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ﬁ early 2017, Moody’s Investors Ser\m
warned that specific countries (such as PRC,

Venezuela) were most exposed to debt from
SOEs.

Indeed, Moody’s warns that for many
countries SOEs represent a material source
of financial risk for governments, a risk on
contingent liabilities for _governments that
ranks after financial sector crises and natural
disasters.

"Sovereign Contingent Liabilities; Public Enterprises Represent a Material

Source of Fiscal Risk to Some Sovereigns,*
Global Credit Research, 25 January 2017.

“State control has helped Alrosa during
previous slumps... That’s our competitive
advantage over DeBeers” — |gor Soboley,
Deputy Chief Executive, Alrosa, Russia

‘Alrosa treading a rocky path towards eventual
privatization.” Financial Times, Tuesday, 11 April 2017
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Some Relevant Context

4 N

“London goes on offensive in effort
to entice Aramco IPO” (FT, 14 July 2017)

Said to be the world’s biggest flotation
(Saudi Aramco is targeting a $2tn
valuation before its IPO in 2018)

List a 5% stake in Saudi Aramco; the
biggest pubic offering ever.

But London would propose new listing
for SOEs that would loosen governance
restrictions (exempt companies
controlled by governments from some
curbs)

\ %
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“It needs to restructure, which it is not able to — it
cannot get rid of people that easily because there
are too many union issues. It positively needs a
change in mindset from the government”.
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“The transformation proces;s‘ that we have under
way (for Air India) includes governance, £X
operating performance, fleet acquisition, and

ownership changes”
(India’s Aviation Minister quoted in FT, 26 June, 2017)




Performance (based on 2015 report)

« Loss: Rs. 7b annually (approx $70m)

« Accumulated losses (FY 14/15): Rs.
26.7b

« Liability to GON: Rs. 49.6b as share
capital, and Rs. 94b as secured long-
term loan

Some constraints

NEA self-assessment

* HR lapses (eg, 25% of posts vacant,
including 5 of 9 at Deputy MD level)

» Government unwilling to revise tariff

upwards
* High-level commitment missing

External-assessed

» Political interference, including
frequent government changes

» Organizational Tapses (eg,
unionism, lack of meritocracy)*

Nepal Electricity Authority

NEA is one of three public utility
SOEs (the other two: water and

telecoms); and is the biggest
SOE to run on a loss every year

From IMF, Article IV consultation
report for Nepal, 2015...

Directors stressed the importance of
unlocking the country’s hydropower
generation potential and sustained
reforms to improve the investment
climate... large SOEs in the energy
sector should be put on a sound
financial footing to reduce losses and
contingent liabilities.
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Oil & gas clase | 1999-2012: ~ 1/3 of all bribery cases
involved bribery of SOE employees,
while 80.1% of the value of all bribes
were paid to SOE employees*

Investors reel
as Petrobras
corruption
claims persist

Norway'’s largest pension fund
blacklisted Petrobras over concerns that
the state-controlled oil company at the
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Need for focus on
Institutions

B Vice-President f
<> World Bank

“The greatest challenge Asia faces in its
endeavors to realize the Asian Century:
transforming governance and
institutions.”

ASIA
2050

Realizing
the Asian
Century
|

Executive
summary




Core Concept 1: Information Asymmetry

Application: National
Resource Governance
Institute analyzed 74

state-owned extractive
Inefficient institutions result from imperfect and costly information enterprises (to assess

Imperfect Information Paradigm: incorporates information (or
the lack of it) into standard economic analysis to explain the rise of
certain institutional settings and lack of efficiency

how countries manage
oil, gas and mineral
sectors). Called on

1. Lack of information across time
(we know more at time T-1 than at T+1)

2. Asymmetry across space Saudi Aramco to
(eg., between core and periphery; organizations, efc.) “disclose closely held
data ahead of its
3. Asymmetry when static in perception and interpretation planned 2018 IPO”. Its
(differential in making sense of available information) research ranked the

country among the
world’s most opaque
oil-producing nations.*

\w (64" out of 74)

Therefore, all players are at best boundedly rational...

4. Proximity to policymaker/regulator
(varied access to decision-makers, separate from space asymmetry)




Core Concept 2: Transaction Costs (1Cs)

Differential access to, and ability to interpret, information (as well as voting for association) leads
to transaction costs

Variable in impact

(Some businesses/firms more able to meet and internalize)

Search and - Policing and
: : Bargaining costs :
information costs enforcing costs

North (1990):
“The inability of societies to develop effective, low-cost enforcement of contracts
is the most important source of both historical stagnation and contemporary
underdevelopment in the third world”



Core Concept 3: Credible Commitment (CC)

Assumption of a repetitive game
Expectation: of quid pro quo in commitment to transaction

Policy reversals—or more aptly, the threat (or perception) of such
reversals—lead to a failure to commit credibly

Corollary of CC: credible threat

CCl| = TCst



Core Concept 4: Political Economy
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quitTL\LL 23, gV —rT 4

“Other issues like corruption,

inefficiency, low productivity, trade
Whopays?  union ssues, poltcal appo

union issues, political appointments
| WHY SHOUD FEGRESEAR THE LOSSES OF PUBLICENTERPRSES? 1 and political manipulation in the

o management of the public
Feasis &,  enterprises have hampered its
B P ¥ progress’
TH L
mee T “Politics has more to do with
_ change than economics, but we
e /e are not yet ready to let politics out
s @ i SRR (L RO, of the closet.”
R “Lack of understanding of the
e political economy of reform is
e increasingly seen as a risk to
o development effectiveness...™



Political economy — Definition and Lens GOVERNANCE
THEMATIC GROUP

“... all the many activities of cooperation, conflict and negotiation involved in decisions about the
use, production, and distribution of resources™

Historical context Central Asian countries (part of former
Soviet Union)

Politics and
institutions
influence the
direction and pace

Political context Move to federalism (Nepal) of SOE reforms
Economic context Regional cooperation in the Greater Key issues here are:
Mekong Subregion 1. Nature of broad
governance
. - reforms
Va!ues, development GNH (Bhutan), focusing on holistic 2 Historical
philosophy development antecedents
(path
Power relationships Among political parties (eg, in dependence)

3. Political
commitment as
circuit breaker

Bangladesh), judiciary-executive tussles,
trade unions, civil society, media, etc.

Policy environment Subsidy regimes



Commentary | State-Owned Enterprises

Corporate Gove
and State-ownec

fundamental

The board is usually where these dramas
play out. Mixing uwmrmlp and regulatory

The reality is that many
SOEs are accountable
only to whatever
political party is in

State-Owned Enterprises | Commentary

The reality is that many SOESs are accountable
only to whatever political party is in power.
Herein lies the fundamental governance problem

1 farmore difficul for these Independimt dimetons

w0 alfer Informed contributions.

Board comtinuity ks another Issue. Without amy

protections to curb such beharior, the SOE may
Instrament of the ruling

party, operating at the whim of the government.

The keader of the rull

could get in the wi

‘The issue of Independent directors Is also
moving to the forefront in some markets, with
pood results. In Brazl, for mstance, 20 per cent
of 0K board membars must be Independent.
In india and Malaysia, SOK boards must be
compeised of at least one-third independent
gt

Fixing SOEs:

En r r- e power. Herein lies the e |MpProving
g where to place 2mi|
e p I Se S marketS aaaress tha favour but still widd

ell=run state-owned

model that Is inhesently not

economic, SOEs

governance problem

governance as part

of a holistic

enterprises (SOEs) can offer  must cope with a bustin tensiom thal creates a

tremendous potential as a  domnino effect of problems and complexiLies. h
driver of indusive economic For exampie, raising otily rales may make

growth and development in  sense from an economic ggr fvebat doing a p p roa C
emerging markets. so tould creste addional hardships o the pocr.

The Isnportance of SOEs to the economies
and weliiare of emerging markets cannol be
overestimated: in Africe, SOEs are estimatod to
represent 15 per cent of the gross domestic
product (GDP), while in the Middle Rast and
Naorth Alrica they make up more than 50 per cent
of GDP. 8Os also play a significant rofe in the
ecomeoenies of major energing markels such as
Brazil, China, Indas, Indonesta and Russin.

Beyond the profit motive

The vafue of SOEs lies In thelr potential to
provide efficient, rellabie and aifordable critical
products and services In key sectoes, such as
powne gemeration and water sapply, transport,
ol and gas and hospitals. They emabk expensive
e espunsiwe investments thae am oftm beyoed
the private sectors capacity. Thas, wellnun SORs
o contribete to health, welfar, adacation and
imlrastructum improvenents, poverty reduction
and Inclustve economic growth.

However, runaing SOEs wedl represents a
significant challenge, not just for emerging
markets, but for QECD (Organisation for
Economic Co-operation and Development)
countries 25 well. Faced with making

Or consider the case of a state-owned compeny
that operates i the red. To comtinue providing
needed services - say cloan water or retall
banking - the comnpemy may require additionsl
financing from the state. But propping wp

niztiona budaet, moening fowrr rescurces

the SO could comstrain an already tight
for other key services.

Politics and good
governance: a

complicated mix

Add political medd!ing to this
muddle and striking the

optimal balance between
social and commercial
goals can become a neas
tmpossibic Lask. tn thecey,
& 508 may have been
created for the benefit of
the citfxenry. Bt the roalty
is that many SOEs are
accountzble only to
whatever political party
Is in power. The original
notion of providing

Tee,,

."@

the nationaf ecomormy.

Fixing SOEs: improvi
governance as part
of a holistic approach
AL [FC we have worked with SOEs in emesging
markets around the world on a varlety of
povernance-relaiod Issues, often In pregaration
for privateatin

Recently, we partnered with aur colleagues
at the World Bank to develop & corporate
governance toolkit for SOEs, offering
coempechensive guk:‘.mmunways'.un:ituzm:
challenges that enpede effoctive governasoe and
efficient operations.

In car experience, we have seen that
attending Lo SOE governance lssues can
bute to Improved performance
te-owned companies as part of a
umpn hensive and contextually relevant
approach that aso Inchades policy reforms,

mestructuring, extonal Incentives, sach
25 Incressed competition, and mare
privete soctor participation, as well

25 fiscal discipline.

Gowrmano: changes often begn

crlm; In 'n.qmlm thae -Jrsoe -uvu.n}i:
asset with an cbligatkm Lo defiver efficient and
effectove products and services.

Rixguiring SOEs to refinance oo ntermational
markets, rather than refying on the govemment,
can zlso have a wide-ranging and pesitive
Impact, with a disciplining effect on governance.
Fmencial statements and governance will be
subject i lender scratiny and the cost of capital
will depend on cradit rating. In countrics such
as South Africa, such market-detven prossurs
shouid help isti] 2 measure of fmanciad dsctplne
In combination with governanos enbancements
through enabling legislation

Other governance Improvements that
can make & difference include separating the
ownership function from the rgaitory function,
which helps to shield decision-making from the
petitical exigencies of the moment and glves
theregulater soene stomormy on how the market
will cperate.

Such actions zre not easy and there Is no
standard template to follow, as In the private
soctor. Nevertheloss, evidence suggests that the
elfort would be well worth the troubée - recent
research by Dag Detter and Stefen Foelster

commescéadly-driven decisions when theyare  efficient and affordable with amore consklered process  revezls that better-governed state-owned
charged with & product and service delivery  services to the nation's around the seection of directors.  enterprises around the world would enable
1ulrsltlnn5bu For mstance, i Humgary and the  contral govermments to gmenate an astonishing

\ DWNED ENTERPRESES:
A Ol AD Al CMA DCLNT

Issues:

Herein lies Lhe

Subsidies, dividends, taxes,

contingent liabilities,

Canch Republic, board dimctoes of
SOEs now must hold redevant
profeswional degrees i finance,
omics or law, o bring to
the table corporate governance

experience. In Chile, Israel and
Lithuania, boards of large SOEs are
mguired o demoestrate proficiency =

er

$3 triflion = answzl retarns - “more than the
workd's yearly Investment in Infrastructure
Including Lransportation, power, water and
tedoccenmunication” they note in a meent Issue
of Roreggn Affalrs magaxine.

Just Imagine how such funds - and the
assoclated product and service delivery

Improseements - could support emenging markeds

weak corporate governance (ownership), corruption, oot sl ok g e 1 ey e ol il oz

bureaucratic contestation®

Sprng 2015 | Ethical Boardroom



ADB sees SOE rEfOrmS aISO dS part Target 17.1: “strengthen domestic resource

mobilization... through domestic capacity for

of a bigger picture... tax and other revenue collection”
i SOE reforms :

\------------------------'

Macro-economic governance:

capital market development, PPPs, 4 ™
progressively hard budget constraints, legal Procurement reforms
and regulatory measures, etc. , . : :
(savings level varies in developing countries)
\. J
. ™

Base Erosion Profit Shifting

($240b/year loss by tax avoidance) (OECD estimate)

Sector governance and SOE- . )
specific inputs: independent -

regulation, unbundling and corporate and Encourage private capital, use of remittances
financial restructuring, enablers for project , .

finance ($600b, in 2016, WB estimate)

Stemming illicit financial outflows

. . . ($5.6t est. loss; 2001-2010; Asia accounted for 61% of such loss)*
Project finance, equity, and X J

corporate finance investments: | Better f oublicl ned commercial
NSO loan, equity, advisory and transaction €rier use of publicly owned co ercia

services assefts

(at the central government level, these have a book value of $75 trillion...
and about the same at the local government level (FT, 1 June 2017) )

\.




ADB’s SOE Work

Policy Operations Research Evaluation
Regional ERCD, ADBI IED
Departments
Overarching Use of Investments by Investments by « Adhoc(also |+ Evaluations of

framework on SOE country Regional PSOD in non- on-demand) ADB
reforms (eg, in systems Departments in sovereign analysis of operations
Strategy 2030) Procurement sovereign operations SOE reform *  Thematic
Policy work by guideline for operations, related (NSOs), related to issues Evaluation
SPD, on SOEs to SOE reforms, corporate « Country Study on
operational Risk policy matters, governance experiences SOEs
procedures related analysis of broader reforms, equity » Corporate
to RD and PSOD procurement macroeconomic investments, governance in
investment space lapses at environment rating SOEs

agency level enhancement;

corporatization

|

Analytical and operational work support to RDs and PSOD by the SOE Working Group in 3 specific
areas (as per TOR approved by Management)

. Separate working group -
Database Knowledge Skills chaired by SPD — working

Exchange Development on specific SOEs for
public sector NSO lending



Table 2: ADB Loans to Sovereign Projects with SOE Engagement, By Approval Year, By Sector, 2004 to 2016
{In USS Million)

Approval Year
2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

2016 Total

In Energy

2004.
sector, $15 2016

v %
ENE 120 615 632 152 (5] 4n 1,158 1,374 606 2108 15 a 19 15,149

TRA 0 1,208 402 490 876 377 685 189 64 203 327 33 684 5,537
WuUS a0 56 53 g0 40 177 16 Bd1 351 312 2,566
PSM 223 378 200 350 325 1,13 506 25 )| 0 4,841
_ Transport
FIN 40 26 1,005 1,000 165 100 200 240 40 632 sector 4,740
ANR 0 [ 45 0 ] 0 0 110 0 B0 $5.5 biIIi,on 50 604
IND 0 0 0 0 0 0 0 0 0 0 0 375 s
ICT 0 0 0 0 0 0 0 0 0 0 0
MUL 0 15 442 315 280 420 250 11 0 0 0
EDU 0 0 0 0 0 0 100 0 0 0 0
HLT 0 0 0 0 0 0 0 0 0 III {
Total 413 2,312 2,019 2420 2,483 2,606 297 2,589 1,092 3,335 3,382

Source: ADB SOE Datahase SOV SOE, as % of total SOV loans
2016: 38.9%

2015: 46.6%
2014: 39.7%
MNotes:

1. Huge increase in loans to ENE sectorin 2010. Aimost $ 2 billion be 2016,
2. Spike in 2009 in PSM sector. ADB assistance to DMCs hit by 2009 financial crisis — CDOs (collateralized debt obligations)
crash. Almost all SOE reforms. IED undertaking evaluation of ADB support for SOE reforms.

billion

In hard core infrastructure sectors (ENE, TRA, WUS): 64.7%
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Table 2: ADB Assistance to Non-Sovereign Projects with SOE Engagement, By Approval Year, By Sector, 2004 to 2016

(In USS Million) e
Approval Year
2004 2005 2006 2000 2008 2009 2010 2011 2 M3 M

In Energy
sector,

Sector $3.6 billion

ENE 0 450 330 107 72 174 4 n 128 200 104
TRA I 0 0 206 0 ( I 0 0 100 ( 0 0 2all kil
WU 0 0 0 0 0 100 46 0 155 120 (

0

PSM 0 0 0 0 ) 0 0 0 0 In Finance  \J 0
EN Boo1%5 M6 1% & w5 0 w0 s 14 4r5|  sector, $1.6 1,669
ANR 0 ) 0 0 0 0 0 0 w0 0 billion ) 2
D 0 0 0 0 0 0 0 0 40 0 0 1 0 400
IcT ) ) 0 0 0 0 0 4 0 0 0 0 0 ) 199
MUL ) ) 0 0 0 0 ) 0 0 0 0 ) 0 ) 0
EDU ) ) 0 0 0 0 ) 0 0 0 0 ) 0 ) 0
HLT 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0
Total EX 675 b4k 438 799 79 50 h26 801 493 579 1,067 700 250 107

NSO SOE, as % of total NSO loans

Source: ADB SOE Database 2016: 32.0%

Notes: _ 0
1. Approval year not publicly available for PN 43912 Bangalo 58::2 gggoﬁ RRF date March 2011

$7.2
billion

In hard core infrastructure sectors (ENE, TRA, WUS): 68.3% (2004-2016)
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ADB Assistance to Sovereign and Non-Sovereign Projects with SOE Engagement, By
Sector and DMC, 2004-2016

Sovereign Non-sovereign
(of $35.719b) (of $7.237b)
Country India 17% India 41%
Pakistan 15% PRC 25%
PRC 13% Azerbaijan 7%
Vietnam 13% Indonesia 7%
Indonesia 11% Uzbekistan 6%
Bangladesh 8% Others 13%
Azerbaijan 5%
Uzbekistan 5%
Others 13%
Sector Infrastructure 65% Infrastructure 68%
Public Sector Management 14% Finance 23%
Finance 13% Industry 8%
Others 8% Others 1%




Where some of the gaps are (from ADB’s SOE Experiences)
(“poor SOE performance is the norm for most countries”)

Stvllzed conclusions:

Government control =» political
interference & noncommercial decision

 Lack of political will generally (=
institutional reforms slow)

« Strong reporting processes needed in
SOEs make accountability easier

 Risk of reputation loss high

« Weak corporate governance (eg, director
selection not based on skills, inadequate
performance incentives, and soft budget
constraints)

“While corporate governance
reforms cover a broad spectrum
of issues (ownership,
disclosures, rules for internal
management, etc.), cross-
country evidence suggests that
hardening budget constraints
is key to improve operational
performance.”

Maliszewski, W., et al. 2016. “Resolving
China’s Corporate Debt Problem.” IMF
Working Paper, WP/16/203, p. 14



(1) Difference between ‘what ought to be’ and ‘what can be’: Lessons from broad governance

Good Enough Governance over Good Governance reform work in the region with
implications for SOE reforms

Note earlier
concepts of
bounded
rationality

‘... good
governance Is

deeply
problematic as
a guide to
development”

Merilee Grindle: Good Enough Governance: A Cautionary Tale

Notions of country context and ‘country systems’ are important




(2) Beware difference
between best practice
and best fit

Government
Management

Brief
to the

~ Incoming
Government §&=

1987 &

VOLUME 1 |

TN | HE TREASURY S

o i~
O e S R TYE)

“... developing countries, which are dominated by informal markets, are
risky candidates for applying the New Zealand model... basic reforms to
strengthen rule-based government and pave the way for robust markets
should be undertaken first.”

Allen Schick. 1998. “Why Most Developing Countries Should Not Try
New Zealand's Reforms”. World Bank Research
Observer Volume 13, Issue 1, Pages: 123 — 131.



http://www.google.com/url?sa=i&rct=j&q=&esrc=s&source=images&cd=&cad=rja&uact=8&ved=0ahUKEwjw24fB-tLRAhUMebwKHdxzB0QQjRwIBw&url=http://sailverchair.blogspot.com/2014/06/seni-membaca-bahasa-tubuh-body-language.html&psig=AFQjCNFnANe_pAKPOra22Fv1Y9Z6UIZqDg&ust=1485078340479690

(3) Stay for the long haul

“The three

completed

programs in

Assam,

Mizoram, and

West Bengal

were generaljy ‘ v ido

' effec
ADB E'J:

consider
providing
longer-term
follow-on
supp'ort to
help cement
reform gains
and
institutional
development.”




Questions? "~ GOVERNANCE
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Please contact:
ADB’s Governance Team

w: http://www.adb.org/sectors/governance/main

f: https://www.facebook.com/GovernanceTG/

e: governance@adb.orqg

t: https://twitter.com/ADBgov



http://www.adb.org/sectors/governance/main
https://www.facebook.com/GovernanceTG/
mailto:governance@adb.org
https://twitter.com/ADBgov

Questions for Discussion

1. What is the main SOE reform issue in your
country at the moment?

2. How are the reforms progressing?

3. What do you see as the biggest risk to this
reform process?

4. How can ADB help in the SOE reform agenda?




