CORPORATE GOVERNANCE IN FORESTRY

Stjepan Posavec — Karlo Beljan — Mario Sié— Matija Landekd

Abstract:

Corporate governance is a key element in improeicghomic efficiency and growth, and in
increasing investors' confidence. It provides acttire through which company objectives are
set, the means for achieving the goals and metlddsonitoring results. Corporate
governance provides a framework for managing anditmdng companies. Subsequently, it
can be said that corporate governance is one okélyeelements in improving economic
efficiency and market economy. The European modetaoporate governance finds its
application in the EU and all other countries whitlwrmonize their legislation with EU
directives regulating corporate governance and WighOECD recommendations relating to
corporate governance. The issue of corporate gamem in Croatia is imposed
simultaneously with the privatization and institutibuilding of market economy. As a result
of privatization, there is a large number of smsiiareholders. Croatian Forests Ltd
established a European (two stage) model of maragternd control functions on the
principles of two-tier corporate governance struetwhere the functions of management and
leadership are strictly separated and containethenmanagement and supervisory board.
Earlier analysis of the management structure ofctirapany Croatian Forests Ltd indicated
the need for changes in certain segments of thenacthis paper presents a study of
corporate culture in the company Croatian Foresi$, land proposes changes in its
organization.
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1. Introduction and problem matter

Corporate governance affects legal, regulatory iasttutional environment. Basic
rules of corporate governance are defined by apjteplegislation, primarily of the Law of
Trade Comparyand Constitutional Court Decisioand other regulations governing capital
markets, accounting and auditing issues. Howevaside consistent application of
regulations, international practice has shown thednfor development of good corporate
governance practices through adoption and impleatientof codes of corporate governance.
Considering these facts and the importance of resple and ethical behavior of businesses
subjects within the economy, and as recommendedhbyOrganization for Economic
Cooperation and Development (OEGDX roatian Agency for Supervision of Financial
Services (HANFAJ and Zagreb Stock Exchange, developed the Code apoate
Governance in 2007. The Code aims to establish s$teyndards of corporate governance and
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transparency of business activities. Also, CroaGawernment in 2010 made the Decision on
the adoption of Code of Corporate Governdndhe Code aimed to upgrade corporate
relations arising from existing legislation and eimationally accepted principles and
experiences on the best corporate governance geactObjectives of the Code are to
establish, maintain and further improve high stadslaof corporate governance and
transparency responsible for the effective manageémé capital and jobs. Fundamental
principles of the Code are legality, transpareratgarly defined procedures for supervisory
board, management and other bodies and structa¢smake important decisions, prevent
conflicts of interest, effective internal controlstrengthening personal responsibility and
corporate social responsibilfty

OECD promotes the policy aimed at achieving snatde economic growth and
employment, and increasing living standards in mangbuntries, ensuring financial stability
and thus contributes to the development of worldnemy on a multilateral basis in
accordance with international obligatiSnSOECD guidelines for corporate governance
represent the criteria for policy makers, investomsporations and other interested parties. It
promotes a program of corporate governance andda®\specific guidance for legislative
and regulatory initiatives. The guidelines arersstrument that provides standards, guidelines
and best practices for corporate governance. ddaptable to specific legal, economic and
cultural circumstances. Policy makers can use thdme creating legal and regulatory
framework for corporate governance that respects thwn economic, social, legal and
cultural circumstances. Good corporate governaisce isignificant factor in attracting
investment as well as in investor protecfion

Corporate governance in a country has certainifspéeatures or elements that set it
apart from other countries, while some common fples can be detect¥d. This method of
management is determined by ownership structurehasdsome general characteristics, such
as excessive state ownership, the instability sfsiructure, small influence of workers'
participatiort’. The differences such as historical heritage,|lagd institutional framework,
structure and functioning of financial markets uigihce the formation of different models of
corporate governance, which determine the modektarporate governance. Two most
popular models of corporate governance are:

« Anglo-Saxon (open, single-level) model

» European (closed, two-level, continental) model

Although they are both useful and in many ways lsimthe models differ significantly in the
organizational structure, management authoritydeuision-making procedures.
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2. Materials and methods

The issue of corporate governance in Croatia igosaed simultaneously with the
privatization and institution building of marketammy. As a result of privatization, there is
a large number of small shareholders - both ab#dgnning of the 1990’s, and in the coupon
privatization in 1997. However, slow developmentcapital markets and a relatively bad
position of small shareholders have had an impadhe shares neutralization and/or quick
sales. Privatization has created conditions faruetiring of companies and consolidation of
equity shares. Still, its course was marked by skss and by significant inconsistencies and
arbitrary decisions. Establishment of legal andtitumsonal framework for corporate
governance was also slow and insufficiently effe£fi The results of these conditions were
frequent unregulated takeovers (usually througmdpaand the dominance of concentrated
ownership structures that were partly superviseanaypagement and employees, and partly
by the bigger shareholders. All of the above slowedestablishment and expansion of good
practices of corporate governance, which was audditly influenced by the lack of
knowledge, and only partial recognition of the intpace of corporate governance by the
business community and experts. This had a negatigact on corporate transparency and
protection of shareholder rights and consequentlythee interest of investors and capital
market development. Since domestic companies mdebend on bank loans for the long-
term financing and very rarely on issuing of shase®onds, capital market could not have
had impact on their corporate governance. Privdtizempanies had kept concentrated
ownership structure and were therefore in manyschegond the reach of the capital market.

2.1. Resear ch object

Dissemination of good practices of corporate goaece implies recognition of the
importance and usefulness of corporate governagcéhd business community. Law on
commercial companies, regulations on capital magaterning, law on accounting and
auditing and other relevant laws include ruleswvahe for corporate governance. Croatian
forests Ltd was established on January 1st 1994 fsblic company for management of
forests and forest lands in the Republic of CroatiaZagreb, 2002. Based on Law on
Amendments to the Law on Foréstand Decision of the Government from Mar¢h 2002,
the former public company was transformed into ¢benpany Croatian Forests Ltd. The
founder and sole shareholder is the Republic ofattao The company's equity is a
fundamental interest, invested in things, whichregponds to the proportion of the business.
The Republic of Croatia has assumed the underlgimyes and the entry in the register
became 100% owner. Governing bodies of the compa@ythe Assembly, the Supervisory
Board and the Management Board.

2.2. M ethods

In research were applied scientific and researdhoals: descriptive method, normative
method, deductive method, comparative method, tineeg method and the analysis of the
strategic plan method.
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The work is based on the descriptive method, meathiagit begins with the general
description of activities, estimation of the foresstrict office system and its impact on a
company's organizational structure, explanatiomigiits and duties of everyone present in
this interactive correlation, as well as with prdgee description on how to act in order to
achieve the best final results. To evaluate theeotistate of the forest district office structure
it is necessary to use some aspects of normativieoa® especially statistical data regarding
the number and structure of employees, their qoatibns, years of experience, level of
education, way of functioning of the district syateas well as responsibilities and necessary
work supplies of the forest district officer. Base these data, it is possible to get a picture
of the real situation in the forest district systemCroatian Forests Ltd. In order to obtain
conclusions about the situation in forest distsiggtems of the Croatian Forests organization
deductive methods of comparison and analysis weed with the aim to show the research
results in the observed period in relation to iae sf the sample.

Survey method allows us to determine the possitsbgegjiic changes in the existing
organizational structure with emphasis on the itggare and significance of the district
officer role, district structure of the forest @#is and business culture in the overall structure
of the organization. Research of characteristicgrgénizational culture included a survey of
company employees with wide-ranging questions omagement and operations of the
Company. The questionnaire on employee attitudes ayplied on 98 respondents — (49
forestry engineers and 49 district officers). Syrugcluded their attitudes on organizational
characteristics, management practices, decisioningakractices and priorities of the
Company. It also included obstacles and advantaggevernance and management, other
indicators which indirectly indicate perception alevel of organizational culture in the
company. The aim of the survey is to obtain reswlsch will through determining the
characteristics of management practices and opagtpof the company enable better
understanding of overall organization of the conypas well as of the forest district working
model. The intention is also to emphasize the itgmme of organizational culture and
highlight the need for its promotion and developmes important advantages of the
company.

3. Research results

Research shown in this paper was conducted omsawiples or two observed groups —
employees of Croatian Forests Ltd. Research offdhest district office system and the
organizational culture in 2003 encompassed fonsstict officers and forest office managers,
while the later survey on assessment of distristesy in 2004 encompassed forest managers
and their deputies, Management Board members amdshef expert services in the
Directorate or expert departments in Forest Adriai®n.

3.1. Theattitudes of employees

Respondents were asked to allocate 100 points atherggted options and thereby
assess the organizational characteristics of tmepg@aay. Table 1 shows the results with the
average number of points that allocated to padicciharacteristics.

Results show that the highest score on all threeldeof the company (30.8 - 52.3 to
62.7), is assigned to setting of standards, hiByasnd bureaucratic ways of functioning.
Respondents recognized them as main features ati@nd-orests Ltd. On the other hand, the
lowest total score (forest district officers andnagers together) at all three levels is assigned



to creativity, adaptability and innovation (16.918.3 - 9.7). Between forest district officers

and forest managers there is a high degree of canggl in "highlighting the common values,

goals and active participation” as the charactesisif companies (- 28.56, R - 27.03 at the
Forest Office), and "enterprise and creativity (W2.6, R - 6.62 on the company level). In
other characteristics, the results among forestagens and district officers are divided.

Table 1: Properties that best describe Croatiapdtei_td. (Average score for each property)

On the On the On the
. level of level of
Properties level of
Forest Forest CE Ltd
Office Administr. '
U 28,56 14,49 10,9
1. Empha&s_, on commpn valugs and goals, active R 2703 1216 0,86
participation, cohesion, family
x[] 27,82 13,36 10,39
22,4 42,31 55,77
2. Emphasis 0r_1 rgles, hierarchy, schematisation, tatwmc 395 62.89 s
way of functioning
x[ 30,8 52,33 62,7
U 27,3 26,79 20,64
3. Er.npha§|s on d.y.nam|cs,.goal Fmentanon, client R 216 14.86 1351
orientation, efficiency orientation
x[] 24,6 20,99 17,17
U 21,7 16,41 12,69
4. Empha_&s on gntrepr_eneurshlp, creativity, flexijili 118 1008 6.62
dedication to innovation and to task management
x[ 16,9 13,33 9,74
Total Forest Administration E 100 100 100
Total Forest District g 100 100 100

3.2. Analysis of factorsthat influence decision making and priority
setting in the company

Respondents determine the main factors that infleielecision making and priority
setting in the company. For each listed factor tblegse one out of five offered importance
intensities. The results are displayed separatelgdch level of Company. Table 2 shows that
on the level of forestry office there are no fasttinat stand out. Replies of forest district
officers and managers are evenly distributed olldiva grades of intensity and impact. For
almost all of the factors most frequently assigmating score is "3". In conclusion, the
majority of respondents considered that these faab the level of forestry office "neither
influence, nor not influence” the decision-makinglaoriorities.



Table 2. Appraisal of factors which have consiberanfluence on decision making process
and priority at the Forest office level (1- facterthout influence, 5- factor with strong
influence on decision making)

Share of gradesin %

Decision-making factor
1 2 3 4 5

U | 3256| 2558 30,23 11,68 0,00

1. Authorities responsible for financial policy and

. . R | 37,50 5,00 35,00 10,00 12,50
distribution of income

> | 3494 | 1566 | 3253 | 10,84 | 6,02

2558 | 6,98 | 23,26 2558 18,0

2. Professional and ethical business standards coe® 1%

. . 20,00 7,50| 40,00 2250 10,00
in natural resources economics

> | 2289 | 7,23 | 31,33 | 24,10 | 14,46

6,98 9,30 | 32,56 25,58 25,58
3. Expectations of future generations (bringing baxck t

the grand children) R | 15,00| 20,00 27,50 20,00 17,30

> | 10,84 | 14,46 | 30,12 | 22,89 | 21,69

U | 2093| 13,95 32,5 2558 6,98

4. Market and competitiveness of goods and services R | 15,00| 17,50 27,50 17,50 22,50

> | 18,07 | 1566 | 30,12 | 21,69 | 14,46

16,28 | 23,26/ 32,56 18,6p 9,30

5. Employer expectations (Government RH) and state

. R | 12,50 | 20,00, 27,50 10,00 30,00
(national) economy

> | 1446 | 21,69 | 30,12 | 14,46 | 19,28

2791| 16,28 34,8 1395 6,98

6. Expectations from international community due te th
binding international criteria’s in forestry R | 17,50| 22,50 32,50 7,50 20,00

> | 2289 | 19,28 | 33,73 | 10,84 | 13,25

The influence of individual factors on the decisioaking at the level of forestry office
is the same for managers and district officers. Agntheir answers significant differences
can only rarely be found. The factor 6 (impact ba international community) respondents
have somewhat different views. Directors consithat there is no influence (27.9%), while
district officers believe it has strong influence decision making (20%). There is a similar
situation in the market and competition for goodd services (factor 4).

4. Conclusion

Corporate governance implies a system of managearah control of commercial
operations. Quality of corporate governance shairid at company's business transparency,
effective and efficient use of its resources an@ésaablishment of relationships among the



stakeholders that will help achieve the strategialg of society. Relevant laws contain basic
rules for management of companies, while in theridtional corporate governance practices
corporate management is determined by the cod@@iggovernance. Legal regulations and
codes form the framework to which the company ddjpartially or entirely, complementing

it with its own practices according to its needserests, and the socio-economic environment
in which the company is present.

Corporate governance conditions in the Republi€fatia are gradually improving.
Legal framework of capital market governing estslidid the rules for corporate governance.
As an extension of corporate relationships, andh wecognition of internationally accepted
principles and practices, the national code fopomte governance has been adopted. Most
companies at least formally apply relevant regujatmechanisms, but there is still
considerable scope for improving and acceleratiegorocess of corporate governance.

Through the analysis of the management structurthefCroatian Forests Lid.the

need for changes in certain segments of the gomeenactions was identified. Within the
Supervisory Board it is necessary to establishiapsabcommittees as the Committee for the
appointment, remuneration committee and audit cdtami Deficiencies in the system of
corporate governance have indicated the need ables$t special committees within the
supervisory board. Particular emphasis is placedhenindependence of members of these
committees, which should guarantee the impartiaitg objectivity. Objectivity in decision
making, supervision of financial reports and sétecbf external auditors are determined as
most important for management and supervisory Isoard

Based on the presented results it is possible teriee following conclusions:

* Croatian forests’ employees considered standardizges, strict hierarchy and
bureaucratic way of functioning as a main featuréhe company. The process of
decision making is centralized and has the politataracteristics (level of Forest
Administration and Directorate), while the decisioaking at forest office and district
office level is perceived as a friendly and paptatory process.

* Management practices in forestry offices are fosatisfactory by most of district
officers and office managers

* The disadvantages and limitations of district @fisystem arises from internal
weaknesses of the company’s organization (highesegf centralization in decision
making, employment without criteria, insufficieniueation, frequent job changes,
lack of creativity and innovation, lack of cleaiteria for the size of district and
insufficient funds for district officers’ operatieh

Possibilities of improvement of the district ranggstem and company’s business
activities are: establishing clear criteria foretatining the size of district office and district
ranger employment, defining responsibilities, pererd education, decentralization of
decision making, upgrading control systems, setpegormance benchmarks and setting
clear criteria for employee awarding system.
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