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ANDRASKECSKES
ZVONIMIR JELINIC!

ONE TIER AND TWO TIER BOARD SYSTEMS IN HUNGARY ANIZROATIA
WITH SPECIAL EMPHASIS ON THE PROBLEM OF CORPORATEOGERNANCE
IN CROATIA'S NATIONAL OIL COMPANY INA

l. INTRODUCTION AND GENERAL OVERVIEW OF THE ONE-TIER AND TwWO-TIER
BoARD M ODELS

A comparative analysisof corporate conduct leads us to the conclusian tho different
board modefScan be distinguished in corporate governance ipegaatamely a unitary and
dualist regime, better known as one-tier and twotibard models.

Within the one-tier model, the functions of deamsimaking and supervising are not delegated
to separate corporate bodies, but exercised bytaryitoard. The one-tier board consists of
executive directors and non-executive independeattrs? hence latters have the function
to oversee the operation of the board. This cotpagavernance practice is applied by anglo-
saxon corporations particularly in the United Stadad in the United Kingdom, although as a
result of convergence of company laws many othaestallow investors to apply a one-tier
model, even those which strictly denied the sotutiothe past.

The two-tier board model has mainly German oridinbpys wide spread in continental
Europe. While German company law can be considasedn influential one, many central
European countries — including Hungary — originadgnsplanted it’s provisions and followed
the models of corporate governance set up by Getavesy especially the provisions of the
German stock corporations act, the Aktiengesete fiWo-tier model defines a governance
system in which two main company organs play kég no corporate conduct. The board of
directors is responsible for the strategic managgrohthe company as an executive body.
Besides, a supervisory board oversees the actiotie doard of directors in interest of the
corporate ownership (shareholders). The theory asparate law defines the supervisory
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board as an internal oversight body distinguishitg) role from the aspects of external
supervisory duties excercised by the auditors.

In consideratin of the original purpose of our @detji namely to demonstrate and solve an
extraordinary interesting stituation occured in gowvernance practice of Croatia’s National
Oil Corporation (INA) we would first like to intracte the theoretical background of the
above mentioned conduct practices with specialrdsgto the legal background and some
other interesting theoratical approaches. Follovilmgse guidelines the legal background of
different board systems will be introduced. Secered would like to refer two interesting
issues, already been raised many times by acaderdibusiness society. First one relates to
the question which structure of the corporate goaece can be considered better? Business
effectiveness and ethics could be highly improveth whe application of a model which is
unquestionably better than the other one. Howestgsh analysis can only results in merely
theoretical conclusions, as business practicesyati®@pend on the real content of governance.
Second, it is in question whether two structures @nverging and getting closer to each
other, or on the contrary showing signs of diveogen

1. Ownership Structures and Board Models

a) One-tier Board Structure and Plural ShareholderStructure in the Anglo-saxon States

While in Central Europe majority shareholders daatenmarkets and corporations, in the
United Kingdom and moreover in the United Statesluaal shareholder structure can be
considered as typical. The large blockholdings raoé as usual as in Europe within the
ownership structure of corporations, which panialerives from the attitude of citizens,
showing much more intention to invest their savimgsecurities and they are more involved
in taking risks of capital market investments. Hiere, the market capitalization of
corporations is higher, but ownership control i$ a® influential. In this plural structure the
board enjoys a particularly important role in cagie governance. Comparing with Europe, a
higher level of board authority is experienced e tUnited States but on the other hand
shareholders have a higher level of financial mativan strategic interests. All of these
attributes result in a compromise between sharen®ldnd managers setting up a collective
purpose accepted by both parties: the maximizadioshareprice. In case sharholders are
satisfied by gaining profit through their corporateckholdings they place their confidence in
company executives and are disposed to vote omtluerremuneration packages. Anglo-
saxon traditions of business law provisions dosegarate the functions of decision-making
and supervising by setting up two different compangans for these purposes. Instead a
unitary board excercises both functions where asv@bmentioned executive and none-
executive directors take place.

As an aspect of legal regulation in the United tatve would like to emphasize the
importance of the provisions on boards and directat up by the Delaware Code, while
Delaware corporate law has a powerful influencthnUnited StateSAlso the provisions of

® See HALASZ, VendelComparative analysis of stock purchase from thevp@nt of trade lawin STUDIA
IUVENUM IURISPERITORUM (Edited by DRINOCZI, Time&écs, 2008) p. 41.



the Model Business Corporation Act had been adoptedany member states and are also
addressing the concerning issues on board modetdioS§ 141 (a) of the Delaware Code
provides: ,The business and affairs of every caapon organized under this chapter shall be
managed by or under the direction of a board afatlirs,...” Section 8.01 (a) of the Model
Business Corporation Act also sets up the requinéroka board, stating: ,each corporation
must have a board of directors”, while Section 8B sets up the standard of a unitary
system providing: ,All corporate powers shall beeexsed by or under the authority of the
board of directors of the corporation, and the hess and affairs of the corporation shall be
managed by or under the direction, and subjedtécotersight, of its board of directors,...”
Both the Delaware Code and Model Business Cormoralict are setting up rules on the
number of directors and standards of qualificatiod both describe a system of oversight and
responsibilities including the establishment ofddo@ommittees and the removal of directors.
In coherence with the above mentioned regulatibesetare two primary fiduciary duties of
directors principally set up by courts, namely dugy of loyalty and the duty of cafe.

Crisis oriented reforms had also shown influental board operation and the role of
directors. During the econimic crisis of the 193& Securities and Exchange Act of 1934
created an authority, the Securities and Exchangandssion to oversee the markets, the
regulators and the issuers. Besides, the marketasttives including the New York Stock
Exchange (NYSE) and the National Association of usiées Dealers (NASDAQ) also
exercise an influential self-regulative competentike Enron and Worldcom Scandals of
2002 shocked both the markets and the investars,ttie consequnces reulted int he passage
of the Sarbanes-Oxley Act of 2002. The act providgphificant governance ammendments
int the United States with special regards to thle of audit committees and independent
board member¥. Proceeding to the 2007-2008 financial crisis, Brueld-Frank Wall Street
Refirm and Consumer Protection Act came in to éfieguly 21, 2010. The act restructured
the financial regulatory environment of the Unit®thtes and excercised a massive influence
on governance issues in the banking sector. Asp@chof executive remuneration, there had
been numerous questions and ideas raised regamde@rgompensation scandals during the
events of the financial crisis. The passage offthergency Economic Stabilization Act and
especially the Troubled Asset Relief Program (TARPR008 brought special criteria on
director’s bonuses for those corporations thatlieseh helped out by the State.

In the United Kingdom there are numerous laws regtdequte provisions on corporate
actions. The Companies Act of 2006 is a comprekensegulation that applies UK
companies! however particular regulations on board operat@amsnot included in the act.
The laconic provisions on boards wthin the CompaAiet only set up minimal requirements.
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As Section 154 (2) provides: ,A public company mbsive at least two directors.” As a
result, detailed provisions on board structures fallace in self-regulatory codes (like the UK
Corporate Governance Code, the former Combined GmueCorpoerate Governance).
Jonathan Charkhdmhas remarked, before the advent of the self-régylaodes, even the
largest British company ,could legally be run byotwlirectors, like the Consulate of the
Roman Republic.”

The self-regulatory Combined Code on Corporate Gwarece, — latterly the UK Corporate
Governance Code — was based on former reports rporabe governance. As Allison Dabbs
Garett® refers, Cadbury Report in 1992 was the first cahpnsive review of corporate
governance practices ever conducted. Later it wdlewed by other major reports: the
Greenbury Report, the Hampel Report, the Turnbelpdrt, the Higgs Report and the Smith
Report™

The UK Corporate Governance Code (former Combinedel includes many aspects of the
above mentioned reports. The Code applies to Utédi€companies and it is based on the
concept of a self-regulatory ,comply or explain” deb. When listing ont he stock exchange
the issuer shall accept the recommendations as Hestt practice and shall explain it's
differing practice in case of non-compliance. Thar®ined Code on Corporate Governance
had given a role model for many European counttiggng the process of issuing corporate
governance codes on best practices. Accordingly, WK Corporate Governance Code
provides: ,The Code is not a rigid set of rulescdnsists of principles (main and supporting)
and provisions. The Listing Rules require compaliweapply the Main Principles and report
to shareholders on how they have done so. Theipl&scare the core of the Code and the
way in which they are applied should be the cempugstion for a board as it determines how
it is to operate according to the Cod®.”

Concerning the role of directors and the one-tmarb model the UK Corporate Governance
Code as a ,soft-law” fills out the gaps left by tlegal regulation especially the Companies
Act of 2006. The Code provides, that ,Every compahould be headed by an effective
board which is collectively responsible for thedeterm success of the comparly.Besides
the Code obviously sets the requirement of the ajmer of a unitary board with the active
participation of non-executivédirectors: ,Every company should be headed byftettive
board which is collectively responsible for thedeterm success of the compafly. As part
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of their role as members of a unitary board, noeeative directors should constructively
challenge and help develop proposals on strat&gy.”

Providing recommendations on the operation of thiéaty boards, the Code emphasizes the
importance of regular board meetings, board conegstand appropriate insurance in respect
of legal actions against the directors. The Cogedwisions strictly emphasize the importance
of separation of functions regarding the CEO’s #redchairman’s position describing just the
opposite practice followed by US corporations, vehttre CEO usualy also holds the position
of the chairman. The Code’s provisions recommehd koard to be sufficient sized, but it
should not be so large as to be unwieldy. Addifignat least half of the board should consist
of non-executive directors.

As a conclusion, anglo-saxon states support amyris@ard model which had improved much
in the past ten years through the experiencesngrisom the great corporate scandals. The
aspects of anti-fraud measures brought independiesttors and board committes in the
spotlight, however in the United States an incrdaswel of responsibility and internal
control were set by the post-Enron legislation. Dme-tier model has the advantage, that
non-executive directors are active members of Hords contrary to the members of the two-
tier model's supervisory board members. Thus theyadle to gain sufficient indformation
regarding corporate affairs and can directly rajgestions ont he board’s meetings. As an
improved level of best practice it is optimal foetnon-executive directors to hold their own
apart sessions with the absence of executive dineathere the independents can discuss
confidential agendas. Board committees should @pevate with an increased involvement of
non-executive directors. The issues of accountifigira and remuneration policy became
crucial in light of crisis oriented experiences, the role of audit- and remuneration board
committees also improved much in the last few years

b) Two-tier Board Structure and Concentrated Sharelolder Structure in Continental
Europe and Hungary

Contrary to the anglo-saxon states the corporatdrm®ntinental europe are characterized by
a concentrated ownership structireegarding a major blockholder frequently excergjsi
controlling influence or a group of individuals orstitutional investors holding strategic
blocks of share&" A concentrated ownership structure enables mygjorimers to effectively
oversee management actiGhsnoreover they have decisive role in the appointmef the
company executives. This type of corporate streciargenerally governed by a board of

9 See UK Corporate Governance Code — The Main Paiteof the Code — Section A: Leadership
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directors responsible for strategic decision malind supervised by a board of superviSors
with participation of either shareholder and emplyelegates.

Nevertheless, this regime of corporate governasclly delegates less power to the board
of directors comparing to the above described asglon structure. The original German
approach often contemplate corporations as artionk of various interest, instead of
directly chategorizing them as concentration of itehp We should take the fact into
consideration, that the spheres of corporate iststiegecame more complex by this time, so
we can view the tarditional German approach amd &f early stakeholder theofy. The
German Aktiengesetz provides mandatory obligat@rcbrporations to operate in frame of a
two-tier board structure, therefore the structureasporate governance should incorporate in
the above mentioned two corporate bodies.

After the political changes of late 1980’s, Hungarlegal regulation followed the framework
of German company law, so in the early 1990s thiesplantation of a mandatory applicable
two-tier governance system was obvious. Meanwhmgasaxon investors became more and
more involved in the Central European countriesugiog Hungary, the original concept has
been modified. The 2006 review of Hungarin compédmy suggested that shareholders
should have the option between one-tier and twontigdels.

The Hungarian Act IV of 2006 on Business Associai@rovides: “Where the articles of
association of a public limited company so provideshall be controlled by the board of
directors under the one-tier system instead ofniamagement board and the supervisory
board. In this case, the board of directors shatitthrge the duties of the management board
and the supervisory board conferred upon themy f

However, this specific provision is only enablingpdrture from general provisions in Article
33 (1) a): *“Establishment of a supervisory boshdll be mandatory: a) for public limited
companies, except for any public or private limitgsnpany that is controlled by the one-tier
system;...” By Article 243 (1), the administratideities of corporations are handled by the
management body, consisting of minimum three angitmam eleven members, all natural
persong’

Regarding the supervisory board, Article 34 (1)vpdes that it shall consist of minimum
three and maximum fifteen members. Article 34 (3)es, that the supervisory board shall act
as an independent body. Unless otherwise prescriyedaw or the memorandum of
association, the supervisory board shall electagrietan and, if necessary, a deputy chairman
from among its members. The supervisory board diele a quorum if two-thirds of its

% See MULBERT, Peter ODie Stellung der Aufsichtsratmitgliedein CORPORATE GOVERNANCE (Szerk.
FEDDERSEN, Dieter - HOMMELHOFF, Peter — SCHNEIDERye H., Otto Schmidt-Verlag, Kéln, 1996) p.
99, 122-123.
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members, but at least three members, are predemsupervisory board shall pass resolutions
with a simple majority.

Hungarian company law is not unique in sense oblamg option between the two models,
moreover EU regulation of Societas Europeae folldvessame concept. Council Regulation
(EC) No 2157/2001 of 8 October 2001 on the Statotea European company (SE) also
suggests both one-tier and two-tier model for itmess Article 39 and 40, provides that “The
management organ shall be responsible for manapmdE” and ,The supervisory organ
shall supervise the work of the management orgamaly not itself exercise the power to
manage the SE.” Meanwhile Article 43 states, tmaf.aadministrative organ shall manage
the SE...”, as a one-tier board.

The comparison of the two structures points owtt thvo-tier structures suffer potential risks
deriving from their reactive roles while supervigistrategic decisions. Supervisory boards —
at least theoretically — only have the chance tergse board actions but it cannot effect the
decision making process itself. Many states — oidg Germany — prefer the two-tier board
model, but at the same time recognized the occceref the described problem. German
company laws were amended by the Gesetz zur Kémtrahd Transparenz im
Unternehmensbereich (KonTraG) of 1998 and the TJam®z- und Publizitatsgesetz
(TransPuG) of 2002. Since then — as Carsten Jungfthemphasizes —, it has become an
additional task of the management board to infdrendupervisory board on intended business
policy and corporate plannirfg.

However, the two boards are characterized by a dstrable difference in connecton with
the flow of informations. While non-executive boareembers of one-tier-models have the
opportunity to directly gain informations duringettboard meetings, the members of the
supervisory boards are only are only permited toeke their informations from the
managment board. Hence, those informations canlteesdl, while non-executve directors
can form base their judgement on original informagi

On the other hand, there is an additional issuafszgntly effecting the operation of two-tier
boards in practice — namely the problems arrisimgnf co-determination. One-tier board
systems deny the concept of employee representatiothe board, however two-tier
structures prefer employee participation in theesugory bodies. In German companies with
2.000 or more employees, 50% of the supervisogydehall consist of employee delegates.
In Hungary co-determination rules are not as stisin Germany, but in accordance with the
original concept of the dualist corporate govermasgstem. Article 38 (1) of the Hungarian
Act IV of 2006 on Business Associations providd$:the annual average of the number of
full-time employees employed by the business aafiooi exceeds two hundred, the
employees shall have the right to partake in thpesuasion of the company, unless there is an
agreement between the works council and the marageoh the business association to the
contrary. In this case the representatives of thel@yees shall comprise one-third of the

2 Dr. jur., LL.M. (Yale), M.Sc. in Finance (LeicestéWissenschaftlicher Assistent, Buccerius Law $tho
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members of the supervisory board.” However, thegselex minusquamperfecta provisions
and are often not followed in practite.

Material issues of best practice are always desjismhile they are filling out formal frames.
As a result, they are always more important thaocgssual methods of governance.
Therefore, we can conclude that none of the twordaaodels can automatically be
considered better than the other. However, in aatpopractice a higher level of business
integrity and higher standards of improved goveceapractices can indeed earn winner’s
title to certain boards, no matter if they are tiorang as unitary or dualist structures.

2. Is there Convergence or Divergence between theo systems?

Finally, the question can be raised, whether thalistuand unitary systems of corporate
governance are converging or diverging with eaatothhis analysis was originally the idea
of professor Paul Davié$,who in his articel ,Board Structure in the UK akrmany:
Convergence or Continuing Divergence?” layed domndonclusion that tendencies are still
— or continuosly — working out divergence. The id"#aconvergence was based on the
experience, that a certain ,rise of the monitotiogrd,** could be experienced int he anglo-
saxon system of corporate governance in the 1970s.

Notwithstanding these concepts professor Daviescluded, that divergnece of the two
systems can still be pointed, stating that on tmmél level convergence may have emerged,
but on the level of functions further divergence t& experienced. According to this concept
we may share the idea, that a feasible trend ofexgence can only occure if the structure of
shareholdings changed in Germany. Additionallytha UK stakeholders have historically
been protected outside company law rather tharugfirat, so the debate of the 1970s had
silenced®

II. Corporate Governance in Croatian Legal and
Economical Environment

DIFFERENT MODELS OF CORPORATE GOVERNANCE HAD DEVEEDPWITHIN SPECIFIC
HISTORICAL ECONOMICAL CULTURAL AND LEGAL CONDITIONSGIVEN THE FACT THAT
CROATIAN COMPANY LAW WAS LARGELY MODELED OSERMAN LEGISLATION AND COMPANY
LAW TRADITIOI\?4, IN THE TIMECOMPANIESACT WAS INTRODUCEWBHEREINAFTER REFERRED TO

%0 See Hungarian Act IV of 2006 on Business Assamiati- Article 38 (1).

31 Cassel Professor of Commercial Law at the Londzhos! of Economics and Political Science.

32 See DAVIES, Paul LBoard Structure in the UK and Germany: Convergemc€ontinuing Divergencep.
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by the European Union regulations and directivescompanies, it is apparent that solutions that Hzeen



AS CA)® THERE WAS NO POSSIBILITY TO SELECT BETWEEN DIFFEREOARD MANAGEMENT
STRUCTURES AND OPT FOR ONHER SYSTEM OF CORPORATE GOVERNANGET BOTH THE
MANAGEMENT AND SUPERVISORY BOARD HAD TO BE ESTAHIS BEFORE FILLING AN
APPLICATION FOR THE ENTRY OF THE COMPANY IN TREGISTER OFCOMPANIES

CA WAS AMENDED SEVERAL TIMESRIMARILY BECAUSE OKCROATIAS LEGAL OBLIGATION TO
APPROXIMATE EXISTING LEGISLATION TO THAT G®EROPEANUNION. AMONG OTHER THINGS
IN 2007 ACT ONAMENDMENTS TO THECOMPANIESACT INTRODUCED NEWSUBSECTIONZ2A IN
THE PART WHICH REGULATES MANAGEMENT BOARD STRUCTJRECORDING TO ARTICLR272A
OF THE ACT ON AMENDMENT, IN THE BASIC DEED OF PUBLIC LIMITED COMPAN¥ THE
ARTICLES OF ASSOCIATIONIT MAY BE DETERMINED THAT THE COMPANY HAS A MANMERT
BOARD IN PLACE INSTEAD OF A MANAGEMENT AND SUPERWS BOARDFOLLOWING THE FACT
THAT COUNCIL REGULATION(EC) N0 2157/20010F 8 OCTOBER20010ON THESTATUTE FOR A
EUROPEAN COMPANYSE)GRANTED OPPORTUNITY TO CHOOSE BETWEEZMNUpPErvisory organ
and a management organ (two-tier system) or an rasimitive organ (one-tier systerf),
depending on the form adopted in the articles @basation, as well the fact that some
European countries offer sudPT FOR DOMESTIC COMPANIESCROATIAN LEGISLATOR HAD
ACCEPTED AN ARGUMENT THAT GRANTING AN OPPORTUNIOY CHOOSE BETWEEN ONEIER
AND DUAL TIER SYSTEM STRUCTURE MAY BE AN INTERESTINNTION FOR THE OWNERS OF
CROATIAN COMPANIESDEPENDING ON THEIR TEMPORAL INTEREST AND ANALYSIS

FEW STUDIES SUGGEST THAT SO FAR ONLY SMALL NUMBERPOBLIC LIMITED LIABILITY
COMPANIES INCROATIA CHOSE TO AMEND THEIR STATUTES AND TURN T@ DIMETIER SYSTEM
OF CORPORATE GOVERNANCE IT SEEMS THAT NO MATTER WHAT ARE THE THEORETICAL
ADVANTAGES OF EACH SYSTEREASONS FOR STICKING WITH DUAL TIER SYSTEMOROATIA
MAINLY LIE IN LEGAL HERITAGE AND TRADITIQNWHILE CHANGE TO ONETIER SYSTEM WILL
CONTINUE TO TAKE PLACE RARELY AND SPORADICALMOSTLY BECAUSE OF THE OWNERS
PREFERENCE AND THEIR LINKAGE WITH ONE TIER SYSTEBR®AD °

USUALLY, BOARDS STRUCTURE IS CHARACTERIZED BY THE EXISTENCE OFHBEXECUTIVES
AND NONEXECUTIVE DIRECTORS WHILE THE TWDER SYSTEM CONSISTS OF A SUPERVISORY
BOARD AND AN EXECUTIVE BOARD OF MANAGEMENT WHEREERH IS A CLEAR SEPARATION
BETWEEN THE FUNCTIONS OF SUPERVISION AND MANAGEMHNTGENERAL THE MANAGEMENT
BOARD IN ONETIER SYSTEM AND THE SUPERVISORY BOARD IN THE -TWER SYSTEM ARE
ELECTED BY SHAREHOLDERS AND TYPICALLBOTH THE MANAGEMENT BOARD AND THE
SUPERVISORY BOARD IN THE TWRER SYSTEM APPOINT THE COMPANY DIRECTGREBIEMBERS

adopted in Croatian CA fully met the European amtrnational standards, many years before Croasa h
started accession talks with EU.

% Companies Act 1993 (Zakon o trg@kim drustvima) OG 111/93, 34/99, 121/99, 52/00, /038 107/07,
137/09. The act regulates different types of bussinrms (sole traders, general and limited pastrps,
economic interest grouping, public and private tadi liability companies). The Companies Act wag las
amended in 2009 to reflect recent developmentseim@n and European company law.

% See Art. 38 of Council Regulation (EC) No 2157/2aff 8 October 2001 on the Statute for a European
company (SE) OJ L 294, 10/11/2001 P. 0001 — 0021.

37 About case of Arenaturist d.d. see, for instaaurovi, Lj. et. al. ,The One-Tier System on Corporate
Governance — Croatian Practice* (Moniktiustroj tijela diontkog drustva), paper available on the website:
http://hrcak.srce.hr/38201.

% Cf. ibid., str. 1.



OF THE MANAGERIAL BODYACCORDING TO THECA THE MANAGEMENT BOARD APPOINTS ONE
OR MORE EXECUTIVE DIRECTORS FOR A MANDATHE DURATION OF WHICH IS DETERMINED IN
THE LINE WITH THE ARTICLES OF ASSOCIATIOBUT FOR NO LONGER THAN SIX YEARS MORE
THAN ONE EXECUTIVE DIRECTOR IS APPOINTENE MUST BE APPOINTED THE CHIEF
EXECUTIVE DIRECTOR®

IF THE COMPANY HAS A MANAGEMENT BOARD IN PLACE INSJEOF A MANAGEMENT AND
SUPERVISORY BOARIEXECUTIVE DIRECTORS MAY BE APPOINTED FROM AMONGE TMEMBERS
OF THE MANAGEMENT BOARDBUT ONLY SUCH THAT THE MAJORITY OF MEMBERS OF THE
MANAGEMENT BOARD ARE NOT EXECUTIVE DIRECTOR#LSO, IF MORE THAN ONE EXECUTIVE
DIRECTOR IS APPOINTED THEY ARE AUTHORIZED TO MANAGE THE COMPANY BUSINESS
EXCLUSIVELY JOINTLY ALTHOUGH THE ARTICLES OF ASSOGDN OR THE RULES OF PROCEDURE
ON THE WORK OF EXECUTIVE DIRECTORS AS PASSED BY WHNAGEMENT BOARD MAY
DETERMINE A DIFFERENT MANNER OF MANAGING COMPANYBUSINESSIT IS IMPORTANT TO
CALL AN ATTENTION TO THE RULE THAT THE AUTHORITIERANTED BY LAW TO THE
MANAGEMENT BOARD MAY NOT BE TRANSFERRED TO THE EXNECE DIRECTORS FOR AN
EXAMPLE WHEN THE MANAGEMENT BOARD REPRESENTS THE COMPAENORE ONE OF THE
EXECUTIVE DIRECTORSTHAN NONE OF THE EXECUTIVE DIRECTORS MAY PARTIQIPAN THAT
REPRESENTATION' NAMES OF THE EXECUTIVE DIRECTORS HAVE TO BE ACCESSIBN THE
COURT REGISTER SO DIRECTORS ARE OBLIGED TO SUBMIRRPLICATION FOR ENTRY INTO THE
COURT REGISTER AND TO SUBMIT THE APPROPRIATE SUARKDE DOCUMENTS TO THE REGISTRY
COURT IN THE SAME MANNER AS PRESCRIBED FOR MEMBERSTHE COMPANY MANAGEMENT
BOARD

ALTHOUGH, IN EXPRESS TERM@rt. 272a of the CA Amendments 2007 suggests that n
combination of one-tier and dual-tier corporate ggoance is possible; at the moment in
Croatia we are witnessing one rather strange dss®lELY, IN OiIL COMPANYINA D.D. at the
moment one strange board system is in place, sysikith shows phenomena of both
corporate governance structures — one tier andtawadystem. THAT APPEARANCE HAS BEEN
TO SOME EXTENT COVERED BY THE MEDIBUT ON THE OTHER HANDUP TO NOW NO LEGAL
ANALYSIS OF THE CURRENT SITUATION HAD BEEN CARRIELDT TO THE PUBLIC EVEN THOUGH

IT IS HARD TO BRING OUT COMPLETE STUDY OF THE CASEHOUT INFORMATION FROM INSIDE
SOME CONCLUSIONS MAY BE DERIVED FROM AVAILABLE CELLION OF FACTS AND
STATEMENTS

1. In short about privatization of INA oil compangnd its present model of
corporate governance

IN THE TIME OF THE WRITINGINA-INDUSTRIJA NAFTE . (INA D.D.) IS A JOINT STOCK
COMPANY WITH THEHUNGARIAN OIL COMPANWIOL RT HOLDING47.26PERCENT OF SHARES

% See art. 272l of the CA.

9 1bid.

“l See art. 272 para 2 in conjuction with art. 2%2ata 1 of the Amendments. Ordinary, the company is
represented by the executive directors.



THE REPUBLIC OF CROATIA HOLDING 44.84% PERCENT OF THE SHARESWHILE THE
INSTITUTIONAL AND PRIVATE SHAREHOLDERS HOY® PERCENT INA D.D. SHARES HAVE BEEN
LISTED ON THELONDON ANDZAGREB STOCK EXCHANGES SINGEDECEMBER2006 2

AS A STRATEGIC COMPANY FOR THREPUBLIC OF CROATIA A SPECIAL LEGAL FRAMEWORK FOR
INA AND OTHER STRATEGIC COMPANIES WAS FORMEOL @90 CONSEQUENTLYIN 1996 THE
ACT ONPRIVATIZATION WAS PASSED WHICH DETERMINED THAT SHEGT COMPANIES WOULD
BE PRIVATIZED ACCORDING TO A SPECIAL LAWLONSISTENTLY THACT ONPRIVATIZATION OF
INA WAS PASSED 1002 BASED ON THE ABOVE MENTIONED ACT THE SALE 25 % PLUS
ONE SHARE TO A STRATEGIC INVESTORANSFER OF/ PERCENT OF SHARES TGROATIAN
HOMELANDWAR VETERANSSALE OF7% PERCENT OF SHARES TO EMPLOYEES AT PREFERENTIAL
TERMS AND THE SALE OF AT LEASTS % OF SHARES TO OTHERROATIAN CITIZENSDOMESTIC
LEGAL ENTITIES AND FOREIGN INVESTORS WAS DETERMIRELT IS WORTH TO NOTE THAT SAME
ACT ONPRIVATIZATION OFINA ALSO REGULATED THE KEEPING IN STATE OWNERSHIP25%
PLUS ONE SHARE WHICH WOULD BE PRIVATIZED ON THE IBASF SPECIAL LAW AFTERROATIA
JOINSEU.

IN 2003,HUNGARIANMOL OFFERED505% FOR25% PLUS ONE SHARE OF THENA AND MOL
WAS ELECTED AS A STRATEGIC PARTNER AT AN INTERNWALOTENDER AFTER MOL HAD
ENTERED THE OWNERSHIP STRUCTURESHAREHOLDERS AGREEMENT BETWEEN TBROATIAN
GOVERNMENT ANDMOL — HUNGARIANOIL AND GAS PLC. WAS SIGNED ONJULY 17, 2003%°
THE SHAREHOLDERSAGREEMENT WAS CONCLUDED FOR INDEFINITE PERIOD OF E|MUNTIL
BOTH PARTIES CONTINUE TO HOLD AT LEA85%+ 1 SHARE OWNERSHIP OBNA *°

LATER IN 2005,7% OF SHARES WERE TRANSFERRED TO TEGROATIANVETERANS FUND AND
POLITICAL DECISION HAS BEEN MADE TO CONTINUE PRIVZATION OF INA THROUGH AN
INITIAL PUBLIC OFFERING(SO CALLEDIPO). “"By USING THEPO MODEL A TOTAL OFL7%OF
SHARES WAS SOLD TOROATIAN CITIZENS AND INSTITUTIONAL INVESTORS ORDER TO AVOID
SITUATIONS OF UNLICENSED BUYING AND SELLING OF SHBRBY THE CERTAIN GROUPS OF
WEALTHIER CITIZENS ON BEHALF OF OTHERS CITIZENRIGHT TO PARTICIPATHP O, MAXIMUM
AMOUNT FOR THE SUBSCRIPTION OF BLOCK SHARES WASTHR TO 38,000KUNA PER CITIZEN
(APPROX 5200€). Citizens’ interest for the shares was faidyge and at the end price was
set at 1,690 kuna per share plus one bonus shaead¢h 10 shares subscribed if within one

2 Info from INA's websitehttp://www.ina.hr/default.aspx?id=248ast consulted December 16 2011. INA d.d.
was established on 1 January 1964, when Naftaplirad gas exploration and production company)geer
with the oil refineries in Rijeka and Sisak. Tod#yA is a medium-sized European oil company witleading
role in oil business in Croatia and a significaplierin the region in the areas of oil and gas engtion and
production, oil processing, and oil and oil produdtstribution. Its head office is located in Zdgrés at 31
December 2010 there were 14,703 persons employi &roup and 9,061 persons employed at the INA, d
respectively.

“3 See Act on Privatization (OG 21/96) and Act orv&ikation of INA (OG 32/2002).

*4 Same in Gentelman's Agreement, political and esvmanonthly review, Vol. 1(2) , p. 9.

5 |t has been alleged thatiTH THIS CONTRACTMOL GAINED GREATER CONTROLLING RIGHTS WHICH WERE
DISPROPORTIONAL TO ITS OWNERSHIP SHARESUE OF THE COMPAN® MANAGEMENT WAS REGULATED IN THE
PART 7 OF THE AGREEMENT(UGOVOR O MBUSOBNIM ODNOSIMA DIONFARA KOJI SE ODNOSE NANA-
INDUSTRIJA NAFTE [D.) WHICH REGULATED NUMBER OF MEMBERS OF AFOREMENTIONEOARDS AS WELL
RIGHTS TO DIRECTLY APPOINT MEMBERS OF MANAGEMEND SWPERVISORY BOARDS

“°See Art 13. p. 1 and 2 of the Shareholders Agree(@uration and Termination of Agreement).

" Gentelman's Agreement, loc. cit.




year the shares were not s8dn 2008 MOL announced a voluntary offer to takerall the
remaining shares which were not owned by the GanaGovernment. Since Act on the
Takeover of Joint Stock Companies sets the legalnmim - price in the takeover bid that
cannot be lower than the highest price at whichattierer and the persons acting in concert
with him have acquired the voting shares in theogeof one year before the obligation was
created’? MOL's offered 2,800 kuna to the Croatian publidthdugh MOL’s offer had its
strong political connotation in the time it was aannced which was followed with initial
public resistance to sell their shares to MOL, adl wvith involvement of institutional
investors in the market of INA's shares, after ctetipg the bidding for the takeover MOL
has increased its position to earlier mentioneeéllev 47.26% of shares, thus becoming the
largest single sharehold®r.

AS A LOGICAL CONSEQUENCE OF THE CHANGE IN OWNERSHIPRUCTURE CROATIAN
GOVERNMENT ANOMOL HAVE AGREED TO AMEND THEOO3 SHAREHOLDERS AGREEMENT TO
BETTER REFLECT THE NEW OWNERSHIP STRUCTURE IN TBRRDRATE GOVERNANCE OF THE
COMPANY THEREFORE THE MAJOR CHANGES ACCORDING TO T#09 AMENDMENT TO THE
SHAREHOLDERS AGREEMENT' WERE RELATED TO THE QUESTION OF THE COMPANY
MANAGEMENT

UNDER THE NEW PROVISIONS ON COMPANY MANAGEMBADL TOOK OVER THE DOMINANCE IN
THE MANAGEMENT AND THESUPERVISORYBOARD ALTHOUGH IT WAS NOT A MAJORITY
SHAREHOLDER AT PRESENT THE SUPERVISORYBOARD OFINA CONSISTS OF NINE MEMBERS
(INSTEAD OF SEVEN MEMBERS ACCORDING TO THB03AGREEMENY) WITH FIVE APPOINTED BY
THE MOL, THREE BYCROATIANGOVERNMENT WHILST EMPLOYEES ARE ENTITLED TO NOMINATE
ONE BOARD MEMBER IN ACCORDANCE WITH APPLICABLE LAWS MANAGEMENT BOARD
STRUCTURE HAS ALSO BEEN MODIFIED $MANAGEMENTBOARD OFINA NOW CONSISTS 0B
MEMBERS THREE MEMBERS APPOINTED BY THEROATIAN GOVERNMENT AND THREE BY THE
STRATEGIC PARTNER WHILE THE RIGHT TO APPOINT PRESIDENT OF TIBBPERVISORYBOARD
LIES WITHIN THE POWER OICROATIAN GOVERNMENT THE STRATEGIC INVESTOR MOL IS
ENTITLED TO NOMINATE THE PRESIDENT OF THAANAGEMENTBOARD. IT HAS BEEN ALSO
AGREED THAT IN THE CASE OF EQUAL NUMBER OF VOJESE VOTE OF THE PRESIDENT OF THE

8 |bid.

9 See art. 16 para 2 of the Act on the Takeovepiit Stock Companies (OG 109/2007, 36/2009).

0 Gentelman's Agreement, op.cit., p. 10-11.

*1 Amendment to the Shareholders' Agreement was digme30 January 2009 between MOL Plc. and the
Governement of the Republic of Croatia togetherhwas Master Agreement, a frame contract for the
separation and sale of gas storage and tradingiteedi of INA together with agreements on long-tegas
supply to the Croatian market. This contract whies made confidential has been made public afeestitong
public and media pressure on November 10, 2008. dlso worth noticing that the pressure arisedratte
former prime minister of Croatia dr. Ilvo Sanadeiswaspected of selling the controlling rights te MOL for

10 million $ after meeting a MOL CEO in one restmirin Zagreb. It is expected that this affair widl brought

to a trial, which is expected to start in early 20t will be interesting to see further developmefithe situation

in this case and possible indictment as well tasage consequnces of possible convinction, espeaiaierms

of termination of the Amendments of the Sharehada&greement if it stands in relation to the bribat is
being allegedly payed to the former prime minister.

2 See amended art. 7 of the Amendment of the Shialerisb AgreementHEREINAFTER REFERRED TO AS
AMENDMENT).

3 See art. 7.2. of the Amendment.



MANAGEMENTBOARD IS DECISIVE® STRANGE ENOUGHAMENDMENT CONTAINS A NEW SET OF
RULES TITLEDEXECUTIVE DIRECTORS ANIEXECUTIVE COMMITTEE>® UNDER SUCH RULES
EXECUTIVE DIRECTORS INCLUDING THEHIEF EXECUTIVE DIRECTOR ARE APPOINTED BY THE
MANAGEMENT BOARD AND THEY ARE RESPONSIBLE FOR THE DAILY OPEGNTOF EACH
BUSINESS UNIT AND FUNCTIOKCORPORATESERVICES REFINING AND MARKETING FINANCE,
RETAIL ETC). IT IS ALSO SPECIFIED THAT EXECUTIVE DIRECTORS WIQTNSE THE MEMBERS OF
THE INA’S MANAGEMENTBOARD.®

AT THE VERY END OF THE PART OF THEMENDMENT THAT DEALS WITH NEWIANAGEMENT
STRUCTUREIT HAS BEEN SAID THAT THE CONTRACTING PARTIES HAGREED TO REVIEW AND
CONSIDER THE EXISTING STRUCTURE OF CORPORATE GOWERM IN ORDER TO INCREASE THE
EFFICIENCY OF DECISIONMAKING PROCESSINCLUDING BUT NOT LIMITED TO THE PURPOSE OF
ANALYZING THE POSSIBILITY IMMANENT TO THE ONER SYSTEM OF CORPORATE GOVERNANCE
AFTER OR EVEN BEFORE THE SECOND ANNIVERSARY OFAMENDMENT.’

NEVERTHELESS ALTHOUGH DECISION TO TURN TO THE ONHER SYSTEM OF CORPORATE
GOVERNANCE HAS NEVER BEEN BROUGHT NEITHER IT WASRESSLY FIXED IN THE
AMENDMENTS THAT THEGENERAL ASSEMBLY MEETING WILL BE HELD WITH PURPOSE TO
CHANGE THE CORPORATE GOVERNANCE MODRT FIRST GLANCE IT SEEMS OBVIOUS THAT A
COMBINATION OF ANGLO-SAXON ONETIER SYSTEM OF CORPORATE GOVERNANCE AND
CONTINENTAL LEGAL DUALISTIC SYSTEM WAS CREATSDICE BESIDES THE MANAGEMENT AND
SUPERVISORY BOARDA NEW STRUCTURE- A BOARD OF EXECUTIVE DIRECTORS WAS ALSO
FORMED. IF SQ, IT IS IN QUESTION WHETHER SUCH A SYSTEM IS IN ARDANCE WITH THE LAW

— I.E. WORDING OFCA, WHAT ARE THE CRUCIAL ELEMENTS WE NEED EXAMINE IRDER TO
REACH AN ANSWER AND IF COMBINATION REALLY EXIST®HAT SHOULD COULD BE DONE TO
RESOLVE SUCH A STRANGE SITUATION

2. A Combination of One Tier and Dual Tier SystemGenfusion or
Reality?

HAVING TWO DIFFERENT TYPES OF MANAGING BOARDS ININGREE COMPANY- BOARD OF
EXECUTIVE DIRECTORS TOGETHER WITH THE MANAGING BDARA SINGLE COMPANY SIGNIFIES
ABOUT UNUSUAL SITUATIONF THE INSOFAR KNOWN TRADITIONS OF CORPORATE GOVARCE
PRACTICES ARE TAKEN INTO ACCOUNTCOMPANY LAW THEORYTOGETHER WITH EXAMINED
LEGAL PROVISIONB CLEARLY SUGGESTS THAT IN ONEER MODEL ONLY ONE SINGLE
MANAGEMENT BOARD EXISTS AND THAT IT MANAGES THE €8NlY AND SETS THE FOUNDATIONS
FOR CARRYING OUT THE BUSINESS ACTIVI'I'.ﬁ:BSCONTRARILY WHEN IT COMES TANA, IT IS
SELFEVIDENT THAT BESIDES THE SUPERVISORY BOARBERE ARE TWO BOARDS RESPONSIBLE

> See art. 7.2.2. of the Amendment.

> See art. 7.5. of the Amendement.

% These facts can be easily checked on the INApegje, in the subpage of corporate governance wherést
and names of all the members of the boards aseal|{$tttp://www.ina.hr/default.aspx?id=1857).

" See art. 7.6. of the Amendment.

%8 See, for example, Jungman, Carsten, ,The Effentise of Corporate Governance in One-Tier and Tweo-Ti
Board Systems®, European Company and Financial Rawiew 3/426 (2006).



FOR CARRYING OUT THE BUSINESS ACTIVITIESMANAGEMENT AND BOARD OF EXECUTIVE
DIRECTORS STILL, DEEPER ANALYSIS INDICATES THAT THE PROBLEM IN QUEBS MAY BE
ANALYZED FROM TWQIN ESSENCEOPPOSITE PERSPECTIVES

First perspective relates to the fact that CA aflossuing ofso calledcommercial power of
attorney, which essentially is an instrument intwg by which company management may
appoint one or more of its employees to operateaicerparts of company day-to-day
businesses. When appointed, agents may enter onttvacts and do other things as are
necessary and usual when running part of the compasiness. However, CA limits the
powers arising from such an instrument that maygtanted with commercial power of
attorney, so agent will have to have a specialaigéation to sell property, borrow money, to
promise or contract to answer for the debt, to aue represent the company before courts
etc® Available information suggest that appointed exigeudirectors in INA run certain
types of company business — finance, retail, egpilon and production, marketing and
similar. In the same time, an excerpt from the toegister evidences that executive directors
are not registered in the court registry, althoagblear requirement of the CA exists, one
which sets an obligation for the executive direstior submit an application for entry into the
court register in the same manner as CA prescsbeb obligation for the members of the
company management board in two-tier system.

Does this mean that INA does not have the boardxetutive directors but in reality the
board which is composed of the company employedls @@ammercial power of attorney,
people that are authorized to manage day-to-dayndéss of the company on the basis of
previously issued authorization? Fact is that Siaders’ Agreement does not regulate
competences of the Executive Committee in detaik &rticulates only that executive
directors will be responsible for the daily opevatiof each business unit; neither executive
directors nor their competences are mentionedeanAttiicles of Association, as amended in
June 2009° Everything that has been said so far deepensldhbts of what is the legal
position of the INA’'s Executive Board at the momeS8ure enough, fact that INA has
Executive Board beside the regular management @pehasory board leads to confusion all
of those who potentially want to cooperate andreint® business with this respectable and
powerful oil company.

Problem of the compliance of the structure of coam governance in INA with Croatian
legislation had its mention in some media as wedlit was reported this year, two diverging
legal opinions were issued. According to the anceorent from INA webpag¥, INA
management board sought an independent legal opfrom one law firm based in Zagreb
which confirmed that the structure of corporate eyoance and appointment of executive
directors is in the line with the wording of Craatilegislation. On the contrary, conclusions
given in the analyses of another law firm which wammissioned by the Croatian part of the
Supervisory Board of INA concludes that the boairédxecutive directors may not manage
the company business instead of management, darticif one internal document called

9 See art. 55 and 56 of the CA.
0 See Articles of Association of INA d.d., cleansien, Zagreb, 2009.
®1 See http://www.ina.hr/default.aspx?id=3835.



“the list of the responsibilities and decision mmaKiis being taken into account. According to
the statement of the President of the INA SuperyiSward, first law firm which ruled in the
favor of the Management controlled by the Hungaoamer did not have at disposal such a
document when drafting a legal study. He continu&the list of the responsibilities and
decision making presents a document that is behewevel of Shareholders’ Agreement, but
in the same time that's document that actually laggs the management of the company.
Without this material first law firm was not able make a complete analysis of the
compliance of the management model to the Crotian”®?

Truth is that full assessment of the INA’'s modetofporate governance is not an easy task to
do, especially if we take into account that mostidA’s internal documentation, neither
diverging legal opinions were ever been made pulicthat case, the only analysis that can
be made is the one based on the systematic exaomnaf available documents; CA,
Amendments of the Shareholders’ Agreement and lagtiof Association of INA.

Provisions of the Articles of Association clearlysaver the question of who is authorized to
conduct company business - the Management Boarcgearthe business. It is authorized
and responsible to take all actions and to issgelugon necessary for the successful
management of the Company within the limitationghef law and Articles of AssociatiSh.
Granting the power of attorney is also being regaan the Articles of Association; the
Management Board may, with the consent of the Sigmey Board grant power of attorney
to one or more persofis.However, art. 19 of the Articles of AssociationeaRs about
prokura (procuration), type of the power of attorney diffiet than commercial power of
attorney since it implies wider range of powersthize lattef” If proper analogy is applied,

it would be hard to find the reason against thesiiilgy to appoint certain group of people to
perform certain types of daily operations on thsibaf commercial power of attorney, even
without special consent of the Supervisory Boartteiessentially these are two different
instruments. In any case, if the members of INAedttive Board operate on the basis of
commercial power of attorney their powers shoukhdly distinguish from the powers of the
Management and remain in the limits that CA setstii@ instrument called commercial
power of attorney. If, by chance, managerial funtsi of Management and Executive Board
and its directors overlap, so for example if tReaaitive directors are entrusted not only with
the management of the daily affairs within theictee of business, but with responsibility to
judge on company's strategy and with setting thundations for carrying out the business
activities, than it is apparent that the structarguestion shows elements of both systems of
corporate governance. In that case, executivetdireare responsible for the business usually
done by the management in two tier model, while agement does the function of

62 See daily newspaper ,Vjesnik* dated May 15 201$tern: Inom treba upravljati Uprava, a ne izvrsni
direktori” (Stern: Ina has to be handled by the Eigament, not by the Board of Executive Directors”).

% See art. 11 of the Articles of Association of IN&ean version, 2009). It is continued in the samiile that
the Management Board is authorized to adopt a E€Rubes of Procedure on the manner in which the
Management Board is to manage the company. Thdse nmiay be passed only with prior approval of the
Supervisory Board.

% See art. 19 of the Articles of Association.

% See art. 44-55 of the CA.



supervision, which is entrusted to the regular supery board. To the contrary, if
managerial power is vested in the Management Baagd,by the articles of association, it
has to be possible to clearly distinguish betwéenfinctions of the management and control,
even if a special commitee of entrusted agentslédy operations is formed, no matter what
is the name of the commitee in question. Yet, itols/ious that formulations such as
.Executive Board®, ,Executive Committee”, ,ExecudéivDirector(s)” lead to confusion,
particularly if the blurry provision of art. 7.6f the Amendments about the need to increase
the efficiency of decision making procasa one-tier system of corporate governance is taken
into accounf® Now when CA clearly distinguishes between two ayst of corporate
management, the term “executive directors” may sedwnly in the sense given by the law.
Keeping this term in companies with the two tierdaloof corporate governance may lead to
a confusion and result in the possible false remtagion. But answer to the question what
would be the sanction for keeping these terms fanat cannot be found in the text of CA. It
seems rather that the solution of this questios et within the extent to which the CA is
enforced, but within the specific case of possihisrepresentation.

[11. CONCLUDING REMARKS

The primary aim of this paper was to explain theoa¢ background and structural
differences between two main types of corporateegmance models — one-tier and two-tier
board systems. While the one-tier system presefdaeraof board structure characterized by
one single board comprising both executive and edacutive directors, two-tier system
consists of a supervisory board and managementawhere is a clear separation between the
functions of supervision and management. So whscthe right model? As yet, there isn’t
one. Despite globalization and EU model of appration of the laws, corporate governance
patterns continue to differ because business pesgtipatterns of ownership, business
customs, labor laws etc. in the countries concearednot uniform. Fact remains that good
corporate governance practices require more thatreftective board structures.

Coming after political changes in the early 1990shbHungarian and Croatian legislators
decided to follow the framework of German compaay lvhere two-tier governance system
is mandatory for joint stock companies. Later an2006 and 2007 more modern approach
was introduced in Hungary and Croatia in orderlkmrashareholders to choose between two
systems, depending on their preferences.

Fact that practice does not always go hand in aitid theory, has its actualization in the
case study of INA, Croatia’s oil and gas explomatamd production company owned mostly
by the Hungarian oil company MOL Rt and the Repubfi Croatia. Although a brief look at
the system of corporate governance in INA showseitds of both one-tier and dual-tier
system, deeper research suggests that the existérsrgervisory and management board
together with the board of executive directors rbayin accordance with the law if strict
separation of control and management exists atiteimanagement is ultimately responsible

% See supra ref. 54.



for managing the company’s business. If the latehe case, problem that remains anyways
concerns a usage of adequate terminology in sdribe doard naming, in order to eliminate
possibility of a confusion and misrepresentati@peeially against the third parties.



