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comings and potential problems in that process.

The question of corporate governance in banks was initiated again after the financial crisis in 2007 occurred.
Some authors find that one cause could be found in an inadequate corporate governance. According to this,
robust analyses are performed in order to find whethes and where the errors were made in corporate gover-
nance of banks and other financial institutions. The paper especially focuses upon the characteristics of the reg-
ulatory framework for the implementation of corporate governance in Serbian banks and point out the short-

1. Introduction

The banking industry has a specific function in main-
taining the stability and integrity of the financial sys-
tem on the world level. These are complex institutions
that do business beyond the borders of one country
and offer services that are far beyond the traditional
commercial banking. Banks differ from non-financial
institutions by the public funstion they perform and
the position of institutions of trust they enjoy in the
society.

The significance of corporate governance in financial
institutions, and accordingly, in banking, has especial-
ly gained in importance upon the beginning of the fi-
nancial crisis in 2007. Furthermore, ceratin authors go
as far as to maintain that the cause of the crisis is an
inadequate corporate governance. A large number of
principles and regulations in the field of corporate
governance has been adopted in recent years, never-
theless, their implementation could not make the cor-
porate governance officials prevent the crisis [23].
When a number of banks and other financial institu-
tions suffer problems or go out of business during the
crisis, then the question of whether the corporate
governance in these institutions was adequate is fully
justified.

Analysts and regulators are still conducting in-depth
analyses of this issue to find out whether and where
errors were made in the corporate governance domain
in banks and other financial institutions. It is very im-
portant to pursue the analysis into how the corporate
governance problems can be solved in order that some
future financial crises should be prevented or mitigat-
ed. Similarly, new directions in research should be
sought for as well as possible reforms of corporate
governance in the post-crisis period.

An adequate corporate governance is undoubtedly of
paramount importance for both companies and banks.
Corporate governance entails a set of relations between
the company management, the board of managers, the
shareholders and other stakeholders [20]. Observing the
the principles of adequate corporate governance signifi-
cantly contributes to the increase in the investors’ trust
and consequently to their decisions as to investments.

Corporate governance in banks, according to the gener-
al principles of corporate governance means the man-
ner in which banking business is governed and con-
troled. It includes establishing a respective set of goals
to be achieved, however, also the methods to achieve
these goals and the methods of monitoring the extent to
which they are achieved. Accordingly, risk manage-
ment, as an integral part of banking business and bank
governance is an important component of corporate
governance. Every important participant in corporate
governance of the bank is responsible for a certain do-
main of risk management. The key participants of cor-
porate governance in banks are shareholders, executive
board, board of managing directors, internal and exter-
nal audit, regulators, broad public, etc. [8].

Corporate governance in banks is especially impor-
tant for developing countries such as Serbia. It helps
achieve the stability of the banking system and also re-
store and retain the trust of depositors and other
stakeholders.

In the following chapter, upon a survey of literature,
specific features of corporate governance are high-
lighted both from the point of view of regulatory insti-
tutions and in the light of financial crisis and its effects
on the problem. Then follows the analysis of corpo-
rate governance in the Serbian banks and the key ele-
ments and problems in the process are discussed.
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2. Literature survey

The quality of corporate governance on developing
markets have been a topic of a research conducted by
Ananchotikul and Eichengreen (2009). The research
has shown that there has been a significant progress in
a large number of countries in the last decade or so. The
improvements are most often recorded in the countries
whose government is steady, followed by the countries
in which foreign investors were ready to lobby in favour
of reforms and where other countries in the region con-
ducted similar reforms and influenced one another. The
research has also shown that the development of corpo-
rate governance has brought considerable benefit in
terms of the depth and solvency of the financial market.

The problem of corporate governance is reflected in the
agency problem, that is, the principle — agent problem
between shareholders and managers. Levin (2003) be-
lieves that the agency problem is more evident in banks
in comparison with the non-financial sector, due to in-
formation assymetry being higher in the banking sector.
The agency problem itself differs in dependence of the
ownership structure of the bank. In case of dispersive
ownership, the agency problem arises between the man-
agement and the minority shareholders, whereas in case
of concentrated ownership it is present between the ma-
jority and the minority shareholders. According to
Kohler (2010), such a situation implies that the regula-
tions related to corporate governance should be adjust-
ed to the specific ownership structure of the bank, rather
than to the harmonization of national regulations.

In their work, Sullivan and Spong (2007) analyse the ex-
tent to which risk taking in banking is dependant of the
bank management and the ownership structure, as well
as the manager’s and bank owner’s personal traits. They
primarily explored the effect that the ownership interests
of the manager, the control by the majority shareholders
and the extent to which managers and majority owners
have a concentrated ownership in the bank affect the ex-
tent of the bank’s risky behaviour. The conclusion they
have drawn is that when the effects of the manager or
owner is highly concentrated in a certain bank, variations
in returns are smaller. Especially, the banks in which the
key players have a significant portion of their money un-
der risk, do business in a safe and stable manner.

The ownership problem in terms of corporate gover-
nance in banks is interesting for a large number of re-
searchers. Much research has been conducted as to the
manner in which the type of ownership affects corporate
governance, risk management and bank’s performance
and whether the ownership structure is an essential de-

terminant of corporate governance (Tandelilin et al.,
2007). The analyses have revealed that the ownership
structure is not essentially important for corporate gov-
ernance. In order that they should implement the corpo-
rate governance principles adequately, bank managers
should be cautious about the relationships between cor-
porate governance, risk management and bank perform-
ance [4]. The research conducted by the above men-
tioned authors has shown that the banks that pursue the
practice of good corporate governance have a better op-
portunity to improve performance and reduce risk.

As regards the ownership structure in banks, Caprio et
al. (2007) conducted a research into the ownership of 244
banks in 44 countries. With the exception of a number of
countries in which the laws on shareholder protection
are extremely strict, banks generally do not have a wide
spread ownership. Out of 44 countries in the sample, 21
countries do not have a wide spread ownership in banks
among ten largest banks. Banks are most frequently fam-
ily or state owned. The research conducted by these au-
thors has shown that the ownership structure is an im-
portant mechanism in bank management.

In their work, Staikouras et al. (2007) explored the rela-
tionship between two vital factors of corporate gover-
nance: the size of the board of managing directors and the
relations between the independent members of the board,
on one hand, and the bank performance, on the other.
The reesarch was conducted on a sample of 58 large
European banks in the 2002 - 2004 period. The findings
have proved that the profitability of the banks is negative-
ly correlated with the size of the boards of directors of the
banks, while the composition of the board is in a majority
of cases of no importance for the bank profitbility.

Talking about boards of managing directors, there is a
difference in the manner of work and in the role of the
single-stage and the two-stage boards of directors, how-
ever, no significant advantage of either model has so far
been identified (Nikoli¢ and Eri¢, 2011).

The research carried out by Beltratti and Stultz (2009)
analyses the effect on the bank performance as well as
the reasons certain banks fared better in such condi-
tions. Although the bank performance in the July 2007
- December 2008 period was poorest since the times of
the Great Depression, there were significant differences
in the return on shares of large banks in that period. The
analysis has shown that the banks whose board of direc-
tors had closer relations with shareholders had poor per-
formance in the period of crisis. The banks that were do-
ing business in the countries where requirements con-
cerning capital were stricter and where the rgulator was
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more autonomous in his work had better performance.
Besides, large banks with more equity capital and more
largely financed out of the deposits in 2006, earned sig-
nificantly higher returns during the crisis.

3. Corporate governance in banking

The process of corporate governance in banks has a
complex framework. Due to functional differences be-
tween banks and other corporations, banks are subject
to a stricter prudential regulation of capital and risk.
These differences are further reflected upon the corpo-
rate governance practice in banks [13].

From the banking industry point of view, one part of
corporate governance includes, among other things, the
method in which the board of directors and the upper-
level management manage the banking business. This
refers to goal setting and strategy formulation for the
banks to achieve these goals, defining the tolerance to
risk for the bank, managing the bank on a daily basis,
protection of depositors’ interests, meeting their obliga-
tions to shareholders, however, paying attention to the
interests of other stakeholders in the banks, too. All cor-
porate activities have to be in accord with a safe and
steady manner in which the bank operates, which is in
harmony with the prudential and regulatory framework.

Due to the importance corporate governance has in
achieving the banking goals and risk management in
banks, the Basel Committe on Banking Supervision, with
the Bank for International Settlements, adopted in 1999
the Principles for Enhancing Corporate Governance in
banking organizations. The document was additionally
modified in 2006, and also includes the principles of cor-
porate governance adopted by the Organization for
Economic Co-operation and Development in 2004.
Finally, under the impact of the crisis, these recommenda-
tions were modified once again in 2010, in order to pro-
mote a quality corporate governance in banks. The docu-
ment adopted by the Basel Committee, therefore, is void
and does not pretend to be a regulatory framework, but
presents guidelines and recommendations.

The Basel Committee Recommendations highlight the
importance of the role of the board of directors, espe-
cially the role of autonomous directors and the upper-
level management in banks. In addition, special atten-
tion is paid to the role of internal and external audit, to
the function of internal control, to transparency in man-
agement, to the role of the supervisor in promoting and
assessment of the quality of corporate management [2].
Important elements of an adequate corporate gover-
nance in banks are the following [8]:

e Well established corporate strategy;

« Clear delegation of responsibilities, decision mak-
ing and authority appropriate to the given level of
business risk in the bank;

¢ Powerful function of financial risk management;

* Respect for certain corporate values, rules of busi-
ness doing and behaviour code;

« Introduction of financial and managerial incentives to
the board of managing directors and to employees, in
the form of compensation, promotion and penalties;

e Transparency and an adequate information flow
both internally and towards broader public.

In order that corporate strategy be well established in
the today’s complex environment, the management is
required to have a developed system of strategically ori-
ented management accounting as support to strategic
planning of bank growth and development, i.e., to
strategic decision making. The management accounting
system in a competitive environment has to support the
bank strategy, which is not possible if it does not include
the elements of strategically oriented management ac-
counting. The stress is on a good relationship between
the management accounting and the bank strategy [9].

The differences among banks as financial institutions
and corporations certainly have a significant effect up-
on the differences in view of corporate governance
among them. These differences primarilly refer to the
following aspects of business [13]:

e Banks have the function of creating solvency that
results from liquidity gap between the two sides of
the bank balance sheet. The essence of banking is
that banks willingly accept the gap that exists in the
time structure between their assets and liabilities.
As a consequence, the very existence of banks es-
sentially depends on an immediate and constant ac-
cess to assets, whether these are deposits, short-
term financing on inter-bank market, financing on
the security market, or financing by the central
bank as the ultimate source of finances. It is this ur-
gent need of banks for solvency that was clearly vis-
ible in the period of financial crisis when all possi-
ble sources of finances dried up at the same time
and for all banks, so Central banks had to intervene
to prevent the collapse of the banking system in
those countries. Hence an important lesson the reg-
ulators had to learn from the financial crisis is to re-
quire a stricter prudential regulation related to sol-
vency risk in banks and management of that risk;

e Banks are institutions with a high level of lever-
age, that is, their capital structure differs signifi-
cantly from that of corporations, since they are
largely financed from debts;
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« The bank balance sheets themselves are far less ex-
plicit and clear at first sight in comparison with the
balance sheets of the companies in other industries;

e Banks are closely related one to another, due to the
fact that they do a large portion of their business
with other banks. Hence their direct rivals are si-
multaneously their important partners in business.
The connections among banks are primarily seen in
the interbank money market, over-the-counter
market of derivatives and in the foreign exchange
market. Due to such a situation, the banking sector
is highly subject to the domino effect, since prob-
lems in one bank are promptly spread to other
banks in the system, and even broader;

* Due to the liquidity gap between assets and liabili-
ties, banks may be endangered by the withdrawal of
creditors, regardless of whether they are deposi-
tors, investors into credit securities, or other banks.
In case large sums are withdrawn, the liquid assets
of the bank can very fast be drained. Even a solvent
bank can go out of business in case of collective,
panicky withdrawal of its creditors;

¢ Due to all above listed, banks are, much more than
other corporations, controlled and regulated insti-
tutions. Regulation primarily refers to the amount
of risk banks can take, but also to the bank’s expo-
sure to one entity or a group of related entities, etc.

The crisis underlined the importance of a strong corpo-
rate governance in banks. It is in this sense that the
chairman of the Basel Committee and the president of
the Netherlands bank Not Wellink commented: “A
careful implementation of corporate governance by
banks, together with a strict control and monitoring by
the governor can ensure the safety and quality of banks
as well as the stability of the financial system.“

The Basel Committee on Banking Supervision stated
certain problems that arose in the period of the begin-
ning of the financial crisis and adopted the principle for
enhancing corporate governance in banks. The princi-
ples of this new, improved corporate governance, four-
teen in total, refer primarily to the role of the board of
managing directors, the qualifications of the members
and the composition of the board of directors, the im-
portance of the independent members of the board, the
importance of an adequate risk management, the com-
pensation system in the bank, etc. [3].

The role of the board of directors is essential in view of
the overall banking business, risk management, overall
organization and bank management. The board of direc-
tors adopts and monitors the risk management strategy
taking into account the long-term interest and the safety

of the bank. Furthermore, it is in charge of the implemen-
tation of the corporate governance principle in banks, as
well as of corporate values and rules of behaviour in the
institutions. In addition, the responsibility of the board of
managing directors is to supervise the work of the upper-
level management in the bank and coordinate their work
with the general strategy of business doing. In performing
these duties, the board of managing direcors has to take
care about the interests of shareholders, depositors and
other important stakeholders in the bank.

As to the qualifications of the board of managing direc-
tors members, they must have an adequate knowledge
and experience relevant for the bank’s business activi-
ties. The board of managing directors has to clearly un-
derstand the role it plays in the corporate governance of
the bank. In addition, the members of the board must
have certain competencies and personal qualities re-
quired for the office they hold. The board of managers
also has to define the corporate governance practice for
their own work and take care that these principles are
observed, and, if necessary, improved. Furthermore, the
practice of an adequate corporate governance means
that the bord of managing directors also includes inde-
pendent candidates that have a required knowledge,
qualifications and reputation to perform the defined du-
ties, but who will also devote their time and make efforts
towards accomplishing their tasks.

The practice of an adequate corporate governance in
banks means that the identification, control and risk
management are performed permanently, both on the
level of the bank and on the level of an individual busi-
ness unit. The bank should have an independent risk
management fuction (in the person of the Chief Risk
Officer, etc. ) with enough authority, autonomy, re-
sources and access to the board of managing directors.
The risk management unit and internal control have to
be informed at all times about the change in the risk
profile of the bank, but also with the novel develop-
ments in the field of external risk sources.

An efficient risk management requires a powerful in-
ternal communication throughout the bank and
through reporting to the board of directors and the up-
per-level management.

The last, but not the laest item of corporate governance
refers to the system and structure of compensations, and
especially coordination of compensations to those work-
ing on the risks taken. The principles of corporate gov-
ernance adopted by the Basel Committee refer to the
document adopted by the Financial Stability Forum, “
Principles of good compensation practice“ as regards
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recommendations for defining an adequate compensa-
tion system in banks [7]. The basic idea included in these
principles is to create a basis for an effective compensa-
tion management, and that these are harmonized with
the risks taken, that an effective control is performed by
the supervisor and that stakeholders themselves partici-
pate in compensation systems. The compensation prac-
tice in large financial organizations is believed to have
significantly contributed to the 2007 crisis. Namely, the
high short-term profits resulted in ample bonuses to the
employees, without any attention being paid to the long-
term risks that emerged. The ides of the adopted princi-
ples is to reduce incentives for taking high risks that may
result from compensation schemes. Insufficient atten-
tion paid in the past period to the risks taken used to re-
sult in exceptionally high bonuses in financial industry,
and the boards of managing directors failed to identify
the link between compensation schemes and risk man-
agement in financial institutions [7]. The listed princi-
ples say that compensation has to be harmonized with
all types of risk taken, that the board of managing direc-
tors has to actively monitor the creation and functioning
of the compensation systems, to control and harmonize
them. Compensation for each employee in the firm has
to be in harmony with the risk this employee takes on
behalf of the institution.

National governors include the Basel principles of cor-
porate governance into the legislation and other regu-
latory acts in order that banks have a powerful system
of corporate governance that would ensure and main-
tain trust of clients in banking institutions. Corporate
governance is important for the banking system oper-
ations itself, but also for the economy as a whole. The
regulators should evaluate corporate governance in
the banks on a regular basis.

The financial crisis that began in 2007 also brought in-
to light the problems in corporate governance in
banks. The new standard of capital adequacy, defined
in the Basel III standards, requires considerably
stricter rules of bank regulation, with an aim to im-
prove the bank capability of resistance to the future fi-
nancial crises. One of the objectives of the measures
stipulated in the Basel I1I standards refers to the very
improvement of corporate governance in banks.

4. Characteristics of the banking sector in Serbia

At the end of the second quarter of 2011, the banking
sector in Serbia includes 33 banks, however, it is expect-
ed that the number will be reduced by one bank after
the merging process of two banks has been completed.
Despite the tendency of reducing the number of em-

ployees in the banking sector of Serbia, this sector has
the largest number of employees in the financial medi-
ation industry, 30,000 people.

The ownership structure of the banks in Serbia is such
that 21 benks are in the ownership of foreign entities,
while 12 banks are owned by national entities. The for-
eign entities — owners of the banks come from 11 differ-
ent countries (Austria, Greece, France, Italy, Slovenia,
Belgium, Russia, the USA, Cyprus, Germany, and
Hungary). Out of the banks owned by national entities,
8 are owned by the state as a majority owner or the
largest individual shareholder, while 4 banks are owned
by national private persons. 76% of profits of the
Serbian banking sector is in the banks owned by foreign
shareholders, as well as 73% of total assets and 71% of
total capital and the number of employees.

The net assets of the banks at the end of the second
quarter of 2011 amounts to RSD 2,476 billion or around
€ 24 billion, while the total capital of the banking sector
of Serbia for the same period is RSD 520 billion or
slightly more than € 5 billion [6]. A majority of the
most important business categories such as deposits,
credits, capital, total assets, earnings, etc. belong to a
group of about ten largest banks, while the other, small
banks have a modest share in the mentioned categories.

Serbian economy is rather bankocentric, due to com-
panies being generally financed from banking loans.
This fact is clearly evident from the fact that the share
of banks in the overall balance sheet sum of the finan-
cial sector of Serbia amounts to around 91.8%, the
share of financial leasing creditors amounts to 3.6%,
the pension funds have a share of 0.04% (data com-
prised from [11] and [15]).

The most important item in the structure of assets in the
banks are granted loans on the level of 63.8% of total as-
sets for the entire banking sector and amount to RSD
1,505 or approximately € 15 billion. Out of the overall
granted credits, 55% are loans granted to economic en-
tities, whereas 33% are credits granted to citizens. The
share of placements in the securities on the level of the
entire banking system is slightly less than 7% of total as-
sets [16]. As to the currency structure of assets, it is pre-
dominantly in foreign currency - 63%, of which 84% is
in euros, 8% in Swiss francs, and 8% in other currency.
As regards the time structure of assets of the Serbian
banking sector, it is mainly short-term, the prevailing be-
ing the demand deposits, 33% of the total assets. The as-
sets with the time of one year have a share of 21%, and
the share of the assets with the time of over one year
amounts to 45%. Out of the total amount of loans grant-
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ed, 55% are those granted to industrial companies,
while retail credits amount to 30% of total credits. The
problem bearing credits for the second quarter of 2011
amount to 18.6% of the total credit sum and are slightly
rising compared to previous periods [16].

On the other hand, the total capital makes 21% of total
assets. The indicator of adequacy of capital of the bank-
ing sector of Serbia at the end of the second quarter of
2011is 19.7%. In Serbia, this indicator is set to a higher
level by the governor, in comparison with the Basel 8%
and amounts to minimum 12%. In the time structure of
liabilities, the sources of assets with the maturity longer
than one year make 39% of total liabilities. Liabilities
are also predominantly in the foreign currency, 63%.
Out of total deposits, 56% come from retail sources,
followed by the deposits of companies, 24% [16].

In the first six months of 2011, the banking sector in
Serbia was profitable, so the earnings before taxes
amounted to RSD 17.8 billion or € 176 million. Over
70% of the Serbian banking sector recorded business
profits, which means that 9 banks out of the total num-
ber in Serbia recorded losses. The returns on assets in
2010 for the entire banking sector of Serbia amounted
to 1.1%, with returns on capital amounting to 5.4%. In
the second quarter of 2011, the situation improved, so
the returns on assets for the Serbian banking sector are
1.4%, while returns on capital amount to 7% [16].

5. Corporate governance in banks in Serbia

As regards strict regulations, both national and the rec-
ommendations and guidelines of the international insti-
tutions, it is to be expected that the corporate gover-
nance in banks in Serbia is on a higher level than corpo-
rate governance in Serbian companies. One reason may
be in that the majority of the banking sector in Serbia,
63%, is in the ownership of foreign entities that pre-
dominantly come from developed West European
countries. Corporate governance in these countries ap-
pears to be on a higher level in comparison with Serbia,
hence the Serbian banking sector profitted in this part
as foreign shareholders brought the principles of corpo-
rate governance with them.

For a share in the capital of Serbian banks larger than
5%, the approval of the National Bank of Serbia is re-
quired. In view of this criterion, with the exception of
one bank, all the banks in Serbia have a maximum of
three shareholders with the ownership share higher
that 5% each. Ten banks in Serbia, or 30%, are owned
by one foreign owner, all the others have minority
shareholders. Out of the total number of banks, 16, or

49%, have majority shareholders with over 50% share
in the capital, six banks have shareholders with less
than 50% of ownership share, while one bank has no
shareholders with a share larger than 5%. Almost one
half of the banks in Serbia have up to three sharehold-
ers in total. In banks owned by national legal or physi-
cal entities the strudture is more indented compared to
the banks in foreign ownership. The top ten largest
banks on the basis of the amount of assets are owned by
foreign shareholders, with the exception of one among
them that is a bank with a national owner, concretely in
a majority ownership of the state.

What is especially important when corporate gover-
nance in banking is taken into consideration is the reg-
ulation that often includes certain elements that con-
tribute to an adequate corporate governance. Since
banks are private institutions with a public purpose,
they are paid special attention as regards regulations.

The regulatory framework for the banks in Serbia is the
Law on Banks and Banking adopted in 2005 and amend-
ed in 2010. This Law is harmonized with the European
Union regulations as well as with the Basel standards. In
addition to this basic law, the National Bank of Serbia, as
a regualtor and supervisor of the banking sector in
Serbia, adopted a number of regulations that set the ba-
sis for an adequate management of banks, as well as for
an easier control by the supervisor. All the regulations
concerning the banking sector in Serbia include the fun-
damentals of good corporate governance in banks, part
of the Recommendations of the Basel Committee for en-
hancing governance and also of the Basel standards.
Some specific features of corporative govenance of
banks in Serbia deserve to be paid more attention to.

According to the provisions of the Law, banks in Serbia
are established as public liability companies by either na-
tional or foreign legal or physical entities. In the estab-
lishment process, the National Bank of Serbia has to be
submitted the data on the founders of the bank, the
amounts of their deposits in the bank and the number,
type and nominal amount of shares acquired, and also on
all the persons that will have their shares in the bank and
on the basis for these shares, as well as the names of the
proposed candidates for the board of managing directors
and the executive board of the bank, data on their qual-
ifications, experience and business reputation. In case
the qualifications or experience of a proposed member
of the board of directors or the executive board is not sat-
isfactory, or in case his reputation does not satisfy the re-
quirements, or in case a person to acquire a share in the
bank does not satisfy the conditions for that acquisition,
the National Bank of Serbia may reject the claim for set-
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ting up the bank. Regulations, therefore, prevent the
moral hazard and from the very beginning give opportu-
nity to an adequate corporate governance in banks.
Besides, the situation is the same in case the proposed
programme of activities of the bank, the business policy
plan, the risk management procedures and internal con-
trol procedures are inadequate [25].

The Law on banks and banking clearly defines the bank
organization as well as the method of its governance.
What can be a potential problem or a flaw of this law is
that the law provides that shareholders with 1% or more
voting shares, shall not be prevented from exercising
their right to direct voting. The question is what happens
with shareholders whose share in the ownership is be-
low one percent — wherther it means that they do not
have equal rights, since the law provides that they can be
prevented from exercising their right to vote.

The law stipulates that the management bodies in the
bank are the board of managing directors and the exec-
utive board of the bank. It is their obligation to under-
take any actions necessary to prevent illegal or inappro-
priate actions or influences that are either harmful or
are not in the best interests of the bank and its share-
holders and performed by persons whose share in the
bank is considerable or is even a control share. The law
further clearly defines the composition as well as the cri-
teria of appointing and the scope of activities of both the
board of managing directors and the executive board.
According to the law, the Board of managing directors
has no fewer than five members, including the president
of the bank. The National Bank of Serbia provides the
criteria/terms and the qualifications a person has to
meet to be elected a member of the board. In any case,
at least three members of the board of managing direc-
tors are required to have an adequate experience in the
financial area. The law stipulates that at least one third
of the members of the board of managing directors of
the bank have to be persons independent from the bank,
namely, persons with neither direct nor indirect owner-
ship in either the bank or the member of the banking
group to which the respective bank belongs.

As regards the executive board of the bank, this in-
cludes no fewer than two members, including the pres-
ident who represents the bank. The president is not au-
tonomous in making business decisions; according to
the law, he is required to ensure a signature of one
member of the executive board. Similarly to the mem-
bers of the board of managing directors, the members
of the executive board of the bank are expected to have
a good business reputation and qualifications required
by the National Bank of Serbia. The contribution in the

corporate governance in banks is reflected in the provi-
sion of the law that the bank’s obligation is to form a
board for monitoring the business performance of the
bank (the auditing board), the credit board and the
board for asset and liability management. Also, it is the
obligation of the members of the board of the bank to
establish a system of internal controls, the function of
control of the coordination in banking as well as the in-
ternal auditing function. Such provisions in the nation-
al law coincide with the Basel Committee recommen-
dations for enhancing governance in the banks.

As regards ownership in the bank larger than 5%, re-
gardless of whether it is a direct or indirect ownership,
it has to be approved of by the National Bank of Serbia.
The regulatory framework in Serbia provides that the
supervisor, i.e., the National Bank of Serbia, will super-
vise the bank’s financial standing and the statutory op-
erations of the bank in accordance with the law. What,
however, is not implemented, is a regular control of the
corporate governance itself by the supervisor, other-
wise recommended by the Basel Committee.

According to the Law on banks and banking [25], the pol-
icy of salaries and other compensations in the bank is al-
so within the scope of responibilities of the board of man-
aging directors. As this is the issue that was not paid due
attention to, in its special Decision on banking risks man-
agement, the National Bank of Serbia provided the obli-
gation of adopting an adequate policy of earnings and
other compensations to the employees, including com-
pensations to the members of the boards of managing di-
rectors. this policy is considered to be adequate on condi-
tion it is based on the implementation of the business and
the strategic policies of the bank, as well as the strategy
and the policies in risk management, and on condition it
enhances a reasonable and cautious risk taking [17].

A significant portion of corporate governance in banks
is taking care of the stakeholders’ interests. One section
of the Law on banks in Serbia is devoted to depositors
as significant stakeholders in the bank and to the protec-
tion of their interests. It is obvious, however, that it did
not function adequately and that banks did not take due
care of their stakeholders’ interest in the scope of their
corporate governance. This issue is today better regulat-
ed by law, as the Law on the Consumer Protection was
adopted in 2011, in which the relationship between the
bank and the consumers of its services and stakeholders
is defined in a more detailed and precise manner.

Special attention in the regulatory framework is paid to
risk management in banks. The Law provides the basic
guidelines and obligations of the banks in view of an ad-
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equate risk management, however, the National Bank
of Serbia adopted a number of regulations as regards a
more detailed approach to managing certain risks. As
early as the moment a bank is established, it is necessary
that it should submit to the National Bank of Serbia as
detailed a risk management procedure as possible; if ad-
equate, this procedure is accepted by the regulator. All
the regulations concerning risk management are consis-
tent with the Basel principles and recommendations. In
accordance with that, the banks in Serbia are obliged to
identify, measure, and assess risks they are exposed to in
their operations and to manage those risks. Such a law
regulation is consistent with the Basel Committee
Principles for enhancing corporate governance in banks.
Risk management is adjusted to the bank’s size and its
organizational structure, the scope of its activity and the
types of business operations it is engaged in.

The implementation of the Basel II standards in
Serbia commenced in 2007. The full implementation
was to begin in 2011, however, it did not, due to a
number of banks not being ready to meet new require-
ments. The full implementation of the Basel II stan-
dards in Serbia was postponed until 31st December
2011 with a trial period in reporting in accordance
with the new regulatory framework of September
2011. The Basel standards were introduced into the
national practice in accordance with the characteris-
tics of the national banking system. The basic goals in
implementing the Basel II standards in Serbia are still
the strengthening the stability of the banking sector
and the financial system; improving the risk manage-
ment processes in banks as well as improving the risk-
based supervision processes; improving the trans-
parency and market discipline; harmonization with
the business conditions on the internanional financial
market; harmonization with the European Union reg-
ulations - the EU Directives 48/2006 and 49/2006; cre-
ating a stronger link between capital requirements and
risk exposure on the bank level [18].

It is important to stress that the National Bank of
Serbia has conducted several stress tests to timely iden-
tify the possible weaknesses and needs for a preventive
recapitalization in case of any extremely pessimistic
macroeconomic scenarios. The tests have shown that
the banking sector in Serbia is “rather resistant to exter-
nal “shocks®, due to primarily high preventive capital-
ization, and owing to prudential restrictive measures of
the National Bank of Serbia in the credit expansion pe-
riod in 2004-2008“ [14]. Indeed, due to perhaps exces-
sive restrictive monetary policy of the National Bank of
Serbia, the banking sector in Serbia was not really im-
paired by the attack of the 2008 economic crisis.

6. Conclusion

Banks are the major institutions that ensure an efficient
raising and orientation/allocation of free money re-
sources, that is, transfer savings into investments, in a
large number of countries. Due to the importance they
enjoy, banks are paid special attention to in the regula-
tory framework. Banking is one of the most strictly reg-
ulated industries. Due to the importance they have for
the entire economy, additional attention is paid to the is-
sue of adequate governance of banks. A very important
constituent of the overall bank management process is
the implementation of the corporate governance princi-
ples. Corporate governance in banks, consistent to the
general principles of corporate governance, refers to the
manner in which banking is governed and controlled.
This entails setting an appropriate group of goals to be
achieved as well as methods to achive them and monitor
the extent to which they are achieved.

An inadequate corporate governance may result inro
serious problems in the work of the bank. As the bank-
ing market is rather a close-knit market, the domino ef-
fect can turn the loss of one bank into losses of other
banks in the system, of the deposit insurance system,
the system of payments, and consequently, into exces-
sive costs for all the participants. The similar scenario
was seen with the crisis that began in the middle of
2007. All these affect the trust into the financial and
banking systems, which should not be abandoned so
light-heartedly. Adequate corporate governance in
banks is paid a lot of attention to. Several times, and the
last time was in 2010, the Basel Committee on Banking
Supervision issued the Principles for enhancing corpo-
rate governance in banks to serve as guideline for both
banks and regulators as regrds the implementation of
an adequate corporate governance practice.

Through the regulatory framework and additional reg-
ulations adopted by the National Bank of Serbia, the
recommendations of the Basel Committee on Banking
Supervision for enhancing corporate governance in
banks are included into the respective documents. Thus
a strong basis was created for the development of an
adequate corporate governance in Serbian banks. No
comprehensive control of the implementation of corpo-
rate governance principle in the banking sector of
Serbia has been conducted so far.

What should be additionally clarified in the corporate
governance in Serbian banks concerns minority share-
holders with less than one percent ownership in the
bank. The question is, are their rights inferior to the
rights of other shareholders as the law implies that they
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may be prevented from exercising their right to vote?
It is very important for the entire process of corporate
governance in banks that special attention is devoted to
the system of compensations and pay to the boards of
directors and that, in consistence with the newly-adopt-
ed decisions, the policy of pay and other compensations
be adequately implemented in consistence with the cor-
porate governance principles.

It is also to be expected that the new Law on Consumer
Protection will raise corporate governance in the banks
of Serbia to a higher level, as regards the protection of
stakeholders’ interests

Corporate governance is not a rounded and closed
process; on the contrary, it is permanently amended
and improved. This process is presently under way in a
large number of higher developed markets. It is espe-
cially important that the process of corporate gover-
nance is permanently worked on in a developing coun-
try such as this country is.
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