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owned Railway Enterprise

10.1 Introduction

Corporate governance of a state-owned railway enterprise provides the framework
for ensuring that the railway is well managed, implementing shareholder-set pol-
icy, conducting business lawfully, and performing in accordance with owner’s ex-
pectations. It includes creating: (i) a transparent and healthy relationship between
the government and the entity; (ii) a structure for strategic guidance and oversight
of the railway; and (iii) a structure for appointing an appropriately qualified and
motivated management team.

Most formerly state-owned railways are now organized either as state-owned en-
terprises (SOEs) or as private corporate enterprises with state ownership of part
or all of the shares!22. This chapter describes good practice for how corporate gov-
ernance processes should work for state-owned railways.

Sources of good practice

This chapter draws on good practice guidance from the “Guidelines on the Govern-
ance of State-owned Enterprises” and the “Principles of Corporate Governance”
prepared by the Organization for Economic Co-operation and Development
(OECD)23, as well as the experience of the World Bank in the rail sector. The
Guidelines on the Governance of State-owned Enterprises (the OECD Guidelines)
provide the only international body of guidance specific to the governance of SOEs.
The two sets of OECD Guidelines are a unique and valuable resource for govern-
ments and ministries. They provide recommendations and extensive annotations.
The OECD recommends that where possible SOEs should adhere to the broader
‘Principles’, which are intended to apply to both privately and publically owned
enterprises. The World Bank’s SOE Toolkit, “Corporate Governance of State-
Owned Enterprises: A Toolkit” provides useful guidance?24.

A selected set of sample documents for carrying out the corporate governance func-
tions prepared by the World Bank are provided in Annexes.25

122 An SOE is normally established under a special law applicable only to state entities,
i.e. no provision for private shareholders. A private corporate enterprise with 100 per-
cent state ownership is legally a private corporation, but all of the shares are (at least
initially) held by the state. The latter has all the legal status of any privately-held cor-
poration, thus it is easier to add non-public shareholders later without making major
changes to the corporate charter.

123 OECD (2015), OECD Guidelines on Corporate Governance of State-Owned Enterprises,
2015 Edition,

OECD Publishing, Paris; and OECD (2015), G20/OECD Principles of Corporate Govern-
ance, OECD Publishing, Paris.

124 World Bank Group. 2014. Corporate Governance of State-Owned Enterprises: A
Toolkit. Washington, DC. © World Bank. https://openknowledge.worldbank.org/han-
dle/10986/20390 License: CC BY 3.0 IGO.

125 Includes: Board Charter (Annex 6); Ethics Code (Annex 7); Terms of Reference for an
Executive Committee (i.e. Management Board or the Management) (Annex 8); Definition
of Independence (Annex 9); Guidelines on Related Party Transactions (Annex 10); and
Statement of Corporate Intent (Annex 11).
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10.2 Structure of State-owned Enterprise Governance

One of the two typical enterprise governance structures is usually employed for
railway enterprises; namely, the one-tier board system (unitary board system)
most common in North America and in Australia; and the two-tier board system
(dual board system) used in some of the countries in Europe (including emerging
economics such as Poland), as well as in China2¢, Although the dual and the uni-
tary board structures have shown some convergence in recent years, there remain
notable differences. Under the unitary board system, the CEO is usually a member
of the board of directors (or sometimes chair of the board, which is not a good
practice from the corporate governance perspective), while under the dual board
system, overlap in membership between the supervisory board and the manage-
ment board is often not permitted.'2” By statute, the membership of the (European)
supervisory board under the dual board system includes employee representation,
which is seldom seen in North America. Under the dual board system, the super-
visory board usually appoints the entire management team (management board),
while under the unitary board system, the board of directors typically appoints the
CEO, who then appoints the balance of the management team.

Legislation and regulations within each country will determine the details of the
legal roles and responsibilities of the elements of the organization and their desig-
nation. For example, the articles of incorporation or corporate charter:28 for setting
up the enterprise will determine many functional rights and responsibilities of
shareholders and the board of directors. In addition, local company law and the
enterprise charter often specify shareholder voting issues, how shareholders exer-
cise voting rights, how they access enterprise information, and how minority
shareholders are protected. Local law also determines the liabilities of the board of
directors.

126 |n the European Union, unitary board system is recommended by the respective cor-
porate governance code in eight countries, while a dual board system is recommended
in ten countries. The remaining nine countries use a hybrid system or both (companies
can chose unitary or dual board system). Source: European Commission, “National Fact-
sheet: Gender Balance in Boards: Country Sweden.” January 2013. http://ec.eu-
ropa.eu/justice/gender-equality/files/womenonboards/womenonboards-factsheet-
se_en.pdf
127 In countries such as Germany and France, the CEO is not a member of the Supervisory
Board, but in countries such as the UK and Australia, the CEO is often a member of the
Supervisory Board although s/he is not the chair.
128 A corporate charter is a set of legal documents, often including Articles of Incorpora-
tion, filed with a government licensing agency that defines the purpose of the enter-
prise and how it will be structured (open or closed stock company, limited liability). The
definition of the company in charter documents provides the legal basis for determining
what laws and regulations apply to the enterprise and identify the legal address and
structure of the enterprise. While it is important for a charter to be broadly consistent
with international best practice, it is also essential that corporate documents for SOEs
be fully consistent with national corporate law, including stock market regulations.
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For the remainder of this chapter, “board” refers to the “corporate body charged
with the functions of governing the enterprise and monitoring management”, as
defined by the OECD “Guidelines on the Governance of State-owned Enterprises”,
i.e. the board of directors of the one-tier board system or the supervisory board of
the two-tier system.’29 “Management” refers to the group of senior employees re-
sponsible for day-to-day management of the enterprise, headed by the CEO,
whether or not they are constituted as a board or other formally designated body.

It is important to understand that corporate governance policies have an important
role to play in sustaining non-government investor confidence. Good corporate
governance that is credible and supported by effective supervision and enforce-
ment mechanisms reassures shareholders and other stakeholders that their rights
are being protected on an ongoing basis. This not only facilitates corporate access
to the capital market but reduces business risk, decreasing the cost of capital for
the enterprise.

The most important characteristic of the corporate governance structure is that the
board of directors is independent from enterprise management. Local legislation

129 In some countries, SOEs are required by government regulations to have a supervisory
board or a board of supervisors in addition to a board of directors. This supervisory
board consolidates state shareholder views and nominates and removes board members.
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and the articles of incorporation or corporate charter:3° for setting up the enter-
prise determine many functional rights and responsibilities. For example, local
company law and the enterprise charter often specify shareholder voting issues,
how shareholders exercise voting rights, how they access enterprise information,
and how minority shareholders are protected. Local law also determines the board
of directors’ liabilities—generally, the board has fiduciary responsibility to share-
holders and is legally liable for enterprise conduct.:3! The enterprise compensates
board members and expects them to spend significant time on company business.

Other important structures shown in the governance diagram and features specific
to a railway enterprise are discussed in detail below.

10.3 Statement of Corporate Intent

In case of a public entity such as a railway SOE, there is often a formal commitment
put in place between the railway SOE (via the company board) and the government
entity that owns and oversees the enterprise, which may be called a Statement of
Corporate Intent (SCI). The SCI (or similar) guides the activity of the railway cor-
poration and allows the performance of the company to be evaluated. The SCI’s
exact content vary by the railway but typically includes the following!32 (also see
Annex 11 for a Model Statement of Corporate Intent Template):

e The corporate vision;

e The overview of the company and its business;
e The company’s strategic objectives;

e High-level business strategy;

o Key initiatives;

e Review of the previous year’s performance, including the financial results, and
the performance targets for the coming years.

The relationship between the board and state owners can be complicated. Because
the state is a shareholder (and often the only shareholder), state-appointed direc-
tors may feel conflicted about their responsibility to the state as against the railway
SOE. For example, the board may include present or former government ministers
or ministry officials, who report to government ministries. These directors may
face a conflict between their responsibility to the state (or the state entity) and their

130 A Corporate Charter is a set of legal documents, often including Articles of Incorpora-
tion, filed with a government licensing agency that defines the purpose of the enter-
prise and how it will be structured (open or closed stock company, limited liability). The
definition of the company in Charter documents provides the legal basis to determine
what laws and regulations apply to the enterprise and identify the legal address and
structure of the enterprise.

131 A fiduciary responsibility is a responsibility based on trust. In this case, it refers to a
group, business, or person (the board members in this case) who may act for another
(the shareholders) with total trust, good faith, and honesty.

132 Some rail SOEs’ SCls can be found at: http://www.artc.com.au/uploads/Final-ARTC-
2016-17-Statement-of-Corporate-Intent.pdf (ARTC); https://www.parliament.nz/re-
source/en-NZ/51DBHOH_PAP66038_1/fd716313690a7bd5d1cdf5b4e1ee2ac3c5af5déc (Ki-
wiRail); and https://www.tasrail.com.au/client-assets/downloads/sci/2015%20-
%202016%20Statement%200f%20Corporate%20intent.pdf (TasRail).
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responsibility to the enterprise as the board member. This situation has obvious
conflicts; board members have fiduciary responsibilities to enterprise, thus board
members are obligated to exercise their judgment to the benefit of the enterprise;
but they also represent a state entity, whose interests may conflict with those of the
enterprise. The SCI, clearly setting the enterprise objectives and performance tar-
gets as commitments to the government, enables the board and the government
maintain a relationship that is transparent and arms-length. More information on
the SCI and the process for creating it may be found in World Bank’s SOE Toolkit,
“Corporate Governance of State-Owned Enterprises: A Toolkit”133,

10.4 General Shareholders Meeting

The transparency of the railway company’s performance should follow normal
rules of business as determined for a publicly listed company, including holding an
annual general shareholders meeting (GSM) and having continuous and regular
communication to the owner on matters that might affect the value of the railway
company as a whole. If an SOE has an annual GSM, and if there are private share-
holders, the private shareholders should also be able to vote at GSM.

One of the most important functions of the GSM is to select and approve board
members. In addition, at GSMs, shareholders vote their shares to approve major
annual items, including the company’s financial statements and other major deci-
sions/transactions, if any, as shown below.

Box 10.1 Typical Voting Items at SOE General Shareholders Meeting

Annual Decisions

Accounts

Dividends
SCI .

Appoint board members at the recommendation of the board or shareholder

Approve board member mandate contracts

Approve the remuneration of the board

Monitor activity of board to ensure that principles of economy and efficiency are being ob-
served

Approve annual financial statements

Appoint and dismiss the independent external auditor

Approve the dividend proposal by the board of directors

Approve the Statement of Corporate Intent and any amendments to it

Extraordinary Decisions

Governing Doc- e
uments

Changes in
Capital
Business Com-
binations
Extraordinary
Transactions

The World Bank

Approve any amendment to the articles of incorporation or other governing documents of the
SOE
Propose changes in board structure (unitary or two tiered)

Authorize issuance of additional shares
Approve merger, split or divestiture of the SOE

Approve transactions involving 25% or more of the SOE’s assets
Cancel related party transactions that prejudice the interests of the SOE

133 World Bank Group. 2014. Corporate Governance of State-Owned Enterprises: A
Toolkit. Washington, DC. © World Bank. https://openknowledge.worldbank.org/han-
dle/10986/20390 License: CC BY 3.0 IGO.
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10.5 The Board

10.5.1 Functions of the board

Shareholders influence management through the board members they nominate.
The board is legally and financially accountable for the company, responsible for
the following functions, among others:

e Nominate and dismiss the CEO and in some cases key corporate officers, and
set their compensation levels;

e Establish the enterprise organization;
e Establish company values and mission;
e Set the enterprise’s strategic direction;

e Supervise management and monitor company performance against the per-
formance objectives set in the SCI and the enterprise business plan;

e Monitor company financial performance and manage financial risks;
e Approve all important investments and strategic issues; and
e Develop company succession plans.

The duties and powers of the board, as well as board composition (discussed more
in Section 10.5.3), terms, and chair selection, board committees, and relations with
shareholders, are defined in the board charter (see Annex 6 for a Model Board
Charter). The board draws on a range of resources to fulfill its duties to sharehold-
ers.

The board has a fiduciary responsibility to shareholders to act in the best interest
of the enterprise. A fiduciary responsibility is a responsibility based on trust —
those who act for shareholders have the duty to act with total trust, in good faith,
and with honesty. For railway SOEs, the fiduciary responsibility of the board of
directors means that they must act in the interest of the railway company. Conflicts
between the interest of the company and the interest of government should be ad-
dressed through the SCI and other tools of government such as PSO/PSC contracts
and regulation, so that the board can act fully in the interest of the SOE.

Boards typically organize internal committees to help manage responsibilities and
may hire specialist consulting firms to help conduct governance, oversight, and
strategic responsibilities.

Box 10.2 Key Principles for the Boards of SOEs

The boards of SOEs should have the necessary authority, competencies and ob-
jectivity to carry out the function of strategic guidance and monitoring of man-
agement. They should act with integrity and be held accountable for their ac-
tions.
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e Boards should have a clear mandate and ultimate responsibility for the
company’s performance, be fully accountable to the owners, act in the best
interest of the company and treat all shareholders equitably.

e Boards should carry out their functions (monitoring management and stra-
tegic guidance) subject to the objectives set by the government and the
ownership entity. The Board should have the sole power to appoint and re-
move the CEO.

e Boards should be composed so that they can exercise objective and inde-
pendent judgment. Good practice calls for the Chair to be separate from the
CEO.

e If employee representation on the board is mandated, mechanisms should
be developed to guarantee that this representation is exercised effectively
and contributes to the enhancement of the board’s skills, information and
independence.

e Boards should set up specialized committees that support the full board in
performing its functions, particularly with respect to audit, risk manage-
ment, and remuneration.

e Boards should carry out an annual evaluation to appraise their perfor-
mance.

Note: The above is a summary of key responsibilities of the board from OECD Guidelines on Corporate Govern-
ance of State-Owned Enterprises (2015 edition). Accessed at:

10.5.2 Other key responsibilities of the board

Setting performance targets for management

Performance targets for SOEs should be set as part of the development of the com-
pany business plan and SCI. The board should establish performance objectives
for the team of top executives linked to performance indicators found in the SCI
and the business plan. These objectives are then negotiated with and agreed by
executives.

Setting dividends for shareholder(s)

When the enterprise is expected to be commercially viable, the government entity
that oversees the railway corporation should prepare dividend guidelines for the
company that specify how much dividends are expected to be paid out and the pro-
cess by which the dividends are approved and paid.

The guidelines on dividend amount should follow the following principles:

e The proposed dividend payment should take into account both the current and
future financing needs of the railways and shareholder expectations;

e Dividend payments should be in line with dividends paid by a peer group of
listed companies;
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e Dividends should be predictable and show a degree of consistency across
years, although this does not preclude the possibility of a one-time dividend in
unique circumstances (sale of major assets, for example).

Protecting minority shareholders

The government overseeing entity, the board and the SOE all should play a role in
ensuring that minority shareholder rights are respected and that shareholders are
treated fairly. Minority shareholdings may occur when SOEs have partial listing on
a local or international stock exchange, or they may result from the presence of
strategic owners in SOEs or joint ventures. Irrespective of their origin, SOEs su-
pervised by the responsible government entity should comply with both legal re-
quirements and good practices in equitable treatment of shareholders, assuring
the following minority shareholder rights are protected:

e Obtain relevant and material information on a timely and regular basis;
e Participate and vote in general shareholders meetings;
e Elect and remove board members; and

e Share the profits of the organization.

Related party transactions

A conflict of interest is a set of circumstances in which an individual or organiza-
tion has multiple interests, one of which could unduly influence the professional
judgment or actions regarding the other. A related party transaction (RPT) is a
transaction in which a party with influence over the transaction has a conflict of
interest. Conflicts of interest can arise when board members, executives or their
families have secondary interests that could influence the board member or exec-
utive’s judgment. Each enterprise board must adopt appropriate guidelines and
put in place the necessary monitoring and disclosure systems, to ensure that no
RPT that is prejudicial to the interest of the enterprise is approved by the board.
Also see Annex 10 for Guidelines on Related Party Transactions.

10.5.3 Board composition

The board composition and number of members must be matched to the duties
and responsibilities it is expected to carry out effectively and efficiently. Board
members have fiduciary responsibilities to enterprise, and are obligated to exercise
their judgment to the benefit of the enterprise. On average, the board of a large
corporation has 7 to 12 members34. A substantially larger board should be avoided
as unwieldyss. It is usually recommended that there be an odd number of board
members to avoid tied votes.

134 According to de Andres, P., Azofra, V., and Lopez, F. “Corporate Boards in OECD
Countries: Size, Composition, Functioning and Effectiveness”, Corporate Boards In OECD
Countries, Volume 13, Number 2, March 2005, the average board size of large non-finan-
cial companies sampled (450 samples from Belgium, Canada, Switzerland, Germany,
Spain, France, UK, ltaly, Netherlands, and USA) was 11.67, with the smallest average
size of 6.84 in Netherlands and the largest average size of 15.06 in Germany. According
to one of the OECD reports in 2011, the average board size of large companies in Japan
was less than 10, Portugal, 9-10, Sweden 10-11, and UK 10-11.

135 |n India, for example, the national legislation defines the supervisory board as having
7-12 members, based on expert international advice. In Germany, as discussed in the
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Board members commonly serve staggered multi-year terms. This provides stabil-
ity and continuity, since members will not all be replaced simultaneously. Share-
holders can remove and replace board members at any time, and boards have com-
mittees in place to nominate new board members.

Shareholders must carefully consider railway company business maturity and
business direction when nominating board members for an enterprise that has
substantial financial, operational, market, and technological complexity. Because
of this complexity, it is useful to have board members with broad expertise in fi-
nance, operations and logistics, technology, human resources, and law and gov-
ernment, in addition to general attributes required for board members, such as
analytical ability, integrity and accountability, interpersonal skills, common sense,
financial literacy, and being “fit and proper” (see Box 10.3). Members who are
specialists in law and government are essential, since railways are usually heavily
regulated. Some boards also include employee representative(s) from one or more
of the powerful unions representing railway workers. Both the corporate charter
and local laws may restrict eligibility to serve on the board, especially for SOEs.

Box 10.3 Fit and Proper
A board member is not fit and proper if s/he has been:

e Subject to an adverse finding in civil proceedings related to commercial or
professional matters;

e Found guilty of any criminal violation related to commercial or profes-
sional matters or that would raise doubts on their character as a potential
board member;

e Subject to disciplinary actions by regulatory authorities, professional bod-
ies, or agencies;
e Refused the right to carry on a trade, business or profession requiring a

license

e A major shareholder or officer of a company gone into insolvency, liquida-
tion or administration in the last five years;

e Disqualified from acting as a board member or from acting in a managerial
capacity.

Source: Based upon the Fit and Proper Test for Approved Persons from the UK Financial Services Authority
Handbook. http://www.fsa.gov.uk/pubs/hb-releases/rel27/rel27fit.pdf

Even for railway SOEs, the majority of board members should be independent of
the main owner(s) (see Annex 9 for Definition of Independence). As discussed
above, the SCI is one of the mechanisms to maintain transparent and arms-length
relationship between the board and the government owner. Sufficient number of
independent, non-executive board members capable of exercising independent
judgements where there might be potential conflict of interest will help strengthen

box below describing the structure of Deutsche Bahn (DB, German Railways), the Super-
visory Board includes union representatives and is somewhat larger.
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the integrity and independence of the board. In most countries, boards must con-
sider gender distribution, and sometimes they should also consider race, ethnicity,
or regional identity.

Prospective board nominees must be capable, available for the time needed to ful-
fill their roles and responsibilities, and free of any bias that would encumber their
decision making. The enterprise compensates board members and expects them to
spend significant time on company business. Ensuring that all of these criteria are
met is not only the responsibility of shareholders but also of prospective board
members themselves. The issue of independence and resources should be assessed
on an ongoing basis, at least annually, not only at the time of nomination.

The board chair must be selected based on both qualifications and ability to allo-
cate time necessary for the role. The chair should not be the railway CEO or a past
CEO6, Large railways may require board chairs to be available for a substantial
amount of time, since they may serve on committees, advise the CEO, and are often
the political figurehead and spokesperson.

Board committees
Alarge railway SOE typically has several special board committees, such as:

¢ Compensation/remuneration committee, responsible for compensation policy
for the board members and overseeing the remuneration of executives and
staff, including salary, benefits and variable performance-based compensa-
tion;

e Audit committee, responsible for monitoring: the financial reporting and fi-
nancial position of the SOE; the system of internal controls and risk manage-
ment; the internal audit; the external audit; and informing shareholders on the
status of the SOE; and

¢ Nominations committee, responsible for recommending board members in ac-
cordance with the proper nomination procedures.

Depending on the railway and the needs, more committees may be established,
such as planning and strategy, finance, and executive search committees. Each
committee should be headed by an independent board member with specialized
professional experience in the specific issues that the committee is assigned to han-
dle, and include other board members including independent members.

136 For example, the President and CEO of Amtrak, publicly-owned and the most im-
portant passenger rail transport company in the USA, is by law precluded from being
Chairman of the Board. The President of VIA Rail Canada, Canadian equivalent to
Amtrak, is a member of the Board but is not necessarily the Chair, although it is not ex-
pressly forbidden.
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Box 10.4 Corporate Governance Principles at Austral-
ian Rail Track Corporation (ARTC)

Statement of Corporate Intent (SCI)

ARTC, as a Government Business Enterprise (GBE), has specific reporting and
disclosure requirements set out in Australian legislation. The company is re-
quired to prepare a corporate plan, and the Board is responsible for ensuring
that such plan is prepared. The plan has to be submitted to the responsible
Minister and the Finance Minister and has to be published on the ARTC web-
site. The published corporate plans that have been redacted can take the form
of a SCI or a Corporate Plan.

Board of Directors and Its Composition

The Board of Directors provide strategic guidance for the company and effec-
tive oversight of Management at ARTC. The Board comprises six members, of
which five are independent non-executive directors. The only executive director
on the Board is the CEO. The Chairman of the Supervisory Board is a different
person than the CEO of ARTC.

Board Committees

ARTC currently has the following four committees:
e Audit and Compliance;

e People, Policy and Remuneration;

e Environment, Health and Safety; and

e Risk.

Each committee is chaired by a non-executive director and comprises in major-
ity non-executive directors. Each committee is governed by its own charter, de-
tailing the Committee’s role, membership requirements and duties.

Management Structure

The Management Team manages the company. The ARTC Management Team
currently consists of nine members: (i) CEO, who is also member of the Board;
(ii) Chief Financial Officer (CFO); (iii) General Counsel and Company Secre-
tary; and (iv) five Executive General Managers.

ARTC Corporate Governance Principles

ARTC’s system of corporate governance reflects the eight principles:

1. Lay solid foundations for management and oversight
Structure the Board to add value

Promote ethical and responsible decision-making
Safeguard integrity in financial reporting

Make timely and balanced disclosure

Respect the rights of security holders

N oo s @ op

Recognize and manage risk
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8. Remunerate fairly and responsibly

The ARTC Annual Reports provides report on the above every year as part of
the company’s Corporate Governance Statement. This includes a description of
roles and composition of the Board, Code of Conduct, risk management, inter-
nal and external audits, and shareholder communications.

Source: ARTC Annual Reports

10.6 The Enterprise Management

10.6.1 Functions of management

The CEO and his/her management team make daily business decisions and play a
central role in preparing and presenting materials on strategic issues and may rec-
ommend board actions on those issues (see Annex 8 for a Model Terms of Refer-
ence for an Executive Committee (i.e. Management Board or Management).

10.6.2 Management structure

The management organization, headed by the CEO and approved by the board,
manages the company. The management structure is an essential component of
corporate governance, so the management organization and managers’ duties and
responsibilities must be completely transparent and publicly disclosed.

The primary duty of the management team is to assist the CEO in implementing
operational decisions in the following categories. (This is a partial or representa-
tive list. Depending on circumstances, the list can vary, as can the management
team structure.)

e Finance and Risk Management: accounting, finance, ICT, insurance, and other
investment preparations, calculations, risks, and ‘going—concern’ evaluations

¢ Human Resources Management: policies, pensions, remuneration, and safety
issues that affect workers

e Legal Affairs: competition policy, compliance, corporate governance systems,
internal control, board and management team agenda, and patents

e Communications: external and internal communication strategies and plans,
corporate social responsibility, internet presence, branding, and media rela-
tions

e Operations, Technical and Engineering: usually the largest functional group in
a railway company; includes operations, transportation functions, rolling
stock, and infrastructure design, engineering, construction supervision, and
maintenance

¢ Commercial and Market Management: commercial issues, relationships with
passenger representatives and shippers; includes market research, marketing,
and pricing issues; includes development of retail channels and the develop-
ment of contracts; uses cost accounting data to develop pricing tools
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The CEO is responsible for delegating these duties to the members of the manage-
ment team, supervising their implementation, and evaluating the results.

The CEO

The board selects the company CEO, provides general instructions and guidelines
on managing railway operations, and reviews the results. The CEO and the man-
agement team prepare strategy and strategic decisions and present them to the
board, which has overall responsibility for these areas. The CEO ensures railway
compliance with rules and regulations and well-managed company assets, and can
initiate unusual or long-term actions only with board authorization.

The board should clearly distinguish areas of responsibility and decision making
between the CEO and the board chair to avoid confusion or conflicts between the
two. Since the board supervises the chair, the CEO should not be the board chair.
The CEO’s terms of reference should be established in a written agreement, and
approved by the full board.

The CEO is typically responsible for the following:

e Leading the executive directors and the senior executive team in the day to day
running of the group’s business, including chairing the Executive Committee
and communicating its decisions/ recommendations to the board.

¢ Ensuring effective implementation of board decisions.

e Regularly reviewing the operational performance and strategic direction of the
group’s business.

e Regularly reviewing the group’s organizational structure and recommending
changes as appropriate.

e Formalizing the roles and responsibilities of the senior executive team, includ-
ing clear delegation of authorities.

e Supervising the activities of subsidiary companies’ most senior executives.

e Developing senior teams within subsidiaries and ensuring succession plan-
ning.

o Developing the policies for board approval and then implementing them.
These include, but not limited to:

o Codes of ethics (see Annex 7 for a Model Ethics Code) and business
practice;

o Share dealing code;
o Health and safety policy, risks and procedures;

o Communications policy (including procedures for the release of price
sensitive information);

o Investor relations policy;

o Corporate social responsibility policy (including environmental, em-
ployee communications and employee disability).

Page 168



Railway Reform: Toolkit for Improving Rail Sector Performance 10. Corporate Governance

The World Bank

e Ensuring that all group policies and procedures are followed and conform to
the highest standards.

e Together with the chairman, providing coherent leadership of the company,
including representing the company to customers, suppliers, government,
shareholders, financial institutions, employees, the media, the community and
the public.

e Keeping the board chairman informed on all important matters.

Senior management

The CEO of an SOE typically determines his/her own top management team?37,
and while the board can facilitate nomination and recruitment and provide advice,
the CEO is ultimately responsible for recruiting and retaining a competent, high
quality, cohesive management team. The board defers to the CEO in team selection
and development, although board approval may be required for key management
team positions.

10.7 Incentive Structures

Most enterprises provide incentives for management and staff, to align compensation
with company strategy. A properly functioning incentive system is crucial to motivat-
ing the CEO and railway staff to act for the benefit of the company and its shareholders.
Railways following good governance practice thus develop enterprise-specific perfor-
mance indicators, which drive incentive compensation schemes. The incentive system
should take into account shareholder objectives and goals (that is, government objec-
tives for state-owned railways). Therefore, the incentive system can be a key driver for
changing company culture to promote innovation, commercial behavior, and staff loy-

alty.

Most incentive structures are based on performance indicators—typically each
business unit department or function has a specialized set of indicators that meas-
ure the performance of the unit or function as it contributes to the railway enter-
prise strategy.

To motivate employees to achieve the objectives, incentive compensation system
targets and goals must be achievable only with above-average efforts. Incentives
should be developed and adapted annually, setting new targets aligned with com-
pany strategy. Each employee participating in the incentive scheme should be as-
signed multiple performance indicators, but not so many that the system becomes
too complex to manage and adjust.

10.7.1 Setting incentive structure for management

In general, the principle in building incentive programs is to weight them in favor
of longer-term goals, i.e. the incentive structure must ensure to balance short-term
goals such as financial returns with longer-term goals such as maintaining assets
in good condition.

137 |f the organization has a dual board, the supervisory board may appoint the entire
management board.
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Typically, top management has long- and short-term goals, key operational per-
sonnel have shorter-term goals, and for staff below that, the incentive structure is
based on a number of performance criteria depending on the company, which can
include overall corporate performance and divisional/departmental performance,
considering the annual (short-term) KPIs.

Long-term incentives are paid to top management and to managers who can influ-
ence long-term railway development. Typically, incentives measures are key per-
formance indicators for longer-term (more than one year) corporate performance
and strategic development.

Box 10.5 Good Practice for Setting Executive Remuner-
ations

The executive/senior management’s remuneration schemes should:

e Support the long-term interests of the company;

e Are fair relative to a peer group of companies, considering both perfor-
mance and compensation level;

e Align incentive compensation with individual performance objectives;

e Ensure that the cost of variable compensation plans is understood under
different performance scenarios to ensure that unusual payouts do not oc-
cur under unexpected conditions;

e Avoid distortions in incentives that can result from the choice of weightings
and/or performance measures and avoids incentivizing wrong behaviors;

e Reduce discretion in incentive plans and, to the extent possible, link to ob-
jectively measurable results, while ensuring that formula-based plans do
not generate unexpected or unfair payouts; and

e Balance positive and negative impacts of incentive compensation plans on
morale.

Short-term incentives reward operations results and are normally paid to key staff
in a position to make a measurable impact on company performance. Indicators
can differ among positions, but results must be measurable, and have an observa-
ble impact on daily operations. Typically, these short-term KPIs for a railway or-
ganization could measure profit, turnover, growth, punctuality, safety, market de-
velopment or other outcomes. The individual incentives can vary from 10 to 40
percent of a staff member’s annual compensation.
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