a business—this means ending the
silo culture and putting in place cross-
cutting themes to consider climate issues
and how they impact the business model.

e Start with strategy This puts boards in
control and means data and information
flows from—and to—strategic decision-
making.

e Seek explanations This forces
consideration by the board. How does
climate change affect our business model
in terms of physical risk and transition risk?

These include tax breaks, cutting tariffs e Extend the disclosure horizon
for green products or renewable energy
subsidies.® During the planning stage, the
SOE management should consider all these
options.

over material climate change
information How does climate change
affect our business model over the short,
medium, and long term?

Integrated reporting: An Integrated * Underpin corporate governance and
Reporting (IR) framework will help the board stewardship codes Signal the intention
focus on a strategy for dealing with climate that climate-related issues should form
change, as well as how climate change affects part of the key consideration of risks by
strategy and value creation. This would help in boards and investors, as they undertake
understanding how prepared and resilient the their governance and stewardship
businesses is, thus, increasing the resilience obligations.

of capital markets and improving financial

stability. The International Integrated Reporting An example of integrated reporting on

Corporate Governance in South Africa is
provided in Box 38.

Box 38: Integrated Reporting under the King IV Report on
Corporate Governance for South Africa 2016

The King Committee published the King IV Report on Corporate Governance for South Africa 2016 (King
IV) on November 1, 2016. The new code is how principle based and follows an outcomes-based rather
than rules-based approach and therefore moves away from a tick-box approach. Among the notable
changes in the Kind IV Report, the introduction of Integrated Reporting has been a great step forward.

The concepts and principles introduced by the Integrated Reporting Framework by the IIRC
(International Integrated Reporting Council) in 2013 have been reaffirmed in the King IV Code. King IV
has incorporated the philosophy of integrated thinking into the code while reaffirming the governance
oversight and involvement required. King IV recognizes the need for company’s oversight bodies to
consider their value creation and preservation story within the context of the six capitals (financial,
manufactured, intellectual, human, social and relationship and natural capital). The code has reaffirmed
the importance of the ability to manage and monitor performance, risk, and opportunities across the six
capitals through the company’s business model while taking key stakeholder consideration into account
and creating long-term capital. The code makes reference to the IIRC Integrated Reporting Framework
and the need for companies to embrace the principles and disclosure elements of the framework.
Sources:

Institute of Directors in Southern Africa, 2016. King IV Report on Corporate Governance for South Africa 2016
(King IV).

IIRC. 2013. The Internal IR Framework.
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Performance Management Agreement

In the case of a public entity such as a railway
SOE, there is often a formal commitment put

in place between the railway SOE (via the
company board) and the government entity
that owns and oversees the enterprise, called
a Performance Management Agreement (PMA).
The PMA guides the activity of the railway
corporation and allows the performance of the
company to be evaluated.

The exact content of the PMA varies by
the type of SOE but typically includes the
following:

e Corporate vision

e QOverview of the company and its business
e The company'’s strategic objectives

e High-level business strategy

e Key initiatives

¢ Review of the previous year’s
performance, including the financial
results, and the performance targets for
the coming years

PMAs are commitments established between
the government and the SOE. These
performance agreements go by different
names in different countries, often reflecting
their different form or legal status. Other
names of performance agreements include
performance contracts, memorandums

of understanding (MOUs), statements of
expectations, shareholders’ letters, letters
of agreement and business plans. Generally,
PMAs are used in New Zealand, and especially
for railways and SOEs engaged in the
transportation sector.

The PMA, clearly setting the enterprise
objectives and performance targets as
commitments to the government, enables

the board and the government to maintain a
transparent relationship that is transparent
and at arm’s-length. General shareholders
meeting (GSM), the board of directors, and the
company management provide governance
to state enterprises. The ownership entity,

for example, the Ministry of Transport or
Ministry of Finance (or similar) depending on
the country’s SOE ownership structure, would
be represented in its role as a shareholder
(initially as the sole shareholder) by a unit
located within the ownership entity.

The GSM is responsible for making major
decisions such as the appointment of directors
and approval of their plan (the PMA) and
approval of major transactions. The board of
directors is responsible for providing strategic
direction to the enterprise (Administrative

Plan or PMA) and ensuring effective
management of the enterprise. It appoints

the SOE management and approves their plan
(Management Plan or Business Plan). SOE
management provides day-to-day guidance to
the enterprise and takes operational decisions.

The unit established within the owner ministry
to represent the owner acts on behalf of the
ministry as the shareholder of the SOE. As
such, it provides general guidelines for the
SOE on performance indicators, remuneration,
conflict of interest, dividends, and disclosure.
It works through the GSM and SOE boards to
ensure compliance with relevant corporate
governance codes and principles. The
ownership unit monitors both compliance and
Overall performance of the SOE. The ownership
unit reports to the public on the performance
of the SOE portfolio.

Monitoring SOE performance is a core
function of the state as the owner to ensure
transparency and accountability in the use of
public funds. As a shareholder, the government
is required to manage its SOE investments

in the best interests of the country and the
taxpayers and is accountable to parliament
for SOE performance. The state’s ownership
entities must ensure and see that each
company meets its targets and objectives
and takes necessary action in case of non-
compliance.

A performance-monitoring framework
identifies the core financial and nonfinancial
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objectives of the SOE and details the
government’s priorities for various strategic
objectives of each SOE. The framework also
includes appropriate performance targets
that reflect government priorities. This
performance monitoring links the PMA to the
company'’s overall strategy, which aims for
accountability and supervision.

As defined above, the performance-monitoring
framework aims to ensure the accountability
of the SOE board and senior management

in meeting financial and nonfinancial
performance benchmarks. It also indirectly
helps define the objectives and responsibilities
of both government and SOEs. Developing
such a framework requires common and
clearly understood principles of accountability
and governance based on several factors:

¢ (Obtaining baseline information, to
create the necessary building blocks for
developing a performance-monitoring
system

e Setting mandates, strategies, and
objectives to reflect the overall policy
goals of government in its ownership of
each company

e Structuring performance agreements to
facilitate periodic performance monitoring
of the SOE by an ownership unit

¢ |dentifying and developing KPIs to
measure and evaluate results

An important element of performance
monitoring is benchmarking against industry
standards and comparators. It allows for
identifying gaps and areas for improvement.
This area is still underdeveloped in many
emerging market countries, but ownership
entities should strive to benchmark SOE
performance against appropriate peers,
domestic or foreign. One of the most
important tools for performance monitoring is
the balanced scorecard (BSC).

The BSC is essentially a list of KPIs useful

for monitoring company performance.
Designed as a performance measurement
and management framework, it adds strategic
nonfinancial performance measures to
traditional financial metrics to give managers
and executives a more ‘balanced’ view of
organizational performance.

Balancing SOE public service obligations

with commercial obligations

The impact of market factors and competition
on SOEs’ strategy for commercial objectives
does not vary significantly from their private
sector counterparts (the strategy aims

at maximizing profit and minimizing risk).
However, the included mandate of social or
economic development objectives requires

a different perspective for developing the
SOE’s strategy. In particular, when commercial
operations of the SOE are used to correct
market failures or minimize situations of abuse
of market power, earlier strategic options

for achieving commercial objectives could

be contradicted, as there was no structural
separation of commercial and non-commercial
activities. In such a situation, it was important

for the SOE board and the state in its capacity
as an owner to recognize that there might

be a cost for pursuing economic or social
objectives.

As a consequence of the aforementioned
factors, the strategy development process
must be clear in defining the priority of the
commercial and social/economic development
objectives of the SOE, and to identify and
streamline any conflicting objective.

As noted above, SOEs face special challenges
in developing clear and coherent strategies,
particularly because they often have
conflicting objectives that are difficult to
reconcile and sometimes informal. Formalizing
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objectives and incorporating them into the
strategy-setting process will help identify any
inherent contradiction, and thus offer scope
for their timely resolution.

Objectives communicate the purpose of
the SOE and the state’s expectations for
performance. Clarity and transparency of
objectives are important. Where there are
multiple objectives and trade-offs among
policy, regulatory, and commercial objectives,
they should be clearly identified and stated.
Ownership entities often consult with sector
departments, ministries of finance, and the
cabinet to set the objectives and strategy
for the state as a shareholder, combining
optimization of shareholder value and
achievement of wider socio economic
objectives.

The complexity of the strategy depends on
the nature of the business, the size of the
company, and the depth of its competition.
Large companies can benefit from engaging
consulting firms that specialize in national or
international strategy, provided the terms of
reference are clear and well defined. Most
importantly, the strategy for SOEs should be
formally written, timely updated as necessary,
and closely linked to the performance
management process to ensure effective
measurement of the SOES’ progress. It is also
important for the strategies to be realistic and
broadly internalized throughout the company.

The strategy is expected to include goals and
specific objectives. The overriding goals are

to ensure the SOE’s performance and long-

run financial sustainability and to meet the
performance objectives set by the owner.
Objectives are then measured against KPIs and
targets. Objectives for SOEs should be clear and
realistic. Guidance should be provided on trade-
offs, and the management should have limited
discretion in balancing different objectives.

Performance agreements are an important
factor in supporting the SOEs to balance their
commercial and public service obligations,

by providing a framework, wherein such
objectives are clearly stated and agreed
upon. These performance agreements are

an important input to the strategic planning
process and help in subsequently translating

strategy into action plans and the annual
budgets.

Two actors play a key role to support the SOE
in balancing its commercial and public service
obligations. These are the state, in its capacity
as an owner, and the board of the SOE.

Role of the state in setting broad mandates
and objectives: The state, with the primary
ownership and oversight function over the
SOEs, defines the mandate for the respective
SOE and sets out its’ objectives. The mandate
and objectives laid out by the state can be
formalized through the legal framework
(based on which the SOE was constituted),
and the SOE’s charter, among others. The
overall mandate of the SOE provides an
indication as to whether the SOE’s operations
are commercially oriented or constituted for
achieving specific socioeconomic public policy
objectives. While an SOE can be expected to
fulfil both the commercial and public service
obligations, the formal mandate set out by the
state defines the SOE’s primary objectives.

In addition to the overall mandate, the state
also plays an important role in defining

short- and medium-term objectives for the
SOEs, wherein SOEs can often be instructed
to prioritize public service obligations over
commercial considerations. Examples of
these instances can include utilizing SOEs for
correcting market distortions and failures and
achieving specific public policy objectives.

Role of the board setting the strategy:

While the state’s role broadly involves
communicating specific objectives and
priorities, the board plays an important part in
setting the optimal strategy to achieve these
objectives, considering various internal and
external factors such as resources, capacity,
market factors, and so on. The board is also
responsible for maintaining a constructive
dialogue with the state on the support
required to achieve specific commercial or
public policy objectives as well as to highlight
any potential risk it may face in pursuing
specific objectives that deviate from its
primary mandate. In this regard, maintaining
healthy state-board relations is paramount to
help balance and achieve both commercial
and public service obligations.
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Designing a performance agreement

Continuing from the previous section,
performance monitoring is an integral part
of the strategy, as it allows evaluating if
the organization is following the direction
established during strategic planning.

The strategic plan document should specify
responsibility for the overall implementation
of the plan, and for achieving each goal

and objective. The document should also
specify responsibility for monitoring the
implementation of the plan and for decision-
making based on achieved results. For
example, the board might expect the CEO

to regularly report to it on the status of
implementation, including progress toward
each of the overall strategic goals. In turn, the
CEO might expect regular status reports from
middle managers on the achievement status of
assigned goals and objectives.

A fundamental challenge for the state or
ownership entities in creating performance
frameworks is that SOEs are usually
established (and continue in government
ownership) because they have both
commercial and non-commercial objectives. In
many cases, the nonfinancial goals will carry
financial costs, thus making it difficult for the
board and senior executives of the SOE to
resolve their competing priorities.

A sound performance-monitoring framework
explicitly identifies the core financial and
nonfinancial objectives of the SOE and defines
the government’s priorities for various
strategic objectives of each SOE. In this
process, the ownership unit must develop
appropriate performance targets that reflect
these priorities.

Before the performance agreements (for
example, PMA discussed in the previous
section) are finalized, the ownership entity
and the SOE must discuss it and negotiate
its contents. In countries, where this process
is fully developed, such as India, Malaysia,
and South Africa, agreements and targets

are produced annually. In many countries,
the performance agreement is made public
and presented to the parliament to establish
the links in accountability. The government’s
expectations of the SOE must be formally,
clearly, and publicly communicated.

Monitoring company performance against the
agreed company objectives and performance
targets as set out in the performance
agreement is generally done on an annual
basis; but for important portfolio companies,
regular monitoring (biannual or quarterly)
may be warranted. The key to implementing a
periodic monitoring framework is establishing
suitable performance indicators and targets.

In general, periodic monitoring instills
a culture of accountability that serves
multiple aims including the following:

e |[nitially, the state or ownership entity
can ensure that the SOE is completing all
periodic reports and actions (for example,
preparation of annual financial statements
and external audits) and delivering them
on time.

e All variances between the actual financial
and nonfinancial results and the agreed
results (as set out in the relevant
performance agreement) should be
documented.

e SOE management can be asked to
document reasons for any unexpected
variances, the principals of the SOE can
give explanations in face-to-face meetings
with the state or ownership entity.

e Large or unjustified variances from
planned results should be reported
up through the system. As a result, for
instance, the major issues arising from the
performance review might be discussed
between the chairman of the SOE, the
state and the head of the government
ownership unit. Depending on the national
accountability structure, significant issues
might be reported to the Minister of
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Finance and Portfolio Minister, the Head of
Government, and or a legislative oversight
committee.

e Variances may give rise to consequences
under the performance agreement as
is notably the case in Republic of Korea
where it directly affects the compensation
or even tenure of the SOE management.

e Periodic public disclosure can be made
of SOE performance against the agreed
objectives or relevant benchmarks and
can act as a strong incentive for managers
and boards to improve the performance.

The feedback provided by performance
indicators allows an organization to improve
itself continually. While there are many ways
to develop indicators and targets, each SOE’s
objectives and targets should align with its
overall mandate and with the strategy that

it has adopted to fulfil that mandate. It is

also advisable that performance indicators
include both financial measures (capturing
sales, profit, and debt) and nonfinancial ones
(either those that predict future nonfinancial
performance or that are particularly important
to the company’s strategy). Key performance
indicators need to be carefully selected to
ensure that each directly drives a strategic
objective. When designing indicators

and targets for the broader performance
agreement, the ownership entity should

have the opportunity to engage the required
expertise.

Indicators should

e Be linked to company strategy and
objectives

e Be SMART—specific, measurable,
achievable, results-oriented, and time-
based

e Not distort incentives

¢ Be challenging but achievable, based on
historical performance

e Facilitate benchmarking

e Be tracked by appropriate information
systems

¢ Be linked to management performance

¢ Be audited to ensure quality and accuracy
of information provided

¢ Be simple at the start and enhanced over
time

Two categories of indicators are used

to measure performance—financial and
nonfinancial—as outlined in Table 36 on the
next page.

The BSC is a strategic planning and
management system that organizations use to°

e Communicate what they are trying to
accomplish

¢ Align the day-to-day work that everyone is
doing with strategy

e Prioritize projects, products and services

e Measure and monitor progress toward
strategic targets

The BSC approach suggests that an
organization requires to undertake evaluation
from four perspectives, with further detailing
of objectives, measures (KPIs), targets, and
initiatives (actions) for each:

¢ Financial: Often renamed stewardship
or some other appropriate name in the
public sector; this perspective views
organizational financial performance and
the use of financial resources.

e Customer/stakeholder: This perspective
views organizational performance from
the point of view of the customer or other
key stakeholders that the organization is
designed to serve.

¢ Internal process: Views organizational
performance through the lenses of the
quality and efficiency related to products,
services, or other key business processes.

¢ Organizational capacity (originally called
learning and growth): Views organizational
performance through the lenses of human
capital, infrastructure, technology, culture,
and other capacities that are the key to
breakthrough performance.

Strategic objectives are the continuous
improvement activities that must be
undertaken to implement a strategy. This
breaks down more abstract concepts like
mission and vision into actionable steps.
Actions are steps that the organization should
undertake to achieve the strategic objectives.
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Therefore, strategies describe the ‘what’ and
action plans describe the ‘how’. Examples of
actions might include increasing the revenue,
improving the customer or stakeholder
experience or the cost-effectiveness of
programs.

Subsequently, a strategy map should be
created. A strategy map is a simple graphic
that shows a logical, cause-and-effect
connection between each of the strategic
objectives.

Table 36: Financial and Nonfinancial Indicators

For each objective on the strategy map, at
least one measure or KPI should be identified
and tracked over time. KPIs indicate progress
toward a desirable outcome. Strategic KPIs
monitor the implementation and effectiveness
of an organization’s strategies, determine the
gap between actual and targeted performance,
and determine organization effectiveness and
operational efficiency.

Financial indicators

Nonfinancial indicators

Profitability indicators
* Revenues
* Profits (net income)
* Return on equity
» Return on assets
* Return on invested capital
» Economic value added

Customer service
+ Customer satisfaction
+ Delivery performance, customer service
+ Product or process quality
+ Service quality

Efficiency indicators
* Measure how well the firm utilizes its resources
+ Return on assets or equity
» Ratio of the costs of production to sales

Market performance
+ Marketing effectiveness
+ Market growth
» Market share

Solvency indicators

Debt-equity ratio

Liquidity ratio

Asset-liability ratio

Changes in net borrowing
Changes in net borrowing from private and
public sources

Investments (equity, loans)
Nonperforming loans

Capital adequacy ratio
Interest covered by earnings

Goal achievement
» Productivity
+ Environmental compliance
+ Strategic achievement

Budgetary appropriations indicators
» New government investments
* Government credit injections or support
» Subsidies

Innovation

+ New product development
Manufacturing flexibility
Technological capability
R&D productivity
Innovation

Employee involvement

+ Employee satisfaction
Employee turnover
Education and training
Core competencies
Internal recognition
Morale

Source: Adapted from World Bank 2014.
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HR policy to support strategy delivery

Defining HR policies

HR policies are continuing guidelines

that dictate how people are managed in
organizations. They essentially define the
values of the organization, particularly
concerning the treatment of staff. Well-
structured HR policies also are one of the key
elements in ensuring the competitiveness of
SOEs in relation to the private sector.

HR policies of SOEs principally follow the
ensuing overarching principles:

e Policies written for the SOE are adhered to
by all the employees.

¢ HR policies, by definition, make it possible
for the SOE ownership to set ground
rules for employee behaviors, ethics, and
professionalism to ensure consistency in
the workplace.

e The policies are expected to be designed
to address as many permutations of
eventualities as possible for fair and
standardized redressal of issues and
situations.

¢ A fundamental feature of HR policies is
the element of clarity. Each element of the
HR policy must have clear mandates and
procedures to reduce liabilities of the SOE.

Key elements of HR policies in SOEs are
described below:

The function of HR is to ensure the presence
and utilization of appropriately qualified
individuals to effectively carry out and execute
the goals of the SOE in addition to ensuring
employee satisfaction. The key elements in
developing HR policies are:

Strategy development and management

The design of an organizational strategy
involves the leadership of the SOE to comply
and adhere to the goals of the organization.
(Also, see Key stakeholders in SOEs.) This
means to engaging with the management of
the SOE as a strategic partner, as opposed to
approaching HR as a body, focused solely on

administrative functions. More importantly,
the organization’s overall strategy for
success drives the HR management’s policy
development and implementation.

Compliance

Complying with the country’s labor and
employment laws is a very significant
element in HR policy development.

For instance, the policy should ensure
adherence to Fair Labor Standards
legislation, minimum wage provisions, and
overtime pay guidelines that apply to the
state. Compliance with gender inclusion
principles is also imperative.

Recruitment and selection

Improving the value of its human capital
rests on the organization’s recruitment and
selection procedures. This is as true for
SOEs, as it is for any other organization.
The philosophy of all recruitment policies is
offering equal opportunity irrespective of
race, color, religion, national origin, gender,
physical or mental disability, but more
specific recruiting procedures include HR
communication with department leaders
about their staffing needs, job postings
and interview steps, and hiring managers’
decision-making authority. Recruitment
and selection policies are based on the
compensation strategy.

Individual and team development

Policy frameworks in most SOEs in the
developing world do not pay adequate
attention to the need for individual skill
development in the organization. Identifying
needs for employee skill development,
training, and development are significant
pillars in ensuring the SOE meets its

goals. Succession planning, determining
performance criteria that encompass role
identification and description are a few other
key elements.
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Compensation

Compensation and benefits policies and
procedures begin with developing a
compensation strategy, which in turn is a
part of the overarching corporate strategy.
To be competitive, SOEs need to attract the
best-qualified workers; hence, they must
develop compensation policies that provide
a distinct advantage over private players.
Below-market compensation strategy puts
the company at risk for high employee
turnover and less-qualified workers.

Relationship between business
strategy and HR policies and practices

People-centric focus is an essential enabling
factor for achieving the business strategy
successfully. It is concerned with aligning

the elements of business strategy in a way
that stimulates and reinforces different
employee role behaviors. The primary impact
of an effective HR strategy is on employees
and in turn on what they do. A dedicated

and well-rounded HR strategy means better
performance on core tasks, more going
beyond the call of duty, greater willingness

to share knowledge, and generally lower quit
rates or turnover (Sun et al. 2007). It has a
significantly positive effect on the operations
of the entity in terms of labor productivity

and quality. Moreover, in various academic
research, it has been proved that HR strategies
have a direct bearing on financial performance
as well as stock price performance in some
economies. Given this integral linkage between
HR operational strategy and the corporate
business strategy, it warrants higher oversight
from the board and top management of an
SOE.

The board of directors is responsible for the
approval of HR policies and periodic review
of the HR performance. They are responsible
to oversee key strategic HR issues such as
succession planning, talent management,
and especially executive compensation.
Traditionally, this function was limited to

the compensation committee but now HR
finds a mention on the agenda of all other
board committees including governance,
nominations and even audit, though its scope
may vary.

HR planning and recruitment

Workforce planning has become increasingly
significant in all agencies, including SOEs.
Designing a well-defined recruitment strategy
ensures that SOEs can attract the best-in-class
talents among various age demographics

and adequately anticipate changes to the
workforce, identify trends, and navigate the
demands of the organization’s goals.

Traditionally, the public sector is typically
characterized by being unable to attract as
many new hires as its corporate counterparts.
The perception that SOEs are hierarchical and
bureaucratic, where job promotions are based
more on personal connections and seniority
rather than performance may discourage
talented people to join their ranks. Therefore,
performance-based competitive salary and
benefits packages must be designed to attract
talented people. However, recent trends
indicate that in many developing economies,
SOE jobs are relatively more attractive than
other government jobs, as SOE jobs are more
remunerative for similar job security as in
other public sector jobs. Despite the relative
attractiveness of SOE jobs, the recruitment

of the right skillset continues to remain a
challenge in SOEs.

There are numerous reasons for this. Lack

of strategic staffing and limited flexibility in
adjusting the skills mix due to the general
top-down hierarchical decision-making,
interference in appointments, and relative lack
of delegation to the line and HR managers to
decide on the best fit for a particular position,
is a major reason. The public sector does not
reach out to students and graduates in the way
that most commercial companies do. Other
reasons include lack of market competition,
factor reallocation, and strong unionization

in many countries. In some cases, SOEs often
look for temporary workers to fill immediate
needs or reduce the burden on their existing
employees. Temporary hires lack the benefits
available to permanent employees, which is a
factor contributing to the continuing challenge
among SOEs to attract the best talent. Finally,
the issue of culture fit also acts as a potential
issue since the bureaucratic, government-
focused nature of operations is not always
conducive to the interests of customer
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centricity and requires a radical mindset
change in potential candidates to be able to
cope with the operating realities.

In developing HR plans, input is required from
a variety of different leaders across the SOE.
The key idea is that the entire agency must
buy into the strategy and the process behind
the same. Although the HR department is

the major player in the development and
implementation of workforce planning, all
levels of the organization are responsible too
for overall successful HR planning.

The responsibility matrix below (refer Table
37) illustrates the activities that complement
and are necessary for the SOE’s workforce
planning to be successful. The idea behind
this is to illustrate the process of workplace

planning and its dependency on various
levels of the organization to render efficient
of Human Resource Management (HRM)
processes and make the organization capable
of attracting the best in market diverse talent.

Box 39 (on the next page) provides a country
case study on evaluation and monitoring in
Poland.

To meet the growing HR needs of the SOEs,
both internal and external markets should

be used for recruitment. However, especially
in developing economies, SOEs generally go
in for tapping the external markets through
either print media advertising or government
recruitment websites. On the other hand,

the private sector has largely upgraded its
recruitment processes through outsourcing,

Table 37: HR Planning Activities Against Responsibilities

Activities

SOE leadership | Line managers HR specific

Conduct strategic planning

Conduct workforce planning

AN
AN

Develop HR strategies

AN
AN

Align employee expectation with HR strategies

Identify business functions

AN
AN D NI B N BN
AN

Assess and forecast capacity demand

Assess and forecast capacity supply

Analyze the competency gap or surplus

Analyze workload gap or surplus

Create staffing plans

Identify competencies

Create development plans

Implement development plans

Envision the desired workforce

AN IR N R N BN ANV

Measure results

Conduct succession planning

Develop capabilities

Train effective managers

Evaluate performance

Share success related to communications

NI RN RN
IR RN

Develop retention strategies

Achieve diversity

Assess budget implications

NI N N N N N N N N N N N N RN RN RN RN

Source: Adapted from IFC 2008.
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Box 39: Evaluation and Monitoring in Poland

In Poland, the fundamental assumption is that all strategies and programs will be subject to evaluation
and monitoring of their results. Hence, in the area of recruitment and selection, the following actions are

planned:

« Constant monitoring of vacancies against incoming applications;

« Comparative studies concerning the employment of candidates with a special focus on prevention of
biases with respect to gender, age, and similar negative attitudes;

 Fine-tuning of the recruitment monitoring and evaluation tools;

 Evaluating competition for high-level positions within the civil service corps.
Source: Aijadll, Kirsi. 2002. Public Sector, an Employer of Choice Report on the Competitive Public Employer

Project. OECD.

recruitment agencies, networking sites, and
so on, which attract a wider range of well-
qualified candidates. Hence, to recruit from
improved demography of candidates, SOEs
should expand their sources in tapping

the external market for human capital by

way of job fairs, college fairs, and campus
recruitments. In general, for higher levels in
SOEs, there is a heavy reliance on government
officials to be deployed for various leadership
functions in SOEs. This too is to be updated,
particularly concerning hiring independent
board members.

Training and development

Training and development have become key
issues for organizations worldwide, issues
that continue to gain center stage, being as
relevant for the public sector enterprises as
for the private. The strategies and policies
articulated by the SOE indicate the degree
of importance they give to the provision

of HR training and development. Normally,
such strategies aim to upgrade employees’
knowledge and raise the level of their
performance. Establishing a sound training
strategy and training policy must also involve
all the stakeholders of the organization. It is
very important to recognize that training and
development are strategic priorities rather
than simply tactical or knee-jerk responses.
Moreover, training and development policies
and corresponding implementing strategies
must be conceptualized as primarily a means
of assessing and addressing skill deficiencies
in the organization.

Talent management priorities in emerging
economies need to be tailored specifically to
the context. Improving workforce diversity,
particularly with regard to gender is a key
element in laying the groundwork for HR
policies in these countries. Further, these
economies are also largely characterized

by their fast-moving pace of changing
demography. The development of policies

in HRM, therefore, need to strike a balance
between the need for diversity inclusion and
the pace of demographic change.

Once the need for a training policy and
strategy has been accepted, the policy must
be fully documented and shared across

the organization. In a large organization, a
written policy also helps to communicate key
concerns to the whole workforce, integrating
them into its efforts and empowering them
in its implementation. The training policy
also emphasizes the goals and objectives

of the training rather than the methods and
procedures.

It is commonly observed that SOEs fail to
properly evaluate the real effects of their
training programs. Often, simply conducting
the training is seen as a success, with limited
focus on measuring the achievement of
learning objectives, skills and knowledge
transfer, and impact on job performance.

It is imperative that in addition to ensuring
continued incentives of undergoing training
among staff, SOEs also need to consider the
cost-effectiveness of training programs. It
is, therefore, critical for the SOE to always
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ensure alignment of the programs with the
organization’s larger business strategy and
goals. This translates to the necessity of a
strongly defined organizational strategy,
articulated in a clear HR policy.

The planning of training activities requires a
cogent understanding of the SOE goals as well
as a detailed assessment of the existing skills
and capacities of the employees. Further, it

is essential that organizations prioritize their
training programs and adopt training agendas
for a specific period, rather than have a
piecemeal and ad hoc training plan. In general,
annual training plans based on competency
analyses can avoid such ad hoc training.

It is essential to make the goals and objectives
of the training program clear. Employees can
then visualize their career goals and gain
interest in the training offered. If, however,
they are forced to attend a training program
where they see no added value, the effect may
be counterproductive. Organizational policies,
which force uninterested employees to

attend training courses, may lead to negative
attitudes and seriously limit the effectiveness
of the training. There have been multiple cases
of this occurrence among SOEs and public
sector organizations.

Another critical element for the training and
development of SOE staff is the need for the
induction of new employees. This should

be included in the organization’s overall
training plan. Such training serves to make
new employees more quickly aware of the
organization’s culture, mission, philosophy,
and work expectations. Effective induction

Notes:

1 Mintzberg, Henry. 2004. The Rise and Fall of Strategic
Planning. USA: Prentice Hall.

2 Hamalian, John S. 2014. 10 Elements of a Great Strategy.
Pex Network. https://www.processexcellencenetwork.com/
innovation/articles/10-elements-of-a-great-strategy.

3 Jurevicius, Ovidijus. 2013. “Strategic Management &
Strategic Planning Process.” Strategic Management Insight.
https://www.strategicmanagementinsight.com/topics/
strategic-planning-process.html.

4 David, F. R. 2009. Strategic Management: Concepts and
Cases, 12th ed. FT Prentice Hall

5 Rothaermel, F. T. 2012. Strategic Management: Concepts
and Cases. McGraw-Hill/Irwin

training usually emphasizes the basic skills and
knowledge that new employees need to settle
in and start doing their jobs effectively. These
should be created per SOE’s development
plans and can be used to assess the skill

sets brought by new employees in designing
further training if required.

Evaluation of training is the final step in

the training process in any organization. Its
function is to help in identifying and rectifying
any error made in the implementation of

the training strategy. The success of the
entire training process thus depends upon
the development of the right kind of metrics
and tools for measuring its effectiveness.
Various training and development tools can
be employed to ensure the competitiveness of
SOE staff as outlined in the Figure 28.

Figure 28: Training and Development Tools
Classroom
presentations

Computer

| On the job
Assisted Q training
Learning !
Group | Webinars
building
activities O
_ Behavioural
E-Learning Modelling

Source: Author’s consolidation.
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planning.html.

7 Benoit, Phillipe. 2019. Engaging State-Owned Enterprises
in Climate Action. Center on Global Energy Policy. School
of International and Public Affairs. https://energypolicy.
columbia.edu/sites/default/files/pictures/SOE%20Benoit-
CGEP_Report_090919.pdf.

8 Hartmann, Teresa. 2017. How Does Carbon Trading
Work? World Economic Forum. https://www.weforum.org/
agenda/2017/09/everything-you-need-to-know-about-
carbon-trading/.

9 Balanced Scorecard Institute. 2017. Balanced Scorecard
Basics. https://www.balancedscorecard.org/BSC-Basics/
About-the-Balanced-Scorecard.
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Part Il Module 2: Financial planning
and budgeting for SOEs

This session (module) covers the following topics:

Budgeting process and management in SOEs

Financing options for SOE service obligations

| |®




Learning objectives
By the end of this module, the participants will be able to

Do

\
* Understand the budgeting process for SOEs
* Understand the pros and cons of the various financing
options available
J

Ag e nd a Total time: 1 hour 15 min
Time Topic
15 min Introduction to the module
30 min Budgeting process and management in SOEs
. Financing options for service obligations, advantages, and
30 min .
disadvantages
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Introduction to the module

orld Bank’s Toolkit on Corporate Governance of State-Owned Enterprises and the
\/\/ OECD'’s guidelines on corporate governance of SOEs stress on the importance of

equitable treatment of SOEs in the marketplace, to ensure a level playing field and fair
competition in the marketplace.

With the SOEs often having both commercial and social objectives without distinct financing
sources, there is a greater need for prudent financial planning to fulfil the SOEs’ service
obligations. Financial planning encompasses the budgeting process (including appraisals of
SOE investment proposals) as well as finding the optimal financing mix, which enables the SOEs’
financial sustainability. These themes are explored in this module as outlined in Figure 29.

Figure 29: Coverage of the Module

Budgeting and Financing options
management

Explores the process of budget Explores the means of
planning and management for financing the investment
approved investment decisions proposals through various
as well as other aspects sources

Source: Adapted from World Bank 2014.
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Budgeting process and management in SOEs

The budgeting process helps translate a
company’s long-term vision and strategic
plans into operational plans with resources
allocated to help achieve annual/medium-
term targets. While this process is not always
adopted in the private sector, for SOEs in
particular, the budgeting process is important,
as their budgets are often published as part
of the state budgets (at a consolidated level).

Additionally, there is a relationship between the

state budget and the SOEs budget, given the
direct and indirect financial support provided
by the state to SOEs (budget transfers, capital
infusions, loans, subsidies, preferential tax
treatment, treasury guarantees, and so on)

as well as the revenues received by the state
from SOEs in the form of dividends, loan
repayments, and any other transfer to the
state.

Figure 30 illustrates the high-level steps
toward developing and managing the annual
budget.

Finalizing the budget framework: As a

first step to translating strategy into an
operational plan, it is important to understand
the framework, in which budget decisions are
made annually. This framework is primarily
based on the annual targets to be achieved,
which can include and are defined for both
commercial and non-commercial (social and
economic development) indicators. These
targets are finalized and negotiated between
the state and the SOE board (refer balancing
commercial and public service obligations
and performance agreements). Performance
agreements are used as a tool to guide such
negotiations and develop the framework for
budget preparation.

The state plays a key role here in defining any
soft/hard budget constraints, the quantum

of any budget transfers, and providing
guidelines for the budget preparation
process. SOEs are often subject to the state’s
budget laws because of their ownership and
mandates, which merit public disclosure and

transparency. Sometimes this can restrict
the board’s autonomy due to the SOES’
dependence on public finance.

The framework for budget decisions should
also factor various internal and external
factors that can have an impact on SOEs
operations. The external factors include
market outlooks and risks, access and cost

of equity and debt financing, the budgetary
priorities of the state and the resources
allocated toward SOE financing. Internal
factors can include any profit expectation/loss

Figure 30: Overview of Budget Preparation
and Management Process

Finalizing the budget framework
(includes budget constraints, profits,
dividends, returns, financial and
nonfinancial performance targets and
other external factors)

Preparing the high-level budget
forecasts (estimation of expenditure
requirements - capital and committed,
revenue forecasts and financing
requirements - equity and debt,
estimated profits/losses, contingent
liability provisions, and so on)

Developing the detailed budget
(capital and recurrent revenues and
expenditure and financing plan, cash
flow statements and projected balance
sheets) and approval by the state

Budget allocation to designated
spending units for specific activities (in
line with cash plan) and execution

Monitoring budget execution periodically
(monthly/quarterly) for any mid-course
corrections

Source: Author’s consolidation
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from previous years, committed and recurrent
expenditure on tax liabilities, debt servicing,
dividends, investor exits, capital investment
plans, maintenance/sale of assets, among
others. SOEs also need to factor in the risk of
realization of contingent liabilities, which may
have an impact on the budget implementation/
execution and may need to be provisioned for
in the annual budget.

Preparing the high-level budget forecasts:
Following the deliberations and finalization

of the budget framework, the next step is to
prepare the budget forecasts with realistic
projections of revenues and expenditure in line
with the budget framework.

For SOEs with commercial objectives, the
forecasting of revenues through their
commercial activities requires a strong
understanding of the market outlook and the
sector in which the SOE operates, particularly
concerning any competitor they may have
from private sector counterparts. Other
sources of revenues would include budget
transfers and other direct forms of support
from the state to ideally fulfil any public
service obligation or to finance the SOEs’
operations when the overall mandate is non-
commercial. The state typically communicates
the overall ceiling of these budget transfers
to the SOE, and any additional assistance, if
needed, can be negotiated between the SOE
board and the state.

Expenditure forecasts predominantly

include committed/recurrent expenditure

on payroll, pensions (if any), operation and
maintenance of capital assets, tax obligations,
debt servicing costs, and committed project
expenditure, among others. These typically
have to be adjusted for inflationary effects
and any other such parameter, which may
have a bearing on the overall expenditure
requirements for these components.
Expenditure forecasts should also include

the estimates of planned capital investments
for the year, selected from the pipeline

of appraised projects during the budget
preparation phase. The decisions regarding
planned capital investments are typically
based on the resource availability and the
priority of these investments (often discussed
in consultation with the state).

As mentioned above, the budget should
include projections of realistic revenues

and expenditure, both recurrent and capital,
for aforementioned external and internal
factors that have a bearing on the SOES’
operations. A critical activity in this stage is
to subsequently develop the financing plan
for fulfilling commercial and public service
obligations, to balance the SOEs budget, and
identify any financing gap to be bridged. This
exercise helps identify the quantum of debt
to be availed by the SOE if its expenditure
requirements cannot be met by its revenues
and any transfer from the state. This will
further help the SOE to define the optimal
sources, cost, and other terms of debt, based
on its risk appetite. This is further outlined in
Part I, Module 2 Topic 3 (Financing options for
service obligations).

While preparing the budget forecasts, it is also
important to take the timing of the receipts
and disbursements throughout the year into
account. Consequently, the financial plan plays
an important role in outlining these inflows and
outflows to identify any cash flow mismatches
that may impact the SOEs financial operations.
The SOE should adequately invest in projecting
the cash flows for the year to guide the budget
execution process.

Developing a detailed budget: Translating
these forecasts into a detailed budget is the
next stage of the budgeting process. The

form and contents of the budgets should
synchronize with the format in which the
annual accounts are presented and conform to
any guideline prescribed by the state.

The budget should include the following:

e Budgeted income and expenditure
statement for the year

e Budgeted balance sheet at the end of the
year

e Cash flow statement for the year

e Budgeted capital expenditure together
with an action plan

The formats for the budget preparation are
typically prescribed by the state, along with
the chart of accounts, which outline unique
codes for various components of the budget
estimates. Conformance with the chart of
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accounts is a key requirement to allow the
state to aggregate and analyze budget
estimates from the various SOEs.

In addition to the above, good practice
dictates that medium-term estimates of the
income, expenditure, and financing plan should
be prepared for the budget year as well as the
following three years. The respective state’s
budget laws and guidelines often mandate this
practice.

The preparation of the detailed budget often
involves the submission of revenue and
expenditure estimates from any of the subunits
of the SOE, which are reviewed by the central
unit and subsequently aggregated to develop
the final budget estimates. Alternatively, the
estimates can also be prepared centrally
based on the institutional structure of the SOE
and the availability of information. Information
Technology (IT) systems for financial
management play a key role in facilitating

the budget preparation process by recording
information on payroll, debt, and capital
expenditure, among others.

After the budget is prepared and finalized by
the SOE, it is formally submitted for approval
to the state (depending on the prevailing
legislation). The budget is then negotiated
with the ownership entity (optional based on
prevailing legislation) and more importantly,
with the Treasury/Ministry of Finance (varies
based on country context). The finalized
budget then becomes the basis for the SOEs’
financial operations during the year.

Budget allocation and execution:

Following the finalization of the budget
estimates, the SOE can commence its financial
operations for the year, which begin with the
process of allocating the budget among any
spending unit (based on the organizational
structure of the SOE), based on which
expenditure can be incurred. The allocation

of the budget should take the spending needs

of the concerned sub-unit (categories and
quantum of expenditure) into consideration.
This is followed by the cash allocation of the
budget to the spending units, which should
consider the timing of the expenditure needs.
The efficient allocation of cash can help in
better management of the SOEs’ finances
by reducing the possibility of idle cash
balances (which can be invested in short-
term instruments) or cash flow deficits (that
would require additional in-year short-term
borrowings to manage).

Following the allocation of the budget and
cash to the subunits of the SOE, the respective
units can subsequently incur expenditure

with the necessary documentation (invoices/
bills) in place for maintaining the audit trail.
Budget allocation and execution can also be
conducted in a centralized manner, where

the spending units of the SOE can submit
expenditure requests to a central unit with the
required documentation, and subsequently,
the requested funds are transferred post
mandated budget and proprietary checks.

Monitoring budget execution: In parallel to
the budget execution progress throughout
the year, it is also important to establish
effective reporting mechanisms to monitor
this progress and make any mid-course
corrections per requirement. Periodic
reporting to the SOE’s management and board
on a monthly/quarterly basis will help identify
any component of the budget estimates,
which need to be revised. Examples of the
same can include any shortfall or surplus in
revenue, which can be used to increase the
planned expenditure for the year/or reduce
the amount of debt to be availed by the SOE
for the year. The state also requires periodic
progress reports of the budget execution in
its capacity as an owner to allow for effective
fiscal oversight.
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SOEs, while benefiting from different types of
direct or indirect financial or fiscal support
from the state, still require exploring alternate
sources of finance to fulfil their commercial
objectives.

This topic explores various sources of
financing available to SOEs to fulfil both their
commercial and non-commercial service
obligations. It covers various financing sources
and instruments, financing mechanisms, and
their various advantages and disadvantages.
Additionally, it includes different forms of
financial and fiscal support extended to SOEs
by the state (direct—such as budget transfers,
loans, and so on; indirect—preferential

tax treatment, access to credit, treasury
guarantees, and so on).

For non-state sources, SOEs can generate
financing through two channels - internal and
external financing. Alternatively, public-private
partnerships (PPPs) may also be explored

for large-scale project financing. Internal
financing can be generated through the sale
of assets, reinvestment of business profits,
and reducing the working capital. However, in
most developing countries, SOEs often face
difficulties in raising internal finance, owing
to low profitability and over-reliance on state
funding.

In contrast to the above, SOEs often explore
external financing that can be raised

through various financial instruments and
mechanisms from various financial institutions/
service providers that expect to receive a
return based on the nature of the financial
instrument. These sources include public

and private equity, bank loans from state and
private financial institutions, bond issuances,
and grants/budgetary transfers from the
state. The following describes various types of
financial instruments typically availed by SOEs:

Equity: Equity investment is a financing tool
provided to the recipient by an investor in
exchange for partial ownership of the SOE
(since the majority equity is held by the state

Financing options for service obligations
(including advantages and disadvantages)

in its capacity as an owner), typically in the
form of the acquisition of share. An investor,
based on an agreed-upon valuation, acquires
shares in the company. The provider (called
a shareholder after acquiring the shares)

can at a later stage either sell these shares
to another investor or sell them back to the
recipient to realize the gains if any. In some
cases, the recipient may also reward the
shareholder by paying periodic cash payments
called dividends, but this is usually the case
only with large and established corporations.

This type of financing can take the form of
either private or public equity. Private equity
is provided through privately negotiated
transactions between the provider and the
recipient. Public equity, on the contrary, refers
to financing raised from retail investors (or the
public) and institutional investors by offering
the shares for sale on a stock market (also
referred to as ‘listing’ the entity) in an initial
public offering (IPO). Larger companies mostly
do this.

These companies, called public listed
companies after the IPO, can subsequently
approach the general public or private-equity
providers for additional financing (refer Box
40 on the next page for case studies).

Loans from financial institutions: Bank loans
are a type of debt instrument, in which the
amount (principal) borrowed from a bank must
be repaid by the recipient with interest. Bank
loans have a fixed period for repayment, along
with a fixed or variable rate of interest that are
payable periodically. Usually, repayment starts
immediately after a recipient takes out the
loan. However, in some cases, a grace period
(also known as moratorium period) is offered,
during which no repayment is required, but
interest nevertheless continues to accrue.
Loans can be secured (which means the
recipient’s assets are provided as security

or collateral) or unsecured (in which case no
security is provided). Such loans are availed by
SOEs from both commercial banks and state-
owned banks, often with preferred access to
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financing. This includes loans at below-market
interest rates with favorable terms. SOEs
often receive preferential treatment in private
financial markets with an implicit or explicit
guarantee by the state against default of the
SOE debt.

Bond issuances: Bonds, also known as fixed-
income instruments, are a type of debt
instrument, in which the bond issuer (that is,
the finance recipient) borrows a sum from the
bond purchaser (that is, the finance provider)
and returns that sum to the purchaser (or
current bondholder) upon the maturity of the
bond, while additionally paying periodic sums
of interest. There are two key differences
between bonds and bank loans:

e Bonds typically have a longer duration
than loans

e There is a market where bonds can be
bought and sold among investors

Grants/budgetary transfers from the state:
Grants are financial transfers, typically
provided by the state in its capacity as an
owner. The money does not have to be repaid
and is usually exempt from tax. Grants can

fill financing gaps when other sources of
capital are not easily available or accessible
and are often used to finance SOEs fulfilling
specific public policy objectives/public

service obligations. They can also be used in
structures such as results-based financing or
blended finance. The state, as a grant provider,
does not expect any financial return. However,
it also closely monitors the development
impact of programs it has financed.

Although such support is usually justified
because SOEs fulfil special public functions
or provide non-commercial services, direct
funding can create market distortions,
particularly when funds are used to cross-
subsidize commercial services or products.
Budget funding may also exceed company
needs, in which case SOEs may pursue
business strategies that affect the market
structure in which they operate, strategies
they would not have pursued otherwise.
For example, easy access to financing may
allow very rapid SOE growth, enabling these
enterprises to secure a dominant position
over their competitors or to adopt aggressive
acquisition strategies that may lead to

Box 40: Listing of SOEs on the Stock Exchange

Many countries are subjecting large SOEs to capital market discipline by listing shares of corporatized
SOEs on the stock markets and applying the more stringent governance requirements under securities
laws. Such laws contain stronger requirements for independent directors on the board, treat minority
shareholders fairly, and mandate comprehensive and timely financial and nonfinancial reporting. Listing
also exposes SOEs to capital market scrutiny through oversight of expert analysts, rating agencies, and

the financial media.

Major emerging market countries such as Brazil, China, India, Indonesia, Malaysia, and the Russian
Federation have listed large SOEs on both domestic and international capital markets. Large SOEs have
also been listed on stock exchanges in such diverse countries as Colombia, Kenya, Pakistan, Peru, South
Africa, and Vietnam. Indeed, several successful listed SOEs are recognized as world leaders, such as
Petrobras, Ecopetrol, Sabesp, and ISAGEN in Latin America.

Listing large SOEs on the stock exchange gives SOEs access to alternative sources of financing and
provides greater flexibility for adjusting their capital structure, while contributing to the development of
the capital markets. Listing also exposes SOEs to market dynamics and provides a measure of market

valuation of net worth.

It is also a powerful starting point for strengthening SOE commitment to corporate governance.

Listed SOEs come under the same regulation and scrutiny as other listed companies, including the
oversight of the securities regulator, the stock exchange, and for financial institutions, the central bank
or supervisory authority. Exercising regulatory oversight over very large and prominent SOEs can be
difficult and requires support and capacity from the relevant parts of the government. Through a stock
listing, minority shareholders may also apply pressure and monitor the firm in ways that complement

monitoring by lenders.

Source: World Bank Group. 2014. Corporate Governance of State-Owned Enterprises: A Toolkit. Washington, DC:

World Bank.
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excessive market concentration. For these
reasons, many countries have chosen to
reduce direct support to SOEs, especially to
those that operate in competitive markets.

Financial instruments vary significantly on
aspects such as their effect on ownership,
level of operational influence, costs, risks,
degree of liquidity, and tenure (the typical time
the investment is held, or before repayment is
due). Determining the suitability of a specific
financing instrument thus entails an evaluation

Table 38 presents a comparison of the
aforementioned financing instruments.

These instruments traditionally involve a
finance provider making capital available to
the SOE for an acceptable level of risk and
collecting the associated reward. Different
finance providers have different risk appetites
and return expectations. As a consequence,
they provide financing via different financial
instruments that reflect these differences.
Also, depending on the type of financing

of the SOEs characteristics, needs, and

limitations.

provided and the nature of the provider’s
operations, approaching different providers

Table 38: Comparison of Financing Instruments

finance provider

. Grants/Budget
Parameter Equity Debt (Loans) Bonds transfers
Acquisition of Yes No No No
ownership
Board Sometimes No No Sometimes
representation
Strategic Sometimes No No Sometimes
support
Risk share of the | High Low Low —

Form of returns

Gains/losses following

Interest payments

Fixed interest

No monetary

memorandum/articles
for a company or
charter for a
non-corporate entity

bonds, only certain
uses of proceeds are
eligible)

for the finance resale of shares (based | as an annual payments, possible returns
provider on increase/decrease in | percentage of the | market-based sale expected
share prices); dividends | principal of bonds to other
investors (with gains
based on changes in
the market price of
bonds)
Cost of capital High Medium Low —
Tenure Usually 5-7 years Depends on the Mostly long-term, but —
purpose (can be | bonds with shorter
as low as a few tenures also exist
months, and as
high as 15 years
or longer)
Use of funds Mostly unrestricted Often restricted Sometimes restricted Usually
subject to (for example, for green | restricted

Repayment / Exit

The finance provider
realizes returns by
selling equity shares
acquired as part of
the investment (exit
strategy); buy back.

A principal
must be repaid
according to
an agreed
repayment
schedule along
with interest

A principal must be
repaid along with
interest according to
an agreed repayment
schedule.

Periodic payments may
include no more than
interest, with principal
repaid all at once upon
bond maturity.

Source: Adapted from Deutsche Gesellschaft fur Internationale Zusammenarbeit (GiZ) 2018.
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entails different processes of assessing the
viability of the financing, signing, and closing
the financing, and exiting.

Table 39 provides an overview of finance
providers and the instruments they typically
use to provide funding.

These financing instruments have evolved into
financing mechanisms, which are innovative
structures that modify the traditional risk-
return relationship by sharing and distributing
risk among the participating actors by

combining two or more financing mechanisms.

These financing mechanisms include PPPs,
value-chain financing, blended financing,
project financing, results-based financing,
and thematic bonds (impact bonds/green
bonds, and so on), among others. Detailed
explanations of these financing mechanisms,
the flow of funds, and the advantages and
disadvantages of each mechanism are
provided in Appendix 1B.

SOEs can benefit from availing such financing
mechanisms, which can be tailored to suit
specific financing needs based on the
economic sector in which they operate.

While a range of financial instruments and
mechanisms are available to SOEs with their
relative advantages and disadvantages, it is
imperative to find the optimal mix of these
financing instruments and mechanisms to be
used to finance the SOEs service obligations,
which is referred to as capital structuring.

The state, in its capacity as an owner, often
defines specific guidelines/rules regarding the
SOEs’ capital structure. This is an important
consideration because it concerns

e How and at what cost SOEs finance
their operations (mix of equity and debt
financing) and

e How SOEs use these capital resources
(including grants) to create value for their
investors and the public (refer balancing
commercial and public service obligations
in the previous module).

These financing decisions have an impact on
the SOEs’ capital structure throughout the
SOEs from the establishment of the company
(based on planned capital investment needs
and relative cost of debt and equity) and
throughout the corporate life cycle, based

on the interplay between company profits

(or losses), the financial returns required by
investors, including the state (in the form of
dividends or rate-of-return expectations), and
decisions to infuse fresh funds. Raising equity,
in particular, may require state approval, given
the potential impact of diluting the state’s
majority shareholding. Consequently, the SOE
boards need to understand various financing
options and their advantages/disadvantages
(particularly for the cost of capital, financing
tenure, and investor/finance provider exit
process), within the context of the capital
structuring decisions and the need to balance
commercial and social objectives of the SOE.

Table 39: Finance Providers and Typical Financing Instruments

Finance provider Equity Loans Bonds Grants
State (as an owner) A o |
Private equity funds M

Commercial banks

e e @ ;
Pension and sovereign funds M 4}

Corporates (ventures) M M 4] [}

Source: Adapted from GiZ 2018.
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Appendix A3.2A Detailed description of financing mechanisms™

Public-private partnerships (PPPs)

In a PPP arrangement, a government authority
enters into a contract with a special purpose
vehicle (SPV), a private project company
formed by the private sector project developer
specifically to finance, build, and operate the
infrastructure project for a period of up to

30 years. This is typically a cash-flow-based
arrangement, in which anticipated cash flows
from the project are a key consideration in the
provision of financing.

A generalized schematic of various financial
flows taking place under a PPP structure is
presented in Figure 31.

Figure 31: Flow of Funds in PPP Arrangement

The finance recipient in a PPP is the SPV.

The private party that has been awarded

the contract is responsible for identifying

the finance providers. This may include
equity investments provided by the SPV’s
shareholders, loans provided by banks,
proceeds from the sale of bonds, or other
financial instruments (for example, mezzanine
finance).

The underlying revenue model provides SPVs
with the opportunity to generate cash flows
sufficient to recover their costs and pay the
finance providers. The SPV can generate
revenues through one of three primary
modalities used alone or in combination:

— —» Nonfinancial flow

— Financial flow

Government contracting authority

| T
PPP contracts | Sub5|d|'es & payments,
of applicable
I
Contractors for: Repayment
. i i ; Finance providers
Engineering Services Special & returns " p
procurement and — -5 PuUrpose — 5 Inc ud_mg. _
construction p » Equity pro_wders
« Operations and — Vehicle <«——— « Debt providers
maintenance Payments (SPV) Financing
I
. Infrastructure I Infrastructure
Provider services | users
|
. Recipient +
Other parties

Users of the infrastructure

Source: Adapted from GiZ 2018.
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e Payment by public authorities: This
modality applies to sectors and/or large
projects that are very capital intensive and
in which covering costs solely through

user payments would be nearly impossible.

It could also be applied to areas in which
future project cash flows are uncertain
(Annuity Model).

e User fees or tariffs: In these cases, the
private party is paid directly by the users
of the infrastructure asset. A typical
example would be large renewable energy
projects that are paid by the local power
company based on a feed-in tariff set by
the local regulator.

e Shadow fees/tolls: An intermediate way
of allowing the private-sector partner
to share in the financial benefits of the
project is to base the public payment on
shadow fees or tolls. While in this case, the
actual users do not directly pay anything
for using the infrastructure asset, public
authorities pay the private partners based
on the number of users benefiting from
the asset. This mechanism is often used
for road projects.

Funding for PPP projects can include both
equity and debt capital providers. Equity
investors may include the owners of the
SPV (typically the project’s developers, the
engineering or construction companies
involved, and any relevant infrastructure-
management company) and external private
equity funds.

Unlike other infrastructure financing
mechanisms, PPPs typically have a large
debt component that may be as high as 70
percent to 90 percent of the total project
cost. A higher proportion of debt in the
overall funding structure means that the
equity providers have a higher potential for
return since debt is cheaper than equity and
interest is an allowable expenditure for tax
purposes. The lenders to PPP projects in
developing countries may include commercial
banks, development finance institutions
(DFls), multilateral institutions, or institutional

investors such as pension and sovereign funds.

In assessing the project’s financial viability,
lenders assess whether expected revenues (as

ascertained by the project’s payment modality,
as explained above) will be enough to cover
the interest and loan-repayment amounts. If
the project is expected to generate robust and
certain future revenues, lenders tend to be
more willing to provide financing.

Blended finance

Blended finance, aimed at catalyzing private
sector activity, can take numerous forms,
including tools that facilitate financing flows
by providing support mechanisms (grants,
guarantees) or as complementary financing
(grants, equity, debt). All of these helps to
create stronger incentives for private entities
to invest in strategic sectors. Examples of such
instruments include the following:

¢ Guarantees from DFIs that help reduce the

risk inherent in projects

e Grants that can be used to defray the
costs of setting up an investment vehicle

e Concessional finance with below-market
terms or rates for the borrower, which can
help lower overall project costs and/or
enhance potential risk-adjusted returns

¢ A junior equity position in a co-financing
structure that absorbs a higher level of
risk than what other investors are willing to
assume

The objectives of blending are often achieved
in combination with nonfinancial instruments.
These could include a range of technical-
assistance interventions such as facilitating
access to information and data; supporting
financial-product development and feasibility
studies; providing technical assistance to
recipients, fund managers, governments

and other market players; and facilitating
networking and policy dialogue.

One of the commonly used mechanisms
within blended finance involves different

loss tranches. In this model, equity or debt-
capital investments are divided into different
tranches to attract investors with different risk
appetites.

In so-called waterfall structures (as illustrated
in Figure 32 on the next page), higher or
‘senior’ tiers receive repayment deriving from
lending or investing activities first, and are
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thus safer investments, while lower or ‘junior’
tiers receive payment only after the higher-
tiered finance providers are paid in full.

In the case of losses, the lowest tranche—the
equity/first-loss tranche (C shares as illustrated
in Figure 32, often bought by the government
or philanthropic organization)—absorbs the
initial losses, followed by the mezzanine
tranches (commonly bought by DFls), again
followed by more senior tranches. The

senior tranches are attractive for risk-averse
investors such as pension funds or insurers, as
finance providers with a more senior position
are expected to be insulated from default risk
through the absorption of losses by the junior
tranches.

Project finance

Project finance differs from traditional
corporate financing arrangements, in which
financing is based on the assets, liabilities, and
business reputation of the project developer.
Project finance allows for what is known as
ring-fencing, by decoupling the project’s

Figure 32: Flow of Funds in Blended Finance

financing from the project developer’s assets,
liabilities, and cash flows. Thus, it is also
called off-balance-sheet finance. In corporate
finance, if a project fails, the finance providers
do not necessarily suffer if the company
owning the project remains financially viable.

In project finance, if the project fails or the
SPV fails to meet its obligations, the finance
providers can expect significant losses. In such
cases, finance providers seeking to recover
their investments have recourse only to the
assets of the SPV. This is called non-recourse
finance. More common, however, is limited-
recourse finance, in which the providers have
some (limited) recourse to the sponsor’s
assets beyond the assets of the SPV.

Project finance ensures the opportunity to
provide long-term financing as long as the
project in question is well structured and
economically viable, even if the developer’s
resources are insufficient to carry out the
project. With various contracts, insurance
products and complex financing and risk-
mitigation structures, it allows for the
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Source: Adapted from GiZ 2018.
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allocation of project risk, among those who
are the best able to manage and control that
exposure.

Project finance usually includes a large up-
front investment, a long utilization term, and a
long repayment term. The financing is usually
provided in the form of long-term loans to the
SPV. It is secured by the project’s assets and
repaid from the project’s cash flows. The flow
of funds is illustrated in Figure 33.

For project finance, the finance recipient is
the SPV set up to implement a task, such as
a large infrastructure development project.
The project-owning company thus has no
asset other than the project itself. Once
constructed, the project is typically managed

Figure 33: Flow of Funds in Project Finance

by a professional management company and
is expected to generate enough cash flow to
pay back the loan principal and interest to the
banks as well as to generate a dividend for the
shareholders. The cash flows come from the
income generated by the project operations,
for instance in the form of concession fees

in the case of a road, airport or port, or from
the sales of electricity from a hydropower
plant. Due to its complex structure and long-
term commitment, project financing requires
sound financial modeling. Risk identification
and allocation are key components of project
finance. Projects may be subject to several
technical, environmental, economic, and
political risks, particularly in developing
countries.

Dividends
Shareholders
-—
Equity financing
Management
Management contract
company

Debt repayment,
interest payment

Debt providers Commercial bank

Debt
financing

Pre-financing

Construction
contract

Special
Purpose

Vehicle
(SPV)

Construction

company
consortium

Project operations R—

Construction and
implementation

Concession fee,

if applicable
Customers/users
,,,,,,,,,,,,,,,, » Nonfinancial flow Provider Other parties
——— Financial flow B Recepient B Intermediaries

Source: Adapted from GiZ 2018.




Part Il Module 2: Financial planning and budgeting for SOEs 211

Results-based financing (RBF) — Impact
bonds

RBF seeks to mobilize additional financing
from investors that would not normally
consider investing in the social sector due to
low expected returns. Despite the variety of
models, RBF mechanisms are based on a few
common principles, identified below.

e Disbursement of funds is contingent on
the delivery of predetermined outcomes.

e The private sector (and non-profit sector)
has discretion over how results are
achieved, thus allowing for product and
service innovation.

¢ |Independent verification acts as the
trigger for disbursement.

Impact bonds combine impact investing, RBF,
and PPP concepts. In an impact bond, private
investors provide up-front capital for social
services that are repaid by an outcome funder
if the agreed-upon outcomes have been
achieved.

The flow of funds under this model

depends on the exact nature of the RBF
mechanism. For illustration purposes, this
section describes impact bonds, which are
increasing in importance in both the social
and development sectors. Most impact bonds
involve three types of actors:

e The investors, who are typically return-
seeking, impact investors or venture
philanthropists that provide up-front
capital to social organizations

e A non-profit organization or social
enterprise often called a service provider
that delivers products and services to the
target group

e The outcome funder, usually a
government, development agency or
philanthropic organization that promises
to repay the investors if the agreed
outcome is achieved with the addition of
a predetermined bonus representing the
return on investment.

Other actors in this model include evaluators
that verify whether agreed-upon outcomes
have been achieved and intermediaries

that perform tasks such as designing the
bond, helping to raise capital, and arranging
negotiations among the participants. In many
cases, external legal and technical know-how
is required from lawyers and sector or impact
experts, sometimes called technical-assistance
providers or simply experts.

Figure 34 on the next page explains the
process and the flow of funds using the
structure and process of the first social-impact
bonds in the United Kingdom as an example.

¢ An intermediary issues a bond to a (social)
investor and receives the capital (step 1).

¢ The intermediary transfers the money to
one or several social organizations (step
2).

e Social organizations use the funds as
working capital to scale and improve the
outcome of a preventive program. The
work can be coordinated and monitored
by an intermediary (step 3).

e At the end of the contract period
(3-10 years), an independent evaluator
determines whether the agreed-upon
outcomes have been achieved based on
the government contract. If a positive
evaluation is provided, the intermediary
is paid a previously agreed amount. This
may take the form of a percentage of
the government savings created through
the achievement of the outcomes, for
example. If the evaluation is negative, the
government (that is, the outcome payer)
funder does not owe anything (step 4).

e Only in the case of success would the
intermediary repay the original (social)
investor, the equivalent of the principal
and a return on investment, the size of
which may vary depending upon the
service providers’ performance (step 5).
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Figure 34: Flow of funds in impact bonds
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Source: Adapted from GiZ 2018.

Appendix A3.2B Business Case and Investment Plan Review

The Business Case and Investment Plan model The SOE needs to establish the business
sets out the structure for preparing investment case for the investment proposals across the
proposals for projects initiated by SOEs. It puts following dimensions:

into practice the project cycle and is prepared
in line with a model, which takes into account
six interdependent dimensions shown in Table
40 and outlined further below.

Strategic dimension
The strategic element should provide the
background to the proposal and describe

Table 40: Six Interdependent Dimensions for Project Cycle

Dimensions Description

Strategic dimension What is the rationale for this intervention? How does it relate to the
company’s business plan and development objectives of the government?

Economic dimension How does the proposed business case or the investment optimize the
public value and how this is achieved?

Commercial dimension Is this intervention commercially feasible? Could a realistic and commercial
deal be developed?

Financial dimension Is this project affordable? How much will this project cost? How would this
project be funded?

Social, environmental, and What are the social and environmental implications of this project? What are

climate dimension the climate risks and adaptation needs?

Implementation dimension How would this project be delivered effectively?

Source: Adapted from HM Treasury 2013.
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the objectives to be achieved. Accordingly,
the strategic policy context and how this
intervention fits with the broad sectoral or
national policy and the SOEs business plan
should be explained. As such, the strategic
element should aim to address the following
aspects:

e Set out the rationale for intervention
describing the current situation and
desired outcome and gaps between the
current situation the intervention aims to
achieve;

¢ |dentify a clear need, specify outputs, and
ascertain the extent of current and future
demand for the intervention;

e Demonstrate the strategic alignment for
the proposed program to government’s
development agenda/sectoral agenda, the
vision and the mission of the SOE and its
core values;

e Establish the SMART investment
objectives, existing arrangements, and
business needs in line with the business
plan;

e Consider the potential business scope
and key service and public service
requirements; and

¢ |dentify potential strengths, weaknesses,
opportunities, and threats (SWOT analysis)

Economic dimension

The economic element comprises key
analytical components of a business case
and investment plan and evaluates the

Figure 35: Sample Options Analysis

economic costs and benefits of the proposed
intervention to the society. This section
elaborates how the proposed business case or
the investment plan would optimize the public
value and how this is achieved by identifying
and evaluating different achievable and
realistic alternatives, in terms of how well they
meet the spending objectives by subjecting

a selected number of options, known as ‘the
shortlist’, to cost-benefit analysis. Accordingly,
the economic element should aim to address
the following:

¢ Along list of alternative options and initial
options analysis (refer Figure 35 for a
sample)

¢ A shortlist of at least four alternative
options and economic assessment of
these options including market analysis,
cost-benefit analysis, assessment of
non-monetary benefits, and risks and
uncertainties (refer Figure 36 for the
process of conducting a cost-benefit
analysis)

¢ The rationale for selecting the preferred
option

Commercial dimension

The commercial element will look at the
commercial feasibility of the proposed
intervention and assess if a realistic and
commercial deal could be developed.

This section will analyze the planning and
management of procurement, commercial
strategy of the business case, service
requirements contract management including

Project objective: Deliver a better Public Transport
Solution in the Western Province

Do Nothing e The current public transportation system remains as it is

Use Better e Conduct a time-table review to manage demand and
resoueces

e Conduct a network review to optimize use of routes

Improve Existing

e Integrate bus and rail transport systems to provide an
integrated public transportation solution

Introduce New

e Light Rail System
e Hybrid Buses

Source: Adapted from World Bank, 2014
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Figure 36: Process of Conducting a Cost-Benefit Analysis

Identify all the
outcomes (positive
and negative) that
might arise from
the proposed
change.

Apply a monetary
value to these

outcomes so they
can be compared.

Source: Adapted from World Bank 2014.

Figure 37: Key Elements of Commercial Dimension

Procurement Planning

Source: Adapted from World Bank 2014.

contractual milestones and delivery dates,
and identification of risks related to different
contracts/tenders, as outlined in Figure 37.

Financial dimension

Financial element aims to identify the
affordability and budget implications of

the preferred business case or investment
option. This section of the business case and
investment plan proposal requires the SOE to
set out the capital and revenue requirements
over the expected life span of the project,
together with an assessment of what impacts
the project would have on the SOEs balance
sheet, income and expenditure statements,
and the overall financial position. Under

this section, the SOE will be expected to
demonstrate the financing of the business
case—self-financing, private sector financing/
PPPs or budget funded, and provisions for
dealing with the financing of any time or cost
overruns. Accordingly, this element aims to
address the following:

e A description of the model and the costing
methodology used;

e All key assumptions in the model including
how these assumptions were derived
and agreed upon (for example, discount
rates, inflation, taxation, depreciation, cost
savings);

e A description of the proposed funding
arrangements;

e A sensitivity analysis to identify the impact

Discount all the
impacts, back to
a common time
period

Sum the present
values of the
benefits and costs
to identify net
benefits/costs

Contract Management

of changes in any assumption used on the
cash flow;

e Contingencies for risks and uncertainties,
including scenario testing on key
assumptions;

e (Capital and operating impacts on the SOE’s
finances; and

e Fiscal impacts on the SOE’s baseline.

Social and environmental dimension

This element aims to identify social and
environmental implications potentially
resulting from a proposed project and

steps that can be taken to avoid negative
environmental impacts or reduce them to
acceptable levels before they occur. New or
major infrastructure development projects will
be expected to undertake a comprehensive
social and environmental impact assessment,
whereas medium- and small-scale projects
would require providing an outline of the social
and environmental impact of the project.

The contents of the environmental and social
dimensions of a project are outlined in Figure 38
on the next page.

Implementation dimension

This element primarily evaluates the deliverability
of the business case. This should include a
delivery plan with comprehensive milestones, a
timeline and KPIs. The purpose of this dimension
is to demonstrate that robust arrangements
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Figure 38: Contents of Social and
Environmental Dimensions

Social dimension

e Resettlement of communities QVB

¢ Key social and cultural issues in 0) (0
the project’s area of influence 'OYAW

¢ Gender implications of the project
including contribution to women
empowerment and reducing risk of
gender-based violence (where applicable)

e Differently-abled friendly

Environment dimension

¢ |dentification of environmental
consideration, and exposure of the
proposed business case to environmental
hazards and climate change vulnerabilities

e Climate resilience and adoption plan
(disaster risk reduction)

£l , W
S

Source: Adapted from World Bank 2014.

are in place for the delivery, monitoring and
evaluation of the scheme, including feedback into
the organization’s strategic planning cycle (as
outlined in Figure 39).

Figure 39: Components of Implementation
Dimension

Project Management

Monitoring & Evaluation

Sustainability

Source: Adapted from World Bank 2014.

Demonstrating that the preferred option

can be successfully delivered requires
evidencing that the scheme is being managed
following the best practice, subjected to
independent assurance and that the necessary
arrangements are in place for change and
contract management, benefits realization,

and risk management. Accordingly, this section
should aim to answer the following:

¢ |s this proposal practically deliverable and
what is the sequencing of steps?

e Who is the implementing agency?
e When is the deadline?

10 GiZ. 2018. The GiZ Finance Guide. http://cdia.asia/wp-content/uploads/2018/08/Finance-Guide.pdf.
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Part Ill Module 3: Financial oversight
and decision-making

This session (module) covers the following topics:

Financial oversight arrangements in SOEs — Board level

Assessing financial performance and health of SOEs

Company’s capital gearing, dividend policy, and valuation

Subsidiary governance

= D1 [




Learning objectives

By the end of this module, the participants will be able to

N\
Describe the board’s role in financial oversight of SOEs

Discuss various indicators to assess financial
performance and health of SOEs through case studies

Describe the issues related to SOEs capital gearing,
dividend policy, and valuation

> ¢

Discuss the role of subsidiary board, board composition,
and related-party transactions

J

Agenda Total time: 2 hours 50 min

Time Topic

30 min Financial oversight arrangements in SOEs — Board level

45 min Assessing financial performance and health of SOEs

30 min Case study on the performance monitoring report

45 min Company'’s capital gearing, dividend policy, and valuation

20 min Subsidiary governance
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in SOEs — Board level

Financial stewardship

The SOE is required to keep appropriate
accounting records and to issue financial
statements to ensure accountability to capital
providers and proper use of assets. Such
financial stewardship aims to make available
historical financial information at a level of
detail that enables the entity’s performance
to be assessed in its own right and to provide
information about the entity’s positioning for
the future.

The International Accounting Standards Board
(IASB) describes the role of stewardship in
financial reporting as providing information
useful in assessing how the management has
fulfilled its stewardship responsibility as that
is part of the overall objective of providing
information useful in making resource
allocation decisions.

Role of the board and audit committee
in financial oversight

The board’s financial oversight of the SOE’s
activities is required to ensure financial
stewardship and provide users with the
appropriate information to make decisions.
In most countries, company law or its
equivalent, and other statutory and reporting
requirements hold directors responsible for a
broad range of matters, including
e Maintenance of proper accounting
records, including the review, approval,
and monitoring of capital and management
budgets and performance.

e Disclosure of the company’s financial
position, changes in that position and
performance, and the publication of
financial statements on at least an annual
basis and more often if required (see Part
IV, Module 2, ‘Financial Reporting of SOES’).

e Establishing and monitoring proper
internal controls (see Part IV, Module 1,
‘Understanding the Control Environment
including internal and external controls’).

Financial oversight arrangements

e Assurance that appropriate external
controls and audit are in place and
operating (see Part IV, Module 1,
‘Understanding the Control Environment
including internal and external controls’).

The directors’ role is to ensure conformance
and compliance with state’s expectations
when the state is the sole shareholder or all
shareholders including minority shareholders
when the state is not the sole shareholder, and
regulatory requirements. In many countries,

an audit committee (see Part I, Module 1) of
the board will be mandated by regulation and
delegated to reviewing the company’s financial
statements and other financial information.

In general, despite the existence of an audit
committee, it is still every director’s role to
ensure that financial information is understood
and sufficient to make informed judgments
and decisions. A director must act in the

SOE’s and the shareowners’ best interests.

In particular, they include a duty of care and
diligence and the fiduciary duty of all directors
to act honestly and in good faith for a proper
purpose. The board will exercise its power
based on the information provided by the
management. Its duties include overseeing
and monitoring management, especially the
SOE’s financial management and the proper
use of its assets.

To ensure that these responsibilities are
carried out, a director must have a broad
range of skills and business experience,

and in particular, understand the financial
consequences of board decisions. A director
is not expected to be a qualified accountant.
Financial skill and knowledge may come from
other business experience. However, most
boards are likely to have someone with finance
background or one with proven financial
acumen and literacy. All directors should have
sufficient, relevant, and current financial skills
and experience so that each director can
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¢ Have a broad understanding of the
accounting environment, understand
accounting terminology and accounting
standards, policies, and procedures, and
when accounting judgments may have
been applied by management;

e Know how a set of financial statements is
developed, what they represent, and be
able to review them;

e Know the relevant questions to ask and
understand the answers given;

e Ensure the SOE is liquid/solvent, profitable,
and performing.

Assessing financial performance
and health of SOEs

Governments need to oversee the financial
operations of SOEs to ensure accountability
for their performance and manage fiscal risks.
Governments should focus their surveillance
on SOEs that are significantly large, pose

high fiscal risks, are not profitable, are
unstable financially, or are heavily dependent
on government subsidies or guarantees.
Appropriate legal, institutional, and procedural
arrangements need to be in place to facilitate
the state’s oversight of SOEs as discussed in
Part I, Module 2 Role of the state as an owner.

Financial management practices

Financial management “is the operational
activity of a business that is responsible for
obtaining and effectively utilizing the funds
necessary for efficient operations.” — Joseph
and Massie (as cited in Classification of
Finance by Paramasivan and Subramanian
2009)

In the case of an SOE, the following key
elements make up a robust set of financial
management practices.

¢ Finance organization - This is the
finance department within the SOE’s
organization structure. There should be
a well-documented finance organization
structure showing roles and functions

Directors and the accounting function

The finance director, finance department, or
management accountant provides a service
and support function to the company. They
must provide information that is helpful to the
directors and managers. Directors have the
right, within reason, to stipulate the nature

of their information requirement, timelines,
and its presentation format. Directors should
also ensure that proper accounting policies
and recordkeeping processes are in place for
the provision of relevant and reliable financial
information.

of each position within the organization
structure and the reporting relationships
or interrelationships between the positions,
that has been approved by the SOE’s board
or the state. Each position should have a
detailed job description and associated
KRAs that indicates the HR requirement in
terms of desired skills and qualification.

e Standard Operating Procedures
(SOPs) and Manuals - There should be
comprehensive and the board-approved
SOPs that standardize the functioning
of finance operations. It should also talk
about the delegation of financial powers
showing approval limits and ceilings at
various levels of authority for different
business transactions.

¢ Availability and quality of financial
information — There should be a
structured framework that enables the
availability of timely and quality financial
information for daily monitoring by the
management of the SOE and periodic
monitoring by the board of directors and
state. For example, a comprehensive cost
accounting system that identifies, records,
and analyses costs in terms of their
nature (fixed or variable), allows rational
allocation of overheads to products and
operating centers, and allows suitable
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decision-making for cost control, will
significantly enhance the quality of
decision-making.

e Cash management and forecasting
— An SOE should have a credible cash
forecasting system on a rolling basis that
is fully aligned with the strategic vision and
the annual operating plans and budgets
with regular monitoring of variances.

¢ Budgeting — A well-defined budget manual
lays down the standard contours for
budgeting periodically. It is also important
to ensure that budgets get approved in
time so that all business units within an
SOE have clearly assigned budget ceilings.
The SOE budgeting process was described
in detail in Part Ill, Module 2 Financial
planning for SOE service obligations.

Ratio Analysis

Ratio analysis is one of several tools used
when analyzing a company’s strengths and

Table 41: List of Ratios

weaknesses as revealed in the financial
statements. Ratio analysis explores important
relationships among key pieces of data in the
statements, such as

e Liquidity/solvency
e Profitability
e Management of working capital

e |nvestment attractiveness

Lack of accounting method consistency
reduces the capacity to compare a given ratio
between periods. The use of ratio analysis

is most valuable when the boundaries of a
reasonable range of ratios are well-established
for the SOE in the industry and the economic
environment.

Table 41 provides an overview of the ratios
that can be used to analyze the financial
performance of an SOE. Refer to the IFRS
taxonomy for guidance on globally accepted
definitions of above financial items.™

Ratio Formula

Interpretation

ANALYSIS OF LIQUIDITY - A company is liquid and a ‘going concern’, when it can pay its debts, as they become
due. This means that it can pay its suppliers because it has enough cash flow and working capital.

Current assets/
Current liabilities

Current ratio
liabilities.

SO.

The current ratio looks at the relationship between current assets and

Interpretation of the health of the results should carefully consider the
company’s particular circumstances, its activities, and the economic
environment. For example, the quality and the salability of the stock and
the collectability of the debtors are important when considering the current
ratio. A business may look healthy using the current ratio but may be
carrying too much inventory or stock. A healthy level of current assets may
hide the fact that a large proportion of the current assets were stock. Stock
can be turned into cash, but only given a reasonable amount of time to do

Current assets
less Stock/
Current liabilities

Quick ratio or
Liquidity ratio

The quick ratio or liquidity ratio (also known as the ‘acid test’) is useful,

as it measures liquidity more precisely than the current ratio. Turning

stock into cash takes time as cash from any sale will only be received
under the company’s trading terms. Quick ratio ignores the value of stock
within current assets. Historically, a 1.5-to-1 ratio may also be looked at as
satisfactory, but, again, companies have tended to work with lower ratios.
Even when reviewing the results of a quick ratio, an analyst should consider
the marketability of securities and the collectability of debtors.

it was on existing sales;

ANALYSIS OF PROFITABILITY - One can determine if a company is profitable by analyzing the income statement,
but one needs to put that profit into perspective. Consider if the

» Profit is growing in proportion to the size of the business;

» Profit is growing or falling in relative terms, that is, the company is making as much profit on new/extra sales, as

» Business is as profitable as other companies are in the same sector.

Gross Profit/
Revenue x 100

Gross profit
margin

It indicates the profit earned after the cost of production for every US$1
of sales. Small negative changes in this percentage can indicate that
production costs are creeping up, prompting consideration to increase
prices or look for cheaper suppliers.

A gross profit margin is not the same as ‘mark-up’, which is calculated as
follows: Mark-up = Gross Profit/Cost of Sales x 100
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Net profit Net Profit % The ratio provides a good measure of performance. However, if the
margin = Net Profit/ percentage is declining over time and it is subject to many variable
Revenue x 100 elements, further investigation will be needed to determine the root cause

of the decline. In such circumstances, ratio analysis may be supported by
other review techniques and investigations.
Net profit is calculated after taking all costs into account. It may be
affected by a declining gross profit (see above) or by increased business
costs. It is probably worth looking at individual costs to see which have
proportionately increased the most. Consideration must then be given to
reducing these costs.

Return on Net Profit/Net The level of profit compared to the value of net assets invested can be

assets Assets x 100 measured for a company. The assets are the major items that need to be in

place to do business, including fixed assets (for example, buildings, plant,
vehicles, and computers) and current assets (for example, stock, debtors,
and cash). The net asset/net capital is total assets less total liabilities. This
represents the net amount of capital invested in the business.

One can, therefore, look at net profit as a percentage of net capital/assets
employed. The return that a business can expect differs by business sector
and also may differ over time—depending on the economic cycle. However,
it remains a good measure of business efficiency.

Similarly, the return on equity can also be calculated as net profit/equity.

ANALYSIS OF PE

RFORMANCE - Here, the performance of individual aspects of the business is evaluated.

Borrowing ratio
(gearing ratio)

Total
borrowings/
net worth (net
assets - net
liabilities)

It shows the level of security there is for borrowings. For example, if
borrowings totaled US$30 million and the business net worth (as shown

in the balance sheet) was US$9 million, the borrowing ratio would be “1:3".
A “1:3’ gearing ratio would normally be considered conservative and low.
A “1:2’ gearing ratio is an average level of gearing. To determine if the
gearing ratio is seen as adequate, consideration of the general economic
environment and the availability of funds is important.

The level of gearing that may be acceptable should be considered in the
light of the number, size, and strength of financial institutions in the market
and the maturity of bank facilities and the level of market confidence at the
time. Financial institutions may significantly reduce their lending in difficult
times.

Average
collection
period (debtor
days)

Debtors/
Revenue x 365

This ratio is used widely within businesses to measure the effectiveness

of their debt collection routines. It sets out the relationship between
debtors and the sales that have been made on credit. It shows how quickly
customers are paying their invoices.

If this ratio starts to increase, directors should look carefully at debtor
collection routines and take appropriate action. They must check if the
company is effective in collecting debts quickly and/or if a customer is
building up a large debt that could cause concern.

Average credit
period creditor
days

Creditor days
= creditors/
purchases x 365

This ratio sets out the number of days the company takes to pay suppliers.
This is less important than the debtor day statistics since the control
overpayment to suppliers is in the company’s hands. However, it may be an
indicator of a cash flow problem within the company.

When assessing another business, for example, one that is asking to
increase its credit, this ratio can give a useful pointer as to whether the
business is taking longer to pay people. Outside credit, reference agencies
use the calculations to give a profile of the business to potential suppliers.

Stock turnover

Cost of goods
sold/stock value

This ratio looks at how quickly a company turns its stock (or inventory) into
sales. The quicker that stock is turned over, the better. A quick turnover
suggests that the company is efficient in holding the minimum stock used
within the business. Again, the trend over time is very important and should
be related to the company’s history, competitor comparisons, and the
economic cycle. Consider the reasons, for which the company is turning
over its stock more slowly. For example, consider if some stock is not easily
sold and if the company has appropriate discount strategies in place.

Overheads as a
% of revenue

Overheads/
Revenue x 100

A useful tool in assessing whether the business is growing too rapidly and
in a manner not matched by revenue. The calculation means little on its
own, but when reviewed over several periods, can provide useful trend
information. As the company grows, this percentage should fall. If it does
not, the overhead costs should be reviewed carefully to understand why
this is happening and to see if they can be corrected.

Source: Adapted from World Bank 2014.
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Therefore, an analysis of the financial
performance of SOEs should include a range
of indicators of profitability, risks, and financial
relations with the government. The choice

of specific indicators depends on country
circumstances, including the type of industry
an SOE is representing, the level of risk, and
comparability with the private sector. However,
financial surveillance by the government
typically focuses on the following indicators:

e Transactions with the government in
the form of dividends, taxes, grants,
compensation for quasi-fiscal activities,
and other subsidies.

e foreign linkages as measured by
indicators such as the relative weight of
debt to foreign creditors, the currency
composition of debt, or the hedging of
currency risk.

Figure 40 provides examples of the specific

¢ Financial performance as measured
by indicators such as the profit margin
(earnings/revenue), the return on equity
(earnings/equity), and the return on assets

(earnings/assets).

e Financial risk as measured by indicators

government.

indicators monitored by the Australian

Box 41 (on the next page) outlines a country

case study on assessing the financial

such as liquidity (current assets/current

liabilities), leverage (assets/equity),
solvency (liabilities/revenue), or the

probability of default.™

performance and health of SOEs in Indonesia.

Given that SOEs may expose the government
to a range of fiscal risks, particularly if their

Figure 40: Australia: Financial Performance Indicators for Government Enterprises

Financial performance (indication
of the commercial viability of the
enterprise

Financial risk (information on the risk
of an enterprise not being able to meet
the financial obligations

Transactions with government (impact
of the transactions wit the government
in the enterprise’s finances)

Profit before tax =
Revenue — Total expenses
(excluding income tax)

Debt to equity =
Debt
x 100

Equity based on operating
assets and liabilities

Dividend to equity =
Dividend paid or provided for
X

Average equity based on
operating assets and liabilities

Operating profit margin =
Earnings before interest
and tax from operation

Operating revenue

Debt to operating assets =
Debt

Average operating assets

x 100

Dividend payout ratio =
Dividends paid or provided for
X

Operating profit after tax

Cost Recovery =
Operating revenue

Total liabilities to equity =
Total liabilities

Income tax expense =
the value of income tax or income

Average operating assets

Equity based on operating
assets and liabilities

- * 100 - * 100 tax-equivalent expenses payable to
Operating expenses Total equity government
Return on operating assets = Operating liabilities to equity = Grants revenue ratio =
Earnings before interest and tax Operating liabilities 100 Grants to cover deficits
X X

in operations

x 100
Revenue

Return on total equity =
Operating profit after tax

Average total equity

x 100

Interest Coverage =
Earnings before interest and tax

Gross interest expense

Public service obligations =

the sum of payments by governments
to public corporations for the specific
noncommercial activities that they
direct public corporations to undertake

Return on equity based on operating
assets and liabilities =
Operating profit after tax
X

Average equity based on
operating assets and liabilities

Current ratio =
Current operating assets
X

—— x 100
Current operating liabilities

Operating cash flow to sales =
Operating cash flow

Leverage ratio =
Total operating assets

- x 10 - - 100
Operating revenue Equity based on operating
assets and liabilities
Short term debt coverage =
Operating cash flow
x 100

Current liabilities

Source: Australian Government, Productivity Commission, 2008.
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Box 41: Assessing Financial Performance and Health of SOEs in Indonesia

In Indonesia, the ownership entity uses eight financial indicators to assess the financial health of
nonfinancial public enterprises. These indicators include the return on equity, the return on investment,
the ratio of current assets to current liabilities, inventory turnover, total asset turnover, and the equity to
total asset ratio. A weighted average of the indicators is also constructed in order to classify enterprises

as ‘healthy’, ‘less than healthy’, and ‘not healthy’.

Source: World Bank Group. 2014. Corporate Governance of State-Owned Enterprises: A Toolkit. Washington, DC:

World Bank.

debts are implicitly or explicitly guaranteed by
the government, the SOE needs to disclose the
following, in particular, to facilitate a stress test
analysis on the fiscal risk, undertaken by the
state:”

¢ Taxes and royalties paid by SOEs
(including tax arrears). Because of their
size and the opportunities for corruption
and irregularities, there is often particular
public interest in the transparency of
tax and royalty payments made by
government-owned natural resource
companies;

¢ Dividends paid by SOEs to the government
and profit transfers from the central bank;

e Capital transfers or injections to SOEs,
write-offs of debt, and pension liabilities
that exceed the pension scheme’s assets;

e Operating subsidies paid by the
government for the costs of specific
activities conducted by SOE or to
compensate for operating losses;

e Payments by the government for services
provided by SOEs or the central bank;

e Loans or on-lending by the government to
SOEs;

e Government guarantees of SOE borrowing;

¢ Any reduced rate of tax, customs duties,
or royalties imposed on SOE compared
to the rates and allowances that apply to
private sector companies;

* |nterest rate subsidies;

¢ Any departure from normal economy-wide
regulatory requirements for SOEs;

e Any preferential treatment accorded in
public procurement; and

e Any implicit guarantees provided by the
government to SOEs, which may reduce
their borrowing costs.

Public corporation monitoring Reports

Monitoring reports on SOEs/public
corporations should summarize the overall
financial performance of the sector as well as
provide information on individual companies.
Well-designed reports usually encompass five
main sections:
e An overview of the sector and highlights
of public corporation activities during
the year, including information on policy
decisions or transactions that had a
material impact on the financial position of
the sector.

e A full list of the companies owned
by the government, broken down by
industry, size, and type of ownership (for
example, the majority- or minority-owned
companies, strategic companies, or
candidates for privatization).

e An overview of how the government
has exercised its ownership policy,
including the appointment of board
members, dividend policy, organizational
and governance arrangements, and the
announcement of financial and public
policy targets.

e Special topics, including a more thorough
explanation of issues related to the
government’s ownership policy: for
example, changes in the policy framework
for public corporations, remuneration
policy, the valuation of companies, issues
of organization and management, and
the impact of public corporations on
government finances and the economy.

¢ [nformation on individual companies,
comprising a summary of their operations,
abridged financial statements, and
indicators of financial performance for
the current year and previous years. The
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report should also provide a list of board
members, key personnel and auditors, as
well as information on the government’s
shareholding and financial targets, if

dividend policy, and valuation

Suitable dividend policy for SOEs

Clear SOE dividend guidelines should be
developed. Dividends paid to the government
usually reflect the profitability of the enterprise
and the need to retain profits for investment
in capital assets. Higher dividends may not
always be desirable, as they may reflect
monopoly profits or deprive SOEs of funds
they may require for investment in new
capital assets. As an alternative to dividends,
governments may establish a policy of
retaining funds in the enterprise to increase
shareholder value. Dividend policy may be
defined in the shareholder’s agreement.

A dividend policy for an SOE group would
divide its after-tax profit into two parts:
retained earnings to finance investment in

the group and dividends to finance public
spending (consumption or investment in other
enterprises and projects) by the government.
As such, the rationale for a sound dividend
policy is twofold. First, it has the potential to
enhance the efficiency of investments financed
by retained earnings of SOEs and second, it

Company’s capital gearing,

applicable, together with data on KPIs.
This information could draw on a central
database of public corporations at the
national and sub-national levels.

would improve the overall allocation of public
financial resources.

Large-scale financing of investment through
retained earnings may facilitate SOE expansion
because of the readily accessible source of
finance. However, this pattern of financing has
disadvantages that grow more prominent as
the economy develops and becomes more
sophisticated. The critical disadvantage is
that within-firm allocation of capital does not
receive the same scrutiny as financing from
the financial sector. If the firm’'s prospects

for growth and profitability are good and
corporate governance is strong, within-firm
allocation of at least some of the profits

can be optimal. However, if the prospects

for growth and profitability decline and if
corporate governance is weak, the likelihood
of inefficient within-firm allocation increases
and pay out of at least some profits to
shareholders is probably warranted.

Box 42 outlines some of the dividend policies
of SOEs in OECD countries.

Box 42: Dividend Policy in SOEs in OECD Countries

Actual SOE dividend policies vary among OECD countries. In New Zealand, SOE boards set dividend
policies, in consultation with the shareholding ministries, based on such factors as the SOE’s capital
structure, proposed capital investments and profitability. SOE boards in Denmark, Finland, Norway, and
Sweden set multiyear pay-out targets—for example, 33 percent, 50 percent, or 67 percent of earnings
projected over an entire business cycle (Table 8). In Singapore, SOE pay-outs are based on cash flow
(that is, pre-depreciation earnings). In Sweden and Norway, SOEs have occasionally returned capital to
the state in the form of a special (one-time) dividend to reduce SOE capital (equity) and achieve a higher

rate of return on capital invested (equity).

Source: World Bank. 2005. SOE Dividends: How Much and to Whom? http://siteresources.worldbank.org/
INTCHINA/Resources/318862-1121421293578/SOE_En_bill.pdf.?
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In most countries, the general practice is

for SOE dividends to be paid to the Ministry

of Finance for public uses, regardless of
which government department acts as

the state shareholder, as dividends are
considered public financial revenues and
treated accordingly. Countries with separate
ownership agencies or holding companies may
receive SOE dividends and retain a portion for
reinvestments in SOEs, but even so, a share

of dividend payments is usually made to the
Ministry of Finance. In Singapore, for example,
Temasek’s returns are generally retained for
reinvestment, but payments to the Ministry

of Finance have averaged 7 percent of the
market value of Temasek’s shareholdings over
the past 30 years. In some cases, dividend
payments from the ownership entity to the
Ministry of Finance may be based on a fixed
percentage that the entity itself receives from
SOEs in its portfolio, or on a percentage of the
capital employed by the SOEs in the ownership
entity’s portfolio, or some combination of the
two.

In some SOEs, the state as the owner tends
to exercise its influence over the SOEs
dividend policy. Sometimes the extent of
influence varies between wholly owned
SOEs and SOEs that are listed on the stock
exchange. For example, New Zealand confines
its interventions in wholly owned SOEs to
four areas, one of which is dividend policy.

In all listed SOEs, where ownership is shared
with outside minority investors, such as

Air New Zealand, the government will not
intervene except through voting its shares at
shareholder meetings.

Most researchers point out that enterprises
with higher state ownership tend to pay
higher dividends. Wang et al. (2011) proved
that enterprises with a higher share of state
ownership are more likely to pay dividends.
This is consistent with the state’s needs

for cash flows. Additionally, Bradford et al.
(2013) came to a similar conclusion that SOEs
pay more dividends than non SOEs. This is
because non-SOEs have greater constraints in
accessing external financing and the pressure
on financing the enterprise’s growth by
internal capital is higher for them. Bremberger
et al. (2016) also concluded that SOEs pay
larger dividends. Authors explained it by

the fact that paying dividends is more of a
concealed way to enforce political preferences
than more direct actions like smoothing tax
regulations. On the other hand, Al-Najjar and
Kilincarslan (2016) found that SOEs are less
likely to pay dividends. Other factors that may
influence the state’s preference for the extent
of dividend from a particular SOE includes the
financial performance of the entire portfolio
of SOEs, the state’s financial position; and the
current appetite for cash.

Strengthening corporate governance and
dividend policy should lead to greater scrutiny
of capital allocation, making it more difficult
for the managers to invest in bad projects and
enhancing shareholder wealth while minimizing
the financial and fiscal risks of SOEs. Profitable
SOEs should provide funds for public spending
to improve the equity of key public services,
such as education and health.

Capital gearing

Capital gearing is the degree to which a
company acquires assets or to which it funds
its ongoing operations with long- or short-term
debt. Two basic questions that all boards
must consider regularly are

e How much of the SOE’s finance should be
in debt?

e How much of the company’s finance
should be in equity?

If the company has an unpredictable income
stream, it may not be able to pay the required
interest or repay the principal in a poor year.
If the SOE defaults, the lender or debt holder
would have recourse to compel the SOE to
sell business assets and possibly even force
liquidation. This situation contrasts with
shareholder payments. In a poor year, no
payment needs to be made to shareholders.
However, just as debt gears up returns to
equity holders in good years, debt gears

up losses in bad years. The level of financial
gearing should, therefore, be directly linked
with the level of financial risk carried by the
business. This dilemma is illustrated in Table
42 on the next page,

Gearing is the ratio of debt to equity. A gearing
ratio of one to four implies one-part debt to
four parts equity. This is commonly translated



Part Il Module 3: Financial oversight and decision-making 259

Table 42: Features of Debt and Equity

Features for the company Features for the investor

» The lender does not have any ownership + Interest and principal are guaranteed to
rights associated with controlling the SOE. the lender.
The state, therefore, retains ownership and + Inability to pay interest or repay
control. principal may attract a penal interest
+ The lender does not have any right to the charge.
SOFE’s future profits. « The lender may have the right to
+ The lender may have the right to repossess repossess assets.
assets. » The higher the loan’s risk, the higher the
+ The SOE must ensure that it has sufficient interest charged.

cash flow to pay interest and repay the loan. * In the case of insolvency, the lender has
The interest and the loan must be paid, no a higher priority in being repaid than the
matter what the SOE’s performance is. shareowners.

+ Interest paid on the loan is normally tax- « Shareholders are considered to have the

requirements to the shareholders.

deductible. last or residual claim on assets after all

» Too much debt can impair credit rating. the creditors have been paid.

« The shareholders have ownership rights + Dividends are neither fixed nor
associated with controlling the SOE. guaranteed.

» Dividends are paid at the SOE’s discretion. « The shareowner may exercise ownership

+ Dividend payments are not normally tax- rights associated with controlling the
deductible. company.

» The company must comply with reporting « Shareowner’s equity contribution

does not have to be repaid even if the
company goes bankrupt.

Source: Adapted from IFC 2008.

into a percentage by recognizing that there is
one unit of debt to five units of total finance
or 20 percent. Utilizing gearing amplifies the
potential gain from an investment or project,
but also increases the potential loss.

The formula for this is as follows: Debt/ (Equity
+ Debt) x 100 = Gearing (%)

The higher the company’s degree of leverage,
the more the company is considered risky.

An acceptable level is determined by its
comparison to ratios of companies in the same
industry.

Establishing SOE debt management
policies

Monitoring the SOE’s debt should be
integrated into the government’s general
fiscal policy analysis as a source of fiscal risk,
wherever appropriate. Governments should
implement measures to oversee, limit, or
monitor the debt accumulated by SOEs when
the amount of overall public sector debt is a
concern. The International Monetary Fund (IMF
2007) suggests that legislation on public debt
covers all debt transactions and government
guarantees, including those arising out of
SOEs.

Analysis of debt sustainability is commonly
conducted for the sovereign debt of
developing countries, usually as part of IMF
and World Bank programs. However, this
analysis generally does not cover SOES’
debt. Analytical tools that project SOES’
profitability concerning debt levels can help
determine the sustainability of SOEs’ debt.
The IMF has developed such tools, sometimes
termed as ‘stress tests'—they are particularly
well developed for assessing the financial
soundness of SOE financial institutions. The
authority responsible for surveillance of the
banking system may conduct these tests.

A public debt law (or other primary legislation)
should clearly define all SOE debt limits and
monitoring arrangements. These may include
three important elements: (a) restrictions on
the type of instrument that can be used for
debt management, risk parameters, and the
content of a medium-term debt management
strategy; (b) methods of analyzing contingent
liabilities and the risk that government
guarantees will be called; and (c) the
accounting standards and reporting and audit
requirements. Regulations should also define
the responsibilities of the debt management
unit. Any limit, ceiling, or other direct control,
should, as a general rule, be reserved for
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Table 43: Examples of Controls over SOE Indebtedness

Country Control

Brazil Ex ante approval is required for foreign borrowing by SOEs.

Canada The Treasury Board reviews all SOE corporate borrowing plans.

Chile All borrowing and debt issued by SOEs require authorization by the Ministry of Finance.

Indebtedness is one of three key SOE performance indicators monitored by the ownership

France entity.

There is a three-tiered system for SOEs, which links SOE performance to higher levels of

India autonomy, including greater autonomy to raise debt.

SOEs come under the state holding company, Sociedad Estatal de Participaciones Industriales
(SEPI), which has financial autonomy but whose borrowing capacity is limited by the budget
law. SEPI exercises fiscal oversight over SOEs through the review of the annual operating

plan and the four-year multiyear business plan. Debt operations outside the annual operating
plan must be submitted to SEPI for prior approval. Large SOEs (more than US$1.6, billion

in assets) are required to submit a five-year financial management plan, including a debt
management plan, to the Minister of Finance. SOE debt will be included in the new national
debt management plan required by the Finance Act. This includes improving SOE financial
results and position, considering asset sales, and limiting interest costs as a proportion of
total costs, which, in effect, would set debt ceilings for SOEs.

Spain

Source: Adapted from World Bank 2014.

sectors or specific SOEs, where risk is When estimating the present-day value of
deemed high. Examples of controls over SOE projects expected to produce future cash
indebtedness is outlined in Table 43. returns, one needs to know the effective cost

of capital for a company so that future cash
Box 43 provides an overview of good streams can be discounted. The relevant
practices for monitoring and reporting on

discount rate for use in specific situations
is the weighted average cost of capital that
accommodates the relative mix of debt and
equity and the effective relative costs.

SOE debt.

Weighted average cost of capital

The effective costs of equity and debt differ
because The weighted average cost of capital is

* The risk levels inherent in the two sources derived from the formula:

of finance vary. [debt x (r)] + [equity x R]
debt + equity

e There are different tax treatments for the
costs associated with equity and debt. Where ‘r’ is the rate of interest and ‘R’ is the
cost of equity.

Box 43: Good Practices for Institutional Arrangements and

Reporting Mechanisms for SOE Debt

» Clearly defined and legally backed institutional arrangements for SOE debt monitoring are critical.

» Legislation and government regulations need to define the primary data sources and specific
indicators are to be used for monitoring contingent liabilities originating from SOEs.

» Coordination mechanisms and information flows need to be transparent and streamlined to ensure
efficiency and confidentiality of information, as appropriate. Care should be taken to avoid duplicate
lines of reporting to reduce the overall administrative burden for SOEs and government agencies.

» Laws and regulations should stipulate which government agency is responsible for primary data
collection and analysis of SOE debt. Alternatively, one unit (for example, within the Ministry of
Finance) can be responsible for data collection, consolidation, and analysis.

Financial monitoring should be seen as a proactive process (as opposed to data gathering for its
own sake) and supported by appropriate financial monitoring tools.

Source: World Bank Group. 2014. Corporate Governance of State-Owned Enterprises: A Toolkit. Washington, DC:
World Bank.
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This simple formula provides the answer to
one of the most difficult questions in project
appraisal, that is, what is the appropriate rate
to discount future cash streams? Unfortunately,
the formula has limited applicability due to
several reasons: ‘r’ is the rate of interest, but
which rate of interest? In a large, established
company, there will be several types of debt,
bearing different rates of interest. Some debt
will have floating or variable rates linked

to various base rates that move according

to general economic conditions and the
economic policy of the government or central
bank. Additionally, some debts may have fixed
rates that reflected money market conditions,
when the debt was incurred and certainly
could not be replaced at those rates when the
debt needs renewing.

‘R’ is the cost of equity that comprises partly
dividends and partly capital appreciation.

Company valuation

Accurate business valuation is one of the most
important aspects of merger, acquisition, and
divestment since valuations have a major
impact on a company’s sale price. Most

often, valuation information produced by a
professional valuer is expressed in a Letter of
Opinion of Value (LOV). There are essentially
two main ways to value a company:

e The ‘net asset’ basis — focuses on the value
of the assets owned by the company after
subtracting liabilities.

e An ‘earnings’ based valuation —
concentrates on the net present value
of income and earnings generated by a
company both historically and its potential
to earn future income.

Certain companies may strongly favor a net-
asset-based valuation while other companies
will more obviously prefer an earnings-based
valuation. Professionals, who value businesses,

do not use a single method, but rather a
combination to obtain a more accurate value.

In addition to the above, market sentiment
also plays a key role in driving the valuation

of a company. It refers to the irrational
component of investor expectations. Since
sentiment-induced mispricing arises as a result
of irrational investor demand, the degree

to which the valuation is affected purely by
market sentiment is not ex ante clear. Such
sentiment-induced mispricing results from
illiquidity, information asymmetries, and limited
visibility on pricing. As a result, it may play a
more persistent role in pushing asset prices
away from their fundamental values.

Most SOEs tend to undertake a valuation
before privatization or going for an IPO.
External advisors with expertise in corporate
finance and the sector in which the SOE

in question operates may be roped in for
undertaking the valuation. The process for
appointing external advisors is established,
in almost all cases, by national procurement
rules. For example, in Argentina, the following
valuation methods have been employed in
the past: (a) stock market valuation estimated
through metrics such as Price to Equity

and price/cash flow relative to comparable
companies; (b) sale value of assets net of
liabilities; (c) discounted flow of funds. In
Kazakhstan, the valuation of each SOE is

at first done by the company itself, based

on an analysis of its balance sheet. During
the privatization process, the Ministry of
Finance, and where applicable sub-national
executive bodies, make their assessment
based on which the initial price is set. In the
case of particularly large transactions, the
authorities retain the services of an external
advisor to help conduct the valuation. External
advisors are also employed in other countries
such as the Czech Republic, Israel, Italy, the
Netherlands, and so on."
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Subsidiary governance

For effective governance of subsidiary
companies, the group structure must be
transparent and understandable to all the
stakeholders of the group. The board and
senior management of the parent of a
corporate group need to exercise adequate
oversight and control throughout the group.
Subsidiary companies in a group operate
under the influence of the parent company
with the majority ownership. Subsidiary boards
are, generally, subject to the directions of the
parent company. Nonetheless, the company
law normally stipulates that a subsidiary
company is a separate entity and that its
board members have the duty of loyalty to act
in the best interest of the company and the
shareholders as a whole, not of the majority
shareholder. In the case of conflicts of interest
between the parent and minority shareholders,
the subsidiary board must adequately handle
them to treat all shareholders equitably.

Creating subsidiaries can be a form of
empire building and can be used to shield
the subsidiary from government oversight,
accountability, and transparency. A key policy
decision is whether the state/ ownership
entity should execute ownership rights over
the subsidiary even if shares are formally held
by somebody else, that is, the SOE holding
company.

Role of subsidiary boards in a group

The board of a wholly owned corporation may
be reduced to only rubber-stamping decisions.
However, where a subsidiary is given a high
degree of autonomy and managed like a
stand-alone entity, the role of the subsidiary
board is not much different from that of an
independent company’s board as discussed in
Part Il of the curriculum. Given that functions
related to strategy setting may be normally
conducted centrally by the parent boards to
manage the group effectively and efficiently as
a whole, the primary function of the subsidiary
boards is management monitoring.

Subsidiary board composition

Concerning subsidiary board composition,
directors of subsidiary boards can fall into
three categories: parent-related, local (when
the subsidiary is located in any other territory),
and independent. The parent-related directors
are board directors, executives, and senior
staff of the parent (or another member)
companies sitting at the subsidiary boards.
The local directors are of importance, where
the business of the subsidiary should be
operated carefully in the local context. Well
informed about local rules and practices,

they can not only exercise effective oversight
and management but also contribute to the
local compliance. The independent directors
can play a pivotal role in the accountability

of subsidiary companies. The directors
independent of the parent are of particular
importance 