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ABSTRACT 
 
The purpose of this paper is to analyses the quality of corporate governance in Croatian banking industry 

given the requirements and standards known as OECD Principles of Corporate Governance, but also given the recent 
failure of banks in Croatia. The paper provides an assessment of fulfillment of normative frame of corporate 
governance in terms of creating the legal and institutional regulatory framework as well as the degree of objectives 
given the best practices available. It also provides an evaluation of the banks in Croatia in terms of meeting the set of 
standards and best practices in corporate governance. We found that although formally most requirements are met, 
performance by mostly small and state owned banks in Croatia given their corporate governance may be considered 
flawed.  

 
 

INTRODUCTION 
 
The corporate governance can be defined as a system by which companies are directed and controlled 

including the relationships among management, the board of directors, shareholders, and other stakeholders in a 
company. These relationships provide a framework within which corporate objectives are set and performance is 
monitored (Monks and Minow, 2011). 

 
Depending on the context in which they are presented or used, it is possible to identify (1) internal and (2) 

external mechanisms of corporate governance (Tipurić et al, 2008). The main internal mechanisms of corporate 
governance are: board of directors (or dual model with separated supervisory board and management board), 
executive compensation, ownership concentration, stakeholder relations and disclosure. External mechanisms 
includes: the market for corporate control, legal and regulatory framework including activities of supervisory 
authorities, protection of minority shareholders and competitive conditions. 

 
Modern processes of corporate governance development in Croatia started in the late 1980s and continued 

during 1990s. This period is characterized by privatization process of state owned enterprises and banks alike. Basic 
rules of corporate governance were laid down by appropriate legislation, including the Croatian Companies Act, the 
Constitutional Court Decision, the Croatian Securities Market Act and other regulations governing accounting and 
auditing issues. In order to develop the best corporate governance practice in Croatia, the Croatian Financial Services 
Supervisory Agency (CFSSA) and the Zagreb Stock Exchange (ZSE) have created a national Code of Corporate 
Governance (ZSE, 2007) adopted in 2010. The Code is created in accordance with the guidelines of the OECD, but 
also uses the experiences of other national codes. The principles of good corporate governance have also included 
legal framework and supervisory decisions relevant for banking industry and other financial institutions.  

 
DISTINGUISHING FACTORS OF CORPORATE GOVERNANCE IN FIRMS AND BANKS 
 
Creation of a sound system of corporate governance should help answer the following questions: whom do 

managers represent and why; to whom are managers responsible; what is the nature of the owner–manager 
relationship; how are managers controlled and how they should be controlled; what is the relationship between 
majority and minority shareholders; how are the rights of minority shareholders protected; what is the state of 
relationship with a community and investors; how are stakeholders involved in corporation’s operations, especially 
workers; how are stakeholders’ rights protected and their requirements considered; as well as how is corporate social 
responsibility expressed.  
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In the case of banks, it should also include responsibility to depositors and society as a whole, because 
banks are kind of a public good. The burden of their rescue is partially transferred to the taxpayers and has further 
economic and social costs. The banking crises are the most expensive form of financial crises and may have a 
significant negative effect on overall economic activity.  

 
Macey and O’Hara (2003) identify four elements that distinguish banks from other firms. First, the liquidity 

production role of banks is explained through their capital structure, which is unique in two aspects: 1) banks usually 
have very little equity compared to other firms, and 2) a bank’s liabilities are in form of deposits, which are available 
to their creditors and depositors on demand. In contrast, a bank’s assets are loans that on average have longer 
maturities than banks’ liabilities. The mismatch between liabilities and assets can become a problem with corporate 
governance implications in the unusual situation of a bank run. Theoretically, bank runs can happen to solvent banks 
just as much as to those in difficulty. In order to mitigate this problem, the deposit insurance fund was devised, 
creating the second point of corporate governance distinction between banks and other firms.  

 
The deposit insurance funds are very successful instruments in preventing banking panics. However, the 

regulatory cost of deposit insurance is that it gives managers and shareholders of insured banks incentives for 
engaging in excessive risk taking. A moral hazard is now more likely to occur because the bank shareholders are able 
to pass on some of their losses to healthy banks, whose contributions to the national system of deposit insurance pay 
the depositors of the failed banks, or consequently the taxpayers who refill the insurance funds if they are drained. 

 
The third distinction pointed out by Macey and O’Hara (2003) is the conflict between fixed claimants and 

shareholders. What makes banks different from other types of firms is the lack of significant discipline imposed by 
other fixed claimants. The existence of the deposit insurance removes the incentive for insured depositors to control 
excessive risk-taking since their funds are safe regardless of investment strategies selected by banks. 

 
The fourth distinction is asset structure and loyalty problems. Since the existence of a national deposit 

insurance fund decreases incentives for monitoring, it naturally increases the risk of fraud and self-dealing. 
Depositors do not have the incentives to monitor the management due to free-rider issues, and they rarely organize 
themselves because of the collective action problems. Thus, under the national system of deposit insurance, central 
banks and regulatory agencies are required to issue guidelines or regulations that would create standards for safety 
and soundness in several areas, including internal controls, loan documentation, credit underwriting, interest rate 
exposure, asset growth, compensation, asset quality, etc.  

 
However, depositors and society as a whole often rely too heavily on the capabilities and powers of 

supervisors in detecting and preventing moral hazard in the banking business. While societies overestimate the 
impact of supervisors to reduce the risk exposure of banks, on the other hand supervisory authority often emphasize 
that the banks themselves need to worry about the quality of their loans and good governance. 

 
BRIEF OVERVIEW OF BANKING INDUSTRY IN CROATIA 

 
At the end of 2012, there were 31 banks operating in Croatia. The large six banks had 82.4% share in total 

bank assets. Three medium-sized banks had 9.2% share, while 23 small banks had 8.4% share in total bank assets. 
The total assets of banks stood at HRK 399 bn. (approx. US$69.7 bn.), or 102% of GDP. At the end of 2012, 16 
banks were in the majority ownership of foreign shareholders (predominantly from Austria 61.6% of total assets but 
also from Italy, France, Hungary, San Marino, Turkey, Switzerland and Serbia). Banks with majority ownership of 
foreign shareholders accounted for 90.1% of the total bank assets. Two banks were in majority state ownership and 
their assets accounted for 4.8% of the total assets of all institutions. Remaining 13 banks were in the majority private 
ownership of domestic shareholders and their assets accounted for 5.2% of the total assets. 

 
Among CNB (Croatian National Bank) tasks regulated by the Act on the Croatian National Bank is 

supervision and oversight of credit institutions in accordance with the Credit Institutions Act, as the fundamental law 
governing conditions for establishment, operation and dissolution of financial institutions, as well as supervision of 
their operations. The main objectives of supervision conducted by the CNB are to maintain confidence in the 
Croatian banking system, and to promote and safeguard its safety and stability. 
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Other supervisory bodies in Croatia that operate in the area of financial system supervision are the Ministry 
of Finance and the Croatian Financial Services Supervisory Agency (CFSSA). Their field of competence includes 
regulation and supervision of non-banking financial services.  

 
MAIN CORPORATE GOVERNANCE BODIES AND THEIR RESPONSIBILITIES 

 
The dual model of corporate governance implies two separate boards: the supervisory board and the 

management board. Together they are an organizational mechanism through which shareholders influence manager’s 
behavior in order to ensure that the company is managed in their interest. It is the core internal governance 
mechanism as well as a bridge between management and owners, other stakeholders, and the outside world.  

 
The OECD Principles of Corporate Governance point out that board member should act in the best interest 

of the company and its shareholders, based on clearly defined rules (OECD, 2004). According to BIS (Bank for 
International Settlement) Principles for Enhancing Corporate Governance (2010) the board should actively carry out 
its overall responsibility for the bank, including its business and risk strategy, organization, financial soundness and 
governance.  

 
Since October 2007 there are two modes of board organization in Croatia: (1) a single unitary board (The 

Board of Directors) or (2) establishing two boards: Supervisory Board and Management Board. The last one – dual 
model or two-tier governance system is typical for banking industry but also other sectors in Croatia. Out of the total 
number of entities, two had a single unitary board while 202 had a two-tier governance system (CFSSA, 2012). By 
comparing and contrasting the rules and regulations of the banking system in Croatia with the OECD Principles of 
Corporate Governance, it can be seen that most of the regulations are concerned with the fifth OECD Principle.  

 
Responsibilities of the management board. A function of the management board is direction of business 

and representation of a company or bank. For non-banking sectors it may consist of one or more persons. According 
to Credit Institutions Act, the management board of a credit institution in Croatia shall have at least two members. 
One of the members of the management board shall be appointed chairperson of the management board. (Official. 
Gazette, 117/2008, 74/2009, 153/2009, 108/2012 and 54/2013). Members of a management board are proposed by 
the supervisory board, while the appointments of all management board members of credit institutions require prior 
approval by the Croatian National Bank. That is important factor for maintaining financial stability of banking 
system but also for improvement of quality of corporate governance. Additionally, there are prescribed conditions 
that members of the credit institution's management board must meet. They should have professional qualifications, 
abilities and experience appropriate and adequate to direct the business of a credit institution.  

 
Last thirteen years the Croatian banking system is characterized by a high degree of financial stability 

measured by average Z-index, relatively high level of average capital adequacy ratio (20.61%) and satisfactory 
quality of bank loans (according to risk classification 94% of all loans are classified as first A class of loans), so we 
can conclude that banks’ management boards responsibly perform their tasks in general. The good health of the 
banking system is also result of a very conservative policy of the Croatian National Bank. However, despite the 
overall positive image of stability and good corporate governance, bankruptcies still happen occasionally. Small 
banks have sometimes problems to meet regulatory requirements and compete harder to attract customers compared 
to large banks. Additionally, some of them were strongly affected by negative consequences of economic crisis in 
Croatia as well as the crisis in domestic real estate market and the capital market.  

 
The effects of the economic crisis are visible in the current poor indicators of profitability for all banks in 

Croatia. The poor indicators of profitability are partly influenced by increased amounts of expenses on loss 
provisions, which does not ultimately result in the future actual losses because the part of bad loans will be charged 
from collateral; but for banks it means a lengthy and sometimes uncertain process. 

 
Large and most medium-sized banks experienced low but still positive value of profits, while small banks 

have seen significant losses, which are reflected in the negative values of ROA and ROE. Furthermore, part of small 
banks do not meet the prescribed minimum capital adequacy ratio of 12% or their level of capital adequacy ratio is 
closely to minimum (see tables 1 and 2). However, in the case of four problematical banks in recent history (one of 
them is state-owned medium-sized bank) the main problem was quality of loans as well as the moral hazard, 
including several corporate scandals connected with members of management board. Troubled banks often granted 
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high amounts of loans to associated legal entities (above regulation prescribed amounts) and mismanaged the quality 
of their loans, indicated by a lack of responsible behavior of some management boards but also failures of some 
supervisory boards.  

 
Table 1: Performances of the large and medium-sized banks in Croatia 

Banks/ consolidated or 
fragmented ownership/ 

domestic or foreign 
ownership 

No. of 
management 

board 
members 

Brand-
name 

auditor 

Capital 
adequacy 
ratio*** 

ROA* ROE** 

LARGE BANKS      
L-Bank1 - consolidated 

ownership  - 100% 
majority foreign ownership 

5 Yes. 17.79 1.02% 10.83% 

L-Bank2 - consolidated  
ownership - 76% 

majority foreign ownership 
7 Yes. 28.29 1.49% 9.79% 

L-Bank3 - consolidated 
ownership - 100% 

majority foreign ownership 
3 Yes. 22.58 0.49% 3.91% 

L-Bank4 - consolidated 
ownership - 84% 

majority foreign ownership 
7 Yes. 18.00 1.06% 7.28% 

L-Bank5 - consolidated 
ownership - 100% 

majority foreign ownership 
6 Yes. 16.95 0.94% 6.14% 

L-Bank6 - consolidated  
ownership - 75% 

majority foreign ownership 
6 Yes. 24.13 1.21% 9.11% 

MEDIUM- SIZED BANKS      
M-Bank7 -  fragmented 

ownership 
domestic state ownership 

4 Yes. 14.74 0.55% 7.25% 

M-Bank8 – consolidated 
ownership - 100% 

majority foreign ownership 
4 Yes. 16.00 0.95% 8.80% 

M-Bank9 – consolidated 
ownership - 100% 

majority foreign ownership 
5 Yes. 20.07 ► - 2.09% ► - 12.14% 

*satisfactory level for banking industry is 1 or more; ** profit (loss) before tax/capital; *** Minimal 
required level is 12% 

Sources: CNB (2013) 
 
Competences of the supervisory board. The supervisory board has competences to give approval to the 

management board for the credit institution's business policy, financial plan, risk management and exposure 
strategies and policies, internal control systems, internal audit and the annual internal audit work plan as well as 
strategies and procedures for assessing the adequacy of internal capital. They execute their role by appointing or 
removing the president and/or members of the management board, with a clear separation of competencies between 
supervisory board and the management board. 
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In the case of several medium-sized and small banks in Croatia supervisory board members had no previous 
experience of working in banks. For state-owned banks board members are often appointed in accordance with 
political decisions. For banks with majority foreign ownership the presence of managers with extensive previous 
experience in banking is evident. 

 
Table 2: Performances of small banks in Croatia 

Banks/ consolidated or 
fragmented ownership/ 

domestic or foreign 
ownership 

Number of 
manageme

nt board 
members 

Internation
al brand-

name 
auditor 

Capital 
adequacy 
ratio*** 

ROA* ROE** 

SMALL BANKS      
S-Bank10 - consolidated  

ownership - 98% 
majority foreign ownership 

2 Yes. 18.96 0.13% 1.10% 

S-Bank11 – consolidated 
ownership - 99% 

majority foreign ownership 
2  13.33 ►- 5.92% ► - 84.00% 

S-Bank12 – fragmented 
ownership 

domestic private ownership 
2  15.13 0.19% 1.40% 

S-Bank13 - ownership 
consolidated  - 100% 

majority foreign ownership 
2 Yes. 21.67 ►- 0.46% ► - 2.70% 

S-Bank14 - fragmented  
ownership 

domestic private ownership 
2  ► 9.80 ► - 4.85% ► - 31.00% 

S-Bank15 - consolidated 
ownership - 100% 

domestic state ownership 
3  14.30 ► - 4.73% ► - 43.80% 

S-Bank16 - consolidated  
ownership - 77% 

domestic private ownership 
2  14.04 0.62% 11.00% 

S-Bank17 – fragmented 
ownership 

domestic private ownership 
3 Yes. 15.32 0.80% 8.80% 

S-Bank18 – fragmented 
ownership 

domestic private ownership 
3  14.84 0.24% 2.30% 

S-Bank19 -  fragmented 
ownership 

domestic private ownership 
2  ► 10.15 ► - 1.43% ► -36.20% 

S-Bank20 - consolidated  
ownership - 92% 

majority foreign ownership 
2 Yes. 24.04 ► - 4.81% ► -37.10% 

S-Bank21 – fragmented 
ownership 

domestic private ownership 
3  13.10 0.65% 7.40% 

S-Bank22 – fragmented  2  14.25 ► - 5.46% ► -114.90% 
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* satisfactory level for banking industry  is 1 or more; ** profit  (loss) before tax/capital; *** Minimal 
required level is 12% 

Sources: CNB (2013) 
 
In Croatia, only a few banks have independent members of the supervisory board but it is partly 

understandable because the provision that at least one member of the supervisory board must be independent came 
into force at the beginning of 2010. Participation of independent members of the board is good for safe-keeping the 
interests of other stakeholders (depositors, community), but also because of bank reputation.  

 
Supervisory board committees. According to the Code of Corporate Governance in Croatia, supervisory 

boards should establish the following three committees: audit committee, nomination committee and remuneration 
committee. Each committee must have at least three members. However, in Croatia in 2011 only 46.55% of entities 
establish the audit committee, while only 5.75% entities established nomination and remuneration committees 
(CFSSA, 2012).  

 
OTHER CORPORATE GOVERNANCE MECHANISMS 

 
Qualifications of board and supervisory members. According to good corporate governance principles 

members of the management and supervisory board of any particular bank should constantly take care of their 
personal and group competencies in the fields of banking and other areas, as well as their preparedness for the 
professional execution of duties, through education and other types of training. In Croatia board members formally 
meet this criterion, while actual instances of good business practices and good corporate governance vary from bank 

ownership 
domestic private ownership 

S-Bank23 
consolidated  - 99% 

domestic private ownership 
2  14.51 ► - 1.73% -14.30% 

S-Bank24 – fragmented 
ownership 

majority foreign ownership 
3 Yes. 16.02 0.33% 2.90% 

S-Bank25 – fragmented 
ownership 

majority foreign ownership 
2  29.97 ► - 4.50% ► -31.50% 

S-Bank26 - consolidated  
ownership - 85% 

domestic private ownership 
2  27.14 0.39% 2.00% 

S-Bank27 – fragmented 
ownership 

domestic private ownership 
3  16.15 0.44% 3.90% 

S-Bank28 - consolidated   
ownership - 85% 

domestic private ownership 
2  35.11 0.93% 3.70% 

S-Bank29 – fragmented 
ownership 

majority foreign ownership 
2  93.48 ► - 21.64% ► - 26.10% 

S-Bank30 – fragmented 
ownership 

domestic private ownership 
2  14.19 ► - 1.05% ► - 10.90% 

S-Bank31 - consolidated  
ownership - 100% 

majority foreign ownership 
4 Yes. 18.24 ► - 1.25% ► - 8.80% 
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to bank. Seen from the publicly available biographies of board members, qualifications of management and 
supervisory board members are generally better in larger banks and foreign-owned banks, although this is not a rule. 

 
Training of employees. Every employee in a bank should take some training in order to take new 

responsibilities and to continually work on professional development in the field of technical knowledge and 
necessary skills. Only those banks in which the supervisory board and management understand the importance of 
learning can long-term success of an organization be ensured. But even when the management takes care of training 
and level of knowledge for any particular job, problems are still possible. This confirms the recent Croatian case of 
loans indexed to the Swiss franc where personal bankers and credit counselors easily informed customers on safety 
of loans indexed to the Swiss franc, which shortly after strongly appreciated. This situation ended in collective 
debtors’ lawsuit against eight major banks. However, while the credit counselors usually have secondary education 
and short professional training that meet the goals and objectives set by the higher structures (thus lack of their wider 
knowledge about foreign exchange risk is understandable), some failures are visible in risk management departments 
as well as in the governance of banks in general. 

 
Executive Compensation (remuneration of management board members). Structure of executive 

compensation and their control are extremely important in the corporate governance process. In some banks 
executive compensations are transparent, and in others there are mechanisms for protection of their disclosure. 
Executive compensations can be fixed or variable, or formed in various combinations. In practice of banks and 
corporations in Croatia they are mainly in the form of fixed remuneration (salary, reimbursement of travel and other 
expenses, payments of life and health insurance premiums, additional retirement premiums, etc.), meaning they do 
not depend on performance. Alternatively they are combined with share options held by members of management 
boards.  

 
Disclosure and transparency. Disclosure is a tool used by regulators in the most developed markets to 

hold banks to account to the public, shareholders, supervisors, and the markets. So-called disclosure-based regulation 
is often used as a less intrusive and more effective alternative to merit-based regulation, which requires companies to 
comply with substantive rules. Disclosure and transparency are widely considered fundamental to the effective 
governance of any enterprise and are a key feature of best practice. In principle, banks should disclose any and all 
“material” information on their operations to the public. For banks, special attention needs to be paid to disclosing 
the process of risk management and the results of risk assessments. Information disclosure and financial transparency 
of companies are not only important for existing investors but also for potential ones.  

 
Preparation and submission of financial reports in Croatia is prescribed by the Company Law, the 

Accounting Law, the Law on Capital Markets and International Financial Reporting Standards. Listed companies 
that are listed on a regulated capital market have an obligation to prepare annual, semi-annual and quarterly financial 
and operating reports. Publication of the public financial reports is regulated by the articles of the Capital Market 
Law under which the listed company is obliged to submit reports on the stock exchange in the Central Register of 
Prescribed Information, through media and the regulatory agency. 

 
In Croatia, apart from the ordinary reporting duties to the regulator, banks are required to have a policy on 

public disclosure. The Credit Institutions Act details a list of issues that banks are required to disclose on their 
websites. The list does not include relevant information on corporate governance other than risk management 
objectives and policies. As a result, only those banks that are listed on stock exchange follow “recommendations” to 
disclose corporate governance information to the public. All listed banks include a statement on the implementation 
of the Code of Corporate Governance developed by the Zagreb Stock Exchange in their 2009 annual reports. 
Constitutional documents are not posted on websites. 

 
CONCLUSION 

 
The corporate governance of the banks has important implications for the stability of the whole economy. 

By comparing and contrasting the rules and regulations of the banking system in Croatia with the OECD Principles 
of Corporate Governance, it can be seen that most of the regulations are concerned with the fifth OECD Principle.  

 
Today's system of corporate governance is normatively aligned with the best practice of the European legal 

system. Legal and regulatory framework of corporate governance in Croatia gradually evolved over the past twenty 
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years. Today we can say that Croatia, in the normative sense, has established the highest European and international 
corporate governance standards. The legislation has been adopted, institutions established, as well as all the essential 
components of the financial markets and corporate governance infrastructure. However, despite great achievements, 
compliance with all legal regulations as well as the monitor of laws implementation is not yet at the satisfactory level 
and there is still a great deal of work to be done. This is especially true for small banks and state owned banks which 
policies may be governed more by political cycles rather than business cycles. Recent failure of two smaller banks 
and mismanagement and criminal charges brought against management of a state owned bank more than prove this 
point. Moral and political hazard are still enshrined in Croatian banking industry. However, developments in past 
twenty years suggest that this risk is trending to a minimum. Upgrading and fully meeting all the set norms and 
standards is a task ahead for Croatia.  
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