GOVERNANCE LEADERSHIP CENTRE

Diminishing the

role of Crown
entity boards?

DirectorsBrief Issue 4 2018

Good governance of state sector organisations is essential to the delivery of effective
services and outcomes that benefit all New Zealanders. However, proposed changes in the
State Sector and Crown Entities Reform Bill will restrict the ability of Crown entity boards
to govern effectively. The changes shift a level of control away from Crown entity boards to
the State Services Commissioner if boards are required to gain consent when deciding the
terms and conditions of employment of their CEOs.

This shift diminishes the Crown entity governance
model, the fundamental role of the board to manage
CEOs and hold them to account, and the board’s
relationship with the Minister. This DirectorsBrief
outlines the proposed changes and loD commentary
from our submission on the Bill.

Summary of the
proposed changes

There are four key proposed changes in the Bill
which would amend the State Sector Act 1988 and
the Crown Entities Act 2004:

1. Statutory Crown entity boards would need to
gain consent from (rather than consult with) the
State Services Commissioner (the Commissioner)
regarding their CEQ’s terms and conditions of
employment.

2. Fixed terms of appointment for statutory Crown
entity CEOs would be introduced.

3. Boards and board members would be subject to
a code of conduct.

4. The Commissioner’s inquiry and investigation
powers would be expanded.
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Overview of the State Sector
Act 1988 and the Crown
Entities Act 2004

The State Sector Act 1988 is one of the principal statutes
(with the Crown Entities Act 2004) governing the
management of the state sector. The state sector is the
broad range of organisations (including Crown entities)
that serve as instruments of the Crown in respect of the
Government of New Zealand. The State Sector Act sets
out, among other things, the powers and functions of
the Commissioner including setting minimum standards
of integrity and conduct for Crown entities.

The Crown Entities Act 2004 provides a framework for
the establishment, governance and operation of Crown
entities. It also sets out accountability relationships
between Crown entities, their board members, their
responsible ministers and the House of Representatives.
Employment of CEOs is covered under the Act.

Crown entities are bodies that are legally separate

from the Crown but in which the Government has a
controlling interest, eg through majority shareholding or
having the power to appoint and replace a majority of
governing members.
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https://www.iod.org.nz/Portals/0/Governance%20resources/IoD%20submission%20on%20the%20State%20Sector%20and%20Crown%20Entities%20Reform%20Bill.pdf
http://www.legislation.govt.nz/act/public/1988/0020/latest/DLM129110.html
http://www.legislation.govt.nz/act/public/2004/0115/129.0/DLM329631.html
http://www.legislation.govt.nz/bill/government/2018/0020/latest/LMS11200.html

There are five categories of Crown entities under
the Crown Entities Act:

1. Statutory entities (Crown agents, autonomous
Crown entities, and independent Crown entities).
The proposed changes in the Bill largely relate to
these entities.

. Crown entity companies.
. Crown entity subsidiaries.

. School boards of trustees.
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. Tertiary education institutions.

State sector structure and
organisations

A Guide to New Zealand’s Central Government Agencies
provides an overview of organisations in
the state sector and lists all Crown entities.

Consent v consult?

Under the Crown Entities Act 2004, statutory entity
boards are required to consult with the Commissioner
in relation to the terms and conditions of employment
of a CEO (and amendments to an agreement).

In practice, the Commissioner will provide guidance

to Crown entity boards including recommendations
around CEO remuneration ranges and increases. If

a board makes a proposal within the scope of the
Commissioner’s guidance, the Commissioner will
delegate the decision to the board chair. If the proposal
is outside the guidance, the board must consult with
the responsible Minister. The Commissioner can,

and does, agree with proposals that are outside the
guidance in some cases.

The Supplementary Analysis Report on the Bill states
that in the 2016/17 year:

* 80% of proposals (for both consults and consents)
were within the Commissioner’s guidance

« of the 20% outside the guidance, the Commissioner
agreed with proposals for 16% of the cases

» three of the 101 agencies did not follow the
recommendations of the Commissioner and
relevant Minister.

The Bill will amend the Crown Entities Act 2004 to
require statutory entity boards to obtain the written
consent of the Commissioner in relation to the terms
and conditions of employment of a CEO and any
amendments. The Supplementary Analysis Report
states that the proposal will impact 22 Crown agents,
14 autonomous Crown entities, 10 independent Crown
entities, and 4 entity subsidiaries.
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The amendment would align the practice of seeking
the Commissioner’s consent among Crown entity
boards (Crown agents in the health sector are already
required to obtain the Commissioner’s consent and
tertiary education institutions are required to obtain
the Commissioner’s written concurrence).

The Bill also expressly provides that the Commissioner
must provide boards of statutory entities with

advice and guidance on the terms and conditions

of employment of CEOs (eg policy on size of
remuneration and any increases).

loD COMMENT

Crown entity boards are responsible to ministers for
performance of their organisations and they are responsible
for the employment of their CEOs. Appointing and managing
the CEO is one of, if not the, most important function of

a board and this includes setting the CEO’s terms and
conditions of employment, including remuneration.

Setting appropriate levels of executive remuneration can be
complex and an entity’s individual context is critical.

The Commissioner currently provides guidance to statutory
entity boards around CEO remuneration. This is both
appropriate and useful for boards of Crown entities. If a
board proposes going outside this guidance it must consult
with the responsible Minister.

The proposal for statutory entity boards to gain consent
from (rather than consult with) the Commissioner shifts a
level of control from boards to the Commissioner in respect
of this fundamental role of the board.

We are concerned the change will diminish the board’s ability
to fulfil its core role of appointing and managing a CEO. For
example, it may impact on the board’s ability to attract and
retain the most appropriate CEOs for the role, and to hold the
CEO to account for performance.

We are also concerned that the proposed change will
undermine the board’s relationship with the Minister.

Some experienced directors may also be deterred from
serving on Crown entity boards. It is important that the state
sector attracts experienced directors and that they want to
serve in the sector. For the above reasons, we don’t support
the proposed change.


http://www.ssc.govt.nz/sites/all/files/Guide%20to%20NZSSC%2019%20February%202018.pdf

Fixed term of appointment
for CEOs

The Bill proposes a fixed term of appointment for
CEOs of statutory entities of not more than five years,
and allows for reappointment. The Bill will apply
prospectively, to appointments and reappointments
after it comes into effect.

loD COMMENT

Other than CEOs of public service departments, tertiary
education institutions and local government, it is not usual
practice in New Zealand, including in the private sector, to
have fixed terms for CEOs.

Introducing fixed terms may restrict the board’s ability

to manage and hold the CEO to account. Managing
performance can be challenging when things are not going
well with a CEOQ. Having a fixed term for CEOs may have
unintended consequences such as deferring the removal of
a CEOQ if the end of the term is approaching or potentially
increasing severance settlements to cover the remainder of
a term to remove a CEO. For these reasons, we don’t support
fixed terms of appointments for statutory entity CEOs.

Code of conduct for
board members

The Commissioner has a leadership role on integrity and
conduct in the state services under the State Sector Act
1988. This includes the power to issue a code of conduct
and apply it to Crown entities (excluding tertiary
education institutions and Crown Research Institutes
and their subsidiaries). Codes apply to employees,
contractors and secondees but not boards or board
members. The State Services Commission’s website
sets out reasons why the code of conduct (developed
for state sector agencies) doesn’t currently apply to
Crown entity board members.

Changes proposed in the Bill expressly provide that

the Commissioner may apply a code of conduct to a
Crown entity’s board and board members. As a result,
boards and board members may be investigated by the
Commissioner for breaches of the code as part of the
mandate under the Act. The range of entities subject to
the Commissioner’s mandate has not increased.
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Key reasons put forward for boards and board
members to be subject to a code include:

« itisthe right thing to do (including from a transparency
and accountability perspective) and board members
should not be treated differently to workers

» it would align with international practice (eg the UK
Code of Conduct for Board Members of Public Bodies)

e it is necessary for reconnecting the system around a
unifying spirit of service to the community.

loD COMMENT

Boards have a key leadership role in fostering high ethical
standards and setting the tone for a healthy organisational
culture. In leading from the top and displaying and
encouraging high ethical standards, board members
positively influence culture, behaviour and the reputation
of their organisations.

Many boards and directors already adhere to a code of
conduct. The loD’s Code of Practice for Directors, which

all members sign up to, provides that directors should
encourage the adoption of a code of conduct and set

an example in their adherence to the values set out in

the code. The Financial Markets Authority’s Corporate
Governance Handbook (2018) and NZX Corporate
Governance Code (2017) also recommend that boards
should adopt a code of ethics. The FMA’s handbook applies
to public sector entities.

We support the proposal as it is appropriate for board
members to demonstrate, and be held accountable for,
high standards of integrity and conduct. However, we
emphasise the importance of:

e clarity around:

- the collective and individual duties of boards and
board members under the Crown Entities Act 2004
and their obligations under a code of conduct. While
legislation takes precedence, there may be issues with
how the Act and the code interrelate and operate

- how the proposal will not compromise the statutory
independence of independent Crown entities

- how the Commissioner will require compliance with
any code of conduct and monitor adherence

e alignment with other codes such as the FMA’s handbook
(with guidelines on ethical standards)

e meaningful consultation with affected boards when a
code is being developed (with Crown entities and wider
stakeholders).


https://www.iod.org.nz/Portals/0/Publications/Founding%20Docs/Code%20of%20Practice.pdf
https://fma.govt.nz/assets/Reports/_versions/10539/180228-Corporate-Governance-Handbook-2018.1.pdf
https://fma.govt.nz/assets/Reports/_versions/10539/180228-Corporate-Governance-Handbook-2018.1.pdf
https://www.nzx.com/files/attachments/257864.pdf
https://www.nzx.com/files/attachments/257864.pdf
http://www.ssc.govt.nz/node/9570
http://www.ssc.govt.nz/sites/all/files/Code-of-conduct-StateServices.pdf
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/686684/Code_of_conduct_for_board_members_of_public_bodies.pdf
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/686684/Code_of_conduct_for_board_members_of_public_bodies.pdf

Expanding the Commissioner’s
inquiry and investigative
powers

The Commissioner has broad inquiry and
investigative powers under the State Sector Act to
carry out statutory functions. The Commissioner’s
powers differ when exercising these functions in
relation to the core public service and the wider
state services.

The Bill will amend the State Services Act to put

in place a single investigation package aligned

with the regime in the Inquiries Act 2013 (which
covers public and governmental inquiries and Royal
Commissions). The amendments are described as
promoting greater consistency in the manner in
which inquiries and investigations are conducted
across government.

loD COMMENT

The landscape for inquiries and investigations into
misconduct in the state sector is complex. It appears that
the proposed changes are aimed at achieving consistency
for the Commissioner’s role in inquiries and investigations.
However, there are a number of other agencies who can
investigate matters in the state sector, in particular the
Auditor-General.

It is important that boards and others in the state sector
understand accountability and oversight arrangements

and what different agencies may investigate. Extending

the Commissioner’s role could add significant costs,

duplication, and complexity to the system. We don’t support

this proposed extension of the Commissioner’s role and we
encouraged the Select Committee to take a broader look at
the investigative regimes across government.
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Next steps

Submissions to the Governance and Administration
Committee closed on 11 April 2018 and a report is due
by 20 August 2018.

The loD will keep members updated when the Select
Committee reports back and on any future law
changes.

The loD is advocating for change to the Bill and
encourages members to share their views.

See our media statement, State sector reform may
undermine governance in Crown entities, warns
Institute of Directors.
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