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We investigate the relation between board structure (size and composition) and bank per-
Jformance in 16 Serbian commercial banks with a dominant shareholder in 2006-2010. We ana-
Iyze this relation using OLS regression analysis on an unbalanced panel dataset of 67 observations.

We find no significant relation between proportion of independent directors on the board and bank
performance. We find that bank profitability measured by ROA increases as the number of direc-
tors on a board decreases.
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BILTUB PO3MIPY PAJIA TUPEKTOPIB TA ii CKJIATTY
HA EOEKTUBHICTD AISUILHOCTI BAHKY: HA TTPUKJIAJI CEPBII

Y cmammi docaioxnceno eionowmenna mixc cmpykmyporo padu oupexmopie (it poamipom ma
ckaadom) ma eghexmuenicmro disavHocmi 6anky na npukaadi 16 cepocokux Komepyiinux 6anxie
i3 ocnosnum eaacnuxom axuiti y 2006-2010 porax. 1[i éionomenns docaidxnceno 3a 00nomozor0
3acmocyeanHs anaaizy peepecii Haiimenwux Keadpamie 0o He30aiancoeanoi naneai 0anux 3 67
cnocmepedcensb. 3HAUYWUX 36 A3Ki6 MidC HACMKON He3aieXdcHuUx oupexmopie y paoi ma
dinancosumu pesyrsmamamu Odisavnocmi 6aHKy He 3Haiioeno. 3’acoeano, wio npudymrogicmo
o6anxy 3a eumipom ROA (pemmabeavnicmv axmueig) 3pocmae 3i 3MeHUlEHHAM KiabKocmi
dupexmopie.

Karouosi caosa: komepyiiini 6anKu, 0CHOBHUI 61ACHUK aKUill, cKAad padu oupekmopis, po3mip
padu dupekmopie, egpekmusHicms disabHocmi OAHKY.

Dopm. 1. Puc. 1. Taba. 4. Jlim. 22.

IIpeapar Cranuny, Musnan Yynuu, Cranana bapesikraposuy PakoueBuy

BJIMAHUE PASMEPA COBETA JIMPEKTOPOB 11 ETO COCTABA
HA DOPEKTUBHOCTD JEATETbHOCTU BAHKA: HA TTPUMEPE CEPBUI

B cmamve uccaedosano ommuouienue mexcoy cmpykmypoii cosema oupekmopos (ezo
pazmepom u cocmaeom) u 3ghpexmusnocmoro dessmeavHocmu 6anka na npumepe 16 cepockux
KoMMmepHecKux 6anKog ¢ ocHoéHbvim depycamenem axuuil ¢ 2006-2010 200ax. Imu omuowenus
UCCAe008aHbL C NPUMEHEHUCM AHAAU3A Pe2PecCul HAUMEHBIUUX K8AOPamos K HecOaiaHcuposantol
naneau Oauuvix no 67 HalOawOenuam. IHAUUMBIX céa3ell mexwcly 004el He3A8UCUMDBIX
dupekmopoeé 6 coeeme U (UHAHCOBLIMU pe3yibmamamu desmeabHocmu OaHKa He HailideHo.
Boviacnuaoce, umo npubviavnocme 6anxa no usmepenuto ROA (penmabeavnHocmv axmueos)
pacmem c ymeHvuleHueM K0Au1ecmea oupeKmopos.

Karoueevie caosa: xommepueckue OaHKU, OCHOBHOU Oepicamend aKyuii, cocmas cosema
dupekmopos, pazmep cogema oupekmopos, 3ghpexmuenocmo desmenbHocmu baHKa
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1. Introduction. This paper is an empirical investigation of the relation between
board structure and performance of Serbian banks with a dominant shareholder. We
focus on a specific industry in a specific (Serbian) emerging economy for two reasons.
First, although some aspects of governance in nonfinancial firms can be applied to
banks, the complexity of banking business increases information asymmetry and
makes it difficult to shareholders and other stakeholders to monitor bank managers.
Banks are also a key element in the payment system, and are subject to more intense
regulation than other firms. Second, weak institutional environment and weak pro-
tection of investors in emerging economies give rise to conflicts between a controlling
shareholder and minority shareholders more often than between managers and share-
holders. In this regard, La Porta et al. [13] questioned the uncritical application of
Anglo-Saxon business governance practices in emerging markets. This paper builds
on several empirical studies on the relation between board characteristics and per-
formance of firms, both financial and non-financial. These studies focus mainly on
two board characteristics — proportion of independent directors on a board and board
size.

Numerous studies indicated that a strong board can protect the interests of
minority shareholders and improve company performance in countries with weak
legal protection of investors. For example, [6; 8] and [9] stress that a strong board can
offset the market value discount in firms with a dominant owner, much more in a
country with weak than in countries with strong legal protection of investors.
Similarly, majority of the studies on bank governance find positive relation between
board independence and bank performance. For example, [2] find significant positive
linear relation between board independence and bank performance, but suggest that
an optimum combination of executives and non-executives can contribute to value
creation more than excessively independent board. On a sample of Turkish banks, [4]
find curvilinear relation between board composition and bank performance, but their
results imply that boards composed of a majority of either inside or outside directors
contribute to high performance of banks. On a sample of Thai banks [17] find a sta-
tistically significant positive relationship between proportion of independent directors
on a board and bank performance. Based on the results of these studies, we have for-
mulated the first hypothesis as follows: The dominant shareholder of a bank operat-
ing in Serbia could improve bank performance by increasing the proportion of inde-
pendent directors on a board.

Although some authors [7; 11] suggest that larger boards may be beneficial
because they increase the pool of expertise available to an organization, the majority
of authors find that excessive boards lead to problems of coordination, control and
flexibility in decision making. For example, [6; 10; 21] find a statistically significant
negative relationship between board size and performance of nonfinancial firms.
However, studies on bank governance usually show positive relation between board
size and bank performance. For example, [1] find that large boards have no negative
impact on bank performance, while [2] find that increasing a board contributes to
improving bank performance but only to a certain level (19 board members in their
research), after which performance, measured by Tobin's Q, starts to decrease.
Contrary to the findings of majority of the studies on bank governance, [17] and [19]
find that bank performance is negatively related to board size, while [4] find no sig-
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nificant relationship between board size and return on assets of Turkish banks.
Following the results of the studies on bank governance, the second research hypoth-
esis states: the dominant owner of a bank operating in Serbia could improve bank per-
formance by increasing a bank's board.

2. Banking industry in Serbia. Serbian economy is very bank-oriented, and bank
loans are the most important source of finance for companies. At the end of 2010
banks participated in total assets of Serbian financial sector with 91.8%, insurance
companies with 4.2%, finance leasing companies with 3.6%, voluntary pension funds
with 0.36% and investment funds with 0.04% [15; 18]. The most important item with-
in the assets of banks are loans and they count for 63.8% of the banking sector total
assets (approximately 15 bln. Euros). From the total amount of loans 55% are corpo-
rate loans and 30% are retail loans. Some key information about number, ownership
structure and financial performances of the banks in Serbia are presented in Table 1.

Table 1. The main characteristics of Serbian banking sector

Number Assets (in Capital (in Profit (in Number of

of banks | millions of €) | millions of €) | millions of €) | employees
Foreign banks 21 18,380 3,820 211 20,886
Domestic banks 12 6,710 1,470 37 8,758
State 8 4,600 890 18 7,287
Private 4 2,110 580 19 1,471
Total 33 25,090 5,290 248 29,644

Source: National Bank of Serbia, Banking Supervision: Third Quarter Report 2011, Belgrade, Serbia.

The capital adequacy ratio in Serbia has been set by regulators to a higher level
than the Basel 8%, and equals a minimum of 12%. For the banking sector in Serbia
this ratio has been around 20% for the last few years, and in the third quarter of 2011
it was 19.7%. During the first a months of 2011 the banking sector in Serbia was prof-
itable. Earnings before taxation were 248 min. Euros, an increase by 21.2% compared
to the previous year. In the same period, return on assets equaled 1.3%, while return
on equity equaled 6.5%. 10 banks reported losses, and these banks represent 17.8% of
the total bank assets in Serbia. The total amount of overall bank losses was around 68
min. Euros [16]. Figure 1 presents the structure of Serbian banking sector balance
sheet.

No single owner with more than 5% of
voting rights 1

3 or less owners with less than 50% of
voting rights

3 or less owners with more than 50% of 16
voting rights

One owner with 100% of voting rights 10

W Number of banks I I I
0 5 10 15 20

Figure 1. Ownership concentration of Serbian banking sector
Source: www.nbs.rs
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No person may acquire direct or indirect ownership in a bank which carries over
5% of voting rights, without the prior consent of the National Bank of Serbia.
Accordingly, all the banks in Serbia, except one, have 3 or less owners who have more
than 5% of voting rights. Domestic banks have a more dispersed ownership structure
in relation to the banks that are in foreign ownership. In the group of the first 10
largest banks, by total assets, 8 have foreign dominant owner, and 2 have domestic
dominant owner. Figure 1 describes the level of ownership concentration of Serbian
banking sector.

When founding a bank, the National Bank must be provided with data on the
bank's founders, all persons who will participate in a bank and the basis of their par-
ticipation, as well as with the names of the proposed members of directors' board and
executive board, and information regarding their qualifications, experience and busi-
ness reputation. The law clearly defines the organization of a bank as well as the
method of governing a bank (see [12]). Arising as a potential problem of this law is the
fact that it emphasizes that shareholders with 1% or more of voting rights cannot be
prevented from directly exercising their voting rights. The question coming up is what
happens with the shareholders who have less than 1% of ownership in the bank — they,
therefore, have less rights, because the law implies that they can be prevented from
exercising their voting rights.

The law specifies that governing bodies of a bank are the board of directors and
executive board. The National Bank of Serbia prescribes the requirements and qual-
ifications that a person must possess in order to be elected as a member of the direc-
tors' board or executive board. A board of directors must have at least 5 members,
including the bank president. At least 3 members of the board of directors must have
adequate experience in the field of finance, while at least one third of the bank's
board of directors must be the persons who are independent of a bank. The bank
executive board consists of at least two members, including the president of execu-
tive board who represents and acts on behalf of a bank. A bank must establish a com-
mittee for monitoring bank operations (audit committee), a credit committee and
assets and liabilities management committee. Such provisions in the domestic law
are consistent with the Basel Committee recommendations for strengthening of
bank governance.

The National Bank of Serbia, as the regulator and supervisor of the banking sec-
tor of Serbia, has passed a series of regulations that set the basis for adequate bank
governance, as well as easier control by the supervisor. All regulations concerning the
banking sector of Serbia enclose the basic elements of good bank governance, which
are contained in the Basel Committee recommendations for the strengthening of
bank governance, as well as in the Basel standards. What should be changed or intro-
duced is regular control and improvement of corporate governance in Serbian banks.
So far not even once has been performed overall control of corporate governance
principles in banking sector of Serbia.

Special attention should be given to the structure of compensation schemes in
banks and this would be very important for the overall process of corporate gover-
nance in these institutions. It could be expected that in accordance with new provi-
sions and principles of adequate roles of boards of directors, new improved compen-
sation system will enhance corporate governance in banks. Also, it is expected that
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new law on consumer protection will set up corporate governance in Serbian banks
on higher level, especially considering stakeholders protection.

3. Sample and variables. Our sample comprises 16 publicly traded commercial
banks with a dominant owner in Serbia. We assemble data on ownership, board struc-
ture and financial performance for 2006-2010 period, available in the banks' annual
reports or proxy statements and on company websites, as well as in the reports of key
financial institutions in Serbia (National Bank of Serbia, Securities and Exchange
Commission, Belgrade Stock Exchange). To identify the bank population in Serbia
we use a list of banks reported by the National Bank of Serbia (NBS). We exclude
banks whose shares are not publicly traded, banks with only one owner and banks
without a dominant shareholder. Like [13], we believe that a company has a dominant
shareholder if a shareholder has more than 10% of direct and indirect voting rights in
a company.

We identify all the shareholders with at least 10% of the banks voting rights. In
banks with more than one such shareholder, the dominant shareholder is the one that
has the largest share of direct and indirect voting rights. In banks with few sharehold-
ers who have more than 3% of voting rights, we check to determine whether two or
more of these shareholders are affiliated, so that the percentage of their joint owner-
ship of voting rights exceeds that of the largest individual shareholder. In such cases,
joint owners are treated as the single largest shareholder (dominant shareholder).

Using the presented sampling procedure and sources of information, we identi-
fied a sample of 16 banks, representing 48.48% of the total population of banks, or
35.83% of the banking assets and 38.92% of the deposits in Serbian banking sector.
We build an unbalanced panel data of 67 bank-year observations.

Governance variables. We use the criteria similar to those developed by [6] to
determine the proportion of independent directors on a board. We believe that a
director is affiliated if he or she is: 1) the dominant owner, 2) employee of a bank, 3)
employee of any company or subsidiary of any company that is positioned above the
sample bank in the ownership tree, 4) employee of another firm in which the domi-
nant shareholder has at least 10% of voting rights, regardless whether this company is
in the same ownership tree, 5) politician or employee of a government agency, when
the dominant shareholder is the government, or 6) employee of a company domiciled
in the same country as the dominant shareholder when a dominant shareholder is a
foreigner. Directors who are not affiliated with the dominant shareholder are consid-
ered independent.

The proportion of independent directors on the board (labeled INDEP) is the
number of independent directors divided by the total number of directors on the
board. In all the banks in our sample CEO and Chairman of the board are different
persons, i.e. all the banks have clear two-tier board structure with separate superviso-
ry and executive body. Like in some other studies on bank governance [5; 14; 20],
board size (labeled SIZE) is defined as the number of board members, including only
the members of a supervisory board.

To account for potential principal-principal conflict, we also include ownership
concentration into our analysis since this variable may have implications for firm per-
formance and board structure [13]. The ownership concentration ratio (labeled OWN)
is determined as the percentage of shares owned by a dominant shareholder.
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Financial data and control variables. In governance studies, Tobin's Q and return
on assets (ROA) are the two most frequently used performance indicators [4]. Since
the majority of banks in our sample is not regularly traded on Belgrade Stock
Exchange, Tobin's Qs of these banks are not a reliable performance measure, so we use
ROA as a performance measure. We calculate ROA as of the end of years 2006, 2007,
2008, 2009 and 2010 as the ratio of earnings before taxes to the book value of assets.

We also include bank specific control variables in the analysis. Bank specific variables
are the factors influenced by bank's management decisions and policy objectives. These
are book value of assets as a proxy for bank size (labeled TA), the ratio of loans to total
assets as a proxy for differences in banking business (labeled LA), and the capital ratio as
a proxy for capital structure (labeled CAR). We also use time (year) dummies.

4. Results of the analysis. Descriptive statistics. Table 2 shows the descriptive sta-
tistics for the bank boards, ROA and bank specific variables. The average ROA is
1.14%, and is slightly higher than the median ROA. The mean of OWN is about 60%
which is considerably more than mean percentage voting rights of dominant share-
holders reported for non-financial firms by [6], and mean equity holdings of 3 largest
shareholders of firms in emerging economies (51%), and developed economies (41%)
as reported by [22].

Mean and median of board size (Iabeled SIZE) are 5.91 and 5 directors, which
is close to 8.04 and 7 directors on the board of Turkish banks as reported in [4]. This
is, however, considerably less than the average board size reported in some other
studies on financial [1; 2] and non-financial firms [3; 6; 21]. These studies report
that the average size of a bank board is 16-18, and average size of a board in a non-
financial firm is 7-12 directors. In 58.21% of bank-year observations in our study
there are 5 directors on boards, which is equal to minimal requirement of Serbian
Law on banks.

On average, independent directors account for 38.37% of directors on boards,
which is again considerably less than the average proportion of independent directors
(around 80%) reported for banks [1; 2; 4] and average proportion of independent
directors (at least 38%) reported for non-financial firms [3; 6; 21]. In only 28.36% of
bank-year observations in our study there is a majority of independent directors on
the board. The median bank board comprises 5 directors, which are 2 independent
and 3 affiliated directors.

Table 2. Descriptive statistics for sample banks

Obs. Mean Median Standard Min. Max.
deviation

ROA (%) 67 1.14 1.02 5.77 -9.65 23.35
OWN (%) 67 60.42 58.79 32.% 10.91 99.99
SIZE 67 591 5.00 1.40 5 11
INDEP (%) 67 38.37 40.00 19.13 0.00 85.71
TA (in millions of €) 67 492.70 258.74 563.84 26.82 2,425.33
CAR (%) 67 28.80 23.72 15.49 7.52 68.99
LA (%) 67 5173 53.29 12.60 24.83 7442

Source: Own calculations.

Table 3 presents Pearson correlation matrix. There are very few significant cor-
relations between the variables. Only CAR shows slightly higher correlation with the
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ROA, but the correlation coefficient is way below the level that could cause problems
with multicollinearity.

Table 3. Pearson correlation matrix

ROA INDEP SIZE OWN LnTA CAR LA
ROA 1.000
INDEP 0.146 1.000
SIZE -0.105 -0.113 1.000
OWN -0.328™ -0.469™" -0.171 1.000
LnTA -0.027 0.061 0.312" -0.067 1.000
CAR 0.562" 0.186 -0.031 -0.222 -0.492" 1.000
LA 0.090 0.179 0.085 -0.011 0.408™" 0.055 1.000

Notes: Statistically significant at 1% (***), 5% (**) and 10% (*).
Source: own calculations.

Regression analysis. In this section we analyze the relation between bank per-
formance and board structure (size and composition). We rely on some earlier stud-
ies of this relationship [1; 2; 4; 21]. In order to select the model to analyze the data,
we also rely on several papers of the relationship of board structure and performance
in non-financial firms [3; 6]. We analyze the relation between bank governance vari-
ables (board structure and ownership concentration ratio) and bank performance
using OLS regression analysis on a panel dataset. We also include bank specific vari-
ables as control for endogenous variables and time (yearly) dummies as control for
unobserved macroeconomic effects. Our dependent variable is ROA as our proxy for
bank performance. The equation takes the following form:

ROA = Bo+B1INDEPit+P2SIZEit+BsOWNirtBsLnTAn+
+BsCARi+PsLAirtPryearttei, 1)

where i goes from bank 1 to bank 16 and t takes the values of the years from 2006-
2010. Year stands for time dummy. 3 parameters are the estimated coefficients for the
constant and each of the explanatory variables included in the model, and € stands for
disturbance with the unobserved bank-specific effect and the idiosyncratic error.

Table 4 presents OLS regression estimates of the relation between bank perform-
ance proxied by ROA, and governance variables using our sample of commercial
banks from Serbia in 2006-2010. We report 3 alternative models of the regression
equation labeled I, I1, and III. Model I includes governance variables and ownership
concentration ratio, model II also includes bank specific control variables, and model
III also includes time dummies. Combination of independent variables statistically
significantly predicts ROA in all the regression models, and the adjusted r* is relative-
ly high, especially in models II and III.

Table 4 shows that proportion of independent directors on the board is negative-
ly related to bank performance. This means that the dominant shareholder of a bank
operating in Serbia could increase bank performance by appointing fewer independ-
ent directors to the board. However, this relation is not statistically significant. This
finding is consistent with some studies on bank governance [1; 19], but is surprising-
ly given the conclusions from some previous studies on governance issues in countries
with weak legal protection of investors (e.g. [6]) and majority of studies on bank gov-
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ernance (e.g. [2; 4; 17]), which show significant positive relation of firm performance
and board independence. Board size is also negatively related to ROA. This relation
is statistically significant in models IT and 111, that is after controlling for endogenous
variables and unobserved macroeconomic effects. This means that a dominant share-
holder of a bank operating in Serbia could increase bank profitability by appointing
fewer directors to a board. This finding is consistent with [19], a study on corporate
governance in large European banks, but is different from the results of most studies
on bank governance.

Ownership concentration ratio is also negatively related to bank performance.
This means that banks with less concentrated ownership structure are better per-
forming than banks with more concentrated ownership structure. This relation is sta-
tistically significant in all the regression models. Table 4 also shows that natural loga-
rithm of banks total assets is positively and significantly related to ROA in our sam-
ple. This means that larger banks with dominant shareholder operating in Serbia are
more profitable than smaller banks. We find no significant relation between bank
activity, measured by loans to asset ratio, and ROA, although this relation is negative
in all the regression models. On the other hand, capital structure is always positively
and significantly related to ROA. This means that banks with a dominant sharehold-
er with more capital perform better.

Table 4. Regressions of ROA on SIZE, INDEP,
bank specific variables and time dummies

Model I I 111
INDEP -0.054 (-0.395) -0.155 (-1.413) -0.147 (-1.330)
SIZE -0.176 (-1.445) -0.278™ (-2.724) 0307 (-2.986)
OWN -0.383" (-2.798) -0.249™ (-2.251) 0.235" (-2.132)
LnTA 0465 (3.504) 0492 (3.699)
LA -0.093 (-0.853) -0.076 (-0.685)
CAR 0.761" (6.392) 0.724™ (6.017)
Y2006 0.176 (1.493)
Y2007 0.013 (0.108)
Y2008 0.070 (0.605)
Y2009 -0.073 (-0.624)
Const. 0.101 (2.239)" -0.416™ (-3.182) -0.444™ (-3.375)
Forat. 3318~ 9.802° 6.429°

Adj. R? 0.095 0.445 0.451

Notes: t-values are in parentheses. Statistically significant at 1% (***), 5% (**) and 10% (*).
Source: Own calculations.

5. Conclusions. We investigate the relation between board structure (size and
composition) and bank performance on the sample of 16 Serbian banks with a dom-
inant shareholder in 2006-2010. We find that the proportion of independent directors
on a bank board and the size of a bank board are small if compared to the statistics
reported from the samples of nonfinancial and financial firms in developed countries.
The implication of this finding is that dominant shareholders tend to appoint small
and weak boards, which can lead to serious conflicts between dominant and minori-
ty shareholders. In addition, the majority of banks in our sample have only 5 direc-
tors on the board, which is equal to requirement of Serbian Law on banks, and the
majority of affiliated directors. Consequently, in absence of strong boards, policy
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makers in Serbia should develop better legal and institutional mechanisms for pro-
tecting minority shareholders.

We find negative, but statistically insignificant relation between proportion of inde-
pendent directors on the board and bank performance. This means that our first
hypothesis cannot be accepted. We find significant negative relation between board size
and bank performance, proxied by ROA. This means that dominant shareholder of a
bank operating in Serbia could increase bank profitability by appointing fewer directors
to a board. This result is statistically significant after controlling for endogenous vari-
ables and unobserved macroeconomic effects. This means that our second hypothesis is
rejected. We conclude that Serbian banks with dominant shareholders should put lim-
its on board size, which is in line with the argument that excessive boards lead to prob-
lems of coordination, control and flexibility in decision making. The relation between
bank performance and ownership concentration ratio is negative and significant.

The bottom line of our findings is that dominant owner of a bank operating in
Serbia could increase bank performance by appointing fewer directors to a board. Our
findings are similar to those of [19] who conducted the analysis on the sample of
European banks, but differs from [1] who conducted the analysis on the sample of US
bank holding companies. However, one should bear in mind that our study is specif-
ic because it focuses only on banks with dominant shareholder. We perform the analy-
sis in emerging country with civil-law legal system and weak protection of investors.
Also, the 2006-2010 period marked with world financial crisis may have influenced
our findings. In connection to financial crisis, we would expect banks with more cap-
ital to perform better, which is confirmed in this paper.
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