Note on Methodology of assessment of implementation of MoUs
(1)  Memorandum of Understanding (MoU):
MoU is a mutually negotiated agreement between the management of the Central Public Sector Enterprises (CPSEs) and the Government of India.  Under this agreement, the CPSE undertakes to achieve the targets set in the agreement at the beginning of the year.  MoU is a major policy initiative of the Government of India in facilitating the empowerment and enhancing the performance levels of the CPSEs.  It is aimed at providing greater autonomy to public sector enterprises and a level playing field vis-à-vis the private sector.  The ‘Management’ of the enterprise is made accountable to the government through the promise of a ‘performance contract’.  The government continues to exercise control as the principal shareholder over these CPSEs in setting MoU targets, and through performance evaluation during and at the end of the year. 
As per the decision of the “High Powered Committee on MoU” headed by the Cabinet Secretary, all CPSEs are required to sign MoUs with their administrative Ministries/holding companies.  It is expected that signing of MoU would improve the performance of CPSEs and also help the Government in monitoring their performance. 
(2)  MoU Parameters:
The Department of Public Enterprises assigned a study to the National Council of Applied Economic Research (NCAER) in 2003 to examine afresh the choice of criteria for performance evaluation and the allocation of weight to different parameters. The recommendations of the NCAER were subsequently accepted by the Government and the new methodology for setting up performance targets has come into force since financial year 2004-05. 

The Principal Components of Parameters for performance evaluation are as under:
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I.
Financial (Static) Parameters



            

50%

II          Non- financial Parameters                                                     


50%

(i) Dynamic Parameters



           
 

30%

(ii) Enterprise-specific Parameters

                        

10%
 (iii) Sector-specific Parameter                            




10%                    

Equal weights (50%) are assigned to both ‘financial’ and ‘non-financial’ parameters, which is on the lines of the ‘balanced score card’ approach of performance evaluation. The ‘non-financial parameters’ are further sub-divided into ‘dynamic parameters’, ‘enterprise-specific parameters’ and  ‘sector-specific parameters’. Whereas the ‘static/financial’ parameters generally relate to profit, size and productivity, the ‘dynamic’ parameters refer to project implementation, investment in R&D and extent of globalization etc.  Similarly, while the ‘sector-specific’ parameters refer to macro-economic factors like change in demand and supply, price fluctuations, variation in interest rates etc. beyond the control of the management, the ‘enterprise-specific’ parameters relate to issues such as safety and pollution etc.

As per DPE’s guidelines issued for drafting MoUs to be signed between CPSEs and administrative Ministries for the year 2010-11, Corporate Social Responsibility (CSR), R&D & Sustainable Development were included in non-financial parameters with a mandatory 5% weightage each.  The choice of individual non-financial parameters constituting 50% of weightage is left to the combined wisdom of the CPSE, Administrative Ministry and the Task Force.  All parameters are required to be SMART (i.e. Specific, Measurable, Attainable, Result-oriented, Tangible) and objectively verifiable. 

Performance targets for MoUs are framed on a five point scale (Excellent, Very Good, Good, Fair, Poor). The draft MoUs submitted by the CPSEs to Department of Public Enterprises through their administrative Ministries/ holding companies are discussed and finalized at the Task Force meetings arranged by the Department of Public Enterprises. Task Force consists of Ex-Secretaries, Ex-CMD of CPSEs, Management Experts, Domain & Finance Experts, Chartered Accountants, Academicians etc. The rich experience and knowledge of the Task Force members in different fields provides the necessary technical input and enables fixing of realistic targets.
(3)  Performance Evaluation under the MoU System:
 Evaluation of MoU of the CPSE is done at the end of the year on the basis of actual achievements vis-à-vis the MoU targets.  CPSEs are required to submit performance evaluation reports on the basis of audited data alongwith Annual Accounts, Balance Sheet etc. to Department of Public Enterprises through their administrative Ministries/Departments within the target date of 31st August.  
The evaluation of the MoU signing CPSEs is done at the end of the year by the Task Force on the basis of actual achievement vis-à-vis the MoU targets.  The weighted score for each parameter in the MoU is worked out by taking into account the actual achievements and the weights assigned to that parameter.  The overall MoU composite score is, thus arrived at by adding weight score for all parameters.  This system is based on ‘Five-point’ scale and ‘criteria weight’ for the calculation of Composite Score, which is index of the performance of the CPSE with reference to its targets. The system of grading CPSEs on the basis of MoU Composite Score is as follows:
MoU Composite Score

Grading
1.00 – 1.50



Excellent

1.51 – 2.50



Very Good

2.51 – 3.50



Good

3.51 – 4.50



Fair

4.51 – 5.00



Poor

After completing the evaluation of the performance of the MoU signing CPSEs with the assistance and expertise the Task Force, DPE submits the results to the High Power Committee headed by the Cabinet Secretary for its approval.  Once the High Power Committee gives its seal of approval to the evaluation done by the Task Force, the composite score and the ratings of the CPSEs become final.  Composite score, thus, facilitates measuring the ability of the CPSEs to meet their own commitments and to compare and rank various CPSEs even though the commitments of these enterprises are different. 
(4)  Incentives based on MoU ranking:

     As per the Jagannath Rao Committee’s (Second Pay Revision Committee) recommendations, MoU performance evaluation is one of the basic criteria for Performance related pay(PRP). The Government has accepted this recommendation. The signing of MoU by the CPSEs with their parent Ministries/ Departments/ Holding Companies has been made mandatory for making them eligible for performance related pay/variable pay.  The MoU rating also forms the basis of PRP, with all the key result areas identified in the MoU.  The PRP will be payable at 100% eligibility levels in case the CPSE achieves the MoU rating as “Excellent”.  In respect of “Very Good”, “Good” and “Fair” MoU ratings, the eligibility levels for PRP would be 80 %, 60% and 40% respectively.  If the MoU performance of a CPSE is rated as ‘Poor’, it will not be eligible for PRP irrespective of the profitability of the CPSE. 

The non-monetary incentive is in the form of MoU Excellence Award. Apart from providing an incentive for the Central Public Sector Enterprises towards achieving excellence in their performance, these MoU awards are an expression of commitment of the policy makers to the CPSEs and the MoU system.
(5) MoU Excellence Award:
The total number of MoU Excellence Awards are 12 (1 from each of the 10 Syndicate groups, 1 from the listed CPSEs, 1 from amongst the turnaround sick and loss making enterprises). All other ‘Excellent’ performing CPSEs get MoU Excellence certificates.

The following three basic principles for selection of CPSEs for MoU Excellence    Awards  and Certificates from amongst the Syndicate groups are followed:
(i) The profit of the CPSE in the year should be higher compared to the previous year.

(ii) It should not be a loss-making enterprise.

(iii) The composite score of the CPSE should not be more than 1.5 (Excellent rating).

 Compliance of Corporate Governance is one of the criteria for the consideration of MoU Excellence Awards. 

 

Award is given to the CPSE meeting the above criteria and having the best MoU composite score in the concerned Syndicate Group.  In case two or more CPSEs score the same MoU composite score in a Syndicate Group, the CPSE recording the highest growth rate of net profit over the previous year is eligible for the Award.

Ranking of CPSEs for MoU Excellence Award in the category of ‘listed CPSEs’ and ‘sick and loss making CPSEs’ is done by the Department of Public Enterprises. 
The “listed CPSEs” with the highest percentage growth in market capitalization are arranged in descending order and the CPSE with the highest growth is selected for the MoU Excellence Award. 
CPSE is considered sick if it is referred to either BIFR or BRPSE. Out of such CPSEs, those are eligible for award that have earned profit before tax (PBT) for the year the MoU  is  under consideration  as well as during the  immediately preceding year. The CPSE having the best MoU composite score is given the MoU Excellence Award. 
