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MOU: More Memorandum thanlUndorstanding

K.R.S. Murthy

How should the government manage 1its enterprises? The
question has Dbeen a subject of long debate. Although several
solutions have been suggested, it has remalned a source of
concern and frustration for all concerned. The Memorandum of
Understanding (MOU) between fhe government and the enterprise 1isa

the latest technique adopted to improve the situation.

MOU, quite simply, 1s an agreement between two (or more)
parties. MOU Dbetween the admigistrative ministry’ and its
enterprise is expected to set out the mutual obligations and
expectations. Once an MOU is signed, there would be no need, it
is contended, for the government to interfere in the working of
its enterprise. Managers would know what is expected of them.
They would not require prior government sanction for each
decision, while the Governﬁent can control the enterprise ex-
post (Trivedi, 1988).' If the +two parties also agree on a
performgnce evaluation systeﬁ, they .need only meet at intervals
specified in the MOU to review the fulfilment of the obligations
by each and of the working of the MOU itself (Trivedi, 1989). A

system of rewards or incenti%es, assoclated with the level of

fulfillment, completes the logic of the MOU.

MOU is thus presented as a simple but effective technique
for establishing clear objectives and targets, unambiguous

criteria for evaluation, and a system of rewards for achievement.

This paper discusses, based on the 6xperience so far, why MOUs



may . not achieve the results expected and indicates the direction

in which solutions should be sought.

Origin of the Concept

MOUs, or the system of performance contracts between the
government and its enterprises, ‘o}iginated‘in France in the late
1960s. The méin objecﬁiyé of the earlf French contracts was to
reduce - government’s budgétar§l aid Ito its companiés. The
duration of’the”two initial contracts with national electricity
and railway companies was five years. Government budgetary aid
was limited through agreed upon tariff rules that ‘provided 'fo;
the  companies to adjust prices, without prior government
approval, to cover variable costs and two-thirds of the finance
charges on new investments (Neliis, 1988). To satisfy the
government that they were not passing on their inefficiencies to

their customers, the enterprises agreed to improve performance on

well defined productivity measures.

It should be noted that the obligations of the government
and the enterprise,were appropriate to their respective roles and
were confined to a few policy parameters. The government, as

owner, specified the growth and financing. The managers, freed of

goverﬁment approvals , on pricing and budgeting, were to
concentrate on productivity imprqvements. The contracts focused
on iong—term 'policies and goals. They did produce results

initially but were thrown out of gear, after the 1973 oil crisis,

when the government refused to go along with the operation of the



contracts which would have required a steep rise in tariffs ¢to

conpensate the enterprise for the sudden and large increase in

input costs. The government did not let staff reductions

prbceed aé agreed upon. Political compulsions ;uled over
' ! )

contract commitments. Tbe contract with the electricity company

was . not Iranewad while that with +the railway company was

"extended" for two years.

The French government did not enter into a second set of
contracts with enterprises until 1978-79, nearly a decade after
the first round. These Qontracts, with four enterprises, were for
a shorter . duration of three years, - to ensure  better
predictability of operating conditions. The second s=et of

contracts also ran into'rgugh weather because the Socialist party

[l

government, that came to power in 1981, unsettled the arrangement
by simply revising the basic assumptions underlying the

contracts. Only one contract, that with Air France, yielded

positive resulté, according to Nellis's study, because it

operated in a qompeﬁitivé market, 'which enabled the use of

commercial, rather than administered, priceé for evaluation of

performance.

Because of their mixed experience, perhaps, the French have

not ' been overly enthusiastic ébout performance contracts. They
have used the‘technique selectivél%:and intermittently. Even the
socialist governmenf, which nationalised in 1981 many large
-companies with national and international subsidiaries, entered

into pgrformance contracts only with the holding companies

restricting government’s say in them to the top and to matters
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of _policy such as protection of employment, modernisation, and

international competitiveness.

Another noteworthy innovation in managing public enterpises
in Europe, in this confaxt. was by the Italian government..which
successfully experimented with the holding company as a buffer
between the gove;nment and operating businesses, to combine and
cushion £he socio~ec6nomic policy objectives of the former and

the profitability and competitive needs of the latter (Murthy

and Nath, 1888).

Adaptation in India

The French and the Italian experiences provided the basic
inspiration 'té 'khe érjun Sengupta Committee which reviewed
gqvernhént’s policy for its enterﬁrises in the context of their
poér .performance ' (Ministry of Finance, 1984). The Committee
suggested a gamut of measures directed at evolving an arms-
length relationship beiween the government and its enterprises
and improving performance. One of these was that the government
sign MOUs with a few holding/apex companieslin the core sector
ﬁhose corporate plans were closely llnked to the national five-
year plans in investment planninx. financing, pricing and
internal reSource‘generathn. .and where “the details of tasks of
eitherlparty could bé sfecified.“ MOUs were not recommended for
all the enterprises but only with holding or apex companies =o as
to restrict the role of gdvernment to formulating and monitoring

long-term socio-economic policies and goals.' The duration of



each MOU was to be decided by the two contracting parties to suit

tﬁeir needs.

Performance evaluation was to be based on general criteria
common to all public enterpriées. which were identified as
financial performance, productivity and cost reduction, technical
dynamism, gnd effectiveness of project implementation. The
evaluatio; was to be done by a group conatituted by the
administrative ministry consisting of its own representatives and
those of the Planning Commission and the Bureau of Public
Enterprises, and was to be linked +to investment decisions, .on
the one hand, and appointments, ‘promotions, confirmations, and

extensions to top management, on the other.

Convinced that government-enterprise relations were not
conducive to performancé, the Committee wanted thq multiplicity
of monitoring systems reduced. It recommended that the current
management‘ infor;ation system‘and quarterly monitoring by the
Planning Commission be dispensed with. Arguing that the
involvement of the ministry in answering parliamentary questions
diluted -the autonomy éf the enterprise, the Committee wanted a
convenfign established of not admitting questions in parllament
on the day-to-day working of the enterprise and a direct contact
between the Committee on Public Undertakings of the Parliament
(COPU) and the eénterprise, eliminating the present intermediary

role of the administrative ministry.

It can thus be seen that the Committee envisaged different

roles for the administrative ministry in managing companies in



the core and non-core sectors. The MOUs were to cover only the
core sector holding companies. While the ministry was to divest

itself of several of 1its current activities, performance

evaluat}on was to remain central to its relationship with the

enterprise.
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Whi}e the Senggpta Committee recommended the signing of MOUs
with only a few holding or apex companies in the core sector, the
government decided upon a policf to enter into MOUs with all its
enterprises (Bureau of Public Enterprises, 1388a). Starting
with ONGC and SAIL in 1?86-87; IMOUs were s;gned with 11

enterprises 1in 1988-89 &and 18 enterprises in 1989-90. An

additional 15 enterpries are to be brought under this arrangement

in 1980-91.

In the process of implementatién, the government has ignored
several other recommendaiions of the Committee designed to
reduce and simplify tﬁe areas of government involvement. The
variance between the recommendatiohs of the Committee and the way

MOUs have been implemented are outlined in Table 1.
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The format of the MOU is common to all enterprises. Part 1

cqmprises a statement of the mission and objectives of +the

enterprise; part II lays down the enterprise’s obligations under

the MOU which relate primarily to annual physical, financial,



productivity and project implementation targets, and specifies
evaluation criteria'with weights and grading rules; and part 111
details the obligations of the government, which consists
basically lof assistance to be provided to the enterprise by the
administrative ministry in procuring inputs or market for

outputs, speedier government approvals, or dgreater delegation of

powerd.

The MOUs purport to assign a composite score each year +to
each enterprise, based on the performance criteria and grading
rules agreed Iupon in the MOU. The attempt is to compare the
performances of diverse enterprises on a common five-point scale,
although the criteria, their weights and grading rules may
differ from one enterprise to the other. The scores are to be

linked with motivational incentives; no incentives have, however,

been awarded so far.

To give an idea of the obligations, the wministry may
undertake lto' faéilitate government approval for enterprise
proposals such as on é capital expenditure project or for bulk
relea;e of foreign exchange withinvspecified time limits.

The enterprise typically takes the obligation of meeting
specified annual targets of ?hysical and financial output or
revenue per person employed or capacity utilisation. A 20 per
ceﬁt weight is assigned to tﬁrnéye} in rupees crore for HMT and
BHEL. To illustrate the gradiﬁi rules, if HMT’s turnover in
1989-90 is 20 per cent more than in 1988-89, it will get a score

of one, or excellent, while Maruti will get it for an lmprovement

in its turnover of 10 per cent.



The obligations in the MOU are based on certain assumptions.
The MOU of the Steel Authority of Iﬁdia Ltd. (SAIL), for example,
assumas that the adminiﬁtrative ministry will ensure inputs
essential to produétion, such as coal, power and railway wagons
an@ bulk release of foreign exchaﬁgé. | The 1989-90 MOU between
BHEL and the Ministry of Industfy'aasumea that the government
would provide during 1983-30 orders for 5,000 MW. It also points
out that the government had not met its obligations in the past;
it‘had provided orders for only 2,572 MW in 1987-88 and for only
2,631 MW in 1988-89 agaiﬁst a commitment of 5,000 MW each year.
The MOU for Indian O0il Corporation states that 1its crude

processing/product pattern would change 1f crude mix/crude

supplies fall short of assumptions made.

The responsibility for monitoring all the MOUs reasts with a
Committee of six secretaries to the Government of India, chaired
by the C;binetISecretary, To assiast this Committee, several ad
hoc committees are set up, cha#réd by the Additional Secretary,
(BPE), and consisting of members drawn from a panel of‘experts -

professionals, | accountapts, former executives of public
entqrpriées, retired secretaries to ihe government of India and
members . of Parliament. ' The Committee is seen as an "impartial
authority,"” independent of either the administrative ministry or
the enterprise (Bureau of Public Enterprises, 1988a). The
administrative ministry is divested of formal responsibility for

monitoring, because as' one official stated, the ministry may not

highlightvthé woaknesses of the enterprise under its charge.



Oritique

The MOU approach seems to suffer from several internal
contradictio@s. And if we go by the views of some of those who
are actﬁafly involved'ip implementing it, these already appear to
have created practical difficulties. Let us look at some of the

gquestions that the approach raises.

.

First, the longer the duﬁation of an MOU, the more difficult
it is to set out mutual obligations precisely, and if the
duration 1is too short, there 15 very little Justification for
writing it out fgrmally. How @ell dées the current duration of
one year résolvé 'this issué? ' Secondly, if 'one of the
signatories to the MOU is unable to fulfill its obligations, how
binding are the obligations of the other, as the two are closely
inter-related? Thirdly, what should be the content of an MOU?
An MOU that is too detailed and precise can overburden the
process while too general an MOU may not be easy to monitor. In
other words, how flexible should the MOU be? Too much
flexibility may render a formai statement of the obligations
meaningless while too rigid an adherence to the commitments . may
hamper response to the opportunities and threats as they arise.
Then, who should take responsibility for assumptions regarding

future conditions? How well cap evaluation be adjusted to

conditions,l that actually prevailed as opposed +to assumed

. conditiona? What knowledge and expertise does the evaluator
need in order to make such adjustments? The question of
uniform pattern fop all enterprises is also valid. Too much

uniformity can lead to a failurp to respond adequately to the



technical and economic coﬁpulsion: of ths enteprise. And, in an
area full of judgemental pitfalls, should the evaluation be
orientqd towards getting resplts or towards neutrality betwsen
the contracting parties?

Thel quéstions raised above are interrelated and defy clear
cut afnswers. What gs clear is that the MOUs, as implemented so
far, do not ,point.to a change in the philosophy of managing
public enterprises. MOUs have simply been superimposed on the

existing system, which has falled Yo produce the desired results.

While 1t 1is too early to predict the outcome of this
arrangement, whatl is likely to happen is that‘the MOUs will be
bureaggratised into existing governinwnt enterprise relations,
much like thg pe;formgnce budgeps were some time ago. Resides,
MOUs may result in misdirected attention, unhealthy game playing,
andI overloading of the top of the hierarchy. In fact, some of
the executives 'involved in implemantipg the MOUs have already

!

started .articulating their dissatisfation on these accounts.
Let us discuss thege in detail,

Bg;ggggﬁg&iﬁgxign: MOUs have not, in practice, resulted in a
reduction in: the existing informaticn and reporting relations
between the go#arnment and the enterprise. They have not also
improved the ability of the a@qiniatrative ministry to commit on
behalf of the government or .to discharge its Sbligations as
agresed upon in the MOU. For ﬁnstance, the Ministry of Industry

has been unable to get BHEL 5,000 MR of orders year after year
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even though such obligati&ns were‘ggreed upon in the MOUs. MOU
proponents c¢laim that MOUs have been able +to pinpoint this
weakness of the ministry. But tﬁe fact is that this weakness
has long been known, and MOUs provide no solution. In fact, MOUs

confound this weakness with enterprise inefficlencies.

As one executive commented:

*In any case, we can keep reminding our ministry their
pending obligations, some of which have been carried over from
1388-89 into 18989-90. I cannot say that as a result of the
MOUs, the day-to-day gquestions or the innumerable reports that we

are requasted to send has de reased."”

'

In the opinion of another executive:

“"If the government is unable to meet its obligations who do
we go to? The ministry is not worried about five years from
NOW. They are concerned about the short-term. The day-to-day
problems gratify power far more than the intangible long-term
issues. We have had different people in the ministxy for the
1988-89+*and 1989-30 MOUs. The government-enterprise relations do
not change simply because an MOU has been signed. Neither
access to inputs nor sgovernment approvals have improved
notwithstanding the inclusion of  such obligations for the

government year after year.”

Anlofficial concurs:

"I cannot say that there is a real change in government-
enterprise relations as a result of the MOUs, although the powers

delegated to the enterprises have been higher."

The problems in government-enterprise relations arise from

the way ‘a‘government manages its enterprises. Whenever an
enterprise ‘kacep gl scarcity of‘inputs or outputs.' there 1is
pressure for allocqfion‘br for alldwin; imports. A government
can pursue well thoughf out policies or intervene in each case to
determine who the individual ‘beneficiaries should be. As

interventions become routine, enterprisesllose initiative and

11



responsibility, and government their ability to hold enterprises
responsible. Enterprises, &as a consequence, become appendages
of the government (Murthy, 1987).' 'This, unfortunately has been

increasingly the case in India in recent years. Consequently, the

government’s ability to gommit\has decreased. An MOU does not

improve. the situation.

It is not surprising; thereforé, that the MOUs were not the
result of hard negotiatibns between the enteprise pursulng
financial performénce. and a governmant committed to achieving
509ial goa15 {Bureau of Public Enﬁefpriées. 1988b). According to
those involved, most of the MOUs were prepared by  the
enterprises. They were approved by the ministries with minor
modifications, especially in criteria weights or in the grading

rules. For example, the negotiations between one enterprise and

its ministry centered around whether a 10 per cent increase in

rupee turnover was to be graded as "very good", or as simply
v

“good".

Misdirection: MOUs misdirect attention to annual outputs and

to 1irrelevant negofiations. MOU theorists beliesve that when a

ministry decides whether production should‘carry a weight of 30
per éent §r 25‘per cent, it is giving signals to the managers on
the direction the eﬂterprise shquid take. But production, or
other functional targets, howsoever weighted, cannot pe the goal

' ' ‘ -
of an enterprise. Such partial approaches have failed even in

cent;ally prlanned econocmies, where the governments could specify

the best targets as also enforce them most ruthlessly. These

12



governments have 'openly acknowledged their failure in steering

thelr economies towards effective and efficient performance and

are proceeding to decentralise initiative and reaponsibility for
coordination. . The problem is that management of complex
industrial enterprises c¢annot be written down a® memoranda of

mutual obligations for a neutral higher authority to score the

achievement after the svent,

Top leavels of govermment and management have to relentlessy
pursue inspiring nétional goals such as how SAIL can become the
lowest-cost proﬁuaar of steel in the world, or how an enterprise
such as HMT can 56 prevented from drifting from lecadership in

machine tool technology into producing consumer géods simply to

supplement profits. Or how Maruti’'s modernisation of the

~automobile 1n3ustry can secure for India '‘its proud share in the

world sutomobile indﬁstry. These goals are neither easy nor

aasily)measuraple and 4o not lend themselves to annual MOUs.

1

Unfortunately, MOUs focus attention on what 12 measurable

than what is worthwhile, Although part I of the MOUs of many
enterprises state lofty missions for +themselves, the mnutual
obligations stated 3in parts 11 énd 111, do not flow from the

mission statements, The result is misdirection. As one

executive candidly conceded:

“I have been going through the MOUs for the last three
years, I am getting frustrated with the MOUs. Because the
government is unable to fulfill their obligations, we are unable
to meet ours, A defensive mechanism is setting in the company
replacing the enterprising and risk taking climate that prevailed
earlier. Managers have begun to feel that the environment 1is
more favourable'to taking a soft target and scoring rather than
taking a hard target and failing. I think the MOUs in our case
have become dysfuﬁ}ional.“

13



As can be seen from the above comment, MOUs distort the
formulation of goals and misdirect attention from what should be
attempted as a challenge, given the resources and opportunities,
to what may be nothing better than a safe commitment. For,
performance is measured against commitments made and not agalnst

what ghould have been attempted.

Game Playing: Even in operationalising annual production and
financial +targets, MOUs focus on meaningless scores rather than
technical Jjudgements and operational experience. Assessing what
the output of 5teel can or should be for a given quality and

guantity of coal, pqwér, and rall wagons, either.for setting the

annual targets or evaluating the actual achievement, calls for

considerable detailed information, technical Judgement and
experience. Such knowledge and expertise are not available with
the ministry. This often results in a process, which was

described by one execgutive in the following words:

"We - took care not to commit ourselves more than we thought
was necessary as a starting point. We did not want to expose
the enterprise to uninformed or unsympathetic review and
criticism. In addition, we included in the draft many government
obligations, even when we knew that the government would not be
able to implement them. Although our ministry circulated the
draft MOU among all the concerned ministries, it was unwilling to
agree on obligations such as granting the enterprise powers for
appointing chairmen of asubsidlaries, powers to make investment
decisions, and release of foreign exchange. We had included
about 20 such obligation§. The ministry pruned it to seven.
Scme. ' obligations were reworded to dilute the  ministry

commitment. L ’
|

3
I

It is commonplace in management theory that when control of
goals and'objéctives that require judgement are routinised -- as

in the MOUs -- there is misdirection of activity and promotion

of game playing (Hofstede, 18581).
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Qverload: The. 1ifting of review responsibility to a high-
powered bommittee  of 5ecretari;s, chaired by +ihe Cabinet
Secretary, isl boufxdI to axgravate the overload at the top
(Galbraith, 1873). Even full-time managers with the knowledge
and ‘experience in business fjnd the roviewing of Dbusinesses in
large orgsnisations onerxrous (S5ee, for example, +the rases on
General Electric, in Aguilar, 1988). How much time would a
part-time Committee of bﬁsy and powerful secretaries have to
review performance of individual enterprises? Al=o, what action
can such a committes take when an enterprise or a ministry or
both fail to meef their obligations, as has been happening in the
case of the Ministry of Industry and BHEL and the Ministry of
Steel and SAIL? Or yét again, what moaningful action can 3uch a
committee initiate knowing that Heavy Engineering Corporation has
obtained a better composite score than Maruti Udyog Ltd.? The two
enterprises face totally different situations. The committee
can do little more than to appoint another committee to look into
the problsams.

It is no surprise, therefore, thét the 1988-838 MOUs were not
reviewed at ail. On;y‘two meetings of the high-powered cémmittea
could be held durihg the year and their @iscussions focused more
on the.metthology‘of evaluation than on reviews. The 1883-90
MOUs werse, therefore,'drawn’without the benefit of the reviews of
the 1988-89 MOUs, The 1883-90 MOUs are not yet due for review,
However, as a preview, the Bureau of Public Enterprises has
conducted an exercise applying the 1389-30 MOU criteria, weights
and grading rules to the i988—89 targets and Iachievements. In

that exercise, it 1s stated, that the Heavy Engineering
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‘Corporation secured a better score than Maruti Udyog Ltd. and
Bharat Heavy Electricals Ltd. Would such reviews, across widely

different enterprise conditions, improve performance?

The 'problem, of ovarload at the enterprise level was

expressad by one sonior executive as follows:

"The amount of time I have beon spending on the MOUs in the
last few years 13 enormous. I have had to convene innumerable
number of meetings of  senlor executives, The main problem is
that we have to make assumptions about various aspects in making
commitments to the goverpment, '~ assumptions that depend on the
government. There 1is neither guidance on these nor do our
executives believe that the govornment will meet its obligations.
The blame, however, is always pinned on the enterprise.”

1

Expﬁgionaq of the Developing World

The basic problem is that performance contracts in
themselves can be of little avail unless the enterprises and the
government have the capability and willingness to operate in a
purposive manner. The experiences of African countries and of
South Korea, which represent two contrasting ways of managing

public enterprises in the developing world hLelp illustrate the

point.

African Experience: ?he widest application of the MOUs outside
France has been in African countries, where the conditiqns for
~contracting have been least fevourable. They have implemented
MOUs to satisfy the conditiéns imposed by international lending
agenci?s, the World Bank and the International Monetary Fund,
whose primary objective is to limit budgetary aid to public
‘énterprises. Much of the administration of contracts in these

'

countries is done by outside consultants on behalf of

international agencies.
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Given the quality of government administration in these
countries, 31t 1is not surprising that most African governments
have not 1lived up to theilr commitiments. Government-enterprise

relations have remained the same or have gotten entangled in

additional paper work inherent in contract signing and
supervision. The contribution of contracting to performance
improvement in African countries has been judged to be

insignificant (Nellis, 1988).

Seuth Kercan Expericuce: Only South Korea has been relatively
more successful with MOUs, primarily because of a structure of
management, informed by managerial experiénoe of large

diversified companies (Kim, 1986). A performance evaluation

system was introduced into this managerial environment in 1984,

The most imp&rfant featu;e‘of this system is that there is a
single focal point for all government decision-making for
enterprises. A single 5up;a~ministeria1 body takes
responsibility for the . planning and control of all the
enterprises. Headgd by th Minister 6f the Economic Planning
Board (EPB), ' who is also tha  Deputy Prime Mihister. the
Ménaéemenb qulqation Counpil‘(MEC) consists of the ministers of
finance and the concerned depaerents. and eminent perscns with
appropriate knowledge 'and experience. The MEC formulates the
goalﬁ and objeétiveé, ,and issues guidelines for budgeting and
performénce evaluation of the'gbverhment enterprises. Numbering

only 24, these enterprises covér term-lending institutions, and

companies producing coal, electricity, petroleum, and fertiliser

17



as well as service and development agenclies in tourism,

ag;iculture and broadcasting.

Enterprises operate on a two-tier basis. At the apex 1is
the beoard which acts as a daecision making body and includes the
minister in charge of the enterprise. The chief exocutive officer
of the enterprise, constituting the sccond tier, is in charge of
implementation. He is ,the only full-time employce appointad by
the govarnment for a three-year term and the only one who can be
recrinited from outside the antervrise. Enjoying wide powsrs, he
is free 'to operate professionally and to fire even executlive
directors. The anthority of the entearprises over procurement,
budgeting, and personnel ponlicy are Complgte (Park, 19887) and

government does not review the budgets of enterprises (Song,

1988).

The MEC evaluwation 1s of the management and not of the
enterprise. ‘ It is ;ihked to the government’s means of
controlljng the enterprise, namely budgetary and performance
guidelines and power to appoint the board of directors. It
focuses on comprehensive measures of annual performance 3uch as
public or private profitablity or 1labour productivity as

appropriate to +the enterprise, growth, and administrative

improvements with a long-term persbective (Ramamurti, 1686).

Political ;uppﬁrt  for this System‘is broad based. The
initiative for feforﬁ'caﬁe f;om‘the‘President, who was an army
general and familiarv with the working of public enteprises.
Both the ruling party and the opppaition have supported the

18



syStem through ab enébling act of legislation. The involvement
of - otheg evaluative agencies such ‘as thg Controller and Auditor
General ’and the Parliament has been reduced and made less

frequent in view of the performance éevaluation system introduced.

|
. ¢

|

Culturally, there is a gqeat acceptance in Koirea of the

1
)

management’s right to take decisions with respect to evaluation,
. )
promotion, | transfer and assignment of tasks to employeces,

Employee support has been mobilised through a generous aystem of

enterprise-wide performance incentives, ranging between two to

three months of salary.’

A Disabled Hierarchy

In sharp contrast to a hierarchy in South Korea that enables
purposive action, the context for the MOUs in India is one of a
?isabled hierarchy. Every level finds itself helpless to get any
work done from the 1lower levels under it. Only personal
influence can be used even’for epforcing ordinary discipline such
és punctuality. A determined éhief executive of one enterpxise
would stﬁnd at the entrance to the building to see whether all
the emplqyees came . to the office on time. He could hardly take
any ‘aqtion against even habitupl offenders without risking the
dangér éf a 'diversioq of his whole atteﬁtion away from the
organization’s mainlgoals. Many 'officers conveniently chocse to

1

close their eyes to hordes of employees, supposedly working under

R | |
them, loite;ing ,or attending to personal businesses during

office time.
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The chief executive of one ernzerprise could not get a
manager from among many in his highly overmanned organisation to
heaq an important new‘ activity that was to contribute to
organieational goals and objectives. He could not transfer his
staff to appropriate places or positiocns,. The right not to be
transferred had been institutionalised even at the officers level
by union agreements. Even among the officers who had opted +to
stay in the transferable all-India cadre, the chief executive
had to go way down in rank, "~ seniority, and competence before he
could get Sne managef to agree to undertake the responsibility.
To pursuade that pe;soﬁ,“he had to 'give all kinds of undeserved
incentives, including promotion, even before the" manager had
demonstrated competence for his new job. Public enterprises have
become very inequitous indeed fo individuals wanting to

contribute to organisational goals and objectives.

Above the enterprise, fhe administrative ministries are
unable to %ake'ady responsibility.fcr timely coordination of
government action in appoiqtments, financing, investments, wages
and industrial yrelatjons +to achieve enterprise goals and
objectives. While poweriess inlipter-ministerial coqrdination,
the ministries can exercise their power in the hierarchy over a
politically weak leadership in the enterprise. As a result,
while day to day interventions, queries for information, and
frequent high-priority meetings have become routine either to
answer parliamentary questions or as a part of the governmental
decision making, the system of guarterly performance review

meetings, supposed,to be chaired by the minister or the secretary
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and attended by the chief executive and representatives of the
Planning Commission has atrophied. These meetings were to focus
on the mututal obligations of the enterprise and the government
in key areas. v During the three-year period from 1977 to 1380,
not & single review meeting took place in the case of about half

the 133 enterprises surveyed (Committee on Pulic Undertakings,

13681-82).

The axperience of several decades shows that as long as the
major decisions such as on personnel, investments, pricing, wages
and industrial relations remain bound by procedures unrelated to
achieving enterprise goals, morale and p@rformanoe.' the
enterprisés drift ‘into lifeless routines as appendages of the
Bureaucracy. It is true that individual chief executives in étray
cases have broﬁght some life for short periocds of time. But
that only shows how the present system is unsuited to solving
the problems facing the enterprise. The increasing dependence
on extraordinary leadership to overcome the procedure-based
control system 1s well illustrated by the following comment of a
former secretary to the Government of India who also served as

the chief executive' of one of the large public enterprises:

"In our set up, it is the perscnality that matters. A
person like V Krishnamurthy can get around the rules and
procedures. A large multi-unit company like SAIL needs people
with stature. Otherwise, it becomes weak in our present system

of control."

The problem that this comment alludes to is that the cancer
of helplessness at variOQS‘ levels of the hierarchy in the

1

enterprises has now 5preéd to their administrative ministries.
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They cannot, ;s in the case of the Ministry of Industry and BHEL,
reet thelr' obligations in the MOU even on targets derived from
the national plans. Some chief executives have no alternative but
to bear their ministry-level hierarchy as an unavoidable burden,

while some, who have the political support, byprass it and deal

with the government at the highest level.

Goveornment policies and décision making detormine, to a
largde extent, the performance of many enterprises. Commercial
market conditions do not pruvail for a large proportion of the
investments. Most public enterprises sell their products and
services or procure their inputs from other public enterprises.
They operate under conditions of increasing demand and shortage
in supplies, ;equiring large investments for growth. Many
enterprises are so interdependent on each other and on government
coordination that MOUs with individual enterprises are of 1little

|
value. SAIL's performance cannot easily be separated from the
performance of the government in procuring inputs for it from its
other enterprises. BHEL's performance is sensitive to the
extent to which the government ties up power plant capacity

establishment to foreign monopoly suppliers with bilateral

government funding, in which BHEL cannot compete.

Another significant proportion of government investments is
locked up'in sick enferprises. MOUs, especially annual ones,
contribute 1little to 'improving the performance in such cases.
What is reqﬁired for performance improvement is evaluation based
on information generated from outside the MOUs. Such information

is not generated iﬁ administratively managed situations that pin
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down obligations and commitments for pest facte rzactive
evaluation and cxercise of power in an environment that is devoid
of trust. Government is noither able to gensrate such information

nor use it to build confidence and motivation.

Suggestic~s for Tmprovadsent

Suwgostions for improvament have to be rootnd in the ansusrcs
to the quastion as to how large companies manage their muiti-
location, mnlti-business, wmwulti-level bhiarazchiess of managers.
They have to start with ths réa]isation that tha complexities snd
uncertainties ‘of business today do not lend themsslyes to neatly
divisibie and stable mutual obl&gatiohs that can bte written down
for explicit measurement, at all levels of sn arbitrary hierarchy
of power, espoacially the tqp. The hisrarchy has to adapt itself

to the tarks in a meaningful manner.

What successful large diversified Systems have found is that
the purpose, duration, contant,: flexibility and ways of
monitoring MOUs have to uwndargo significant changes to suilt the
role of a Jiven level in the hierarchy. Theso have to be matched
to the information, time, expertise, and the effectiveness of the
means of intsrvention available to each level (Goold and
Campbell, 1987). The number of levels has to be kept to a
minimum by periodically eliminating those that do no add any
value. Even so, as the number of levels increases with growth
in complexity and diversity of businesses, top 1levels lose

intimate knowledge of the businesses and of their current

operating environments.
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Top levels cannot centralise powsr cr dizable lover lovels
by uncoordinated rules. They have to continuocusly facillitate

informed action at lower levels which are more kncwledgeablo and

aware of the current situation. Hance, whila an MOU has to bLe,
and can be, detailed, measurable, highly current, task-oriented,
short -t-rm, technical and routinised at lcwer levels, it hias to

. . . .
be insznirivg, asxgrewgative, Loal and policy oriented

, even if not
easily moasurable, léng-térm, indgemental, and non-routinised at
the top (Anthony, 1865; Cﬁandler, 1362; and Chandler & Daems,
1880). Failure to adapt the hierarchy along thsesse lines would

lead to inefficiency and failure. This is the main reason for

the openly acknowledged sconomic Failure in communist countries.

The major interventions available to the government are

nationally-inspiring goal setting, policy making, appointiments

and allocation of resources. Should the government use these
' I

inappropriately - for example, for private gain, or changing

chief executives frequently, or make decisions at too detailed a

level, as with MOUs currently -- it will lose 1its powser to

influence the entexrprises. '

The structure of government administration of public
enterprises in India, which was patterhed after the centralised
planning Iand . command structure of the bureaucracies of planned
economies, has remained‘practicallylunchanged in the last four
decades, except for margihal concessions to constitutional
challenges by the éomptfoller and Auditor General of India and
the ‘Parliameht. It has yielded énbrmously, however, to the

deteriorating political and bureaucratic command layers at the
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top, wrile the number, size, &and complexiiy of the enterprizes
have 1increassd several fold. Their domsstic and international

technoloxical and othar environments have changed bayond

comprehension.

Failure to 1innovate in organisation and administration
cannot te corrected by the cosmetics of memoranda of -
understanding. The only way out is that the responsibility of
the government for the formulation and supervision of goals and
long-term policy for various sectors of thae economy must be
separated from the responsibility for adminisfration of the
enterprise;. For this purpose, related groups of enterprises,

especially those closely intordepsndent, should be brought undar

ocne umbrella organisation, call it a holding company or a
sectoral corporation. CGovernment enterprises should be
organised thus, into 10 or 12 umbrella organisations.

The government can have long-term goal and policy oriented
MOUs with these o;ganisations in conjunction with aggregate
allocations of doemestic and foreign exchange resourcoes, leavin;
to them the respo£sibility of achleving better coordination
between operational prohlems, appointments and investment
decisions. These umbrella organizations should be allcwed to
follow their own policies on personnel, invesatments, financing,
wages, research and development. The government in turn should
strengtheq its cépacity to formulate economy-wide policies for
achieving teéhnoiogicql modernisation, international

competitiveness, fofeign exchange earnings, irrespsctive of the

ownership and administration of enterprises.

25



For qxample, an umbrella organisation for the non-nuclear
power éector. including the equipmept manufacturers, can find
innovative and dynamic‘way; of-achieving a more healthy balance
among cost, pricing, financing and growth than at present. The
current organisation and modes of decision making in this sector
ha;e led to a situation where the government 3is stepping up
capacity addition through bilaterally funded power projects from
14 per cen£ in the seventh to 43 per cent in the eighth plan.
Such projects are estimated to be 46 per cent more expensive than

BHEL’s, which will + face a decline in orders of nearly 23 per

cent over the seventh plan level and head for a decline in

1 | ,

performanpe. Can the 'extraordinary burden of éérvicing theae
expensive investments be borne\f& a power sector that is unable
to recover its costs currently? The resulting structural
imbalance between growth and financing would not be corrected by

growth, It will be aggravated by growth, rendering 1its

resolution even more difficult.

What 18 required is a better orgsnisation that balances
growth and financing from the lowest operating level upwards and
encourageé innovation in every area from cost reduction to
financing methods and reduction in investments needed for growth.
Excessive centralisation in decision making along departmental
lines in the government has led to aggragate imbalances at the
top while the operating units, which can find creative solutions,
remain uninvolved and helpless, The same is true of the steel

sector which lha; lagged behind in modernisation and market

oriented growth.'
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* The Economic Advisory Council has identified that a priority
area of action is to correct the current structural imbalance
between the pattern of growth and the pattern of financing of the
economy (Ministry o} Fingnce, 1389). This imbalance 1s more due
to the goVernment sector, which accounts for half the plan
investments, than due to the promotion of consumer durable
industries 1in the private peoctor as the Council appears tsc have
concluded without breakiﬁg down the size of the imbalance by
various sectors.

Innovation in government organisation and management of
enterprises can contribute greatly to cofrecting this imbalance.
The umbrella organiaat;on is one such 1d§a®whosehxi@e~has:“coman
They have to be sét uplin prder to éncourage a culture of
individual and orgaﬁisational responsibility than one of
diffusion‘ of responsibility that'qnfortunately is the nature of
weak government. Each umbrella organisat}on can have 1its own
functional specialist wunits such as for economic appraisal or
foreigﬁ gxchanée scrutiny. Some of the personnel in units such
as‘ project appraisal, economic affairs, finance, and labour,
currently dealing with different asgects of the enterprises and
located in various mininstrigs and the Planning Commission can be
transferred to the mereila'organisations.

Governﬁent can progressivelylréduoe its aggregate financial
responsiblities to ‘the umbrella organisations but strengthen
thelr resource raising capabilities from the product and the
capital markets. This in fact, is the spirit of the
rePOmmendations of both the Arjun Sengupta Committee and of the

Administrative Reforms Commission.
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An argument against the proposalvfor umbrella organisations
is that the holding company experiments have failed in the past.
As a careful analysis of the Indian experience shows, the spirit
of the holding company has never been implemented in India
(Murthy and Nath, 1888). Where it has been allcwed to work, it
has succeeded. The experience of successful public enterprise
systems in South Korea and Italy, point to the necessity for such
reorganisatipn of govarnmené. The managerial nature of government
administration of South Korean public enterprises was discussed
earlier. The experience of IRI, the Italian statutory agency
for holding state participation in industry is particularly

relevant (Murthy and Nath, 1888).

The Italian government first organised the political control
of its equify igvestments, bringing several of state
participations under one ministry. It laid down the policy and
financial framework 'which limited government funding while

enabling IRI, 1its subholding financial companies and operating

subsidiaries to compete in capital and product markets. Each
level in the hierarchy -- the holding and subholding c¢ompanies,
and operating subsidiaries -- was able to achieve a Dbetter

balance betyeen tﬁe Pattern of growth and the pattern of
financing in its sphere of operations, so that acceptable market
oriented enterprise pérformanoe coﬁld be combined with national
goals. The highest levels of bureaucracy in India should boldly
innovate in this area of organising government for more effective
and efficient ﬁanégement than presiding over routinised scoring

of operating performance of large and conmplex enterprises.
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The Government of India’s policy of entering into MOUs with
all its 200-0odd enterprises without regard to their control and
operating environment 1is iil advised. It would be naive to
expect that under the current ' structure of government
administration, a technique of scoring enterprises as 3.54 or
1.72 and giving them incentives based on such scores would
improve economic performance. It will only result in the
scaling down of commiiments in order to loock good, applying
pressure for inefficient Qectoral policies, taking advantage of
unexpected but favoura?le external conditions that lead to better
scores, and finally to defending one’s performance in relation to
scores that are worse on a common, but irrelevant, scale.
Government can achieve far more through innovative.policies and

structures that enable understanding and purposive action at

lower 1levels than through methodoligical gimmickry.

¢

The MOU system, as lmplemented in India so far,
unfortunately, provides for just that -- more memorandum than
understanding. What is required is just the opposite.

[The author wishes to thank Professors Dwijendra Tripathi
and Nirmala Mg;thx for their helrpful commentis and suggestions on

an esrlier version of this paper.]
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Yariance between the Recommendations of the Arjun Sengupta
Committee and MOU implementation.

Scope
and
Purpose

Who
evaluates?

MOUs to cover only a few
enterprises, especially
core sector public
enterprises (PEs)

Long-term policy evaluation
and adjustment in the

light of the extent to which
the understanding was
fulfilled. Annual evalua-
tion to be made available
for plan discussions for
next year and to Public
Enterprises Selection

Board (PESB)

A group constituted by the
administrative ministry

with representatives from
Ministry. Planning Commission
and Bureau of Public
Enterprises (BPE).

- MOUs to cover to all PEs
gradually; 11 in 1388-89 and
18 in 1889-90. and 33 in
1880-91

- Rank all PEs on annual per-
formance and clarify why
any obligation undertaken in
the MOU could not be
dischar.ed. Incentives to
enterprises based on
composite score

- A committee chaired by
Cabinet Secretary, and
consisting of Secretaries
from Finance. Planning
Commission, Programme
Implementation and chairman
of the Bureau of Industrial
Costs and Prices. Chairman/
Managing Director from a
PE other than the one
evaluated and other
eminent person= may be
coopted.

~ Addl. Secretary BPE will be
the Secretary to thia
Committee,

2%



Methodology
of
Evaluation

Government
Enterprise
Relations

A general set of criteria
baseéd on common objectives
covering four areas --
financial performance.
productivity and cost
reduction. technical
dynamism and project
implementation --
involving about 10 indica-
tors for core and a
smaller number for
non-core sector enter-
Prises

.
Reduce breadth and frequency
of interaction between
Ministry and PE;

Do away with detailed
current MIS & Planning
Commission’s quarterly
review meetings

quarterly yeview meetings

Current reporting of
production by DGID units and
on progress in projects
costing more than Rs 100
crore to continue.

- A composite acore for each

PE

- BPE. with the help of a

consultant, will devise
Key Result Areas. weights,
and grading rules for
arriving at a composite
score for each PE

Existing interaction between
PE and ministries to
continue

Evaluation by a superior
governmental body, which can
put pressure on both the
Ministry and the PE.

Differences
in
Evaluation
by type of
PE and
level of
hierarchy’

Differentiated

Ministry to monitor on

a few indicators. The
method and nature of
evaluation to vary between
core and non-core PEs,
special tasks assigned

to PE, profit making

and non-profit making

PEs

Detailed monitoring
linking cost or profit
centers to be left to
the holding/Apex
Company

Uniform

Detailed monitoring of annual
physical and financial
indicators of producticn,
indices of productivity and
project management by high
powered committee

Monitoring by Ministries
on the same methodology as
the high-powered committee
on a more frequent basis
quarterly or monthly

Corporate office of some PEs

monitor their heads of acti-

vities (SAIL & STC with

plants and overseas branches

respectively) on separate
MOUs.
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