“For Better or for Worse”

Croatian Banks are at the Forefront of Best Practices in Corporate Governance 
Article by Leslie Matthews Šulenta
Whether the banks like it or not, the Croatian National Bank as father-figure has just led the banking system to the altar and married it to a rigorous set of world-class best practices in corporate governance.  With the passage of its “Stajalista o korporativnom upravljanju u bankama,“ in January, HNB has bestowed upon the banking system both the privileges and the burdens of being transparent and well-governed.  
The 43-page Stajališta is “only” a “guideline,” but it states that HNB will use the Stajališta to “assess and test whether banks operate in a reasonable way.”  So, it is indeed a very strong guideline.  

How do the banks feel about their newfound position as leading institutions of good governance?  And how should they feel?

On the one hand, looking at their lofty new position, bankers see a set of burdensome and costly regulatory requirements.  The Stajališta literally sets forth dozens of new requirements, from writing corporate governance policies and disclosures, to setting up a compliance function within the bank, to standardization of management contracts.
As has been the case with corporate leaders around the world, Croatian bankers will have objections about the Stajališta’s requirement for banks to publish detailed information about the compensation packages of individual members of management and the supervisory board.  The intent behind this requirement is admirable:  to prevent situations where weak supervisory boards have approved extravagant compensation packages for senior management without knowledge of the shareholders.  But such cases are rare.  The Stajališta applies to all banks, even those whose shares are not listed or which have just one shareholder.  For these banks, it could understandably be asked what good comes from publicly disclosing such details.
The Stajališta could raise some confusion amongst bankers about corporate governance codes.  It says that every bank should adopt its own corporate governance code or principles.  Codes of corporate governance, however, are widely understood in international circles to be country- or industry-wide principles which apply to all firms or, more often, all listed firms.  A better approach, then, would be for banks to develop one corporate governance code which would apply to them all.  Small, unlisted banks might even develop their own, less-demanding code.  Indeed, the long-awaited national Corporate Governance Codex, when it is adopted, might serve the purposes of the large and/or the small banks.

Returning to the issue of how banks should feel about HNB's new Stajališta on corporate governance in banks, the answer is, “good, at least in the long term.”  The Stajališta represents good business sense.  After an initial transition period during which banks will adopt new policies, codes, etc., the benefits of transparency and good corporate governance should begin to flow.  
One requirement which will produce long term benefits is the new obligation that bank supervisory boards should contain an appropriate number of independent members.  While there will be questions about what is meant by an “appropriate number,” experience in other markets has shown that the presence of independent members in the supervisory board will bring a series of benefits to the bank.  
Research has shown that fraud is much less likely to occur in companies with independent supervisory board members.  Independent members look out for the interests of all shareholders, not just the major ones, and consider the views of other stakeholders.  For banks which are closely controlled by a few individuals, independent members can prevent questionable practices such as using bank resources for the benefit of shareholders.  For banks which are members of a group concern, independent supervisory board members are there to remind others that this bank's interests must be paramount to those of the group.  The independent members will accomplish this simply by asking reasonable questions.  
In summary, there are good and bad aspects in most marriages.  Like any good bride, the Croatian banking system must now concentrate on making the best of its marriage to world-class corporate governance.
