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Preface

Pandit Jawaharlal Nehru, India's first prime minister, called Public Sector Units (PSUs) the ‘temples of modern India'. Since India's independence, Nehru's 'temples' have contributed significantly towards the growth of the Indian economy. Notwithstanding the significant contributions made by Central Public Sector Enterprises (CPSEs), concerns have arisen over the years about poor performance of some of the CPSEs. One of the reasons for such a situation has been the excessive intervention and Government control that have stifled their growth. With continued focused efforts towards achieving excellence, several of the CPSEs have become self-reliant and in that process have transformed into world class organizations. They are also playing a critical role in building the Indian economy. 

For ensuring that the Indian economy continues to scale new heights and emerges as an economic superpower, it is imperative for CPSEs to continue to demonstrate global competitiveness and achieve market leadership. Their presence in strategic sectors and areas where private initiative is not forthcoming is of utmost importance. As highlighted over time, the empowerment of these enterprises by the Government has been a key enabler which has helped them in overcoming some of the operational constraints, critical for successful functioning of these organizations. However, to enable these CPSEs to emerge as global leaders in their respective areas, requisite reforms and interventions need to be fast tracked.

Areas of priority intervention, as they have emerged from the findings of this study include the following:

· There is a need for the government to increasingly limit its involvement with the enterprises, in line with the principles of an independent professional organization, to that of a promoter and a shareholder organization. Its primary focus needs to be on creating environment conducive to efficient functioning of Public Sector Enterprises (PSEs) so that they are able to earn reasonable returns on public funds invested in such enterprises, and are geared to meeting other socio-economic goals including developing capacities in strategic areas. 

· The role of the Government, as a promoter and shareholder of CPSEs, needs to be emphasized in terms of closely monitoring the overall performance of the CPSEs, including creation of stakeholder value in the respective enterprises without interfering in the day-to-day management of the CPSEs. The key pre-requisites include (a) a clearly defined institutional framework within the Government led by a nodal agency / department with representatives from concerned ministries /Departments which would monitor the performance of all CPSEs at pre-specified intervals and be empowered to take corrective action in case of important issues; and (b) well defined templates and processes for collection, collation and analysis of relevant information from CPSEs for their performance evaluation, without affecting their ability to take decisions regarding their goals and missions.
This report has been the result of a rigorous study conducted by the research team on ‘External Evaluation of The MoU System’ for CPSEs in India.  Data has been collected through multiple touch-points, such as extant literature from across the globe on the efficacy of performance measurement systems in Public Sector Enterprises and the Corporate Sector, inputs from Central Public Sector Enterprises, Task Force Members, officials from the Department of Public Enterprises and comments received from some Administrative Ministries, as also in-depth discussions with a number of well-known experts in the area.

The study team of Lal Bahadur Shastri Institute of Management, Delhi was led by Dr. G. L. Sharma. The team consisted of Prof. Prem Sibbal, Dr. V. K. Mehta, Dr. D. Jagannathan, Dr. Moni Mishra, Dr. Gaurav Joshi and Dr. Meghna Rishi. This research team has received a lot of encouragement and guidance from different professionals and organizations. First of all we express our thanks to the representatives of 16 CPSEs with whom we had detailed discussions on various issues related to the formulation and implementation of MoU. In fact, they provided significant insights into the workings of the MoU system and the lacunae in it. We thank them for their frank and very useful comments.

We also express our gratitude to Shri Arun Kumar Sinha, Joint Secretary, Department of Public Enterprises (DPE) for his guidance and constant encouragement. We thank Dr. Sharat Kumar, Advisor, DPE, Mr. M. K. Gupta, Director, MoU and Shri Anand Prakash, Assistant Director, MoU for their relevant and timely inputs in this endeavor. We also express our regard and appreciation to Mr, J.S. Panigrahi, Former Director, MoU for the suggestions provided to us at the start of the project. 

We express our heartfelt thanks to experts Shri S.K.Roongta, Former Chairman, SAIL, currently member of the Executive Committee of FICCI and member of the Executive Committee of World Steel Association,  Shri Amarjeet Chopra, Member, Task Force, Shri Anil Rajdhan, Member, Task Force, Shri A.A.Naqvi, CMD, National Backward Classes Finance & Development Corporation (NBCFDC), Dr. R.K.Mishra, Director, Institute of Public Enterprises, Hyderabad and Dr. K.C.Mishra, Former Director, LBSIM and now Vice-Chacellor, Sri Sri University, Bhubaneswar for their valuable insights on the MoU system which they shared with us. The insights opened new routes for us to move on in our study.
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                                                     Lal Bahadur Shastri Institute of Management, Delhi        

Executive Summary
Lal Bahadur Shastri Institute of Management, Delhi was assigned the responsibility of conducting a study on the External Evaluation of the MoU System in India. The Department of Public Enterprises, Ministry of Heavy Industries and Public Enterprises, Government of India sponsored the study. The study recommends the necessary steps required to be taken to improve the current MoU System as applicable to Central Public Sector Enterprises (CPSEs).The recommendations of the study are based on analyses of data collected through focus group studies and personal interviews from a representative sample of 51 CPSEs and 2 administrative ministries, including CPSEs in the category of Maharatnas, Navratnas, Miniratnas, Sick and Loss-making companies and Section 25 Companies as well as those Under Construction from all the twelve syndicates, and has been further validated through data from structured questionnaires. Based on the analysis of the financial data of 21 companies across nine syndicates, the present study has tried to establish a simple workable approach for setting the base target for essential static (financial) indicators. 

The approach requires calculation of average value and standard deviation of the indicator and adding specified number of standard deviations to the average value of the indicator for different rankings.  The other suggestions in respect of the existing MoU framework include (a) slight modification in the overall weightage of static (financial) and dynamic factors to account for the relative importance and/or applicability of these factors for CPSEs in different groupings; (b) categorization of  indicators under both static and dynamic categories into two sub-categories-(i) mandatory; and (ii) flexible. While indicators identified under the mandatory category will have to be necessarily included with pre-specified weights, the CPSE will have the flexibility to choose indicators to be included and their corresponding weights in flexible category, in consultation with DPE, administrative ministry, and theTask Force.

The study group identified that even though the Guidelines for Memorandum of Understanding suggest that the MoU framework in India is based on the Balance Scorecard approach, this approach is not completely evident through the parameters within the MoU framework. Also the Balance Score card approach (BSC) is not able to take into consideration the interests of all stakeholders, such as “suppliers, competitors, regulators and community”.

The study group, hence, recommends that a contemporary tool for performance measurement, Performance Prism, developed by Neely et. al. in 2001, may be considered in conjunction with the existing framework of the Balance Score Card, to tackle the critique being faced by the BSC and also to enhance the applicability of the framework in the Indian MoU system. 

The synergy reflects a combination of the major highlights of the existing MoU framework and a few essentials of the Performance Prism Framework to offer autonomy and vision to the CPSEs. The current study, hence, highlights that a well-designed performance measurement system (an MoU in this case) should have requisite information to facilitate monitoring, control, evaluation and feedback to the various departments of the organization. This is important in the light of the fact that the MoU needs to move pointedly to a horizon where it is viewed as a business review tool to motivate, drive management action, offer inputs for continuous improvement and eventually lead the CPSEs towards the achievement of strategic objectives. This synergy facilitates the inclusion of stakeholder interests, offers CPSEs an opportunity to link organizational strategy with their goals and mandates the CPSEs to preempt bottlenecks and work towards circumventing through such roadblocks, so that the achievement of target becomes possible. 

The report has examined the entire gamut of issues relating to the MoU evaluation process and has delineated a responsibility matrix for action by all concerned, viz., CPSEs, DPE, Task Force and the Administrative Ministry. 

                                     _________________________________                               
RESPONSIBILITY MATRIX

	Identified Concerns
	DPE
	CPSE
	Administrative Ministry
	Task Force

	Synergy between Balance ScoreCard and the Performance Prism
	· To include in its guidelines

· The classification between Static (Financial) and Dynamic parameters has to be clarified by the DPE in the new MoU guidelines. The categorizations would now be (a) Financial ( Mandatory and Flexible Parametrs)(b) Dynamic (which will have Mandatory parameters; ‘Initiatives towards Growth and Value Creation; Sector Specific Parameters and Enterprise Specific Parameters) 
	· Implementable actions and evidences as annexures
	
	· During evaluation process, the thrust should be based on the review of how strategy was envisaged by the CPSE and what implementable steps were designed or the actions which were undertaken to achieve the same

	Scientific Setting of the Base Target
	· Step 1: For essential financial indicators, T=the initial base target will be fixed based by adding the specified  number of standard deviations for a particular ranking  to the average value of the variable. The average value and standard deviation of the variable will be calculated either by trendline method or beta distribution method.

· Step 2: In case the method above results in a target far above or below the usual ., the task Force would assess the peculiar circumstances of the CPSE and would fix the target on some other acceptable basis. 

· Step 3- The target has to be Benchmarked against international/ national threshold.


	· CPSEs will benchmark against a threshold and a self- ascertained source. They will define and give sources in an Annexure
· Benchmarking must be done with International standard and in the absence of the same, benchmarking must happen with the best private sector player

	· The practice of quarterly review by the Administrative Ministries may be dispensed with.
	· Task Force must ensure a two –way and objective communication between themselves and the CPSEs.

	Missing concept of Benchmarking
	HAS BEEN ADDRESSED IN THE ABOVE POINT


	
	
	

	MoU as a business review tool
	1. Inclusion of “Initiatives towards growth & Value Creation”, for 10 points, in the Dynamic Parameters.

Through this CPSEs would highlight activities as illustrated in the list below:

· Actions through which Bottlenecks were resolved, without having to plead for concessions. 

· Introduction of New Product/ Service

· Lead Indicators like Initiatives towards Growth 

· schemes undertaken which reduce attrition within CPSEs

· initiative towards training and development of CPSE personnel 

· Any other relevant strategy which would lead towards the benefit of the stakeholder community and in turn offer efficacy to the CPSE.


	· Instead of ‘Customer Satisfaction’, mention Stakeholder satisfaction

· Provide annexures (as evidences) for all the mentioned activities.

· Publicizing the performance of MoU evaluation results through media can go a long way in establishing the true value of the concerned entity.
	
	

	Role of DPE as a facilitator rather than an auditor
	· DPE must create a database of all the cases where they have taken Offsets into consideration and have acted as a facilitator for CPSEs. 
· This database must be uploaded on DPE website as well. Also DPE must keep a record of all communication related to Mid Term Review  and in this database reason for refusing any Offest, has also to be documented.
· DPE must ensure that if a commitment was due from the Admin Ministry, which CPSE has not received, it must be factored in at the time of negotiation

· The minutes of the meeting with the Ad Hoc Task Force have to be prepared accurately and within a time frame which is mutually decided by the CPSEs and the DPE.
· DPE must update , periodically, the Task Force members on the developments, like external environment, Government policies , constraints and challenges affecting the growth parameters in respect of CPSEs with a view to enable them to take a pragmatic view while arriving at mutually agreed challenging MOU targets.

· DPE may explore the possibility of completing the MoU process in 3 months

· DPE should publicize the rigorousness and scientific basis  of MoU evaluaton Framework, for excellence so as to create a value addition, to the CPSEs in the marketplace
	
	· Administrative Ministry must  fulfill their commitments to the CPSEs. 

· Approvals on the drafts of the MoU must not be delayed, by the administrative ministries, as it leads to late submission of the draft, to the DPE. 
	

	Repetition in Financial Parameters
	· In the MoU Guidelines 23% of the Financial parameters remain Mandatory.

· Rest 27% financial parameters must be chosen from  a list of parameters , which are:

· ROA - Return on Average Assets =Net Profit / Average Assets

· ROE - Return on Equity =
Net profit/Net Worth

·  Return on Capital Employed =Net Profit/Capital Employed 

· Cost to Income Ratio=operating cost / turnover/ operating income

· Total business per employee= total business in terms of turnover, operating income/ total employment (No. of Employees)

· Assets turn over ratio= Total Average assets/ turnover.

· Working Capital Turn over Ratio= Working capital/ turnover.

· Book Value per share=Total of all assets (excluding intangible/ defer / pre expense if any) - all external liabilities including preference share capital / no of outstanding equity shares


	· CPSEs based on their core area of expertise and the nature of their business, choose 27% of the financial parameters
	
	

	CSR and SD
	· Under Construction companies may be exempted from CSR initiatives, as in the case of Sick and Loss Making CPSEs.

· DPE must ensure the compliance of rigorous CSR guidelines, which have been issued by them for 2013-14.
	· CPSEs must formulate dedicated teams for CSR
	
	

	Financial Parameters MoU for Sick and Loss Making CPSEs
	· 20% Financial Parameters will be mandatory- Gross Sales and Gross Margin

· 20% parameters can be chosen by the CPSE from:

(i) Preparation/ Implementation of the Business/ Revival plan- Milestones achieved in terms of timelines.

(ii) Reduction in cash loss

(iii) Incremental cash generation from operations

(iv) Generation of funds from Non-core/ Non- performing assets including recovery from any bad/ doubtful receivables already provided for.

(v) Reduction in Interest cost by debt swapping (Raising loans either  domestic/ External at a lower cost, to pay out the high cost  loans taken earlier.)

(vi) Reduction in receivables ( reckon in terms of number of days of cost of sales) 

(vii) Reduction in levels of holding raw materials, work in process, finished  goods through best practices in inventory control.

viiii) Reduction in employees cost through increase in staff productivity, rationalization of staff costs., job enlargement etc.

· Non Financial Parameters for Sick and Loss Making CPSEs have been elaborated in Table 1 below:
	
	
	

	MoU lacks the ability to foster Good Governance
	· DPE must also include points from the OM No: F.No. 1(22)/2012-Coord., to illustrate good governance practises
	· CPSEs must adhere to the practices mentioned in this report.
	· Prioritize the good governance practices for  CPSEs and facilitate infrastructural support 
	


----------------------------------------------------------
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                                   Chapter 1

Public Sector Enterprises: The Current Landscape

After Independence, Public Sector Enterprises (CPSEs) were set up in India with an objective to promote rapid economic development through the creation and expansion of infrastructure by the government. With different phases of development, the role of CPSEs has changed and their operations have extended to a wide range of activities in manufacturing, engineering, steel, heavy machinery, machine tools, fertilizers, drugs, textiles, pharmaceuticals, petro-chemicals, extraction and refining of crude oil and services such as telecommunication, trading, tourism, warehousing, etc.as well as a range of consultancy services. While there have been many CPSEs that have performed very well in competition with private sector enterprises, there are also many CPSEs that have performed very poorly. In an economic environment that has changed considerably in the last two decades, the role of CPSEs has changed and they have been increasingly guided to reduce their dependence on the Government. They have been listed on the stock exchange and few of them have been privatized. The Government has provided CPSEs the necessary flexibility and autonomy to operate effectively in a competitive environment. However, there are a few issues with the operation and management of CPSEs which still persist and need to be attended to. There is a need to develop a mechanism on how government can get an efficient Indian presence in the sectors where the private sector investments are not forthcoming especially in strategic areas where developing capabilities is essential if India has to play its rightful role among the nations of the world.

1.1 Evolution of Central Public Sector Enterprises in India

The Central Public Sector Enterprises (CPSEs) are an integral part of the Indian economy and have played a prominent role in the country’s industrialization and economic development. The evolution of CPSEs in India can be broadly categorized into two phases: (i) starting from independence to early nineties; and (ii) post early nineties and after liberalization of the Indian economy in 1991 when a number of measures were taken to facilitate private sector investment (including foreign direct investment) in a number of sectors. 
During the first five year plan, between 1951 and 1956, there were only five CPSEs operating in basic and heavy core industries like railways, post and telegraphs, All India Radio and aircraft industries. These industries were considered to be of public importance, public utility services and essential industries requiring large scale investment. The number of CPSEs has in the following years gone up; it was 248 in financial year 2011. Additionally, the CPSEs have established their footprint in a multitude of activities such as steel, engineering, heavy machinery, petrochemicals, textiles, manufacturing and pharmaceuticals. 

In 1948 the Government introduced the Industrial Policy Resolution (IPR) which outlined the approach for industrial growth and development in India. It emphasized the importance of securing a continuous increase in production and ensuring equitable distribution. This was followed by the IPR of 1956, which had as its key objectives acceleration of the rate of economic growth and speeding up of industrialization. The economy at this point of time was characterized by high dependence on agriculture (with the agriculture sector’s contribution to the GDP being as high as 55% in 1950-51), scarcity of capital and weak base of entrepreneurship. Hence, the IPR 1956 gave primacy to the role of the State to assume a predominant and direct responsibility for industrial development. Consequently, CPSEs were set up / strengthened in the core sectors having strategic importance, public utility services and essential industries demanding large scale investment such as manufacturing, iron & steel, minerals, heavy machinery etc. 

 CPSEs continued to be the primary vehicles for industrial growth during the sixties, seventies and eighties. Soon thereafter, steps were initiated by the Government to encourage private sector investment in select sectors through the IPR 1973, which identified high-priority industries for investment from large industrial houses and foreign companies and the IPR 1977 which laid emphasis on decentralization and on the role of cottage and small scale industries. IPR 1980 focused on the need for promoting competition in the domestic market, technological upgradation and modernization. 

The economic crisis in the late eighties and the need to participate in global trade and investment flows led the Government to initiate a series of measures for encouraging private sector (including foreign investment) participation in a large number of sectors. By this time, a number of issues were also observed in performance of some of the CPSEs relating to low productivity growth, over manning, dependence on obsolete technology and inadequate focus on research & development, human resources. In 1991, some key measures were initiated which included abolition of licensing requirements for all sectors other than those related to security and strategic concerns, automatic approval of direct foreign investment of up to 51% in most sectors as well as foreign technology collaboration agreements, restructuring of the Monopolies and Restrictive Trade Policies (MRTP) Act. 

The 1991 Industrial Policy identified essential infrastructure goods and services, exploration of oil & mineral resources, technology development in areas where private sector investment was inadequate and strategic areas like defence equipment as the priority areas for growth of CPSEs, with large scale private sector investment being encouraged in other sectors. Chronically sick CPSEs which were unlikely to turn around were proposed to be referred to institutions like Board for Industrial and Financial Reconstruction (BIFR) for the formulation of revival schemes. In view of increased competition from the private sector and to improve performance of CPSEs, initiatives were taken to professionalize them through their Board of Directors. An increased delegation of powers to these Boards was granted. Adoption of a Memorandum of Understanding (MoU) based mechanism which envisaged enhanced autonomy and flexibility for improving CPSE performance was also launched during the mid to end nineties.

In accordance with the government’s philosophy to develop people’s ownership of CPSEs, more than 30 CPSEs were divested during the period from financial year 1992 to 2001 through a combination of strategic sale to private partners as well as public offers. The disinvestment has led to significant monetization of the Government’s investment in CPSEs and enabled sharing of the value created with the public at large through listing of CPSEs on stock exchanges. CPSEs’ performance in the recent past also reflects various measures taken to empower and improve performance of these companies. Many CPSEs have performed admirably well in the post economic reforms and liberalization phase which is reflected in their robust growth and development. 

Despite the wave of privatization across India, the Centre and State owned enterprises control vast portions of the national GDP of India. Rising globalization and integration of the Indian economy with the global markets has opened up new opportunities and challenges for the public sector. With the opening of the Indian economy for the private players, the CPSEs now have to compete on a level playing field with the private sector by setting industry benchmarks and international standards and evaluate their performance. Drawing from the public sector experience of developed economies it is essential that the CPSEs in India clarify their objectives and secure an explicit mandate from the general public. 
The leadership of CPSEs should choose their targets carefully keeping in mind the bureaucratic inertia caused due to the complicated reporting structure within the CPSEs. In order to build the image of CPSEs as formidable employers in the labour market it is essential to convey the challenging nature of projects dealing with nation building, bring in remuneration packages closer to the private sector, structured communication plan and such others. 

While there were only five Central Public Sector Enterprises (CPSEs) with a total investment of Rs. 29.00 Crore at the time of the First Five Year Plan, there were as many 248 CPSEs (excluding 7 Insurance Companies) with a total investment of Rs 6, 66,848 Crore as on 31st March 2011. The contribution of CPSEs in terms of turnover to the GDP has ranged between 20.0-25.0 percent during FY 2005-FY 2011 (Public Information Bureau, 2012) and accounted for around 20.6 percent of the country’s GDP in FY 2011(PE Survey, 2010-11).
Not only do they contribute significantly to the GDP of India, they are also responsible for large scale employment and socio economic development. CPSEs have been able to withstand the rigour of the market discipline. Many of them have remodeled their business strategies to increase efficiency, profitability and market share both in India as well as in global market. Following is a brief snapshot of key contribution parameters of CPSEs.

    Table 1.1: Snapshot of Key Contribution Parameters of CPSEs
	Parameter
	Contribution ( India’s Top PSUs 2012)

	GDP
	Total income of CPSEs – 19% of India’s GDP

	Foreign Exchange Earnings
	18% of CPSEs- Net Foreign Exchange Earners

15.2% YOY growth in Export Earnings

	Public Sector Banks
	70% of banking business from Public Sector Banks

	Financial Investments
	12.2% CAGR in Financial Investments

	Employment Generation
	1.4mn people

	Exchequer Contribution
	8% of total tax revenue


1.2 Redefining the Role of CPSEs 

Post liberalization, Central Public Sector Enterprises (CPSEs) have faced internal as well as external competition. There are certain enablers and constraints in the regulatory and competitive environment that CPSEs operate in. These can both restrict and unlock the potential of the CPSEs, depending upon the response by the CPSEs to exploit the opportunities and strengths while containing the weaknesses and threats. Key enablers include sustainable development guidelines, focus on commercial interest, restructuring of sick PSUs. The key restrictions to watch out for include price war, competition, costs, human resource and technology obsolescence. Taking into account both enablers and deterrents, CPSEs need to work towards transforming business models, embracing technology and exploring support from Government policies.

While every CPSE’s circumstances are unique, a few of the common challenges that they face include:

· Understanding the new operating economic reality and aligning its vision, leadership, business growth strategy and operations

· Excelling with a restriction of reduced resources and heightened expectations for results

· Successfully embracing technology as an enabler along with investment protection

· Containing losses due to challenges such as diversions of subsidies, ghost customers and limited credit history of customers

1.3 The Global Scenario: Investments to Induce Structural Change 

In the shadow of the Euro crisis and the US fiscal cliff, it is easy to ignore the global economy’s long term problems, but they fester and if we overlook them, it is at our own peril, while we focus on our immediate concerns. Joseph Stiglitz, the 2001 Economics Nobel Prize winner opines that the most serious is global warming. At the same time, the pace of technological progress and globalization necessitates rapid structural change in both developed and developing countries alike. Such changes can be traumatic and markets often do not handle them well. Just as the Great Depression arose in part from the difficulties in moving from a rural agrarian economy to an urban, manufacturing one, so today’s problems arise partly from the need to move from manufacturing to services. Making such a transition requires investments in human capital. Among the services that people want are health and education, two sectors in which government naturally plays an important role owing to inherent market imperfections in these sectors and concerns about equity.  

Before 2008 crisis, there was much talk of global imbalances, and the need for trade surplus countries, like Germany and China, to increase their consumption. That issue has not gone away: indeed, Germany’s failure to address its chronic external surplus is part and parcel of the Euro crisis. China’s surplus, as a percentage of GDP, has fallen but the long term implications have yet to play out. US’ overall trade deficit will not disappear without a rise in domestic savings and a more fundamental change in global monetary arrangements. The former would exacerbate the country’s slowdown and neither change is in the cards. As China increases its consumption, it will not necessarily buy out goods from the US. In fact, it is more likely to increase consumption of non-traded goods – like healthcare and education – resulting in profound disturbances to the global supply chain, especially in countries that had been supplying the inputs to China’s manufacturing exporters.

Finally, there is a worldwide crisis in inequality. The problem is not only that the top income groups are getting a larger share of the economic pie, but also that those in the middle are not sharing in economic growth while in many countries, poverty is increasing. While the Great Recession has exacerbated these trends, they were apparent long before its onset. Indeed, it has been argued that growing inequality is one of the reasons for the economic slowdown and is partly a consequence of the global economy’s deep, ongoing structural changes. 

An economic and political system that does not deliver for most citizens is one that is not sustainable in the long run. Eventually, faith in democracy and the market economy will erode, and the legitimacy of existing institutions and arrangements will be called into question. However, a positive development is that the gap between the emerging and advanced countries has narrowed greatly in the last three decades. Nonetheless, hundreds of millions of people remain in poverty, and there has been only a little progress in reducing the gap between the least developed countries and the rest. Here, unfair trade agreements – including the persistence of unjustifiable agricultural subsidies, which depress the prices upon which the income of many of the poorest depend - have played a role. The market will not, on its own, solve the problem. Global warming is a quintessential ‘public goods’ problem. To make the structural transitions the world needs, governments are required to take a more active role – at a time when demands and cutbacks are rising in Europe and the US.

As we struggle with today’s crises, we should be asking whether we are responding in ways that exacerbate our long term problems. The path marked out by the deficit hawks and austerity advocates weakens the economy today and undermines future prospects. The irony: with insufficient aggregate demand, the major source of global weakness today, there is an alternative: invest in our future, in ways that help us address simultaneously the problems of global warming, global inequality and poverty, and the necessity of structural change.         

 Stiglitz opines that since India is less dependent on exports, it needs to focus more on its internal issues of inequality, lack of infrastructure, issues of education, agriculture, environment, water tables going down and the like. In India, just privatization will not solve the problems. What has to be worked out is how it can benefit local people, not merely have a corrupt transfer of access to these resources and increase inequality. The governance problem has to be solved first before privatization. Inequality is on the rise in India. Globalization is one source of inequality and it is difficult to stop that. But there are more important sources such as monopoly power, abuses of corporate governance, people getting access to natural resources and spectrum at below market prices. These are sources of inequality rising at the top, and make the economy less efficient. At the bottom, there are issues like lack of investment in education, discrimination, and so on.

1.4 The Triple Bottom Line and Public Sector Enterprises in India

In the mid-nineties, John Elkington coined the term “triple bottom line” (TBL) which helped to develop a three-dimensional measurement framework of corporate performance. It added two other dimensions to measurement of results apart from financial — environmental and social. Today, the three dimensions are people, planet and profit, which lead to sustainable development. Sustainability is underpinned by the well-being of corporate, labour and other stakeholder interests that are interdependent. The “People Bottom line” (human capital) pertains to fair and beneficial business practices toward employees and the community. The “Planet Bottom line” (natural capital) refers to sustainable environmental practices. Sustainability and global warming are real and critical issues that global businesses must deal with. The “Profit Bottom line” is the ability of an enterprise to create economic surpluses. Without profits, enterprises would be unsustainable. Thus, evaluation of corporate performance in the future must include environmental and social dimensions in addition to economic results. 

Globally and in India, there are a number of case studies of large corporations which have undertaken significant initiatives towards sustainable development by embedding TBL principles into their core business processes. It is encouraging to see that Indian CPSEs have also started taking significant strides as far as TBL is concerned. CPSEs in India have always been significant contributors to economic development, as also in the recent past when the global economy was not doing well. With most of the key CPSEs charting their Corporate Social Responsibility (CSR) plans on the back of the Department of Public Enterprises' (DPEs) CSR policy, they are expected to play a key role in promoting sustainable development. 

CPSEs have adapted well to changing market dynamics and have taken advantage of business opportunities created by liberal economic policies. The economic slowdown has brought forward a new era in the history of public sector enterprises with their importance in the developing economy being re-established. During recent years, disinvestment of CPSEs has gained significance. CPSEs are making substantial disinvestments in several ways including strategic sale to private entities and raising funds through an initial public offer (IPO), or follow on public offer (FPO). Disinvestments by CPSEs through various routes are an indication of the strategic measures adopted by CPSEs for becoming more competitive. 

Most of the countries across the world have adopted the mixed economy framework that allows for the role of both the public and the private sector (Commercial) enterprises. In the historical context, the governments in the less developed economies established public sector enterprises to catch up with the more advanced economies. The other classis example of public sector enterprises is to be seen in the specific case of ‘natural monopolies’ that promise to provide services to the public at low cost. 

The eminent role played by the public sector enterprises in India in the industrial and overall development of the country is well acknowledged. The country today has a strong and vibrant economy. Globalization and the falling rates of interest and tariffs have forced both the public sector and the private sector in India to operate under more competitive environment. Competition may be summed up as higher total factor productivity, which is a function of economies of scale, better technology, more informed management and improved organizational structure. Both the public and private sector have, in general, withstood the competition and in the process have to become more competitive. The private sector in India has gone offshore and so have the public sector enterprises. 

CPSEs have contributed to the economic growth of the country by creating a diversified industrial base. Some of the CPSEs have had strong financial results over many years and recently some more have turned around. Moreover, in view of the high economic growth witnessed in the Indian economy and the prospect of higher growth in the near future, the size of the domestic market is increasing. When viewed together with possibilities and potentialities of exports, there are newer opportunities for the public sector in India that should be taken advantage of in the coming year. 
The embedded structure of macroeconomics appear to be continued upswing in income, expenditure, savings rate, capital investment, consumption, growth, negative external sector and adverse fiscal balances.
Under the circumstances, the following optimal and expedient policy indicators are discernible:
1. Divestment or turnaround efforts of loss making PSUs
2. Partial or follow up divestment of profit making PSU's to unlock value, drive competition, ensure superior corporate governance, capital allocation but still retaining government control for intervention, political wisdom and stimulating commanding heights of state order.
3. More transparency, entrepreneurship, treasury operations, rationalizations, ancilliarization and integration. 

1.5 Governance in India: The Path Ahead

The Indian economy on the eve of the Twelfth Plan is characterized by strong macro-fundamentals and good performance over the Eleventh Plan period, though clouded by some slowdown in growth in the current year with continuing concern about inflation and a sudden increase in uncertainty about the global economy. The objective of the Eleventh Plan was faster and inclusive growth and the initiatives taken in the Eleventh Plan period have resulted in substantial progress towards both objectives. Inevitably, there are some weaknesses that need to be addressed and new challenges that need to be faced. Some of the challenges themselves emanate from the economy’s transition to a higher and more inclusive growth path, the structural changes that come with it and the expectations it generates. There are external challenges also arising from the fact that the global economic environment is much less favourable than it was at the start of the Eleventh Plan. These challenges call for renewed efforts on multiple fronts, learning from the experience gained, and keeping in mind global developments. We focus on the backdrop of target setting and areas of focus of the Eleventh Plan. India entered the Eleventh Plan period (2007-2012) with an impressive record of economic growth. The vision for the Eleventh Plan prominently included an improvement in governance. Over the years, the governments at the Centre and the States have launched a large number of initiatives at substantial public expense to achieve the objectives of growth with poverty alleviation and inclusiveness. Experience suggests that many of these initiatives have floundered because of poor design, insufficient accountability and also corruption at various levels. Increasingly, there is demand for effective implementation without which expanded government intervention will be infructuous.  The strategy for the Eleventh Plan was therefore aimed at bringing about major improvements in governance which would make government-funded programmes in critical areas more effective and efficient. The best possible way of achieving this objective may be by involving communities in both the design and implementation of such programmes, although such involvement may vary from sector to sector. For achieving the vision of the Eleventh Plan, it is extremely important to experiment with programme design to give more flexibility to decision making at the local level. It is especially important to improve evaluation of the effectiveness of how government programmes work and to inject a commitment to change their designs in the light of the experience gained. Evaluation must be based on proper benchmarks and be scientifically designed to generate evidence-based assessment of different aspects of programme design. Along with greater transparency and feedback from community participation, this is particularly important in the case of programmes delivering services directly to the poor.  Accountability and transparency are critical elements of good governance. The Right to Information Act (RTI) enacted in 2005 empowers people to get information and constitutes a big step towards transparency and accountability.

1.6 Concluding Remarks: MoU in India
Notwithstanding the spectacular performance of CPSEs in several areas, there has been a sense of disillusionment with some aspects of CPSE performance such as low profitability and lack of competitiveness. The extensive regulation of CPSEs by government had stifled the initiative and growth of public sector. The Economic Administration Reforms Commission (Chairman: L. K. Jha) had dwelt on issue of autonomy and accountability. The Commission had recommended a careful re-consideration of extant concepts and instrumentalities relating to the accountability of public enterprises with a view to ensuring (a) that they do not erode the autonomy of public enterprises and thus hampers the very objectives and purposes for which these enterprises have been set up and given corporate shape and for which they are to be accountable; and (b) accountability has to be secured in the wider sense of answerability for the performance of tasks and achievements of results (EARC-II/Report No. 4, p. 22). The adoption of MoU system in India could be seen as an attempt to operationalize this very vital recommendation. 





------------------------------------------------
Chapter 2

Memorandum of Understanding: In Retrospect 

The concept of Memorandum of Understanding (MoU) has been designed to provide flexibility and autonomy to Central Public Sector Enterprises (CPSEs) such that it facilitates them in pursuing the objectives and purposes, for which the enterprises have been set up. Accountability has to be understood in a wider sense by associating it with answerability for the performance of the tasks and the achievement of targets negotiated mutually between the Government and the CPSE. The rationale for MoU could be derived from principal/agent theory (for reviews see Ross 1991; Stiglitz 1974). The principal (administrative ministry on behalf of real owners- the people) can only observe outcomes and cannot measure accurately the efforts expended by the agent (CPSE managers). Also the Principal can only, to a limited extent, distinguish the effects of influences from other factors, which affect the performance (Laffont and Tirole 1993). Therefore extensive intervention by administrators, who might not be too knowledgeable about the nature of problems confronting the enterprises, not only impacts productivity and profitability but also makes it impossible to fix accountability for non-achievement of targets. 
A negotiated incentive contract (MoU), hence, is viewed as a device to reveal information and motivate managers to exert effort. Proponents argue that the contract can translate multiple objectives into targets which can be measured by specified criteria and could be given weights to reflect priorities.  Moreover, targets can be set to take into account circumstances where CPSE managers have less control over their firms than their counterparts in the private sector. For example, performance might be judged against the firm’s past trends, rather than against an industry standard, to take account of situations where the firm’s performance is sub-standard because of government imposed constraints (such as prohibitions on layoffs, price controls, etc.). 
By specifying targets and evaluating results ex post, the MoU is seen by its advocates as a way to encourage governments to reduce ex ante controls, giving managers more freedom and motivation to improve operating efficiency.

National Council for Applied Economic Research (2004) in a “Study on the Revamping of the MoU System” concluded that the MoUs in India did not result in any improvement in productivity across the chosen sample of CPSEs for their study. This phenomenon was observed by the research group across the CPSE syndicates. It has, however, been found in many studies that if properly designed, Performance Contracts such as MoU can improve performance. This implies that efforts should be made to design these contracts with a focus on improving information flow.

Byrd (1991) suggests that the main advantage of Performance Contracts over the traditional mode of government oversight, is that such contracts enhance and legitimize the positions of factory managers. He argues that the main problems with Performance Contracts are the strong bargaining power of managers, not enough risk-bearing on the part of firms, ambiguous ownership type, non-credibility of contracts and the tendency for local governments to opt for types of Performance Contracts that could be easily implemented (rather than the most efficient or most suitable for local conditions). 

The research also shows that without solving the information problem, introducing incentives can bring about only limited change (Laffont and Tirole, chapter 1, 1994). 
Hence, it is strongly felt that Performance Contracts will improve performance only if they elicit both the Government’s and the Firms’ commitment. Since Government is both a signatory and the enforcer of the contract, it is especially important that its commitment remains credible. Political determinants may preclude the design of incentive contracts and impede CPSEs in producing the sort of productivity gains being achieved by the private firms. These findings suggest that effort in designing a framework of MoU on consistent basis can produce good results.

The Memorandum of Understanding (MoU) System in India was introduced in the year 1986, after the recommendations of the Arjun Sengupta Committee Report (1984). Twenty six years after its inception, the MoU system has evolved and is being strengthened, through regular reviews, to become a management tool that helps in performance evaluation as well as performance enhancement of CPSEs in the country. 

In the backdrop of the dynamic external environment, “world- wide competition” and globalization, it is critical that the MoU system is strengthened such that it facilitates the CPSEs in becoming economically viable through efficient management and control. Hence, the MoU system aims at offering autonomy to CPSEs and is designed such that it can aid in the assessment of the extent to which mutually agreed objectives ( Mandal, 2012) are achieved. This section of the report traces the evolution of the MoU system through various committee reports and highlights the major observations, along with the actions taken thereafter. This would act as an indicator of the developments that have happened in the MoU system in India and, through the study of extant literature, would also highlight the areas of concern raised after each study.

2.1 Arjun Sengupta Committee Report (1984)

Arjun Sengupta Committee was appointed by the Government of India in 1984 and the committee highlighted the need for striking a productive balance between the autonomy of Public Enterprises and their accountability to the stakeholders and the Government. The salient recommendations, of the Arjun Sengupta Committee Report, which have relevance in the dynamic scenario prevalent today, include:

1. Operational autonomy to CPSEs must be allowed such that CPSEs do not make losses due to incorrect investment decisions, poor managerial practices and formal/ informal interference by the Government

2. In terms of autonomy, the committee observed that “Autonomy of a public enterprise consists in the ability of its management to exercise the freedom of 

action in day-to-day operations, in taking all decisions affecting their performance, without being restrained by any external authority, such as the Government.” However, it has to be maintained that “in our (Indian) framework of economic planning, the policies of public enterprises, their investment decisions, their programmes for growth, expansion, etc., have to be dovetailed to national priorities and mobilization and allocation of resources.”

3. MoU system can be placed amidst the firm belief of the Arjun Sengupta Committee report that it can act as “a set of conventions by which the Government can help in the better functioning of the public enterprises and work out an organizational pattern which would reduce the points of intervention by the Government in the management of the enterprises without minimizing the Government’s right to have needed information for evaluating performance”.

4. The European concept of the “Holding Company” was also introduced in the report, where it was highlighted that the relationship between the Holding company and the Subsidiary company would be based on the decentralization principle.

5. Other suggestions in the report focused on investment decisions of CPSEs and how they could be made more autonomous yet prudent; recommendations on wage policies and performance evaluation criteria falling under four groups:

a. Financial Performance

b. Productivity and Cost Reduction

c. Technical Dynamism

d. Effectiveness of Project Implementation

     6.
The committee also mentions the consideration of “Industry average for gross margin on assets and the rate of net profit”

7. 
Recommendations around price control suggested that the Government must control prices only in areas where the control could be justified by the nature of the product and not because a particular product is being produced by the public enterprise.

To counter the perils of the accounting system borrowed from private sector, a five step performance evaluation system was introduced in the MoU system which included:

· Criteria Selection

· Criteria Weight Selection

· Criteria Value Selection

· Performance Evaluation

· Performance Reward
Within the context of evaluation of the performance, the concept of composite scores also becomes critical as it measures the capacity of the enterprise to meet its own commitment and simultaneously, helps in ranking and comparing the enterprises.

2.2 National Council of Applied Economic Research (2004)
The report titled ‘Study on the revamping of the MoU System’ highlighted that the MoU system must be looked at ideally, as a management tool which is “based on the principle of Management by Objective”. The report emphasized on the fact that the MoU system acts as an important element towards strengthening the CPSEs, in becoming more competitive, in the backdrop of a dynamic and globalized environment. The National Council of Applied Economic Research (NCAER) report suggested the following essentials to the then existing MoU System and based its findings on the Balance Score Card Framework:

1. The report highlighted that for the MoU system to help CPSEs in improving their productivity would require some changes (which the report addressed).

2. The Linkage of Performance related pay to the MoU system was a result of the recommendations made by the report.

3. Interventions of institutions like CAG, CVC and COPU were looked at objectively and the report cautioned that these institutions must not have an adverse impact on the performance of the CPSEs.

4. The report suggested that the Task Force Members must be experts with technical expertise around the issues being faced by the industry. They must be neutral bodies with a track record of having worked in industry/ administrative services.

5. The report introduced nomenclature to parameters as follows:

a. Static Parameters: The ones that reflect “costs and benefits associated with the operations of the enterprise in a given period of time”.

b. Dynamic Parameters: Qualitative parameters which lead to benefits in the future, when costs are incurred in the reference year.

c. Sector and Enterprise Specific Parameters: These include essential investments for broader goals.

6. 
The report also assigned appropriate weights to each parameter since CPSEs execute multiple activities / projects to achieve their objectives.

7. 
CPSEs believed that the MoU system did not act as a propeller towards the development of new products and processes/ innovations. Therefore the NCAER included the Dynamic and Sector- Enterprise Specific parameters to fill this gap. However this gap still needs attention in the existing MoU framework.
8. 
The NCAER report moved forward from the Arjun Sengupta Committee report and facilitated the MoU system to act as a “productivity improvement tool” by adding dynamism to the parameters of evaluation.

Areas Requiring Attention

1. 
The report also highlighted a need to introduce the concept of Benchmarking in the existing MoU system however did not recommend a concrete means to achieve the same.

2. 
The NCAER (2004) report highlighted that the MoU system has to evolve to become a Business Review instrument. The report elaborated “Business Review” and MoU suggesting that “Business Review looks at not only the use of strategic assets but also how management takes care of opportunities that arise in business as well as avoiding serious threats to the organization”. The aim of the current report shall also remain to fill this gap.

2.3 Report of the Working Group (2008)

The Working Group report of August 2008, titled “Report of the working Group on Review of the MoU Guidelines in CPSEs offered suggestions on few aspects of the MoU system, which are as under:

1. The report devised a mechanism of setting the base target as being the “sum of the figure of the best performance year plus twice the Standard Deviation”. The report also suggested that for CPSEs functioning below 100% capacity , Base Target (BT) shall be Good while for the ones functioning at 100% Capacity, BT shall be Very Good.

2. It was suggested that anticipated capacity addition must be taken into account in the calculated Base Target.

3. While examining the Balance Score Card approach, it was observed that this approach might not be suitable for a few CPSEs.

4. The committee suggested that for CPSEs functioning under Administered Pricing regime, financial parameters should be between 30- 40%.

5. The committee suggested that Offsets might not serve relevant for all CPSEs and hence certain syndicates, that get impacted by major developments in the external environment, must be allowed to rationalize their performance with the Task Force.

6. The committee also recommended pointers to establish an understanding around “good corporate governance”

7. The committee also suggested the inclusion of “milestones for physical progress in projects being implemented”.

Areas Requiring Attention

The setting of the Base Target still needs attention. The report also highlights that “the most appropriate method would be to take into account the actual performance of the company in the previous five years….determine the standard value and the standard deviation and then fixing the Base Target and the other targets on a 5 point scale. After detailed discussion it was felt that this needs to be studied in much greater depth and cannot be adopted cursorily”. The current report tries to address this gap.

The inclusion of Offsets for CPSEs remains under the subjective decision of the Task Force on the understanding that CPSEs must not be allowed to use offsets as a means to explain non-performance. However the CPSEs feel differently on this issue and suggest that the task force do not take into consideration, very genuine reasons, beyond the control of the CPSEs and this leads to subjectivity and eventual non approval of their case. The current report addresses the same issue.
2.4 SK Roongta Committee Report (2011)

The Planning Commission and SK Roongta Committee Report (2011) titled ‘ Report of Panel of Experts on Reforms in Central Public Sector Enterprises (CPSEs) comprehensively examines a range of issues inter-alia relating to HR & Corporate Governance, MoU system, effective partnerships with private sector, diversifications, mergers & consolidation, technology mapping in CPSEs and the path forward for Indian CPSE. Highlights of this report’s recommendations for the MoU system are:

· The committee recommended that the MoU system must have more thrust on R and D initiatives, as well as promote better rules for Joint ventures.

· It recommended that a committee for business strategy must be formed by each CPSE and this committee must meet, at least thrice in a year.

· The committee, like the Report of Working Group (2008), recommended scrutiny of the process of determining the base target. 

· The committee also suggested, on the lines of the Report of Working Group (2008), consideration around external factors which affect the performance of the CPSEs.

· The committee also suggested that financial parameters in the MoU system must emphasise on Returns on Capital Employed (RoCE) and Return on Asset (ROA), optimality of input and running costs and operational efficiency.

· The committee further suggested that the Physical performance parameters of CPSEs must be benchmarked Internationally and/or with the private sector
2.5 Mankad Committee and Task Force on MoU (2012)
The report titled ‘Report of the Committee on the MoU system, 2012’ by PG Mankad and Task Force on MoU, made the following recommendations to strengthen the then existing system of Memorandum of Understanding:

· While addressing the process of signing of MoU by the subsidiary companies, the committee suggested that DPE may examine the possibility of setting up an enabling mechanism to consider and permit leaving the entire process of negotiations/ evaluation of subsidiaries to the CPSEs/ administrative ministries

· The committee opined that even though there are views around exclusion of the MoU system for certain CPSEs, it should best be left at the discretion of the Government of India, since the MoU exercise has always been meant for the Public Sector Enterprises irrespective of their size, sector or activity.

· The committee after contemplating on the exclusion of Sick and Loss Making units out of the MoU system, decided against it.

· The committee suggested that the task force should be allowed the discretion and flexibility in deciding the basic target on the five point scale, as also the difference of points between the various levels.

· The committee also decided to retain the 50%-50% balance between financial as well as non-financial parameters.

· The committee suggested the exclusion of “Compliance with the Government” as a parameter for the CPSEs, since this is anyway mandatory for the CPSEs. This way the points for the same could be reallocated elsewhere.

· Inclusion of negative marking for non-compliance was recommended.

· Provisions to address situations where targets remain unachieved due to external forces, was also suggested in the report.

· The committee recommended that the Non-Financial parameters should also include the following:

· Corporate Social Responsibility; Sustainable Development; Productivity and Internal Processes; Technology; R& D; Quality; Innovation; Human Resource Management; Project Management and Initiatives for Growth

Areas requiring attention

· The need to devise a more reliable method of Basic Target setting, was raised by CPSEs which still needs attention. The current report addresses the same.  
2.6 An International Perspective

The Performance Contract System first originated in France in the late 1960s. It was later adopted by Pakistan and Korea. India applied the system of Memorandum of Understanding (the Indian version of Performance Contracting) in 1986. In the past two and a half decades, more than 30 developing countries have introduced the Performance Contracting system for enhancing performance of their public sector enterprises and for providing operational autonomy. 
In Asia, the Performance Contract concept has been used in Bangladesh, China, India, Korea, Pakistan and Sri Lanka. In Africa, Performance Contracts have been used in selected enterprises in Benin, Burundi, Cameroon, Cape Verde, Congo, Cote d’Ivoire, Gabon, Gambia, Ghana, Guinea, Madagascar, Mali, Mauritania, Morocco, Niger, Senegal, Togo, Tunisia and Zaire. In Latin America, they have been used at different times in Argentina, Brazil, Bolivia, Chile, Colombia, Mexico, Uruguay and Venezuela. Others include Malaysia, United Kingdom, U.S.A, Canada, Denmark and Finland.
Research across several market settings has shown that MoUs have not had a significant impact on productivity. For instance, Shirley and Xu (1997) found that Performance Contracts did not improve total factor or labor productivity or profitability in China. This was because the MoU which was in existence then, failed to reduce information asymmetry could not provide sufficiently high-powered incentives and lacked the commitment to bind both parties to the goals of the contract.  

In the same context, the Government Accountability Office (GAO), 1980, from UK, suggested that performance measurement, for public sector should typically be measured against the following:

· Productivity, which involves the quantification of outputs and inputs of an organization, being expressed as a ratio (ratio is determined as output to input)

· Effectiveness, which involves the determination of the relationship of an organization’s output to the organization’s goals
· Quality, which is determined through attributes like accuracy, complexity and thoroughness
· Timeliness, which involves the evaluation of the time involved in producing an output which is appropriate
2.7 Concluding Remarks

It has been established through the discussion that from the year of its inception- 1986 till today (2013), the Memorandum of Understanding system in India has been consistently moving towards improvement to eventually become a management tool.  The tool not only measures the performance of CPSEs on financial parameters but also on strategic, non- financial parameters. However, the existing literature, nationally as well as internationally, highlights the areas of improvement in the MoU framework and the present study group, attempts to fill the identified gaps through scientific research.
-----------------------------------

Chapter 3

Research Methodology
3.1 Terms of Reference and Objectives of the Study

The current study examines all aspects of the terms of reference and also addresses concerns that had been raised by previous studies that were undertaken to examine the MoU system amongst the Indian CPSEs. The objective of the present study, hence are as follows:
· To establish whether the existing system is appropriate for promoting improvement in the performance of CPSEs.

· To understand whether there is objective participation and involvement of the administrative Ministries/ Departments/ Department of Public Enterprises/ Task Force members in the MoU process.

· To study whether the existing MoU framework consisting of financial and non-financial parameters allows requisite degree of flexibility to CPSEs, and is compatible to accommodate huge diversity cutting across domains and functional settings for rational target setting and evaluation in the format prescribed in the guidelines.

Under this term of reference, the objective is to also decipher the following (which are  drawn from ‘Areas Requiring Attention’, from previous reports (See Chapter 2, pg. 21, 22 and 24):

· How Base Targets must be scientifically set such that they are rational and benchmarked with Private sector and Internationally.

· How Offset parameters could be developed objectively to allow CPSEs to factor-in, external forces impacting their performance, but beyond their control.

· Rationalizing of the Existing Financial Parameters by making them more meaningful. This would entail the removal of certain duplicate parameters and the inclusion of certain essential Financial parameters.

· How certain parameters which reflect Initiatives towards Growth, and also incentivize CPSEs for making progress in projects, that would ultimately reap results in the long run.

· How MoU as an instrument could be evolved to take shape of a “Business Review Instrument”.

· How CPSEs within the syndicate “Under Construction”, be brought into the purview of Performance Related Pay.

· To understand whether the MoU process based on five point scale and grading system is effective or needs modification.

· To decipher whether CPSEs by doing corporate social responsibility/ sustainable development/ research & development are being helped in competing favorably with others and does it ensure level playing field.

Under this term of reference, the objective is to also decipher the following (which are also drawn from ‘Areas Requiring Attention’, from previous reports: )

· Whether CSR/ SD related activities must have equal thrust for all CPSEs, from all Syndicates?

· To understand whether sick and loss making CPSEs, including those who have got revival / restructuring packages have benefited from MoU in their process of Turn Around and Revival.

· To understand whether subsidiaries have benefited due to MoU with the holding/ parent CPSEs.

3.2 Research Methodology

Data Collection for this study has been done utilizing mixed methods of enquiry. The assumption behind the quantitative paradigm is that there is an objective truth existing in the world, which can be revealed through scientific method where the focus is on measuring relationships between variables systematically and statistically. Qualitative techniques emerge from the interpretive paradigm. Typically, the emphasis is on constructivist approaches where there is limited objectivity and it has to be established through further exploration. 

Thorough literature review was conducted to identify the evolution of the MoU instrument in Indian CPSEs and literature from extant studies was explored to focus on the areas that were highlighted but had not been addressed in the existing MoU system. This was also supplemented through literature on performance evaluation Public Sector Enterprises, from an international perspective.  
Thematic analysis has been applied as a qualitative research method and the emergent themes and idiographic descriptions have been further validated through the use of  quantitative methods. Fereday and Muir-Cochrane( 2006) describe Thematic Analysis, as a method involving the identification of themes through the process of reading the data with extreme scrutiny and then re-reading the data several times. This qualitative method facilitates the organization and description of data in detail (Braun and Clarke, 2006) and presents the analysis through “thematic networks: web-like illustrations” (Attride-Stirling, 2001). “This methodology is especially useful for the purpose of drawing insights from real events and experiences and further elaborates on the social context which is associated with the interpretation of these experiences” ( Rishi and Gaur, 2012.)

Data has been collected through Focus Group Studies (FGS) ; Personal Interviews (PI’s) and has been further validated through data from structured questionnaires.

Financial Data, gathered for the sample CPSEs, have been statistically analyzed to discern patterns emerging from the data, which offer insights about the financial trends, essential financial parameters and the mechanism for target setting amongst the CPSEs in India.

3.3 Phases of the Study

Thematic analysis, and the present study have been carried out in five stages, as suggested by Braun and Clarke (2006) and Rishi and Gaur (2012). The phases of this research have been highlighted in Figure 3.1.
Phases of the study
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Figure 3.1: Phases of the study

In Phase 1, Review of literature available in the form of previous reports and studies, books on Indian Public Sector Enterprises, research articles on the MoU system existing in India along with articles on the efficacy of performance evaluation mechanisms, Public Enterprise Survey (2011-12) and guidelines by the Department of Public Enterprises (DPE) for the past three years, was carried out and key areas of concern within the existing MoU system, were identified. These were further validated by conducting semi- structured personal interviews with key officials of the Department of Public Enterprises. Through this phase we were able to locate key informants, individuals who provided useful insights into the issues at hand and steered us to information and contacts. We were able to further resonate with the Terms of reference at hand( See Annexure 1), and we identified micro issues, with respect to the MoU system ( as highlighted in the section titled “Terms of Reference and Objectives of this Study”), which required attention.

Phase 2 and 3, involved the development of initial codes and groups of key improvements required in the MoU system, in the Indian CPSEs. Based on the findings of this phase, a tentative thematic web was developed in phase 3 which is presented in Chapter 5, Figure 5.1, Page 53. Findings of this phase also led to the designing of a structured questionnaire which was used in the next stage to further validate the initial thematic web.

In Phase 4, the sample (as exhibited in Table 3.1, page 38) for the study, was contacted as under:

I. Structured Questionnaires were sent to 35 CPSEs and responses from 8 were received ( See Annexure 2). The Questionnaire explored, from the CPSEs their experiences with the existing MoU system and the relevance of each parameter (financial and non- financial) which currently features in the MoU system. Scope for the development and inclusion of newer, more relevant parameters was also explored through the questionnaire.
II. These inputs were further validated by two Focus Group Studies (FGS) conducted with 17 CPSEs (See Annexure 11). These were from the above mentioned set of 35 CPSEs. All participating members of the FGS were either General Managers- Corporate Planning or Personnel involved directly with the formulation of the MoU, at their respective CPSEs.
III. 16 CPSE’s written feedback on five structured questions was studied in detail (See Annexure 3). Discussions with Experts and Task Force members, were undertaken (See Annexure 4).

IV. 2 Administrative Ministries’ written feedback on five structured questions was studied in detail.

During phase 4, we also undertook a parallel quantitative analysis, where critical financial parameters which affect the performances of the sample CPSEs data was analyzed. Data for 21 CPSEs from 9 different syndicates namely Agriculture, Fertilizer, Chemicals and Pharma, Contract & Consultancy, Crude oil Gas and Petroleum, Electronics Telecommunication & IT, Energy Power Generation & Transmission, Engineering Transportation Material & Consumer Goods, Steel & other Minerals, Trading & Marketing and Transport & Tourism, was taken for this purpose since other companies’ data, for the past five years, was not readily available. The following four  financial parameters have been considered for the study and data have been taken from the Department of Public Enterprise website:

1) Turnover

2) Gross Margin

3) Net Profit/Net Worth 

4) Gross Profit/Capital employed
Methodology Adopted in deciding the process of Base Target Setting

The purpose of the analysis is to develop a standardized approach to setting the target for essential quantitative (financial) indicators. It is generally agreed that the target setting for a quantitative indicator should ideally be based on the average of the variable over last few years and the variations in the variable over that period (standard deviation).  In the past, suggestions have been made to arbitrarily add some standard deviations to best or average value achieved in the past to set the target. Based on the literature review and practice for setting targets in countries such as South Korea, the present report tries to arrive at the number of standard deviations to be added to the average value of the variable on the basis of a standard pre-defined methodology. There are three inputs required of  an indicator for implementing the proposed methodology  (i) the average value (ii) standard deviation (iii) assumption about distribution of the value of the indicator for categorization in different rankings.  As regards the first two, there are two distinct approaches for arriving at these inputs.

(1) Trend Line Method

(a) For the average value, the arithmetic average of last 5 years’ values of the variable is taken.
(b) best trend line is fitted to the actual data for five years and trend value is forecasted. 

(c) the standard deviation of the actual values over the trend value is calculated  which is  then used to set targets for different rankings as detailed below.

The standard deviation calculated at (c) above is then added to the average value at (a) above to set targets for different rankings as detailed below.

(2) Beta Distribution Method

(a)  For the average value, the following standard value is taken

(b) Average Value= (a+4m+b)/6

(c) Standard deviation s =√(b-a)2/36

Where a: the lowest actual value in the past 5 years


b: the highest actual value in the past 5 years



m: actual value for the year preceding the evaluation

The standard deviation calculated at (b) above is then added to the average (standard) value (a above)  to set targets for different rankings as detailed below.
The assumption about distribution of the value of the indicator for categorization in various rankings is same in both trend value method and the beta distribution method  and is utilized in arriving at the number of standard deviations to be added to the average value to arrive at the target as explained below. 

 As a starting point, it is assumed that for ranking purposes, the target set for all categories should, at the minimum, be greater than the actual average performance in the last 5 years. The extent of increase over the average value will determine the ranking to which it would belong. Specifically, the  numerical values of targets for  existing five categories (Excellent, Very good, Good, Fair, and Poor) would be arrived at by adding different standard deviations to the average value of last 5 years.  The number of standard deviations to be added to average value for a particular ranking is based on the following principle:

(a) For each ranking category, we establish the starting point and end point of the ranking’s minimum and maximum performance as under:

Excellent
90-95

Very Good
85-90

Good

80-85

Fair

77.5-80

Poor

75-77.5
(b) The number of standard deviations to be added to the average value for arriving at the target value for different rankings is the value of X in the following equations:

Excellent 

P95 =  P90 + 2.5 * (X- P90) / P95 -  P90 

Very Good
P90 =  P85 + 5 * (X- P90) / P95 -  P90 
Good 

P85 =  P80 +5 * (X- P85) / P90 -  P85

Fair

P80 =  P77.5 + 5 * (X- P77.5) / P80 -  P77.5

Poor

P77.5 =  P75 + 2.5 * (X- P75) / P77.55 -  P75

Various P values in the above equations represent the Z-score from a standardised normal distribution table. These values for the above P values are as under:  P95 =  1.645; P90 = 1.282; P85 = 1.0365; P80 = 0.842;  P77.5 = 0.755; P75 =  0.675.

(c) Substituting these P values in above equations, we arrive at the number of standard deviations (X) to be added to the average value of the variable for different rankings as under:

Excellent

1.334706

Very Good
1.048554

Good

0.849566

Fair

0.7565138

Poor

0.67756

To check the consistency and robustness of the method outlined above, the   financial data for the chosen  four indicators (as mentioned earlier) for five years beginning from 2006-07 to 2010-11 is utilized and target is projected for the year 2011-12 which is then compared with the MoU target and the actual achievement for that year (See Annexure 5). 

In Phase 5, findings from the previous stage were utilized to develop the final thematic web (Chapter 5, Figure 5.2,  pg. 59) which highlights the areas of concerns , with respect 
to the MoU system in India. After the identification of concerns regarding the existing MoU system, recommendations were generated.

3.4 Sample of the Study

Judgmental Sampling technique has been used in the study as it allows the application of researcher’s judgment to select the object/ sample of the study. It allows researchers to ensure that the sample is representative of the population (Majumdar,1991; McMurray et al, 2004). 

The chosen sample represents the universe of 248 CPSEs in the following manner and the sample is presented in Table 3.1:

· Representation from all Schedules: A,B, C ,D and UC

· Representation from All Categories: Maharatna, Navratna and Miniratna I and II

· Representation from all 12 syndicates and also from the syndicate titled ‘Under Construction’

· Representation from the members of the Task Force

· Representation from Administrative ministries

· For every syndicate, the selected sample will represent at least 1 CPSE with a high rating of ‘Excellent’ (based on the MOU Score & Rating 2010-11) and 1 CPSE with a lower rating of ‘Fair’/ ‘Poor’ (based on the MOU Score & Rating 2010-11)

21% of the CPSEs have been hence chosen as a sample of the study. Ideally the researchers would have preferred to have a representation of 20% from each syndicate, however due to the unavailability of officials from various CPSEs, the following sample was deemed fit for this study.
Table 3.1: Sample of the Study

	Syndicate
	CPSE
	Maharatna/ Navratna/ Miniratna
	Schedule

	I- Agriculture, Fertilizers, Chemicals & Pharma
	Rashtriya Chemicals & Fertilizers Ltd.
	Miniratna
	A

	 
	National Seeds Corporation Limited
	N/A
	B

	 
	Central Warehousing Corporation
	Miniratna I
	A

	 
	Brahmaputra Valley Fertilizer Ltd
	N/A
	B

	II-  Steel and Other Minerals
	Steel Authority of India Ltd 
	Maharatna
	A

	 
	Indian rare Earths Ltd.,
	N/A
	B

	III- Crude Oil , Gas & Petroleum
	GAIL (India) Ltd 
	Navratna
	A

	 
	ONGC
	Maharatna
	A

	 
	ONGC Videsh
	NA
	B

	 
	Chennai Petroleum Corporation Ltd.
	Miniratna I
	B

	 
	Indian Oil Corporation Limited
	Maharatna
	A

	 
	Bharat Petroleum Corporation Limited
	Navrtana
	A

	 
	Oil India 
	Navratna
	A

	IV- Engeneering, Trransportion Material & Consumer Goods
	Bharat Heavy Electricals Ltd (BHEL) 
	Navratna
	A

	 
	Bharat Earth Movers Limited
	Miniratna I
	A

	 
	Braithewaite & Co. Ltd 
	N/A
	B

	 
	Hindustan Paper Corporation Ltd
	Miniratna
	A

	V- Energy, Power Generation & Transmission
	NTPC Vidyut Vyapar Nigam Ltd 
	N/A
	A

	 
	NTPC
	Maharatna
	A

	 
	Mahanadi Coalfields Limited
	Miniratna I
	B

	 
	Central Mine Planning & Design Institute Ltd.
	Miniratna II
	B

	 
	NTPC Hydro Ltd.
	N/A
	UC

	VI- Trading & Marketing
	National Handloom Development Corporation Ltd. 
	N/A
	B

	 
	North Eastern Handicrafts and Handlooms Development Corporation Limited
	N/A
	C

	 
	Central Cottage Industries Ltd. 
	N/A
	C

	 
	MMTC
	Miniratna I
	A

	VII- Contract & Consultancy
	Wapcos Ltd. 
	N/A
	B

	 
	Broadcast Engineering Consultants India Ltd.
	Miniratna II
	C

	 
	Hindustan Prefab Ltd
	N/A
	D

	 
	Engineers India Limited
	Miniratna I
	A

	VIII- Transport & Tourism
	Ennore Port Ltd.
	Miniratna I
	B

	 
	Container Corporation of India Limited
	Miniratna I
	A

	 
	Dredging Corporation of India Ltd. 
	Miniratna I
	B

	IX- Electronics, Telecommunication & IT
	BEL Optronics Devices Ltd. 
	N/A
	UC

	 
	Bharat Electronics Limited
	Navratna
	A

	 
	ITI Ltd. 
	N/A
	A

	X- CPSE's Registered under Section 25 of the companies Act and Financial Services
	National Backward Classes Finance & Development Corporation (NBFDC) 
	N/A
	C

	 
	Housing & Urban Development Corporation Ltd. 
	N/A
	A

	 
	REC Power Distribution Company Ltd. 
	N/A
	UC

	 
	National Scheduled Tribes Finance & Development Corporation 
	N/A
	C

	XI-Sick & Loss Making CPSE's
	Madras Fertilizers Ltd. 
	N/A
	B

	 
	Indian Medicines Pharmaceutical Corporation Limited
	Miniranta II
	D

	 
	Biecco Lawrie Ltd. 
	N/A
	B

	 
	Instrumentation Ltd. 
	N/A
	C

	XII- Sick & Loss Making CPSE's II
	Nepa Ltd.
	N/A
	C

	 
	National Film Development Corporation
	Miniratna II
	A

	 
	National Textile Corporation Limited
	N/A
	B

	 
	Tyre Corporation of India
	N/A
	 

	 
	 
	 
	UC

	Under Construction CPSEs
	Bihar Drugs and Organic Chemicals Ltd.
	N/A
	 

	 
	Dedicated Freight Corridor
	N/A
	UC

	 
	SethuSamudram Corporation Limited
	N/A
	 

	Administrative Ministries
	Ministry of Coal
	 
	 

	 
	Department of Agriculture of Cooperation
	 
	 


3.5 Concluding Remarks
The present study utilizes the mixed method approach towards data collection and analysis. Through judgmental sampling, 21% of the CPSE universe has been chosen as the sample for the study . Thematic Analysis (a technique for content analysis) has been applied to identify issues and challenges which the current MoU framework faces. Each challenge has been resolved through implementable recommendations, which have been offered in Chapter 5 of this report.

Further, statistical techniques as well as quantitative analysis have been applied to decipher a scientific basis for Base Target Setting for the Central Public Sector Enterprises in India.

----------------------------------

Chapter 4

Performance Measurement System: New Framework

4.1 The Balance ScoreCard Approach

The existing MoU framework follows the Balance Scorecard Approach, as mentioned paragraph 2.1.1 in Office Memorandum No 3 (12)/2012-DPE (MoU); ‘Guidelines for Memorandum of Understanding (MoU) between CPSE and Government Department/ Ministry for the year 2013-14’.

The Balance ScoreCard (BSC) was developed by Norton and Kaplan in 1990-92. In the original framework of the Balance ScoreCard, Norton and Kaplan included “financial measures that report the results of actions already taken and operational measures on customer satisfaction, internal processes and the improvement activities- operational measures that are drivers for the future financial performance” (Metawie and Gilman, 2005). 
The BSC is usually referred to, as the blueprint of an enterprise’s strategy since it identifies for the managers, the action plan and the strategies which will lead towards the achievement of set goals. The original model of the scorecard has been illustrated below:

 SHAPE  \* MERGEFORMAT 



Figure 4.1: The Balance Scorecard Approach

The Balance Scorecard added “strategic non-financial performance measures to traditional financial metrics to give managers a more balanced view of organizational performance” (Sharma, 2009).

4.2 Balance Scorecard’s partial existence in the existing MoU Framework

The study group identified that even though paragraph 2.1.1 in Office Memorandum No 3 (12)/2012-DPE (MoU); ‘Guidelines for Memorandum of Understanding (MoU) between CPSE and Government Department/ Ministry for the year 2013-14’, suggests that the MoU framework in India is based on the Balance Scorecard approach, this approach is not completely evident through the parameters within the MoU framework. This is because, the current MoU Framework does not address the following elements of the BSC:

· Internal Business Process does not receive evident importance. To this effect only 1 parameter, which is ‘Adoption of Innovative Practices’ could be identified.

·  Parameters around Learning and Growth are also limited. The emphasis on linking strategy of an enterprise with its long term and short term goals, and this getting reflected in defined actions, is missing from the existing MoU framework.

It is hence affirmed that the Balance Scorecard approach is not in full application with the current MoU framework.

4.3 Critique of the Balance Scorecard 

Metawie and Gilman (2005) suggest that researchers in the 1995, 1996, 1997 and 2000 as well, have criticized the Balance Score card approach for its inability to take into consideration the interests of all stakeholders, such as “suppliers, competitors, regulators and community”.

Kaplan and Norton (2001) also suggest that public sector enterprises would perform better when performance measurement systems are linked with organization’s strategy such that the strategy is also internalized by all members of the organization, irrespective of the departments they belong to. Micheli (2012), from Cranfield University also emphasized on viewing performance measurement system as a strategy implementation tool. Micheli elaborates that “it is important that performance indicators are linked with strategy and that they are considered in strategic reviews”.

However, Kloviene and Gimzauskiene (2009), highlighted that the Balance Scorecard Approach (which is solely used in the existing MoU framework), could be used more frequently when external environment is static. When the environment is dynamic, the implementation of the balance scorecard is not fast and easy. Also it believed that the Balance ScoreCard approach, addresses the needs of largely two stakeholders: Investors and Customers.
Further Anand et al (2005) , suggest that the Balance Scorecard is “inadequate on the ground that it neither has stakeholders’ perspective nor a ‘two way evaluation process. It fails to highlight the employees,’ suppliers,’ and community’s contribution in the achievement of organizational objectives”.

4.4 The Performance Prism Approach (Neely et. al., 2001)

Recommendations of the current study take into account, all these developments and have recommended, taking the above background into consideration.

The present study group felt that the contemporary tool for performance measurement- Performance Prism- developed by Neely et. al. in 2001, could be considered in conjunction with the existing framework of the Balance ScoreCard, to tackle the critique being faced by the BSC and also to enhance the applicability of the framework in the Indian MoU system. In this section, we shall elaborate the extent to which, the recommendations, for the present study draw from the Performance Prism Approach.  
The developers of the model suggested that the Performance Prism has five facets:

1. Stakeholder Satisfaction

2. Strategies

3. Processes

4. Capabilities

5. Stakeholder Contribution 

Powell (2004) highlights that the biggest benefit of using the Performance Prism Approach is that it is holistic in nature and addresses the interests of all stakeholder groups, “not just investors but also customers, employees, suppliers, regulators and communities”. The Performance Prism suggests that strategy “must be formulated only after stakeholders’ needs are identified” (Slizyte and Bakanauskiene, 2007). Value Creation for stakeholders through implementation of strategy ensures that the Performance Prism Approach is looked at, as a strategic tool in the context of performance management. 

The Performance Prism Approach is further elaborated in the table 4.2 below, which is adapted from the work by of Andy Neely and Chris Adams from UK (Neely and Adams, 2002)
Table 4.1: Suggested Approach of the Performance Prism
	Performance Prism Approach
	Measures enabling the design
	The Stakeholders involved and the Tasks against each node of the approach



	Stakeholder Satisfaction
	Who are the key stakeholders and what do they want and need?
	Investors, Customers and Intermediaries; Employees; Regulators and Communities; Suppliers

	Strategies
	What strategies must be put in place to satisfy the wants and needs of these stakeholders?
	Corporate Strategies;

Brand/ product/ service Strategy; Business Unit; Operation Strategy 

	Processes
	What critical processes do we require if these strategies are to be executed?


	Develop product and Services; Generate Demand; Fulfill demand; Plan and Manage Enterprise

	Capabilities
	What capabilities do we need to operate and enhance these processes?
	People; Practise ; Technology and Infrastructure

	Stakeholder Contribution
	What contributions do we require from our stakeholders if we are to

maintain and develop these capabilities?
	Investors, Customers and Intermediaries; Employees; Regulators and Communities; Suppliers


4.5 The Suggested Approach: A Synergy 
The present study group suggests that the MoU framework must now focus on drawing a synergy between the Balance Scorecard and the Performance Prism so that organizational strategy could be linked with the performance measurement instrument. The Performance Prism Approach has been successfully implemented in organisations like DHL (UK); House of Fraser ( one of the largest British organized Retail Organisation); Amazon. Com( World’s leading e-commerce website) etc. However, considering the dynamics of the developing Indian Economy and the ever growing CPSEs, embedded in the same, along with the unique challenges faced by the public sector in any economy, the present report does not recommend a straight jacketed or water-tight approach towards the formulation of the MoU framework. 

The synergy would entail, retaining the major highlights of the existing MoU framework and adding few essentials to offer autonomy and vision to the CPSEs. The current study hence, highlights that a well designed performance measurement system (an MoU in this case) should have requisite information to facilitate monitoring, control, evaluation and feedback to the various departments of the organization. The thrust must definitely be towards moving the MoU towards a horizon where it is viewed as a tool to motivate, drive management action, offer inputs for continuous improvement and eventually lead towards the achievement of strategic objectives. 

This synergy facilitates the inclusion of Stakeholder Interests, offers CPSEs an opportunity to link organizational strategy with their goals and mandates the CPSEs to preempt bottlenecks and work towards circumventing through such roadblocks, so that the achievement of target becomes possible. Table 4.2, suggests the way in which the Proposed Framework (Synergy between the Balance Scorecard and the performance Prism) could be incorporated in the current MoU system.

4.6 Applicability amongst the Indian CPSEs
Based on the above discussion, it is appropriate to say that the suggested synergized approach (between the Balance Score Card and the Performance Prism) shall be logical for the CPSE universe, falling under 12 syndicates. This is because, even though each CPSE has its unique set of opportunities, challenges and objectives, yet they are all business entities desiring to survive and compete in the market, through common (universally applicable) principles of business management. In other words, even though each CPSE has its unique functioning mechanism as well as unique issues affecting them through their macro as well as micro environment, there remain common threads like, linkage of action with objectives/ strategy; continuous improvements; initiatives towards growth; financial/ non- financial measures, which sew them together as a homogenous group with evident diversity.

Table 4.2: Applicability of the Proposed Framework

	BSC and Performance Prism Approach
	MoU Guidelines
	The Stakeholders involved and the Tasks against each node of the approach

	Stakeholder Satisfaction
	Replace ‘Customer Satisfaction with Stakeholder Satisfaction’
	Investors, Customers and Intermediaries; Employees; Regulators and Communities; Suppliers

	Strategies
	Actions/ projections should be in sync with organizational strategy. This will be reflected in the NF parameter” Initiatives towards Growth & Value Creation’
	Corporate Strategies;

Brand/ product/ service Strategy; Business Unit; Operation Strategy 

	Processes
	This will be reflected in the NF parameter” Initiatives towards Growth & Value Creation’
	Develop product and Services; Generate Demand; Fulfill demand; Plan and Manage Enterprise

	Capabilities
	‘Adoption of innovative practices' goes away from dynamic parameters and will be included in ‘” Initiatives towards Growth & Value Creation’
	People; Practise ; Technology and Infrastructure

	Stakeholder Contribution
	‘Commitment from the Administrative Ministry must be ensured else must be factored in by the DPE’
	Investors, Customers and Intermediaries; Employees; Regulators and Communities; Suppliers


4.7 Concluding Observations

The present study group suggests that the MoU framework must now focus on drawing a synergy between the Balance Scorecard and the Performance Prism so that organizational strategy gets linked with the performance measurement instrument. The Balance Scorecard approach remains unable to take into consideration the interests of all stakeholders, such as “suppliers, competitors, regulators and community” and is also not perfectly applicable in a dynamic environment. In this background the proposed framework for the Memorandum of Understanding, is drawn from a synergistic approach between the two approaches. The applicability of the same has been demonstrated through Table 4.2 and is further elaborated in Chapter 6, Figure 6.1, page 66. Also see Annexure 7 and 8
----------------------------------

Chapter 5

Challenges: Roadblocks to Success

5.1 Concerns Regarding Memorandum of Understanding (MoU)
Thematic analysis has been applied, in this study, as a qualitative research method and the emergent issues/ challenges with the current MoU system have been clearly identified.  Each issue is highlighted in the concrete box while sub-issues have been highlighted in dotted boxes. The Initial Thematic Web is presented in Figure 5.1.
Figure 5.1 clearly brings out the several challenges which the MoU system in India, currently faces. These issues and challenges have also been highlighted by various committee reports and extant literature.
 Figure 5.1, helps us in offering detailed solutions to  each of the Term of Reference( TOR) for this study.

Issues regarding the MoU System in Indian CPSEs
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Figure 5.1: Initial Thematic Web of Issues regarding the MoU System in Indian CPSEs

As identified in Figure 5.1, according to the existing literature and the interactions with Department of Public Enterprise, it has been ascertained that the following are the major challenges which entrench the MoU system in India:
5.1.1
 Existing Balance ScoreCard approach might not be suitable in a dynamic environment

This refers to the discussion in Chapter 4, paragraph, 4.2 and 4.3, page 43 and 44. The Balance ScoreCard approach has not been fully applied to the existing MoU system. Also this approach was developed more than 2 decades ago and in the rapidly changing business environment, a more viable framework for the MoU system has to be developed.  The study group recommends the implementation of a new framework, which synergizes the Balance Scorecard with the Performance Prism. This has been discussed in detail Chapter 4, paragraph 4.4, 4.5 and 4.6. The approach and its applicability have also been discussed in Chapter 6, page 64- 68. (Also See Annexure 7)

5.1.2
Pressured functioning amongst CPSEs due to repetitions in the financial parameters

Extant Literature also observes that there are some repetitions in the financial parameters and this makes the CPSEs feel very pressured and also tends to dilute the effectiveness of measures. Under the existing MoU framework , the financial indicators are as under: 
· Profit, related 22%
·  Size Related 12%
· Productivity related 16%.  
The study group recommends that even though this broad categorization is sufficient, there is a need to decide on essential indicators in each of these 3 categories ( As shown in Chapter 6, pg. 85 and Box, , 6.2. Also See Annexure 6),  essential parameters in these 3 categories have at present the existing weight of 23%. The study group recommends that these essential indicators may be accorded similar weightage. For the balance indicators an illustrative list has been prepared by the study group which is presented in Chapter 6, Table 6.1, Page 67( Also See Annexure 8). CPSE will have a flexibility to choose the relevant indicators in consultation with the DPE and administrative ministry.
5.1.3 Scientific Setting of the Base Target and Concept of Benchmarking

The Base Targets currently set are often  perceived  to be Soft in nature and there has to be a more scientific mechanism towards setting of such targets. The present report has suggested a simple, easily implementable approach to setting of targets for different rankings based on the addition of specified number of standard deviations to the average value. Also the setting of the Base Targets has to be tested against benchmarks, either International or National Industry standards. The MoU guidelines for the year 2013-14, vide Office Memorandum No. 3(12)/ 2012-DPE (MoU), in paragraph 1.3, suggest that “benchmarking with peer companies at national and global level” is important, yet more emphasis on the same is required to make the CPSEs highly competitive. It is hence recommended that the CPSEs must benchmark against a threshold  and a self- ascertained source. They will define and give sources in an Annexure. 
Benchmarking must be done with International standard and in the absence of the same, benchmarking must happen with the best private sector player. This has been explained in detail in Chapter 6, Paragraph 6.3.2, Page 87.  The application of benchmarking has also been illustrated through two models, which have been developed by the study group :- (i) Performance Framework for CPSEs for quality improvement (In Chapter 6, Figure 6.3, page 88 ) and (ii) Basic Design to Achieve Targets for CPSEs in India (In Chapter 6, Figure 6.2 , page 69 )
5.1.4
 MoU instrument is currently, not a Business Review Tool

The Memorandum of Understanding currently does not offer strong linkages between business strategy and the ways targets are envisioned and set. To some CPSEs the MoU remains a descriptive tool, rather than a management or a Business Review Tool. It is hence recommended that the proposed synergy between the existing evaluation framework and Performance Prism should be implemented such that the existing dynamic category have four components: (a) Mandatory factors 15%, (b) initiatives toward growth and value creation (15%) , (c) enterprise specific (10%), and (d) sector-specific (10%). The introduction of “Initiatives towards Growth and Value Creation” will bridge the gap between strategy and targets and will make the MoU tool more dynamic and evolved. The implementation of the same has been discussed in detail in Chapter 6, Figure 6.1, page 66. Also see Annexure 7 and 8. 
5.1.5
PSUs lacking in appropriate CSR initiatives

Recent research findings indicate that Central Public Sector Enterprises in India have been way behind their CSR targets in FY12, while the Government has been busy persuading private companies to spend more money for CSR activities. Evidence points to the fact that ten large CPSEs which were together mandated to spend Rs 1,313 crore in FY12 managed to disburse less than half that amount. According to DPE norms, CPSEs with net profit of over Rs 500 crore need to spend 1% - 2% of their profits on CSR activities. The recommendations in this light have been detailed out in Chapter 6, paragraph 6.5, page no 95- 98. 
5.1.6 
Need to harness potential of MoU Assessment 

A fairly devised MoU system acts as an important benchmark in the performance evaluation system and has a potential to convey the capabilities of the concerned CPSE to meeting expectations of various stakeholders. In the context of Government policy of selective disinvestment of minority stake in selected enterprises, publicizing the performance of MoU evaluation results through media can go a long way in establishing the true value of the concerned entity ( See Responsibility Matrix). 

5.1.7
MoU instrument lacks the ability to propel New Product/ Service Development

Most of the International Literature suggests that any efficient Performance Measurement System must definitely propel innovation and New product/ service development amongst enterprises. However the Indian literature on existing MoU suggests that, while it was initially envisioned that the MoU instrument shall aid in the strategic direction setting of an organization, it has been unable to fully achieve the same. The study group hence, recommends that CPSEs must work in the direction of New Product/ Service development , ensuring that their Product/ Service Mix is strong and competitive. This can be included by the CPSEs as one of the parameters in the Non- Financial Parameter: “Initiatives towards Growth and Value Creation”. This has been further illustrated in Chapter 6, Figure 6.1, page 66 and Table 6.1. Also see Annexure 7 and 8. 
5.1.8
Lacks the ability to foster Good Governance

Nobel Prize Laureate  economist Stiglitz J (2013), clearly indicates that the path towards growth lies in Good Governance being followed within Public as well as Private Enterprises. However, it has been documented in existing literature about the Indian MoU system, that presently, it does not intrinsically foster Good Governance. The highlights of Good Governance practices that must be followed by CPSEs as a part of the MoU assessment format have been highlighted in Chapter 6, paragraph 6.1.4,  page 72. 
5.1.9   Impact of External Environment and unanticipated forces. 

This issue also entails deciding the ways in which the inclusion of Offsetting Parameters could be made more objective. Currently, even though the DPE guidelines suggest, paragraph 2.1.5 , that “ during performance evaluation of MoU, for happenings beyond the control of the CPSE (Force Majeure type situation), the power to permit offset based on the recommendations of the DPE/ Task Force will continue to remain with the High Power Committee (HPC on MoU)”, yet CPSEs claim that allowances on external factors are difficult to receive. It is recommended that Offsetting Parameters must be allowed, in genuine cases. It hence, becomes the role of the DPE to evaluate the genuineness of such demands and  facilitate the inclusion of such Offsets for concerned CPSEs, especially when they raise such issues through formal communication, in the mid-year itself. To this effect the introduction of a Formal Database, which must be maintained by DPE to improve transparency and remove the feeling of arbitrariness, has been illustrated in Chapter 6, paragraph 6.2.2 a, on page 73 and paragraph 6.3.4 on page 90. 
5.2 New Concerns reflected from the Present Study

After the detailed study of issues and challenges emerging from Figure 1, the team undertaking the present research study, received inputs from 51 CPSEs, two Administrative Ministries,Task Force Members and other eminent experts, through face-to face interactions, written communication, telephonic interviews and Focus Group Studies (This has been detailed in the present report in Chapter 3, para. 3.4 on page 37). The discussions lead to newer revelations about the Issues and Challenges which exist in the Indian MoU system. These have been detailed out in Figure 5.2.
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Issues regarding the MoU System in Indian CPSEs



· Dark  Lines Connect  Broad Themes (Issues) and Dotted lines connect Sub-Themes (Issues)
Figure 5.2: Validated Thematic Web of Issues regarding the MoU System in Indian CPSEs

In continuation of the issues highlighted by Figure 5.1, the newer issues that emerged, beyond the above mentioned 8, are:

5.2.1 Targets are not set in the context of Business Environment

This was highlighted by various CPSEs who suggested that even though they benefit from the existing MoU system, the targets setting is not done taking into account the existing or predicted business environment. The analysis of the study group highlights that some CPSEs remain unable in preempting obstacles , which might emerge from the macro environment and this leads to situations like underachievement, tendency for soft target setting and requests for permitting Offsets during evaluation. It is hence recommended that such bottlenecks have to be identified before engaging in goal setting exercise, and actions have to be taken by CPSEs to circumvent around such bottle necks. Evidence of any such action taken by the CPSEs shall be awarded marks under the parameter “Initiatives towards growth and Value creation”. The importance of preempting the Business Environment as well as the Bottlenecks, has been described through a model titled “Basic Design to achieve Measurable targets for CPSEs in India”, in Chapter 6, Figure 6.2 pg 69. The inclusion of this parameter by the CPSEs in the MoU guidelines, has been discussed in Chapter 6, Figure 6.3, pg 88.  

5.2.2 Lack of Two-Way Commitment

CPSEs also highlighted that even though they are expected to perform against incremental targets, year on year, yet any support required from the Administrative Ministry, usually gets delayed. The issue of accountability on the part of the Administrative Ministry has not been established. Recommendations to this have been highlighted in the Responsibility Wise Matrix. This point has further been discussed in Chapter 6, point (iv) on pg. 71 ; paragraph 6.2 on page 72.
5.2.4 Terminologies for distinction between Financial and Non-Financial Parameters, in the existing MoU, do not offer clarity. 

The existing MoU framework divides parameters into Static (Financial) and Non- Financial. The actually encompass all parameters that are Dynamic in Nature. Further, Non- Financial parameters also include sector specific and enterprise specific parameters. These categorizations lead to lack of clarity because even the sector specific as well as enterprise specific parameters tend to be dynamic in nature. Therefore it is recommended that these terms maybe replaced with clearer headings. To this effect the study group recommends that the categorizations must be :

· Financial Parameters (Which will, include Mandatory as well as Flexible parameters)

· Dynamic Parameters (Which will include Mandatory as well as Flexible parameters. The Flexible Parameters would further be divided as ‘Initiatives towards growth and Value creation; ‘Sector Specific Parameters’ and ‘Enterprise Specific Parameters’)

The approach suggested above has been followed in this report while discussing different parameters. This has been discussed in detail in Chapter 6, Figure 6.1, page 66 and Table 6.1. Also see Annexure 7 and 8. 
5.2.3  DPE’s  role as a facilitator instead of an auditor
CPSEs also highlighted that though the DPE has started taking into consideration the constraints being faced by the CPSE, yet there is a further need for the Department of Public Enterprise (DPE) to enhance its role as a Facilitator rather than an auditor in the entire MoU formulation process. It has hence been recommended in Chapter 6, paragraph 6.2.2 on pg 73 ; that the DPE must engage in interactions with CPSEs such that their trust towards the DPE can be established. Other points which can further assist the DPE in strengthening its role as a facilitator, have been discussed in the Responsibility Matrix as well.

5.3 Concluding Remarks
It has been detailed out in this chapter that there are many issues which impede the progress of the MoU instrument in becoming a value-adding tool for the CPSEs. From issues around Base Target Setting, Benchmarking, dealing with external environment, suffering from repetitions in Financial Parameters, to administrative issues around the DPE, this chapter has offered a glimpse of the challenges which act as roadblocks for the success of the MoU system as well as for the CPSEs.

The next chapter of this report offers implementable solutions to all the Terms of Reference of this study as well as the 12 major issues highlighted in this chapter through Figure 5.1 and 5.2 above.





-------------------------------------
Chapter 6

Summary and Recommendations

This Chapter focuses on offering implementable recommendations against each of Terms of Reference of the study and also offers insights on measures to improve the synthesis between the Indian Central Public Sector Enterprises (CPSEs) and the Memorandum of Understanding (MoU) system in India.

1st Term of Reference

6.1 Whether the existing system is appropriate for promoting improvement in the performance of CPSEs. 
The existing MoU system in India is partially in sync with the Balance Score Card Framework (as described in Chapter 4, paragraph 4.2 and 4.3, page 34-35) . It has been observed that since its inception in 1986, the system has helped various CPSEs in gaining focus towards organizational growth through the achievement of set objectives. During the rigorous study and interaction with 51 CPSEs as well as the experts from Task Force, it was derived that the MoU system is leading to improvements and is an essential tool for public sector enterprises since they need a systematic performance evaluation system to quantify the effect of deliverable objectives  like improvement of service quality, lowering their costs; becoming more accountable, customer centric and responsive to stakeholders.

Yet, the current MOU system needs changes to make the CPSEs more effective.  The recommendations below, offer directions towards making the existing system extremely efficient. These recommendations are a result of a series of interactions, with CPSEs, either in groups, through face-to-face interviews and written communication. Suggestions have also been drawn from experts from the Task Force. All the first hand information has been further validated through extensive research of existing literature.

 Recommendations

6.1.1 The MoU system has to be utilized by the Indian CPSEs,  not only for the purpose of evaluation of the basic performance , but also as a Business Review Instrument which shall offer strategic insight , for long term as well as short term growth of the organization. To that effect, the MoU instrument has to be linked with organizational strategy such that the CPSE sets milestones for itself, keeping into consideration the overall objective/ strategy/ mission and vision of the organization . This has to be done in the following manner:

Developing the MoU as a ‘Business Review Tool

The linking of organizational strategy with performance measurement system is essential for the benefit of CPSEs (Kaplan and Norton, 2001). It would lead to the evolution of the MoU instrument as a ‘Business Review Tool’ or a ‘Management Tool’ This also resonates with the Synergistic approach between the Balance Score Card and the Performance Prism, which is elaborated in Chapter 4, paragraph 4.5, page 45 (of this report). Therefore the same can be incorporated through the MoU in the following manner:

i. Financial Parameters (Which will, include Mandatory as well as Flexible parameters) and Dynamic Parameters (Which will include Mandatory as well as Flexible parameters. The Flexible Parameters would further be divided as ‘Initiatives towards growth and Value creation; ‘Sector Specific Parameters’ and ‘Enterprise Specific Parameters’)

ii. It is suggested that the parameter- Customer Satisfaction, must be replaced with Stakeholder Satisfaction, as it would then take into account the impact which the CPSEs makes on the stakeholder community at large.

iii. Inclusion of leading indicators instead of lagging indicators (Financial parameters are largely Lagging Indicators), will lead towards making the MoU a strategy implementation tool. Such leading indicators would come under the broad parameter -“Initiative towards growth and Value Creation”. This will be a part of Dynamic Parameters and will carry 10 % weightage. 
a. “Initiatives towards Growth and Value Creation” would indicate the CPSEs’ growth initiatives, the way they could preempt and eradicate bottlenecks, the actions with which they would improve the capabilities of the organization and the initiations towards new product/ service development. These would relate to their core business operations so that greater thrust in the MoU system, is towards achievement of Business Objectives.
b. This parameter hence aims at incentivizing (through allotted marks) activities like

· Schemes undertaken which reduce attrition within CPSEs

· Initiative towards training and development of CPSE personnel 

· Actions through which Bottlenecks were resolved, without having to plead for concessions. 

· Introduction of New Product/ Service
· Lead Indicators like Initiatives towards Growth
· Adoption of Innovative Practices (This is currently under dynamic parameters but it should be removed from there and should be included under ‘Initiative towards Growth and Value Creation’)

· Any other relevant strategy which would lead towards the benefit of the stakeholder community and in turn offer efficacy to the CPSE. To suggest ways in which CPSEs can decipher parameters, under ‘Initiatives towards Growth and Value Creation’, the study group has developed a Model titled ‘Basic Design to achieve Targets for CPSEs in India’, which is given as Figure 6.2 on page 69. 
iii. CPSEs shall have the flexibility to choose relevant parameters under this category and the list provided in the point (ii.) above, must be treated as illustrative, not mandatory.

This change aims at addressing the grievance of CPSEs that the current MoU focuses on the peripheral activities much more than the core activities which are undertaken by the CPSEs. The recommendation above shall be incorporated in the existing framework through the following division( Also Illustrated in Table 6.1) :
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Figure 6.1:  Recommended Framework for the MoU system

(Figure 6.1 has been explained in detail in the Annexure 8)
This shall be applicable for syndicates, where groupings are under 50-50% distribution. For Sick and Loss Making CPSEs and CPSEs ‘Under Construction’, parameters have been given on In table 6.2 and table 6.6 in Chapter 6 and Box 6.3 on page 93, respectively.

For CPSEs under Section 25 of the Companies Act 1956, existing format in the MoU Guidelines 2013- 14 may continue.
Table 6.1: Details of Parameters for the MoU Guidelines

	S.No
	CPSE SECTOR
	STATIC
	DYNAMIC

	 
	 
	MANDATORY
	FLEXIBLE
	MANDATORY
	FLEXIBLE

	1
	INDUSTRIAL
	Net profit/ Net Worth
	Return on Average Assets 
	Quality
	Sector Specific Parameters

	 
	 
	Gross Sales
	Return on Equity
	Stakeholder Satisfaction
	Enterprise Specific Parameters

	 
	 
	Added Value/Sales
	Return on Capital Employed
	HRM
	Initiatives towards Growth and Value creation

	 
	 
	 
	Cost to Income Ratio
	R and D
	 

	 
	 
	 
	Growth in business per employee 
	Project Implementation
	 

	 
	 
	 
	Gross profit and net profit per employee
	Greenfield Investment
	 

	 
	 
	 
	Assets turn over ratio 
	Extent of Globalization
	 

	 
	 
	 
	Working capital turnover ratio
	CSR
	 

	 
	 
	 
	Book Value per share
	Sustainable Development
	 

	 
	 
	MANDATORY
	FLEXIBLE
	MANDATORY
	FLEXIBLE

	2
	TRADING & CONSULTANCY
	Net profit/ Net Worth
	Return on Average Assets 
	Quality
	Sector Specific Parameters

	 
	 
	Gross Sales
	Return on Equity
	Stakeholder Satisfaction
	Enterprise Specific Parameters

	 
	 
	Added Value/Sales
	Return on Capital Employed
	HRM
	Initiatives towards Growth and Value creation

	 
	 
	 
	Cost to Income Ratio
	R and D
	 

	 
	 
	 
	Growth in business per employee 
	Project Implementation
	 

	 
	 
	 
	Gross profit and net profit per employee
	Greenfield Investment
	 

	 
	 
	 
	Assets turn over ratio 
	Extent of Globalization
	 

	 
	 
	 
	Working capital turnover ratio
	CSR
	 

	 
	 
	 
	Book Value per share
	Sustainable Development
	 

	 
	 
	 
	Operational Turnover/ Employee
	 
	 

	 
	 
	 
	Gross Margin
	 
	 

	 
	 
	MANDATORY
	FLEXIBLE
	MANDATORY
	FLEXIBLE

	3
	FINANCIAL SYNDICATE
	Financial return
	Return on Average Assets 
	Quality
	Sector Specific Parameters

	 
	 
	Gross Sales
	Return on Equity
	Stakeholder Satisfaction
	Enterprise Specific Parameters

	 
	 
	Added Value/ Sales
	Return on Capital Employed
	HRM
	Initiatives towards Growth and Value creation

	 
	 
	 
	Cost to Income Ratio
	R and D
	 

	 
	 
	 
	Growth in business per employee 
	Project Implementation
	 

	 
	 
	 
	Gross profit and net profit per employee
	Greenfield Investment
	 

	 
	 
	 
	Assets turn over ratio 
	Extent of Globalization
	 

	 
	 
	 
	Working capital turnover ratio
	CSR
	 

	 
	 
	 
	Book Value per share
	Sustainable Development
	 

	 
	 
	 
	Disbursements
	 
	 

	 
	 
	 
	Resource Mobilisation
	 
	 

	 
	 
	 
	Loan Sanctions
	 
	 

	 
	 
	 
	Gross Margins
	 
	 


Achieving Targets for CPSEs in India
Figure 6.2: Basic Design to Achieve Targets for CPSEs in India
Adopted from Sousa & Aspinwall (2010), Developed by Rishi & Mishra (2013)

The Model: Basic Design to Achieve Targets for CPSEs in India 
The MoU represents a genuine desire to give autonomy to the management of Public Enterprises and at the same time they have to be accountable for better management and efficient operation of the enterprise.  The design given in Figure 6.2, is a way forward in this direction.  It consists of basic steps to achieve targets and is interspersed with four phases to highlight that any CPSE needs to have a clear strategy in place, (developing a new one or improving the existing one), looking at objectives through enablers and constraints in the environment.  

The CPSE sets its objectives which are grounded in information gathered from tools like past performance, industry trends, benchmarking surveys and sector/ enterprise specific factors which will provide the CPSE with a competitive edge. CPSEs need to prioritize objectives because of (a) criticality of factors impacting the performance of the CPSE and (b) limited resources to tackle all of them at once. Once the objectives are formulated by the CPSEs, they need to focus on improvement or monitoring of certain variables associated with the objectives. Understanding and identification of bottlenecks becomes significant in this stage. Bottlenecks may lead to difficulty in achieving the set targets by the CPSEs. Improvement initiatives by identifying bottlenecks, which may be syndicate specific, will provide a roadmap to CPSEs for achieving the targets more practically and with greater certainty.

On the basis of this design which offers a means of recognizing problems that may need corrective action, CPSEs will be able to track their performance at each step vis-a-vis their targets. Each syndicate of CPSEs will be able to tailor its needs for corrective action in this way, and work through the given bottlenecks for achieving its targets. 

This design also offers a window to link the offsetting parameters for each syndicate of the CPSEs to their achievable targets. What needs to be emphasized here is that only in an environment of unusual upheaval or change should the set targets be considered for revision by the CPSE or the DPE. In this design, what is highlighted is that greater improvements can be achieved by identifying smaller goals and by recognizing the current state of the CPSEs. It is only when the CPSE has the knowledge and experience of process improvement and change methodologies that non-prescriptive models will be a success when adopted. The use of this framework can prove to be very effective depending on the emphasis at each step.

iv. Even while evaluating  MoU targets, it is recommended that the thrust of Task Force’s evaluation should also be based on the review of how strategy was envisaged by the CPSE and what implementable steps were designed or the actions which were undertaken to achieve the same. This can be achieved when the CPSEs internalize the linkage of performance measurement with business strategy (as exhibited in Chapter 4, paragraph 4.5, page 48 and Table 4.1 on page 41) and also when the members of the Task Force reflect this belief strongly (This can be done by ensuring a two-way commitment where the task force takes into consideration, the support which was required by the CPSEs from the Administrative Ministry but did not receive the same).  
v. The CPSEs must append as annexures, evidences towards the successful undertaking on any action and parameter, which it enlists under “Initiatives Towards Growth and Value Creation’.

6.1.2
The exclusion of “Compliance with DPE instructions” from the MoU guidelines of 2013-2014, is an excellent initiative by the DPE as it does not suffocate accountability into pockets of ‘confirming to rules and procedures’.

6.1.3  Term of Reference also requires to understand whether the Administrative Ministries play an objective role in the entire MoU process. During interactions with the CPSEs, it has been ascertained that the drafts of the MoU remain with the Administrative Ministers for long durations (in some cases delays of upto 20 days have been expressed by CPSEs) and this leads to late submission. It is hence, recommended that the timeline be established for  the entire MoU process 

 including the time to be taken by the Administrative Ministries which they would be required to strictly adhere to  , so that such delays are  avoided.
6.1.4 MoU as a Tool to Foster Good Governance- It is essential that CPSEs foster practices of Good Governance as enlisted in Office Memorandum F.No.1 (22)/ 2012-Coord. On ‘ Practices of Good Governance.’ As corporate governance practices need to be understood as a significant part of the broader CPSE reform and renewal programme rather than as a separate stand-alone exercise, the study group recommends that the MoU System for CPSEs needs to inject the following good governance practices to enhance the autonomy as well as efficiency of the CPSEs:

a. Professionalizing the CPSE Boards by including managers from the private sector in the CPSE Boards as independent directors;

b. Rolling out leadership development programmes which would be compulsory for the Board members; and

c. Increasing transparency of the CPSEs by making internal controls and audit strong, as well as carrying out supplementary audits on a timely basis.

2nd Term of Reference

6.2 Whether there is objective participation and involvement of the administrative Ministries/ Departments/ Department of Public Enterprises/ Task Force members in the MoU process.

The success of the system of Memorandum of Understanding (MoU) depends critically on the objective participation of all the entities involved in its formulation, negotiation and finalization. The phrase -Memorandum of Understanding, itself  highlights that it is an instrument which ensures two-way commitment of understanding and hence each entity involved on the MoU process must be well experienced and equipped with relevant background on the working of CPSEs, syndicate of CPSEs and the Industry/Sector Specific dynamics. All involved resource people must play the role of facilitator in the MOU system. Based on multiple deliberations of the involved team of researchers, along with extended inputs from the CPSEs, experts, committee reports,  literature and books on public sector enterprises, the following recommendations, on the 2nd Term of Reference, have emerged. 
Recommendations

6.2.1 The role of the Department of Public Enterprises(DPE) is crucial in the entire MoU exercise since it acts as a nodal agency for all PSEs and assists in policy formulation pertaining to the role of CPSE in the economy. Its role is also towards the laying down of policy guidelines on performance improvement and evaluation, financial accounting, personnel management and in other related matters. 
6.2.2. The interactions with the CPSEs, during Focus Group Studies as well as during personal interviews, reveal   that while there was an overall appreciation of the DPE’s coordinating role in the entire process of MoU formulation as well as evaluation, a large majority (over 70% of the sample)  would prefer that DPE  performs the role of a facilitator and not of an auditor. In this context, it has to be understood that the basic purpose behind creating an elaborate institutional mechanism is to not only bring out inconsistencies but to prod and motivate CPSEs to put maximum effort to perform in alignment with broad interest of ultimate owners  of CPSE  (the people). However, in light of the observations of CPSEs above, it is recommended that DPE may consider devising the following mechanism, so that the current perception is overcome and CPSEs are able to appreciate the rationale and logic of DPE in terms of facilitating the entire process:

6.2.2a. DPE may  create a database of all the cases where they have acted as a facilitator for CPSEs and  have favourably considered   their genuine grievances and suggestions  particularly in regard to  “offsets” allowed to accommodate situations beyond their control   . This database may also provide  detailed reasons in  cases where the requests received from CPSEs could not be accomodated so as to clear any perception of arbitrariness. In the interest of transparency, this database may  be uploaded on DPE website as well.
6.2.2b More than 50% of the CPSEs, discussed about the Minutes of the Meetings with the Ad-Hoc Task Force (ATF) and highlighted a delay in the preparation of such minutes. 
In this light, it is hence recommended that there should be a mutual consensus between all CPSEs as well the Department of Public Enterprises, about the time frame within which the minutes of meeting get submitted. The intention to ensure that the  time between the ATF meeting as well as the release of the minutes of meeting, should not be too long.  The accurate documenting of such minutes is also essential, to make ATF meetings productive in their true sense.
6.2.2c 
DPE and the Administrative Ministries must update, periodically, the Task Force members which comprise of experts from the Industries, Administrative Ministries and Financial Experts on the developments, like external environment, Government policies, constraints and challenges affecting the growth parameters in respect of CPSEs with a view to enable them to take a pragmatic view while arriving at mutually agreed challenging MOU targets.

6.2.3 Based on the literature provided by DPE, it is seen that  most of the members of the Task Force are widely experienced in their area. Study group suggests that they should continue for a period of three years in the same syndicate for maintaining long term strategic objectives of the CPSEs. There is a need to develop proper institutional mechanism to facilitate periodic consultation between the Task Force and CPSEs to sort out the problems faced.

6.2.4 It is recommended that the Task Force Members must accommodate a two-way communication process between themselves and the CPSEs so that both entities get involved in the MoU process objectively. 

6.2.5  In the written feedback received from CPSEs, it has been repeatedly mentioned that the negotiation meeting with the task force must be longer, at least for a full day, if not for all, then for the Navtarna and Maharatna companies. 

To this effect the present study group recommends that administrative constraints being faced by the Task Force in meeting and negotiating with all CPSEs is fully taken into account and it may fix the duration of such meetings in the best suitable way, according to their expert opinion. However, in the available meeting time, it must be ensured that a two-way transparent communication gets established and the issues raised by both entities (CPSEs as well as the Task Force) get addressed in totality.
6.2.6 After the deliberations with CPSEs, it is also recommended that Task Force members which comprise of experts from the Industries, Administrative Ministries and Financial Experts should, besides having in-depth knowledge of the industry, may be updated by the DPE and the Administrative Ministries periodically on the developments, like external environment, Government policies , constraints and challenges affecting the growth parameters in respect of CPSEs with a view to enable them to take a pragmatic view while arriving at mutually agreed challenging MOU targets. It is suggested that the Task Force members visit certain CPSEs to interact with the Board /Top Management of CPSEs to acquaint themselves of ground realities, challenges and constraints and better understanding of the working of the CPSEs.
6.2.7 
The current MoU formulation takes around 6 months’ time for reaching a conclusion and the activity starts in the months of September/ October of the previous financial year. However the process is completed by March. In this interim the environmental factors and assumptions change and because of this, a true picture of the projected performance for the next year may not get reflected in the initial estimates made by the CPSEs.  
In the light of the above issue, it is suggested that since the MoU process is dilated with initial processes being delayed, the process should be completed within 3 months so that the MoU projections and targets are in alignment with the external environment. The DPE may explore the possibility of completing the process in 3 months.
6.2.8 During FGS and Personal Interviews with CPSEs it was suggested that in the spirit of the MoU, the availability of committed support by the Administrative Ministry maybe ensured to the CPSEs or otherwise, their performance be evaluated accordingly, in case the support is partial or delayed. 
6.2.9 MoU system is designed to result in management by objective wherein CPSEs management is allowed full operational flexibility to pursue and achieve targets established after an exhaustive deliberations among CPSE/Administrative Ministry/DPE and Task Force. The accountability under this scheme requires performance evaluation only at the end of the year. The present practice of Quarterly Performance Review (QPR) in various Ministries has tended to become synonymous with reviewing of CPSEs in regard to MoU targets.  This  is contrary to the spirit of MoU and hence be dispensed with. It is only if the concerned CPSE wishes to discuss and seek advice pertaining to some aspects of MoU targets that such review meetings could be arranged by the concerned Ministry.

6.2.10 With the advent of the MoU system, the government has taken concrete steps in the direction of providing operational flexibility to CPSEs as can be seen by DPE guidelines relating to (a) rationalisation /minimization of required returns; (b) 

greater functional autonomy in decisions about investments, capital expenditures, joint ventures, mergers and acquisitions, and the raising of debt from the capital markets, (c) enhanced delegated powers to Navratnas etc. However, there is a need to specify in concrete terms, the level of commitment from the government side in MoU itself.
3rd Term of Reference

6.3 Whether the existing MoU framework consisting of financial and non-financial parameters allows requisite degree of flexibility to CPSEs, and is compatible to accommodate huge diversity cutting across domains and functional settings for rational target setting and evaluation in the format prescribed in the guidelines.

The existing MoU framework which partially follows the approach of Balance ScoreCard (as discussed in Chapter 4, paragraph 4.2, page 43) has received a lot of attention, not only through existing literature but also from the Department of Public Enterprises (DPE). Since the year 2004, when the study titled ‘Study on the revamping of the MoU System’ was entrusted to the National Council of Applied Economic Research, till today in 2013, the thrust of the DPE has been towards the improvement of the MoU instrument. Interactions with the DPE officials have clearly established that their approach is progressive and collective wisdom desires that the MoU system should be evolved a management tool that would facilitate flexibility, operational excellence as well as strategic growth for the CPSEs.

Keeping this objective in mind this Term of Reference has been dealt with at multiple levels, as explained in the section titled ‘Objectives of the study’ in Chapter 3, paragraph 3.1 Under this Term of Reference, the study group also tried to explore that:
· How Base Targets must be scientifically set such that they are rational and benchmarked with Private sector and internationally.
Rationalizing of the Existing Financial Parameters by making them more meaningful. This would entail the removal of certain duplicate parameters and the inclusion of certain essential Financial parameters.

· How Offset parameters could be developed objectively to allow CPSEs to factor-in, external forces impacting their performance, but beyond their control.
· How CPSEs within the syndicate “Under Construction”, be brought into the purview of Performance Related Pay

To offer pragmatic and focused recommendations, for the 3rd Term of Reference, thorough literature review was conducted. Responses from officials of 51 CPSEs were content analysed and their summarizations were further validated by undertaking personal Interviews with CPSEs, personal interviews with Task Force Members as well as with Experts, who have earlier headed the committees appointed by the DPE, for studying the Indian MoU System. Based on this extensive study, the recommendations have been generated.
Recommendations

6.3.1 Setting of the MoU Targets

(1) As suggested by the Committee on MoU system-2012 (Chairman, P.G.Mankad), the MoU targets need to be realistic and attainable, as also aspirational, growth-oriented and challenging enough to bring the best out of the enterprise for meeting and exceeding the targets. In this context, it becomes imperative that there exists a simple, reasonable and consistent basis for target fixation that results in clear milestone that is either quantifiable (in case of static or  financial parameters) and/or gives a tangible direction toward achievement of the goal being pursued  especially for dynamic qualitative indicator/s.

(2) An analysis of the performance of MoU signing CPSEs shows that over a period of 2006-07 to 2010-11, on an average about 80% have secured “Excellent” or “Very Good” ranking. A comparative analysis of MoU targets vis-à-vis actual achievement for the year 2011-12 (Annexure- 5 ) shows that targets set were much lower than actual achievements for four major financial indicators and this is the case uniformly across all syndicates. While there could be a situation where more than expected favourable circumstances may result in actual performance far above the targets set on the assumption of normal scenario, care has to be taken to ensure that CPSEs do not underpitch their projected performance for the coming year to plead their case for soft targets.  Hence, there is a need to assess whether  ranking achieved has been on account  of “soft targets”  being set at the start which are easily achievable or does it show that the existing MoU system has resulted in  improvement in the performance of CPSEs in  that a majority of them  have been able to meet or even surpass expectations. In this context, there is a merit in the  suggestion  of  some experts that a provision for penalty should be introduced in case it is found that a CPSE has exceeded the set target by a very large margin unless it could be demonstrated that the reason for this exceedingly good performance vis-à-vis target was on account of unanticipated positive developments and not the result of the  soft targeting resorted to at the outset.
Box 6.1 Design of an MoU Evaluation Framework: The Issues
The Memorandum of Understanding (MoU) as applicable to public sector enterprises is a negotiated document between the government and the management of the enterprise specifying clearly the objectives of the agreement and the obligations of the both parties.  It is generally agreed that evaluation should be limited only to the variables within the control of the management. It is also desirable that there is a simple, reasonable and consistent basis for target fixation that results in clear milestone that is either quantifiable  and/or gives a tangible direction toward achievement of the goal being pursued . Also the MoU targets need to be realistic and attainable, as also aspirational, growth-oriented and challenging enough to bring the best out of the enterprise for meeting and exceeding the targets. The first question in devising MoU target relates to the parameters to be considered in regard to the performance evaluation and how should those parameters be derived. As a starting point, we may `delineate the parameters on the basis of their suitability and applicability, as closely as possible to  the objective being pursued. The ultimate selection of parameters  and their weights can then be arrived at either by adopting a formal statistical approach  (such as principal component analysis followed  by NCAER, 2004) or through subjective expert  judgement.  Even though there is some theoretical advantage in following a formal statistical model, the prescription following from such models tends to be straightjacketed, not to mention the possibility of violation of some statistical properties and/or neglect of some of the factors deemed valuable in their own right or inclusion of parameters which are either duplicative or derived from one another. Alternative approaches have been to develop these parameters on the basis of   expert judgement and then use simple statistical measure of trend growth or beta distribution based on the past achievement . The process of benchmarking these targets with domestic and international  industry  is also incorporated. While these approaches may be feasible in the context of static (or financial) parameters, the same may not give a reliable basis for arriving at setting of dynamic, enterprise and sector specific parameters. Taking into account all these factors, the present study has decided to base its target setting  on the simple statistical measures and validation through discussions with experts. The broad approach followed in this regard is given in the Report. The detailed justification for recommending variation across different types of CPSEs has also been adduced. In addition, the Report presents a new approach to target setting through adoption of the synergy between the Balance Scorecard and the Performance Prism which is described in Chapter 4, paragraph 4.5, page, 48 of this Report.

(3) The above discussion establishes the importance of devising a reliable basis for setting MoU targets. Against this backdrop, the present study has tried to establish a simple workable approach for setting the base target for essential static (financial) indicators. The detailed methodology of the approach has been described in Chapter on “Research Methodology (Chapter 3, Page 33  ) of the Report. As discussed therein,   the recommended approach requires calculation of average value and standard deviation of the indicator  for which target is proposed to be set. There are two distinct approaches for calculating average value and standard deviation but the number of standard deviations  to be added to the average value of the indicator for different rankings is same as under  for both methods:

Ranking



Number of Standard 

Deviations to be added to 

Average Value

Excellent



1.334706

Very Good



1.048554

Good




0.849566

Fair




0.7565138

Poor




0.67756

An illustration of the proposed method for Target Setting has been provided in Table 6.2: 

Table 6.2 : Illustration of the Target Setting Process

	Name of the CPSE/Syndicate: National Seed Corporation/Agriculture



	Gross Margin (Rs. Cr.)
	2006-07
	2007-08
	2008-09
	2009-10
	2010-11

	
	21.11
	34.55
	42.89
	84.07
	64.45

	Method 1: Trend Value

	Forecasted value of the Gross Margin as per the best fit Line
	Average Value of Gross Margin in Last Five Years


	Standard Deviation for Gross Margin 



	87


	49.414


	24.95865



	

	Projected Gross Margin for 2011-12(Very Good Performance)= Standard Deviation× 1.048554+Average
	75.58449501



	

	Method 2: Beta Distribution

	Average (Standard) Value of Gross Margin (A+4M+B)/6=60.4966667
Where A=Lowest Value of Gross Margin in last 5 Years (21.11)

B= Highest Value of Gross Margin in last 5 Years (84.07)

M= Actual Value of the Preceding Year(64.45)
	Standard Deviation 

√((B-A)*(B-A))/36=10.4933

	Projected Gross Margin for 2011-12(Very Good Performance)=

Standard Deviation× 1.048554+Average
	71.49949383



	MOU Target for 2011-12
	81

	Actual Achievement 2011-12
	62.45


Performance Evaluation of suggested Methodology in Fixing the Target for Essential Financial  Indicators, in respect of all the Sample CPSEs, is given at Annexure-. The empirical results given at (Annexure- 5) show that the proposed methodology is largely successful in setting target at a reasonable level in a large number of cases. However, in a few cases, the targets arrived at by following the methodology are way out of alignment and far above or below the actual achievements for the year.  A further analysis of such cases shows that the probable reason for such variation is the peculiar circumstances of the CPSE which may include new capacities added in recent years, business environment etc. making the normal growth projection in the past as used in methodology not very relevant in predicting future targets which should rather reflect the changed working environment.

(4) The methodology as proposed above could act as an initial workable basis for arriving at the target values for different rankings. But as the approach has not been found suitable in some cases it would be desirable to assess the reliability of these targets against the prevailing situation in the concerned CPSE especially in cases where developments like effects of the capacity addition in earlier years or sudden shift in business environment has substantially altered the historical trends which make any mechanical rule based on past developments as inapplicable.
(5) Under the existing MoU Assessment Format, the evaluation parameters are covered under two major sections- viz.,(i)  static or quantitative financial parameters;  and (ii)  dynamic or qualitative parameters (the latter category also includes enterprise specific  and sector specific  parameters).  The balanced score card approach is followed wherein equal weight of 50% each is allotted to financial parameters and non-financial (dynamic) parameters,  except for Sec. 25 CPSEs  and Sick and Loss making companies where the weight for financial and dynamic category is 40 and 60 respectively.  The financial indicators are (a) profit related ratios; (b) size related; and (c) productivity related but some variation in choice of specified items is allowed to account for peculiarities of different CPSE categories.

(6) The rationale for this categorization and the corresponding  weights to be assigned to static and dynamic groupings is to provide for the perceived  multiple activities / projects undertaken by CPSEs to pursue and achieve their objectives. Dynamic indicators play an important role by focusing effort toward achieving objectives that are unlikely to get required attention otherwise. While there is a possibility of adopting uniform indicators with minor variation in case of static parameters, the dynamic  category  requires a wide variation based on peculiarities of the enterprise.  There is, however, a problem of establishing linkage of dynamic parameters to objectives of CPSE, which may be  apparent in only a few cases . Hence, the choice of parameters under a given criteria and their contribution toward these fundamental objectives must be clearly visualized and established.

(7)  As set out in Box 6.1, there are several issues involved in designing an effective MoU evaluation framework. Based on the comprehensive analysis of these various facets,  the present study group recommends the following modifications  in respect of the existing MoU framework:

(a) A slight modification in the overall weightage of static (financial) and dynamic factors to account for the relative importance and/or applicability of these factors for CPSEs in different categories as under:

Table 6.3: Overall Weights amongst Syndicates

	Type of CPSEs
	Static (Financial) %
	Dynamic %

	CPSEs in Industrial Sector-General
	50
	50

	CPSEs in Financial Sector
	50
	50

	CPSEs-Section 25
	40
	60

	CPSEs-Loss making
	40
	60

	CPSEs Under construction
	50

(physical)
	50

(physical)


(b) The indicators under static category may be divided into two sub-categories- (i) mandatory;  and (ii) flexible. While indicators identified under the former category will have to be necessarily included with pre-specified weights, the CPSE will have the flexibility to choose indicators to be included and their corresponding weights in flexible category,  in consultation with DPE, administrative ministry, DPE and theTask Force.

(c) The existing dynamic category also subsumes enterprise specific (10%) and sector-specific (10%) parameters. In light of the proposed synergy between the existing evaluation framework and Performance Prism concept suggested in this Report, the existing dynamic category would now have a separately carved out category of  “initiatives toward growth and value creation” with a weightage of 10%. 

(d) Under the existing MoU framework , the financial indicators are as under: Profit, related ( 22% weight);  Size Related ( 12% weight)  and Productivity related ( 16% weight).  While the existing grouping of financial indicators in these three broad categories seems alright,  there is a need to focus more on essential indicators in each of these three broad categories  and also avoid duplicative or derivative indicators.

(e)  Accordingly, the Study group recommends that Financial as well as  Dynamic indicators  may be divided into (a) essential indicators  to be mandatorily included with pre-defined weight  and (b)  flexible indicators where the CPSE will have flexibility  to choose the relevant indicators, as also the weights, in consultation with the DPE and administrative ministry.
(f) The essential financial indicators should comprise of (i) Profit Related Ratio- Net Profit/ Net Worth (10% weight);  Size Related Ratio- Gross Sales (4% weight); and (iii) Productivity Related Ratio- Added value/ Sales (9%). The importance and primacy  of these indicators in assessing the financial performance of an enterprise is given in Box 6.2  

Box 6.2 Relevance of essential indicators in assessing  Financial Performance
Any enterprise, private or public sector, operates for goals expressed through business strategies.  The Government is interested to ensure that CPSEs are geared  towards fulfillment of objectives expected of them. The evaluation of performance of CPSEs thus needs to be rationalized in terms of parameters incorporated  in the MoU. Efforts should be to incorporate indicators relevant in evaluating performance  in a better way. The three financial parameters considered essential to  the end output for any business organization are: (a) Net profit measured in relation to Net Worth of the company:  This expresses the final return made available to the equity share holders or the Government in case of CPSE, and hence, this parameter should be a mandatory inclusion in MOUs with profit making CPSEs.  This parameter also indicates overall operational efficiency , while at the same time indicating to the Government the surplus available  with the CPSE, as a proportion of  its current networth.  However, it is essential to mention here that the Net Worth should include only that part of capital that is engaged in business operation activities.  Capital invested in projects, with gestation period longer than the current year should be excluded. (b)   Turnover in the Business activities is always the best short-term measure to measure the performance relating to the scale of operation,.  Hence, Gross sales in absolute terms or measured in terms of growth over previous years or industrial benchmarks, would be appropriate parameter and (c) Value-addition is universally accepted  parameter for measuring the overall productivity of the organization, after adjusting for returns to various inputs.  Added-value as a portion of total sales/turnover is one such parameter measuring the productivity of the enterprise. Other financial parameters in the existing MoU format, like Gross profit/capital employed, are expressing the same performance as reflected in the above three parameters, with marginal differences that can be ignored keeping in perspective the purpose of the evaluation exercise. 

(g) Following is the list of flexible financial parameters out of which CPSEs may  choose any  four or more indicators  for the purpose of performance evaluation under MoU (the definitions of these terms is given at Annexure 6)

· Return on Average Assets 

· Return on Equity

· Return on Capital Employed

· Cost to Income Ratio

· Growth in business per employee 

· Gross profit and net profit per employee

· Assets turn over ratio 

· Working capital turnover ratio

· Book Value per share

The definitions employed in the above mentioned financial parameter, have been given in Annexure No 6. 

6.3.2 Emphasis on Benchmarking
1. In the context of higher competitive environment, the physical and financial performance parameters need to be benchmarked with industry parameters  against well performing private sectors enterprises of comparable levels. This must happen at the time of target setting itself, where the CPSE must be aware of the yardsticks, on which it desires to benchmark itself. 
2. The study group recommends that the CPSEs will benchmark against a threshold  and a self- ascertained source. They will define and give sources in an Annexure. Benchmarking must be done with International standard and in the absence of the same, benchmarking must happen with the best private sector player.
3. Similarly in respect of CPSEs carrying out international operations, benchmarks may be identified for specific sectors (Considering international enterprises in similar economic environment and benchmarking against comparable operational levels). Such CPSEs with international operations may aim to reach the set benchmarks in a defined time frame, with milestones of progress being achieved each year.
The concept of Benchmarking and its applicability within the CPSE universe has been illustrated by the study group in Figure 6.3. 

Performance Framework for CPSEs 

Figure 6.3: Performance Framework for CPSEs (PFC) for Quality Improvement
Adopted from Sousa & Aspinwall (2010), Developed by Mishra & Rishi (2013). 

The Model- Each CPSE syndicate in India is unique with regard to its products or services, customers, employees, experience, strategy, values, the result of previous decisions, and so on. These dimensions and their evolution over time can play an important role in the success of implementing new improvement initiatives.  In a dynamic environment where change is occurring rapidly, the awareness of what types of measures to use will differ from one organization to another. Measures can be used to monitor, control, communicate strategy, ensure that better decisions are made and consequently take actions, and check whether initiatives are proceeding according to plan. 

The rationale for working on this model is twofold. The first is the recent thrust on performance measurement mainly due to the use of benchmarking. This also involves the application of this model in the recommended approach for this study, which involves the synergy between Balance ScoreCard and the Performance prism, which are now closer to excellence models. The second is that the dynamic nature of the environment in which CPSEs operate is changing faster than ever and their restricted resources often limit the adoption of sophisticated methods. 

This model is intended to bridge the gap between theory and practice on performance measurement and quality by developing a strategy for implementing various quality measurement tools as part of a continuous improvement programme in CPSEs, resulting in an opportunity for them to improve their performance, and thus become more competitive and sustainable. 

In synchronization with the current system of balanced scorecard for assessment of MoUs for the Indian CPSEs, and synergizing it with the Performance Prism Approach, which has been elaborated upon in the previous chapter, this  Performance Model can provide significant inputs regarding the inclusion of industry benchmarking, both national and international, at various levels in the organization, viz., to identify problems and improve the efficiency of specific tasks, to ascertain customer satisfaction as well as to apply strategic objectives. It can act as a means of controlling improvement initiatives as well as facilitating the decision making process in the CPSEs.

There are many factors which contribute to the internal environment of a CPSE, for example, the organization’s structure, size, culture, technology, uncertainty in the external environment (Neergard, 2002). These, together with different degrees of emphasis on production designs and issues like health, safety, the environment and corporate social responsibility represent relevant areas that CPSEs cannot ignore. All of these factors contribute to improve or hinder the performance of CPSEs.

The model focuses on benchmarking with industry standards both within India and internationally. This is a crucial  step for CPSEs as it will provide specific inputs in terms of the critical financial and non-financial parameters as well as sector specific parameters relevant for each CPSE syndicate and also measure the performance of the participating CPSEs.  It would highlight the knowing-doing gap for the managers of these CPSEs and allow them to apply this knowledge in the current functioning of their respective organizations.

The methodology contributes to move the CPSEs towards excellence by meeting its overall objective and improving its organizational performance. CPSEs’ top management needs to play an active role in driving this improvement. Also a review mechanism needs to be in place to allow it to be dynamic and be frequently questioned and reviewed, since most approaches which attempt to redesign the existing system tend to be linear and prescriptive, which is not in the best interests of the CPSEs.

   6.3.4 Development of Objective Offset Parameters

i. It has been expressed in literature that the inclusion of Offset parameters in the MoU framework, would go against the spirit of the MoU system. Therefore it is essential that such Offset Parameters are viewed as a parallel document at the time of Performance Evaluation. Offset parameters cannot be viewed as a means to offer exemptions towards non-performance, but such parameters have to be viewed as a facilitating tool, which would look into matters beyond the control of the CPSEs and eventually, go a long way in establishing transparency and trust, amongst the CPSE universe, towards performance Evaluation.

ii. Since each CPSE faces unique challenges and with unique magnitude, it is near impossible to document a range or weightage to such offsets, however it is recommended that Offsetting Parameters must definitely be allowed, in genuine cases. It hence, becomes the role of the DPE to facilitate the inclusion of such Offsets for concerned CPSEs, especially when they raise such issues through formal communication, in the mid-year itself.

iii. At present, there is no provision for any adjustment in targets ( downward revision  or upward division) in the MOU targets, based on changes in the economic scenario/international factors/change in Government policies or interdependence of CPSEs with other CPSEs (Eg:- Coal India-NTPC-BHEL). It is suggested that in very exceptional cases where the concerned administrative ministry in charge of the CPSEs is convinced, mid-term review should be taken as an opportunity to review/ readjust the targets which should be approved by a standing committee of high ranking officials (Joint Secretary & Above) of concerned administrative ministry, CPSEs and DPE, and the Chairman of the Task Force of the concerned syndicate. It is of course necessary that the Board of Directors of the concerned CPSE must approve such a readjustment of targets with proper justification.

iv. The present study group recommends  the following yardstick as a guiding principle for deciding as to whether there exists a case for allowing any offset or revision of targets:

“It has to be ensured that the system does not degenerate into a window to scaling down of targets and justification for under achievements. To guard against such a tendency, the target setting should be based on a clearly defined business plan incorporating  reasonable projection of the scenario and assessment of all possible anticipated circumstances. This may require a renewed focus on forecasting the likely trends and business environment fluctuations that may impinge on the performance of CPSE especially those susceptible to cyclical fluctuations. The only justification/allowance for mid-term revision would be in situation where it could be demonstrated that the developments responsible for difficulty in meeting the targets were unanticipated and their effect was not possible to be mitigated with reasonable efforts/strategies available to the enterprise”.

Our recommendations on the factors to be considered for CPSEs Under construction are given in Box 6.3.

Box 6.3 MoU for CPSEs under Construction- A differentiated approach

There are some CPSEs which are in the process of completing the gestation period, before commencing commercial operations/activities.  Nevertheless, such companies are consuming the resources of the Government and there is a need to monitor the progress towards commencement of commercial operations, as envisaged. In view of the investment already made and also because of the autonomy granted to the management of such CPSE to commercially operationalise the company, it is very essential that MOU mechanism is adopted to evaluate the performance of such CPSEs by suitably incorporating the factors that reflect differential nature of their operations. One of the significant ways to monitor CPSEs under construction would be to evaluate the outcomes of the transactions of the CPSE, especially with reference to outcomes like cost-overruns and/or time overruns.

Cost overrun is defined as the excess of expenditure, for a given project or its sub-part, over the budgeted costs for the same project or its sub-part.  The rating will be excellent if the cost overrun is “zero”, excess by “ 0-10%” is very good and 10-20% is good, 20-30% is fair, and anything above 30% of budget expenditure being poor.  Project under construction generally can be visualized in terms of progress towards (i) completion of works which would act like infrastructure for the Business of the company under construction, like civil construction in case of Thermal Power company under construction, (ii) Finalisation of Reports like Strategy Paper or Business Model Paper, and (iii) Operationalising the conceived Business Model. The Time-overrun is another significant constraint faced in commercializing the operations and to optimise the benefits expected from the operations of the company.  Hence, till the company starts its commercial activities, timely completion of various phases, in the process of making the company operational, should in conjunction with cost overrun be given predominant weight in MOU evaluation scheme for CPSEs under construction. The CPSE under construction may have other parameters which are critical in the success of the project to commence commercial operations.  They should be suitably factored in the MOU, by expressing them in terms of cost estimates or time required. The interviewed  CPSE sample also suggested the inclusion of performance related pay as an incentive for CPSEs belonging to the syndicate- under construction.
4th Term of Reference

6.4 Whether the MoU process based on five point scale and grading system is effective or needs modification.

The calculation of composite scores and the evolution of a five point scale grading system for the CPSEs has been reviewed by all existing Literature in the MoU system in India. Presently, based on the value of the composite score- between 1 to 5, if the CPSE performs excellent on all fronts included in the MoU, a score of 1 is allotted. A score of 5, denotes that the CPSE has been completely unable to achieve the mutually agreed targets, as set in the MoU.

At present the MOU scoring method is based on the French and Korean model as under:

Excellent -1
    Very Good-2
Good-3          Average-4
    Poor-5
The composite scores are evaluated and ranked as under:

Excellent

1-1.50

Very Good

1.51-2.50

Good


2.51-4.50

Fair


3.51-4.50

Poor


4.51-5.00

This concept of composite score is critical to the MoU exercise. It measures the ability of the enterprise to meet its own commitments. It allows us to compare and rank various enterprises according to the composite scores, while the commitment of the enterprises may be different. Yet, through this exercise we are able to compare their ability to meet their respective commitments.

6.4.1 It is recommended that since the present system is stringent and rigorous it must be retained as it is.
6.4.2 The only change which is recommended is with regards to the reversing of the ranking system to offer greater clarity. The recommended system must hence be understood as the following:

Excellent-5
    Very Good-4
 Good-3         Avergae-2            Poor-1

5th Term of Reference

6.5 Whether CPSEs by doing corporate social responsibility/ sustainable development/ research & development are being helped in competing favorably with others and does it ensure level playing field.

Corporate Social Responsibility, Good Governance, Sustainable Development and Research & Development, are considered to be critical for any organization to compete in the ever shrinking global business boundaries. There is a growing, and global recognition that it is not possible for any business entity to survive or thrive in today’s environment without due attention to its role as a corporate citizen, especially in areas like sustainable development and corporate social responsibilities. Where businesses have been slack in appreciating this, often the law or international conventions have stepped in. Moreover, expenditure on many of these activities tends to improve bottomline through increase in productivity (R&D) and  better consumer perception ((sustainable development). 

In the existing MoU guidelines there is great emphasis on the execution of activities around CSR, SD and R&D and these are categorized as mandatory non-financial parameters. This is evident in the Office Memorandum No.3 (12)/2012-DPE (MoU); ‘Guidelines for Memorandum of Understanding (MoU) between CPSE and Government Department /Ministry for the year 2013-14’, in paragraph 2.3.7 , 2.3.8 and 2.3.9.
While private companies gradually transition to the new CSR norms, the CPSEs are finding it difficult to meet the norms on CSR spends laid out by DPE. Reasons for the same range from (a) absence of dedicated CSR professionals who would direct the money well, (b) an insular mindset, (c) lack of partnerships with expert organizations, (d) inability to identify good social projects, (e) lack of a top management vision for CSR. Some CPSEs are unable to spend allocated funds within a specified time period because of loosely held bureaucratic structures which cause delays in money reaching projects. In one CPSE, for example, out of a five member central CSR team, only one is dedicated to CSR. Others also handle corporate communications. This team allocates budgets to circle heads, whole give funds to regional branch heads who then disburse the money to projects. Although decentralizing and working in the local communities is helpful, the process is cumbersome. 

Recommendations

6.5.1  CPSEs need dedicated teams for CSR. Since they don’t have dedicated teams and often, one person handles two or three functions with CSR as an added responsibility in most of the CPSEs, the CSR activity undertaken by them is diluted in impact. 

6.5.2 
Finding sustainable projects is another big challenge for most CPSEs. Although in tire 3 and tier 4 towns, it is difficult to find expert organizations to partner with, however efforts have to be made to engage with such organizations for identification of projects of such nature.

6.5.3 CPSEs have also experienced gaps in meeting CSR targets because of absence of a monitoring system and lack of manpower to implement projects at ground level. To address this issue, some CPSEs have successfully entered into contracts with expert organizations to carry out needs assessment on projects. Both work to implement projects together and carry out reporting on impact created by the projects. Hence, in line with the same, our recommendation is that PSEs need to enter into contracts with expert organizations for realistic needs assessment as well as streamline their dedicated CSR team to be more efficient in monitoring project work.

6.5.4 Another important recommendation is that CPSEs need to relate CSR to their core business needs for CSR to work better. This is significant in the light of the fact that CPSEs often do not know how to address these issues of CSR which are so different from their particular industry and core competencies. 

6.5.5 Subsidiary companies have also expressed that their contribution towards CSR is miniscule, when viewed from a macro perspective and for the purpose of achieving a score in this criteria, they undertake not-so-consequential activities like distribution of blankets etc.

6.5.6 CPSEs belonging to the syndicate- Under Construction’, from the sample, have suggested that since they remain in the process of going commercial, they have limited funds and they feel pressured to mandatorily contribute towards CSR initiatives. It is recommended that the DPE may allow the CPSEs which are in the syndicate ‘Under Construction’, to not mandatorily indulge in CSR initiatives. 

6.5.7 The DPE recommends for Sick and Loss making CPSEs through ‘Guidelines for CSR and SD (2013)’, in paragraph 1.5.2 that “.. they must pursue CSR and Sustainability policies by integrating them with their business plans, strategies and processes, which do not involve any financial expenditure. In addition, they may try to attain CSR and Sustainability objectives through the adoption of innovative methods for water, waste and energy management, reduction of carbon emission, preservation of bio-diversity, and production of goods and services which are consumer and environment friendly, without any additional cost, perhaps even savings to the company. They may also collaborate with the profit making CPSEs and assist them in ingenious ways without financial support in CSR and Sustainability activities”.
It is recommended that the same must hold true for CPSEs which are in the syndicate ‘Under Construction’.

6.5.8. It is, therefore,  suggested that a continuous programme of education and awareness may be put in place to ensure that CPSEs understand and appreciate the relevance of these, and other, non-financial parameters, and give it the degree of attention they deserve.

6th Term of Reference

6.6 Whether sick and loss making CPSEs, including those who have got revival / restructuring packages have benefited from MoU in their process of Turn Around and Revival.

High incidence of industrial sickness has the effect of blocking of scarce financial resources, loss of production and employment. A sum of Rs.25104 crores ( comprising 15% in cash and the balance in non-cash) has been spent by the Government as assistance to these Sick CPSEs, till 31.10.2011.  This makes it necessary to ensure their successful revival and appropriate MoU should be evolved to help the process along with other steps. Our analysis of sick and loss making CPSEs with revival/restructuring packages shows that they have benefitted from MoU in their process of turnaround and revival but there is a scope to make the MoU evaluation process more conducive through incorporation of more relevant indicators (Box 6.4 , Table 6.5 ).

Box: 6.4 Turnaround of Sick and Loss making  CPSEs: The Role of MoU 

Sick industrial unit is defined as a unit or a company (having been in existence for not less than five years) which is found at the end of any financial year to have incurred accumulated losses equal to or exceeding its entire net worth. The net worth is calculated as sum total of paid up capital and free reserves of a company less the provisions and expenses, as may be prescribed. An industrial unit is also regarded as potentially sick or weak unit if at the end of any financial year, it has accumulated losses equal to or exceeding 50 per cent of its average net worth in the immediately preceding four financial years and has failed to repay debts to its creditor(s) in three consecutive quarters on demand made in writing for such repayment.
The strategic options available to sick companies to turnaround and become successful could be identified as follows- (a)  One time activity: Financial Restructuring,  Manpower adjustments, Sale of Unproductive Assets; (b) Achieve Reduction in Cost: Reduce Break Even at all levels, Redesign Sales and Distribution processes, Cement all processes with IT, Create a sensitive organization  by training; (c)  Engage actively in the Market place.: Understand market footprints and the business cycle, Reposition your product profile, Search for strategic partners, Identify unserved markets.
 According to the guidelines issued by the Government, a turnaround CPSE is one which has shown profit before tax (PBT) in each of the three preceding years and has a positive net worth after the implementation of the package or any other turnaround strategy. Out of the 43 CPSEs that were sick by the end of 2010-11 and recommended for Revival package, 24 CPSEs have already posted profits.  13 of these 24 companies, have consistently made profits for 3 consecutive years and more, thus making way for becoming non-sick company. (51st Public Enterprises Survey: 2010-11, Volume I, Table 12.4 p 132.). 

At the end of the year 2010-2011, there were 45 sick CPSEs as per the definition of BIFR (Board for Industrial and Financial Reconstruction) falling under the following four categories.
Table 6.4: BIFR and Sick CPSEs in 2010-2011

	S. No.
	Category
	No. of CPSEs

	1.
	Revival through restructuring package as a PSE
	27

	2.
	Revival through Joint Venture/Disinvestment
	9

	3.
	Revival through Merger/Takeover
	7

	4.
	Closure
	2

	
	Total
	45


Source:  51st Public Enterprises Survey: 2010-11, Volume I, page 13

The framework for MOU for Sick companies is relevant for those companies which have been included under the first category in the table above, i.e. Revival through restructuring package as a PSE. The following table gives  a brief overview of the performance of 5 of these revived units.
Table 6.5 Performance indicators of revived units, Pre- and Post- Revival

	Company
	Net Worth pre-revival (in Rs Cr)
	Net Profit pre-revival (in Rs Cr)
	Revival Package (in Rs Cr)
	Net Worth post-revival (in Rs Cr)
	Net Profit post-revival (in Rs Cr)

	Heavy Engineering Corporation Ltd
	-1,623 (Mar 05)
	-285(2004-05)
	2,122(Dec 2005)
	202 (Mar 2010)
	27 (Mar 2010)

	Cement Corporation of India
	-1,724  (Mar 05)
	-219(2004-05)
	1,425(Mar 2006)
	-267 (2009-10)
	53 (2009-10)

	Braithwaite and Co Ltd
	-116(2004-05)
	-22 (2004-05)
	284(2006)
	11 (Mar 2010)
	2.04 (Mar 2010)

	Hindustan Insecticides Ltd
	-59(2003-04)
	-26(2004-05)
	267 (2006)
	80(2008-09)
	3 (2008-09)

	Bharat Pumps & Compressors Ltd
	-122 (Mar 2005)
	-11(2004-05)
	157 (Dec 2006)
	124(Mar 2010)
	26(Mar 2010)


Source: DHI Annual Report (2009-10) and BRPSE Report
The significance of MoU which  could serve  as a framework mechanism for clarifying and developing scope for implementing the turnaround strategy of sick  CPSEs and monitoring the progress on a sustained basis cannot be overemphasized. Based on a detailed review of performance of the sick CPSEs and feedback received during interactions in our meetings with the CPSEs, it is observed that effectiveness of MoU as a tool could be further enhanced by incorporating indicators relevant to the process of  turnaround the sick and loss making CPSEs. As the data from existing sample was not sufficient to undertake thorough review of the process of their revival, the case studies of three successful turnedaround CPSEs outside the sample was made to determine common factors , causes and revival factors which have contributed to their turnaround with a view to incorporate them in the MOU for sick units so that other Sick CPSEs, which are potentially viable could be turned around using the MOU tool (see Annex ) The lessons that can be learnt from these case studies is that for MOU to be an effective tool in revival of sick units, (a) MOU targets under the parameters relating to financial, dynamic, Sector and Enterprise Specific, should be  relevant for such viable sick CPSEs; (b)  a degree of autonomy and operational flexibility is required to be given to such CPSEs for enabling them in their turnaround,  (c) cooperative involvement of all stakeholders  guided by  the strategic framework of MoU as a tool is crucial,  (d) coordinating efforts with all concerned agencies including BIFR so that approved strategy is implemented in a timely and effective manner.and (e) concerned CPSE should have requisite  flexibility so that it has a sense of ownership and motivation to achieve the target as proposed by them and mutually agreed by the Administrative Ministry, Taskforce and DPE.
 The recommended parameters and the weights to be assigned to them to make the MoU  asseesment process for sick and loss making units more relevant  are given in Table 6.6:
Table 6.6 MoU Assessment for Sick and Loss Making CPSEs
	Financial :Mandatory(20%): 

Gross Sales/ Gross Margin/ Reduction in Loss

Flexible (20%):

(i) Preparation/ Implementation of the Business/ Revival plan- Milestones achieved in terms of timelines.

(ii) Reduction in cash loss

(iii) Incremental cash generation from operations

(iv) Generation of funds from Non-core/ Non- performing assets including recovery from any bad/ doubtful receivables already provided for.

(v) Reduction in Interest cost by debt swapping (Raising loans either  domestic/ External at a lower cost, to pay out the high cost  loans taken earlier.)

(vi) Reduction in receivables ( reckon in terms of number of days of cost of sales) 

(vii) Reduction in levels of holding raw materials, work in process, finished  goods through best practices in inventory control.

viiii) Reduction in employees cost through increase in staff productivity, rationalization of staff costs., job enlargement etc.


	
	

	2.  Dynamic Parameters(Mandatory  25%)
	
	Weight

	2.1 One Time Activity:
	
	

	2.1 Financial Restructuring
	
	

	2. 2 Manpower Adjustments
	
	

	2.3   Reduction In Unproductive Assets
	
	

	           2.4  Conforming To Business Cycle
	
	

	           2.5   Project Implementation
	
	

	Sub-Total (2.1+2.2+2.3+2.4+2.5)
	
	25

	3. Dynamic Parameters(Sector/Enterprise Specific) 35%
	
	

	      3.1  Reduction In Breakeven Levels
	
	

	3.2  Redesigning Of Sales  & Distribution Process
	
	

	3.3 Improving Productivity Through Increased Sensitivity

Of Employees And Training Of Employees
	
	

	3.4 Quality
	
	

	3.5 Customer Satisfaction
	
	

	3.6 Technology Upgradation
	
	

	3.7 Reduction In Non-Moving Inventory Levels
	
	

	3.8reduction In Non-Productive Idle Time
	
	

	Sub-Total (3.1+3.2+3.3+3.4+3.5+3.6+3.7+3.8)
	
	35

	Dynamic Parameters  Grand Total
	
	60


Other  recommendations to make the MoU process more useful for revival/turnaround of sick/loss making CPSEs are as under:

(i)The MoU with such CPSEs that have been declared Sick and are to be restructured to continue in their operations, should be monitored only in terms of the progress made in turning around the company into a consistent profit making company and building up the lost Net Worth of the enterprise.  

(ii) The MOU should be framed for each individual company, through a purposeful discussions on the scope for implementing the turnaround strategy including the Restructuring package.  

(iii) The financial parameter for Sick or loss making companies should, therefore, be among the following:

(i) Preparation/ Implementation of the Business/ Revival plan- Milestones achieved in terms of timelines.

(ii) Reduction in cash loss

(iii) Incremental cash generation from operations

(iv) Generation of funds from Non-core/ Non- performing assets including recovery from any bad/ doubtful receivables already provided for.

(v) Reduction in Interest cost by debt swapping (Raising loans either  domestic/ External at a lower cost, to pay out the high cost  loans taken earlier.)

(vi) Reduction in receivables ( reckon in terms of number of days of cost of sales) 

(vii) Reduction in levels of holding raw materials, work in process, finished  goods through best practices in inventory control.

viiii) Reduction in employees cost through increase in staff productivity, rationalization of staff costs., job enlargement etc.

All the measures indicated above are closely related to the management strategies of the reviving Sick Company, and also on the revival package prescribed.

(iv) Fixing basic target in case of sick companies is quite difficult. However, a positive growth in the parameter should be seen as achievement of target.  If the net loss in a year is less than the previous year (or net increase in the negative Net Worth is less than the previous year), or there is increase in net profits resulting in increase in Net worth in comparison to previous years’ figure of Net Worth, the company should be evaluated as a company that is successfully turning around.

(v) For a  company that is sick  and therefore incurring loss, the turnaround may take time to become visible.  Therefore, Gross Profit or Net Profit may not be an appropriate in measure the performance of loss making companies notwithstanding the significance of Profits.  Instead,  a measure of operational efficiency can be monitored through growth in  gross margin/Gross Sales.  Similarly the rate of reduction in Net Loss would be a better measure of the process of revival implemented by the management. In terms of evaluating internal process effectiveness, the management of working capital is also very significant.  It would help to evaluate the management efforts to optimize the operating cycle and contribute towards increased Sales.  In current assets, the management of inventories, receivables and cash are significant parameters and hence should be part of evaluating the Working Capital. 

(vii) As the sick companies are under a process of turning-around to normalcy, under a revival package prescribed, each year’s actual progress should be the basis for evaluating performance in next year.  Till the company is declared to be ‘no more a sick company’, the objective of MOU is to monitor the progress towards diluting the accumulated losses and ensuring a sustainable  profit making business model.  Therefore, the basic target should be to at least  maintain previous year levels for all the financial parameters.

(viii)The relevance of off-setting factors acting as a bottleneck to progress, is very significant in case of Sick companies.  Any bottlenecks in providing the requisite assistance should only be treated as a significant off-setting factors in achieving the growth.  Hence, the revival package should identify the circumstances under which the progress planned can be constrained.  Such circumstances, including the government policies and external factors, should form the off-setting factors with the framework of MOU for sick CPSEs. This may result in reducing the Base Target fixed for the year by the estimated impact of the off-setting factors.  Unlike in the case of profit making CPSEs, off-setting factors in the case of Sick CPSEs are very significant as by recognizing them the  progress in next and subsequent years can be reasonably expected.
7th Term of Reference

6.7. Whether subsidiaries have benefited due to MoU with the holding/ parent CPSEs.

The current MoU system entails that the Subsidiary CPSEs in consultation with their Holding Companies, set the MoU targets which are eventually reviewed by the DPE. In context of the same, existing literature suggests that targets and performance of subsidiaries need not be incorporated in the MoU between the Government of India and the Holding Company, except where the entire performance of the Holding company comprises the performance of these other companies. 

From the perspective of the Subsidiary companies, the data from the present study ascertains that such subsidiary companies have definitely benefitted from the existing MoU system. Yet few recommendations pertaining to the same are as follows:

6.7.1 The CPSEs have highlighted that the MoU for them, should be monitored by their Holding company and not by the DPE. However it is recommended that the current mechanism is stringent and does not require change.

6.7.2 Also, there are Subsidiary CPSEs that do not affect the performance of their holding companies to a large extent, and with such CPSEs in the CPSE universe, it would not be prudent to make a shift from the MoU system for Subsidiaries, to change.





----------------------------------------------------

ANNEXURES
ANNEXURE 1

Terms of Reference

The terms of reference for the study-‘External Evaluation of the MoU system’ , which were elaborated in the vide letter no- 5(9)/2012-DPE(MoU), dated 23rd August 2012, with the subject – ‘Request for Proposals (RFP) for activities related to monitoring of performance of Central Public Sector Enterprises (CPSEs), are:

Administrative Matters

· Whether the existing system is appropriate for promoting improvement in the performance of CPSEs.

· Whether there is objective participation and involvement of the administrative Ministries/ Departments/ Department of Public Enterprises/ Task Force members in the MoU process.

MoU Guidelines

· Whether the existing MoU framework consisting of financial and non-financial parameters allows requisite degree of flexibility to CPSEs, and is compatible to accommodate huge diversity cutting across domains and functional settings for rational target setting and evaluation in the format prescribed in the guidelines.
· Whether the MoU process based on five point scale and grading system is effective or needs modification.

· Whether CPSEs by doing corporate social responsibility/ sustainable development/ research & development are being helped in competing favorably with others and does it ensure level playing field.

MoU as a Tool

· Whether sick and loss making CPSEs, including those who have got revival / restructuring packages have benefited from MoU in their process of Turn Around and Revival.

· Whether subsidiaries have benefited due to MoU with the holding/ parent CPSEs.
ANNEXURE 2

List of Sample CPSEs contacted through a structured questionnaire:

	Rashtriya Chemicals & Fertilizers Ltd.
	Wapcos Ltd. 

	Brahmaputra Valley Fertilizer Ltd
	Broadcast Engineering Consultants India Ltd.

	Steel Authority of India Ltd 
	Ennore Port Ltd.

	Indian rare Earths Ltd.,
	Dredging Corporation of India Ltd. 

	GAIL (India) Ltd 
	BEL Optronics Devices Ltd. 

	Oil India 
	ITI Ltd. 

	Bharat Heavy Electricals Ltd (BHEL) 
	National Backward Classes Finance & Development Corporation (NBFDC) 

	Braithewaite & Co. Ltd 
	Housing & Urban Development Corporation Ltd. 

	Hindustan Paper Corporation Ltd
	REC Power Distribution Company Ltd. 

	NTPC Vidyut Vyapar Nigam Ltd 
	National Scheduled Tribes Finance & Development Corporation 

	Central Mine Planning & Design Institute Ltd.
	Madras Fertilizers Ltd. 

	NTPC Hydro Ltd.
	Biecco Lawrie Ltd. 

	National Handloom Development Corporation Ltd. 
	Bihar Drugs and Organic Chemicals Ltd.

	Central Cottage Industries Ltd. 
	Dedicated Freight Corridor

	Indian Medicines Pharmaceutical Corporation Limited
	SethuSamudram Corporation Limited

	Hindustan Prefab Ltd
	 


ANNEXURE 3
List of Sample CPSEs whose detailed comments were studied by the Study Group
	ONGC
	IOCL

	Ministry of Coal
	NTPC

	Department of Agriculture of Cooperation
	BEL

	NHPC Faridabad
	BPCL

	ONGC Videsh limited
	Container Corporation of India Limited

	MMTC
	BEML

	Chennai Petroleum Corporation Limited
	Central Warehousing Corporation

	EIL
	National Seeds Corporation Limited

	North Eastern Handicrafts and Handlooms Development Corporation Limited
	Mahanadi Coalfields Limited


ANNEXURE 4

List of experts whose views were elicited by the Study Group

1. Dr. R.K. Mishra

Director IPE (Hyderabad) and Member Task Force

2. Shri S.K Roongta

Chairman, Roongta Committee 2012

3. Shri Amarjeet Chopra

Member, Task Force

4. Mr. A.A. Naqvi

CMD, National Backward Classes Finance and Development Corporation 

5. Mr. Anil Razdan

Member, Task Force

6. Dr. K.C. Mishra

Vice Chancellor, Sri Sri University, Bhubheneshwar
ANNEXURE 5

Performance Evaluation of suggested Methodology in Fixing the Target for Essential Financial  Indicators
	Performance Evaluation of suggested Methodology in Fixing the Target for Essential Financial  Indicators

	Indicator- Turnover

	Name of the CPSE/Syndicate
	Target for Very Good Ranking as Per Recommended Methodology (2011-12)
	MOU Target (2011-12)
	Actual Achievement (2011-12)

	 
	Trend Line Method
	Beta Distribution Method
	 
	 

	Rastriya Chemical Pvt. Ltd./Agriculture
	7549.968189
	6574.124344
	5945
	6499.12

	National Seeds Corporation/Agriculture
	562.2214123
	630.8020713
	645
	665.44

	BEL/Electronic, Telecom
	540429.3276
	554245.1542
	590000
	570363

	BHEL/Eng,Transport
	39565.64683
	43536.05582
	45000
	49509.78

	Braithwaite/Eng,Transport
	207.9612474
	214.7553773
	146
	257.98

	Gail/Oil & Gas
	30176.64036
	33039.48953
	33291
	40821.79

	ONGC/Oil & Gas
	64094.06775
	66241.6732
	67124.27
	76129.08

	IRE/Steel & Minerals
	379.6024554
	389.4078133
	418.11
	622.48

	SAIL/Steel & Minerals
	49300.67192
	48393.25267
	47000
	51422.94

	CWC/Trading & Marketing
	920.7534192
	969.8696397
	1100
	1152.04

	MMTC/Trading & Marketing
	59268.22675
	69222.75912
	22000
	65929.423

	CCI/Transport & Tourism
	3790.857239
	3834.357415
	4000
	4053.69

	EPL/Transport & Tourism
	160.3857264
	167.8260367
	165
	248.64

	DCI/Transport & Tourism
	715.4720446
	542.3434124
	725
	491.6582

	NHPC/Energy & Power
	3839.857866
	4238.845842
	3565.51
	4046.59

	MCL/Energy & Power
	8485.378641
	8454.052206
	11646
	11703.1309

	BROADCAST/Contract & Consultancy
	35.50138766
	38.96806602
	144
	35.48


	Performance Evaluation of suggested Methodology in Fixing the Target for Essential Financial  Indicators

	Indicator- Gross Margin

	Name of the CPSE/Syndicate
	Target for Very Good Ranking as Per Recommended Methodology (2011-12)
	MOU Target (2011-12)
	Actual Achievement (2011-12)

	 
	Trend Line Method
	Beta Distribution Method
	 
	 

	Rastriya Chemical Pvt. Ltd./Agriculture
	525.3056301
	534.623882
	350
	547.39

	National Seeds Corporation/Agriculture
	75.58449501
	71.49949383
	81
	62.45

	BEL/Electronic, Telecom
	128906.1031
	127381.6163
	132001
	119980

	BHEL/Eng,Transport
	8485.776536
	9651.258507
	9950
	11173.11

	Braithwaite/Eng,Transport
	13.7465217
	13.807009
	9.3
	12.68

	Gail/Oil & Gas
	5765.39711
	6010.144711
	5536
	6251.03

	ONGC/Oil & Gas
	41823.23552
	43685.35491
	43411.43
	50356.65

	IRE/Steel & Minerals
	113.8457465
	87.91052929
	95
	318.95

	SAIL/Steel & Minerals
	12844.83102
	10331.06922
	6000
	7185.09

	CWC/Trading & Marketing
	228.2190934
	237.2266935
	270
	304.55

	MMTC/Trading & Marketing
	852.6326223
	689.0505697
	170
	460.8495

	CCI/Transport & Tourism
	1196.828526
	1205.342383
	1200
	1347.4

	EPL/Transport & Tourism
	129.9202844
	136.2264426
	123.75
	204.67

	DCI/Transport & Tourism
	228.9431932
	158.1489912
	166
	106.1731

	NHPC/Energy & Power
	3430.729965
	3834.768215
	2909.94
	3511.95

	MCL/Energy & Power
	4807.387574
	4645.144997
	5461
	6066.6142

	BROADCAST/Contract & Consultancy
	20.48205372
	11.87274749
	13
	3.878870364


	Performance Evaluation of suggested Methodology in Fixing the Target for Essential Financial  Indicators

	Indicator- Net Profit/Net Worth %age

	Name of the CPSE/Syndicate
	Target for Very Good Ranking as Per Recommended Methodology (2011-12)
	MOU Target (2011-12)
	Actual Achievement (2011-12)

	 
	Trend Line Method
	Beta Distribution Method
	 
	 

	Rastriya Chemical Pvt. Ltd./Agriculture
	12.44495986
	12.40327971
	5.08
	11.47936625

	National Seeds Corporation/Agriculture
	63.91507698
	78.79872873
	21.36
	14.68760378

	BEL/Electronic, Telecom
	26.6881084
	20.84942038
	15.3
	14.76

	BHEL/Eng,Transport
	29.13081268
	29.87166723
	26.05
	27.74564196

	Braithwaite/Eng,Transport
	43.66920192
	43.92724807
	14.5
	29.73

	Gail/Oil & Gas
	27.63117338
	27.24843805
	23.98
	23.76218467

	ONGC/Oil & Gas
	35.44199294
	27.3627096
	20.45
	22.47

	IRE/Steel & Minerals
	29.32298136
	16.54672002
	9.29
	27.6

	SAIL/Steel & Minerals
	34.72676102
	21.05474816
	4.85
	8.9

	CWC/Trading & Marketing
	11.45074615
	10.77164106
	12.45
	8.17

	MMTC/Trading & Marketing
	18.63784441
	12.68562427
	 
	-9.351982077

	CCI/Transport & Tourism
	25.45569825
	20.72745918
	14.83
	15.66

	EPL/Transport & Tourism
	11.82645914
	11.99820777
	10.75
	17.98

	DCI/Transport & Tourism
	16.15554829
	7.968509463
	 
	6.89

	NHPC/Energy & Power
	8.273442432
	9.013047789
	4.59
	9.06

	MCL/Energy & Power
	36.34465696
	36.53232201
	0.46
	0.49704217

	BROADCAST/Contract & Consultancy
	31.17189892
	25.47915377
	 
	11.47936625


	Performance Evaluation of suggested Methodology in Fixing the Target for Essential Financial  Indicators

	Indicator- Capital Employed %age

	Name of the CPSE/Syndicate
	Target for Very Good Ranking as Per Recommended Methodology (2011-12)
	MOU Target (2011-12)
	Actual Achievement (2011-12)

	 
	Trend Line Method
	Beta Distribution Method
	 
	 

	Rastriya Chemical Pvt. Ltd./Agriculture
	15.91929605
	16.61045478
	6.27
	12.42

	National Seeds Corporation/Agriculture
	57.77250064
	43.74160996
	23.48
	30.4595364

	BEL/Electronic, Telecom
	41.61559538
	30.84168499
	22.57
	20.44

	BHEL/Eng,Transport
	55.84086277
	56.87478648
	46.14
	46.7567023

	Braithwaite/Eng,Transport
	35.27547243
	35.48547802
	13.5
	10.82

	Gail/Oil & Gas
	5160.126714
	5359.245439
	 
	5459.54

	ONGC/Oil & Gas
	43.08186192
	37.98969409
	35.15
	36.19

	IRE/Steel & Minerals
	29.23791511
	19.85449347
	15.08
	54.1

	SAIL/Steel & Minerals
	47.291
	29.83630829
	7.75
	19.45

	CWC/Trading & Marketing
	16.09287632
	14.55631914
	16.4
	22.19

	MMTC/Trading & Marketing
	90.48148702
	35.79498106
	 
	10.39674318

	CCI/Transport & Tourism
	34.29081445
	27.26950486
	19.98
	23.33

	EPL/Transport & Tourism
	15.98883796
	16.40858855
	11.71
	22.59

	DCI/Transport & Tourism
	19.1287753
	9.469810228
	 
	1.16556321

	NHPC/Energy & Power
	14.14214854
	13.7383577
	6.39
	14.26

	MCL/Energy & Power
	56.63132479
	56.15460252
	0.74
	0.809351291

	BROADCAST/Contract & Consultancy
	 
	 
	 
	 


Annexure 6 
 Definitions of Proposed  Financial Parameters:

1)  RAO - Return on Average Assets =Net Profit / Average Assets

Where Net Profit means excess of Operating Income over expenditure after providing for depreciation, interest, taxes (including Deferred  taxes) extra ordinary items, prior period adjustments but before providing for appropriation to reserves

Average Assets = Average of total Assets of 4 quarters. 
2) ROE - Return on Equity =Net profit/Net Worth

Where Net Worth means paid up capital, share application money, pending allotment and free reserves less accumulative losses and deferred revenue expenditure to the extent not written off

3 Return on Capital Employed =Net Profit/Capital Employed 

Where Capital Employed means Gross/Fixed assets- accumulative depreciation + working capital

4) Cost to Income Ratio=operating cost / turnover (operating income)

Where operating cost means all staff costs, establishment cost (rent, wages, electricity, stationery etc) other than direct cost related to the manufacturing for trading or business operations.

5)  Total business per employee= total business in terms of turnover (operating income) / total employment (No. of Employees)

6) Gross Profit and Net Profit per employee

Gross Profit means excess of income over expenditure before providing for interest, taxes (including deferred taxes), extra ordinary items, prior period adjustments but before providing for appropriation to reserves. Net profit is as defined above.

6) Assets turn over ratio= Total Average assets/ turnover

 Where total average assets and turnover ( operating income) are to be taken as already defined above.

7) Working Capital Turn over Ratio= Working capital/ turnover

Where Working Capital means, all current assets, loan and advances- current liabilities and provisions excluding cash credits and bank overdrafts. 

Turnover is to be taken as defined above.

8) Book Value per share=Total of all assets (excluding intangible/ deferred revenue expenses / pre operative expenses if any to the extent not written off ) - all external liabilities including preference share capital / no of outstanding equity shares.

ANNEXURE 7

Recommended Framework for the MoU system

The recommended Framework for MoU system in India, aims at acting like a management tool or a business review tool that would help the CPSEs in the achievement and improvement of their performance.

Also the thrust is on offering flexibility to the CPSEs in deciding their Own Parameters. This would ascertain Ownership, for the set targets and would lead to higher degree of motivation within the CPSE universe.

Recommended Framework for the MoU system



MOU FRAMEWORK









 













Mandatory Parameters (15%)




The report recommends that :

1. Mandatory Parameters should have the weightage of 15% and based on the nature of the sector, syndicate, enterprise and dynamic parameters, the extent of CSR, SD and R & D related activities, must be decided (by the CPSE itself). Areas to include in Dynamic parameters would be 

a. Stakeholder Satisfaction



b. Human Resource Management 


c. Research and Development 


d. Sustainable Development 



e. Corporate Social Responsibility
 

f. Project Implementation



g. Quality

h. Extent of Globalisation

2. The rest of the parameters give 35% thrust to the core activities which the CPSEs engage in . These 35% parameters will be flexible in nature (Instead of the earlier system of 20% for Sector and Enterprise specific parameters.

3. Under the Parameter- Initiative towards growth and Value Creation, the following could be included by the CPSEs. The following however is an indicative list and the CPSEs would have flexibility in deciding the parameters that would best suit them based on their business environment.

· Actions through which Bottlenecks were resolved, without having to plead for concessions. 

· Schemes undertaken which reduce attrition within CPSEs

· Initiative towards training and development of CPSE personnel

· Introduction of New Product/ Service

· Lead Indicators like Initiatives towards Growth

· Any other relevant strategy which would lead towards the benefit of the stakeholder community and in turn offer efficacy to the CPSE.

4. Sector Specific Parameters and Enterprise Specific Parameters, which currently get decided by the CPSE itself, may continue to remain flexible. However the weightage for Enterprise Specific Parameters have been increased to 15%, keeping in mind the synergized approach, between the Balance Scorecard and the Performance Prism, since it allows the CPSEs to be judged on the performance of their core activities.

5. The above distribution shall be applicable for syndicated that currently operate under 50-50 distribution.

6. For Sick and Loss Making CPSEs and CPSEs ‘Under Construction’, parameters have been given in relevant places in the report.

7. For CPSEs under Section 25 of the Companies Act 1956, existing format in the MoU Guidelines 2013- 14 may continue.

ANNEXURE 8

Classification of Parameters for the MoU Guidelines

	S.No
	CPSE SECTOR
	STATIC
	DYNAMIC

	 
	 
	MANDATORY
	FLEXIBLE
	MANDATORY
	FLEXIBLE

	1
	INDUSTRIAL
	Net profit/ Net Worth
	Return on Average Assets 
	Quality
	Sector Specific Parameters

	 
	 
	Gross Sales
	Return on Equity
	Stakeholder Satisfaction
	Enterprise Specific Parameters

	 
	 
	Added Value/Sales
	Return on Capital Employed
	HRM
	Initiatives towards Growth and Value creation

	 
	 
	 
	Cost to Income Ratio
	R and D
	 

	 
	 
	 
	Growth in business per employee 
	Project Implementation
	 

	 
	 
	 
	Gross profit and net profit per employee
	Greenfield Investment
	 

	 
	 
	 
	Assets turn over ratio 
	Extent of Globalization
	 

	 
	 
	 
	Working capital turnover ratio
	CSR
	 

	 
	 
	 
	Book Value per share
	Sustainable Development
	 

	 
	 
	MANDATORY
	FLEXIBLE
	MANDATORY
	FLEXIBLE

	2
	TRADING & CONSULTANCY
	Net profit/ Net Worth
	Return on Average Assets 
	Quality
	Sector Specific Parameters

	 
	 
	Gross Sales
	Return on Equity
	Stakeholder Satisfaction
	Enterprise Specific Parameters

	 
	 
	Added Value/Sales
	Return on Capital Employed
	HRM
	Initiatives towards Growth and Value creation

	 
	 
	 
	Cost to Income Ratio
	R and D
	 

	 
	 
	 
	Growth in business per employee 
	Project Implementation
	 

	 
	 
	 
	Gross profit and net profit per employee
	Greenfield Investment
	 

	 
	 
	 
	Assets turn over ratio 
	Extent of Globalization
	 

	 
	 
	 
	Working capital turnover ratio
	CSR
	 

	 
	 
	 
	Book Value per share
	Sustainable Development
	 

	 
	 
	 
	Operational Turnover/ Employee
	 
	 

	 
	 
	 
	Gross Margin
	 
	 

	 
	 
	MANDATORY
	FLEXIBLE
	MANDATORY
	FLEXIBLE

	3
	FINANCIAL SYNDICATE
	Financial return
	Return on Average Assets 
	Quality
	Sector Specific Parameters

	 
	 
	Gross Sales
	Return on Equity
	Stakeholder Satisfaction
	Enterprise Specific Parameters

	 
	 
	Added Value/ Sales
	Return on Capital Employed
	HRM
	Initiatives towards Growth and Value creation

	 
	 
	 
	Cost to Income Ratio
	R and D
	 

	 
	 
	 
	Growth in business per employee 
	Project Implementation
	 

	 
	 
	 
	Gross profit and net profit per employee
	Greenfield Investment
	 

	 
	 
	 
	Assets turn over ratio 
	Extent of Globalization
	 

	 
	 
	 
	Working capital turnover ratio
	CSR
	 

	 
	 
	 
	Book Value per share
	Sustainable Development
	 

	 
	 
	 
	Disbursements
	 
	 

	 
	 
	 
	Resource Mobilisation
	 
	 

	 
	 
	 
	Loan Sanctions
	 
	 

	 
	 
	 
	Gross Margins
	 
	 


ANNEXURE 9
PERFORMANCE PRISM IN PRACTICE: A CASE OF DHL
DHL is one of the world's most successful international express courier companies. Sales in the UK for 1999 were in excess of £300 million, during which time the business employed almost 4,000 people, across 50 locations. The board of DHL UK comprises a managing director, a finance director, a commercial director, an operations director, a business process director, an HR director, an IT director and three area directors. 
Issues with the Earlier practiced Performance Measurement System at DHL

· DHL's UK board used to meet on a monthly basis and review company performance data at a detailed level. 

· They would look at the UK's operation in terms of its ability to achieve ``notional result'', DHL's internal measure of profitability. 

· They would also review operations performance. The number of definitions of operations performance is vast. Operations performance can be reviewed in terms of packages shipped (volume of packages), packages delivered on time, packages on time to particular destinations, DHL's service quality indicators, etc.

· There was growing frustration among members of the board that on a monthly basis the group would meet and review very detailed performance data, yet rarely did the outcome of these reviews have a significant impact across the entire business. 

· A symptom of this process was the fact that the same issues arose at each monthly performance review.
· The board began to explore the reasons for this and decided that one of the most fundamental issues was that the meetings structure and review process in DHL was not right for a twenty-first century business unit.

The Application of the Performance Prism at DHL

· This framework was introduced for them to understand how they should structure their quarterly performance reviews and what they should discuss.
· The most critical techniques to assist the process in this case were as follows:
· Success Mapping – The DHL team participated in a series of workshops where they explored their shared understanding of the strategies of DHL as well as the future plans of the group. There were two rounds of workshops, the first being structured to identify the needs of the stakeholders for their contribution to business and the second being designed around the outputs of the first round, where the executive team had to identify the processes and capabilities which the organization would need to have in place so that the needs of all the stakeholders could be satisfied. For example, DHL recognized that it had different kinds of customers divided into the following segments – Advantage, Regular, and Ad Hoc based on customer needs. Specific strategies, processes and capabilities relevant to each customer segment were then identified and an outline success map was created. A continuous iteration of identifying the same is a practical way of developing such a map.
· The next step is to address the following questions as reflected in the Performance Prism Framework – who are the key stakeholders, What strategies are to be put in place to satisfy their set of needs, what critical processes are required to execute these strategies and what are the capabilities required to operate and enhance these processes?
· At DHL, as the next step, the executive team wanted to understand whether linkages encompassed in the business’s success map were valid, and if so, whether they were being enacted. To do this, the executive team at DHL was fundamentally being asked what was it that they needed to know in order to decide whether the business was moving in the direction the executive team wanted it to.
· Hence the starting point has to be what questions should we be asking rather than what should be measured. This is exactly what the third round of workshops at DHL aimed at. The workshops focused on getting the executive team to think about what questions they would like to be able to answer at their quarterly performance reviews, given the success of the success map they had developed. Out of their debate emerged a robust framework of questions structured around the Performance Prism but derived from their success map.

· Next, the fourth and final round of workshops for DHL focused on what measures are required and therefore what data are required to answer the questions identified by the executive team. These workshops involved business performance analysts as well as members of the executive team. The end result was a set of measures that mapped onto the specific questions that the executive team had identified.

After the measures had been identified, DHL entered the Plan and Build phase of the process. DHL invested a significant amount in education and process facilitation, which was fundamental to the success of the implementation programme. DHL made the first investment in the use of external facilitator for the process supported by internal facilitator who was also the business’s improvement programmes manager The external facilitator was a recognized expert in the field of performance measurement and brought with him the credibility to drive specific changes through. The internal facilitator played an invaluable support role and was able to keep the momentum behind the process and address any concerns that members of the senior management team might have, but not be willing to express in a public forum. These two facilitators, with the support of the Managing and Business Process Directors plus the improvement programme manager’s team, were able to shift the mindset of the executivteam away from detailed operational reviews and onto morstrategic debates.
· This process was a subtle and, in fact, somewhat long. But this is often the right approach, given that the process architects are effectively trying to enable an organizational culture change. Essentially, all the process involved was constant reinforcement of the key messages underpinning the Performance Prism framework: Focus on Stakeholders, align Strategies, Processes and Capabilities. Ensure measures are used to answer questions, not simply as an end in themselves.
The Implement and Operate Process of Application of the Performance Prism at DHL
· The starting point for the Implement and Operate process at DHL was to restructure the agenda for the business’s quarterly performance reviews, so that the discussions that would take place would reflect the key questions that the executive team had decided they should be addressing. A year after the launch of the process and following regular appraisals prompted by the performance manager, the executive team was still convinced that they were now focusing on the right questions during their quarterly performance reviews.  
· The next significant process was the refresh process at DHL. The process for the company did not end with the implementation of the Performance Prism and the new quarterly performance review meeting structure. Instead, DHL have continued to evolve their measurement system and review processes throughout the following years, and will continue to do so in the future. They have continued the process of cascading the performance review process down through the organization and have already reached the stage of all operations and sales managers structuring their local performance reviews in the same way.

ANNEXURE 10
MoU as a Tool for Revival of Viable Sick & Loss making CPSEs: Snapshot on the turnaround Strategies of selected CPSEs

(A) Braithwaite Burn and Jessop Construction Company Ltd.(BBJ) - subsidiary under holding company Bharat Bharti Udyog Nigam Ltd. Under Department of Heavy Industries.

Key Factors of Sickness.

(i) Heavy Loan and  burden of interest liability ;
(ii) High overhead costs

(iii) Mediocre production and low sales turnover

The above imbalances caused huge cumulative losses leading to turning the net worth of the company negative.

As the net worth was negative minus Rs 28.59 Crores as on 31/03/2004, the company was not bankable and could not approach any financial institution for working capital.

The company had to face poor market capitalization high burden of trade creditors and volatile industrial problems.

Factors responsible for Turnaround.

1) BBJ had constructed major bridges of Indian Railways including the Howrah Bridge. BBJ received orders for bridges and other infrastructure requirements for revamping of steel bridges constructed long back as well as new bridges like Ganga Bridge, Mahanadi Bridge, Kosi Bridge etc. 

2) Keeping in view the expertise of BBJ, the prospect of BBJ orders from Indian Railways, BRPSE recommended restructuring package of Rs. 54.61 crores on 16/06/2005.

Main Features of the package included the following

(i) Conversion of GOI loan and partial interest thereon into equity resulting in reduction of interest burden.

(ii) Waiver of outstanding interest and conversion of partial amount interest to zero coupon debentures.

(iii)  The package helped the company to address the negative networth for the company, which had been stumbling block for BBJ for high value tenders which could have improved its and turnover and margins.

(iv)  As stated above to reduce the burden of the company, as though the company was earning cash profits, yet due to interest burden of GOI loan, it was incurring losses.

Positive outcome of the Revival Package

1) PAT became positive in the year 2004-05 of Rs. 2.76 crores in 2009-10 against net loss of 24.30 crores in 2003-04.

2) Value added by BBJ increased from Rs 7.32 crores in 2003-04 for  Rs 22.23 crores by 2009-10

3) Improved networth helped BBJ to submit bids for major projects included those funded by ADB/World Bank.

4) With improved credit worthiness BBJ approached financial institutions and for and nonfunds  based credit  facilities which were agreed to by the FI/Banks,

5) Reduction of interest on GOI loan due to conversion into equity and partly to zero coupon debentures, helped in improving the profitability of the company.

6) Improved credit worthiness helped the company obtain Capex fund for construction of its captive units at Kolkata for fabrication which helped into diversify in various other infrastructure industries like Fishing Harbours, Strengthening and revamping of bridged, replacement of old steel bridges with new bridges within a short period (without  disrupting the  ongoing rail traffic)

7) Company has also gone into tie-ups and joint ventures with reputed firms for specific projects such as construction of Mahanadi Bridge (2.3 Km Long) funded by ADB and built with the latest technology.

8) BBJ is also qualified and secure all the major steel bridges for Delhi Metro Railway Corporation.

9) BBJ has planned to successfully execute projects without time and cost overrun through the process of collaboration with reputed firms to bid a mega project.

	S.No
	Particulars
	Actual 03-04
	Actual 09-10
	Proj. 10-11

	1
	Gross Production
	26.58
	82.56
	130.00

	2
	Gross Turn Over
	27.60
	84.21
	131.25

	3
	Gross Margin- PBDIT
	0.39
	5.89
	5.80

	4
	Net P/(L)- PAT
	(24.30)
	2.76
	3.00

	5
	Net Worth
	(28.59)
	21.93
	28.33

	6
	Value Added
	7.32
	22.23
	27.94

	7
	Man Power
	93
	98
	110

	8
	VA/Man (R Lac)
	7.75
	22.68
	25.40


B. Bharat Pumps & Construction Ltd. - Manufactures of Compressor, CNG Gas cylinders

Key Factors of Sickness

1) Loss of customer confidence due to failure of delivery schedule.

2) Poor vendor Logistics

3)Low on productivity

4) Unable to compete from its ex-collaborators of technology, in-adequate order, book position etc.

The net worth of the company eroded in 1992, so it was referred to BIFR and the rehabilitation package which was sanctioned in 1995 got failed and the company continued to incur losses. The accumulate loss on 31/03/2005 was Rs. 175.29 crores and net worth was negative at (-) Rs. 121.61 crores.

Factors Responsible for Turnaround

1) The government approved a revival package of Rs. 156.52 crores for financial restructuring to improve its net worth position and to reduce the interest burden.

2) The scheme envisaged extension of financial support, in the first year of restructuring to the tune of Rs. 150 Cr. To be adjusted within a period of 5 years against the purchase orders placed by ONGC.

3) The revival scheme also included implementation of 1997 pay revision, contingent upon reduction of manpower and manpower cost.

4)  It was also listed through IPO and induction of strategic partner with the disinvestment of equity upto 49%.

5) BPCL undertook initiatives regarding delivery commitment, market planning, measurement of productivity & gross margin through cost reduction, technology etc.

Positive outcome of the Revival Package

1) The company turned around in less than a year.

2) The gross sales increased from Rs 70 crores in 2004-05 to Rs. 271.04 crores in 2009-10.

3) BPCL posted a net loss of Rs 10.86 Crore in 2004-05 to Rs. 1.82 Cr. and to Rs. 25.65 crores in 2009-10.

4) BPCL was deleted from BIFR in 2007.

5) BPCL entered into export market by obtaining orders from Lavan Refinery, Iran worth Rs. 48 crores.

6) BPCL caters to the needs of core sectors including Petroleum & Gas, Chemical & Fertilizers, Nuclear Power, Steel, and Process Downstream Industries.

7) Pumps and Compressors met the specification of International codes, such as API.

8) Gas Cylinder manufactured as per International Standards, such as DOT, BS, BIS, ISO etc.

	S.No
	Particulars
	Actual 2003-04
	Actual 2004-05
	Actual 2009-10

	1
	Turnover
	51.40
	70.08
	271.04

	2
	Net Profit/ (Loss)
	24.94
	10.86
	25.65

	3
	Net worth
	113.40
	121.61
	124.06


C. Heavy Engineering Corporation- under ministry of Heavy Industries & Public Enterprises 

Nature of Business.

Heavy Machine Building Plants, Heavy Machine Tool Plants, Bulk Material Handing Plats.

 Key Factors of Sickness

1) Lack of appropriate/ Business strategy to compete in the change economic environment.

2) Inadequacy of management and poor work culture.

3) High fixed cost (Huge mismatched manpower and infrastructure facilities not commiserate with turnover)

4) Lack of proactive marketing

5) In-efficient operations.

6) Combination of Low productivity, high cost, high interest burden, continue losses, insufficient fund, shortage of working capital

7) As a result, inability to take up technology up gradation, modernization, of plant and machinery.

8) Its greatest strength, i.e capacity to manufacture, a wide variety of items had become its greatest weak ness

9) BIFR had recommended its closure in 2004.

10)  Accumulated losses and net worth of the company as on 31/03/2005 stood as Rs 2106.98 crores and (-) Rs. 1623.14 crores respectively

The initiative Taken for revival included following:

1) Revival of HEC considered vital for development of small industries and industrialization of newly constructed of Jharkhand state to meet the needs of steel, coal and other key industrial sectors.

(i) Conversion/ waiver of GOI outstanding loan and interest.

(ii) Provision for bridge loan for working capital

(iii) Settlement of various liabilities through transfer of land.

(iv) Mobilization of resources from surplus assets for capex and settlement of dues.

(v) Government guarantee for meeting working capital requirements.

Approval of revival package helped the company in the following

1) Strengthening the company’s efforts in improving the morale of the employees that the company’s revival is possible.
2) Easing in working capital availability in bridge loan.
3) Reduction of interest burden on GOI loan.
4) Waiver of loan and interest.
Other initiatives taken were as under:

(i) Introducing performance rewards schemes.
(ii) Motivation through Training & development
(iii) Cost reduction to reduce fixed cost and improve profitability.
(iv) Focus on core areas of Business.
(v) New marketing initiatives for increasing customer base.
(vi) More focus on customer relationship.
(vii) Aggressive marketing and increasing company visibility to secure new orders.
(viii) Settlement of old liabilities through transfer and sales of surplus assets.
(ix) All this initiative improved the financial position of the company.
Its order book position enhanced from Rs 245 crores. As on 31/03/2005 to Rs 1960 crores as on 31/03/2010. Gross sale increased from 
Rs. 159 crores in 2004-05 to Rs 512 crores in 2009-10 and net loss Rs 285.02 crores in 2004-05 has turned to net profit and posted profit of Rs. 26.93 crores in 2009-10.

HEC was awarded Scope Award for Excellence in Management and Turn around- 2007-08 among all CPSEs.

	S.No
	Particulars
	2004-05
	2009-10

	1
	Gross Sales
	159.08
	511.84

	2
	Net Profit
	-285.02
	26.93

	3
	Order Booking
	236.47
	537.54

	4
	Order Book Position  (at the end of the year)
	244.58
	1960.34

	5
	Productivity (sales/employee) (R in Lacs)
	4.41
	17.83

	6
	Value addition per employee (R in Lacs)
	1.38
	9.66


ANNEXURE 11
List of Sample CPSEs with whom 2 Focus Group Studies were conducted:

	GAIL (India) Ltd 
	Bharat Heavy Electricals Ltd (BHEL) 

	NTPC Vidyut Vyapar Nigam Ltd 
	Wapcos Ltd. 

	Central Cottage Industries Ltd. 
	Brahmaputra Valley Fertilizer Ltd

	Rashtriya Chemicals & Fertilizers Ltd.
	Indian rare Earths Ltd.,

	Hindustan Paper Corporation Ltd
	Steel Authority of India Ltd 

	ITI Limited
	Ennore Port Ltd.

	National Textile Corporation Limited
	REC Power Distribution Company Ltd. 

	National Scheduled Tribes Finance & Development Corporation 
	Dedicated Freight Corridor


ANNEXURE 12

CORE STUDY TEAM

1.
Dr.  G.L. Sharma

M.Com., Ph.D.; Professor of Finance and Accounting; Research Work done on Mahatma Gandhi National Rural Employment Guarantee Scheme and Rural Entrepreneurship

Area of Expertise: Cost Management & Financial Institutions
2.
Prof. Prem Sibbal
M.Sc (Maths; Stats), MBA (Finance – Gold Medalist), PGDPM (HR); Senior Banker; Worked on revival of Sick Units in the Banking Industry; Professor of Finance 

Area of Research Expertise: Corporate Debt restructuring, rehabilitation & Revival of Sick Viable Units
3.
Dr. V.K Mehta

M.Ec (Australia), CFA (India) Ph.D (Delhi), Ex- IES, Ex- Director Planning Commission; Professor of Finance
Areas of Expertise: Macro Economics and International Finance

4.
Dr. D Jagannathan

M.Com, Ph.D. ICWA, Company Secretary, Former Technical Director and Secretary ICWA

Areas of Expertise: Management & Cost Control Systems, and Practicing Cost Auditor

5.
Dr. Meghna Rishi

BA (Gold Medalist); MBA; Ph.D, Certificate in Teaching in Higher Education (from UK); Recipient of the ‘Emerging HRD Thinkers Award-2010’ and the ‘Best Research Case Study across the World Award (Emerald Publishing Group, UK)

Areas of Expertise: Internet Marketing, Social Media Marketing;  Services Marketing; Communication Management 

6.         Dr. Moni Mishra
MA (Gold Medalist, Delhi); Ph.D, PGDHRM (IGNOU); Specialist – Behavioral Science Areas of expertise: Human Resource Management, Organizational Culture, Training and Leadership Development

7.
Dr. Gaurav Joshi 

            Ph.D, MBA, B.E – Pant Nagar Agricultural University,

Areas of Expertise: Marketing Research, Brand Management, Operations Management and Supply Chain Management
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Issues regarding the MoU System in Indian CPSEs





Impact of External Environment





Lacks the ability to foster Good Governance





Scientific Setting of the Base Target





Existing Balance ScoreCard approach might not be suitable in a dynamic environment





Pressured functioning amongst CPSEs due to repetitions in the financial parameters





Concept of Benchmarking needs more emphasis





PSUs lacking in appropriate CSR initiatives





Lack of MoU as a Business Review Tool





Making the inclusion of Offsetting Parameters Objective





MoU instrument lacks the ability to propel New Product/ Service Development





MoU instrument lacks the ability to propel New Product/ Service Development
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Strategic orientation





Terminologies for distinction between Financial and Non-Financial Parameters, in the existing MoU do not offer clarity. 
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