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Abstract

Effective investor protection acts as an incentiv¢éhe business environment of a
country, contributing to the development of finahecharkets and improving the
competitiveness of the economy as a whole. Invasseeurity and greater inflow
of capital into the national economy is largely dedent on the efficiency of
corporate regulation and the quality of the indfibmal environment. A relevant
factor in attracting investors by corporate respittes companies is self-regulation
and voluntary adoption of good corporate governapietices.

The aim of the paper is to analyze the competiéisemof the Serbian economy and
the countries in the region in terms of protectihg rights of investors. In the first
part of the paper the authors analyze the protectibinvestors' rights in Serbia at
the macro and micro levels, with special attentiothe protection of the rights of
minority shareholders. After identifying the keyeimal and external mechanisms
of protection, the paper highlights the problemsl @hallenges facing investors in
Serbia. In order to identify the international costitive position of Serbia, in a
special part of the paper, a comparative analydishe level of protection of the
rights of investors in the Western Balkans cousthas been carried out.
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INTRODUCTION

Investment security and inflow of capital into wal economy is largely

dependent on the quality of institutional enviromi&hich consists of all the

institutions that create standards, policies anesrof the economic, legal, social
and political nature. In addition to regulatory Esdand organizations, institutions
are also defined as the formal and informal rulest govern human relations
(North, D., 1990). High-quality institutional engimment is an important driver of
competitiveness of the national economy and a guisege for creating a business
climate where companies generate contemporary ditimpeess strategies.

National economy is competitive if it is serviceg the companies that operate in
accordance with the relevant legal and moral stalsda

High-quality institutional environment acts as artdntive to attract potential
investors. An effective legal protection of invastavhich, along with the adoption
of high-quality legal and professional regulaticalso involves its effective
application, acts as an incentive to investment lamsiness environment of the
country, contributing to the development of finatainarkets and improving the
competitiveness of the economy as a whole. To gthem the confidence of
investors in the corporate sector, it is necesgasgffirm the corporate governance
and continuous education of managers. Investotsighserved at the corporate
level are protected by improving corporate goveceamvhereby shareholders and
managers are the key actors in the implementatioth@® principles of good
corporate governance. A competent management tiilaeres to the ethical
principles when interacting with company stakehddmakes a positive impact on
the investor confidence and in such a way both @my@nd the economy become
more competitive. Self-regulation and voluntary ex@imce to good corporate
governance practices is a relevant factor in tloegss of attracting investors by
corporately responsible companies.

MECHANISMS TO PROTECT THE RIGHTS OF INVESTORS

Investors who feel protected enough from negligemd incompetent company
management and have confidence in the laws andiutiets can begin with the
realization of planned investments. Realizatioriunidamental and other rights of
the shareholders primarily depends on the qualfitgws regulating company law
and capital market. Basic shareholder rights shandtlide the right to secure
methods of ownership registration, convey or transhares, obtain relevant and
material information on the corporation on a timalyd regular basis, participate
and vote in general shareholder meetings, electemdve members of the board,
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and share in the profits of the corporation (OE@DQ4, p. 33). Protection of
investor rights can be provided at a macro andaverel.

The legal system of a country should follow the uiegments related to the
improvement of investor protection, and thus prewsécurity and protection of the
rights of shareholders and other stakeholders mpemies at the macro level.
Legal protection of investors implies defining thesitions of shareholders in the
company and in the capital market through the latis and other regulations.

Legislative and legal acts are designed to prateateholders, if properly regulate
jurisdictions and efficiency of the securities coission, the courts and other
institutions. Institutions that protect the rightsinvestors are responsible for the
good quality enforcement of regulations and staaglaas well for the transparency
of relevant information about company. Improving #fficiency of the public and

corporate institutions leads to increased confidenf existing and potential

investors, thereby improving the efficiency of #g@mnomy as a whole.

After numerous financial scandals that have damageelstors' confidence, the
countries have implemented additional legislatinierventions in the system of
financial reporting. Novelties in legal and professl regulations include the
adoption of values relating to the professionalissthics, transparency and
collective responsibility of stakeholders of themgmny. The adoption of the
Public Company Accounting Reform and Investor Rriid@ Act (known as the
Sarbanes-Oxley Act-SOA) aims to improve corporaporting by prescribing
strict penalties for frauds, increasing managemaatountability, imposing
additional responsibilities of the audit commitied extending independence of
auditors. The main contribution to the SOA is tlstablishment and regulation of
functioning of the Public Company Accounting OvgtgiBoard as a higher body
for public supervision of the audit quality of coamies whose securities are
publicly traded. Innovated relevant EU directiveoa@mphasize the importance of
collective accountability of the members of adntisitve, management and
supervisory bodies, as well as the relevance ddiroeing an effective system of
public supervision over auditors and audit firmge(@nové, N., 2011, p. 234).

Despite regulatory inconsistencies and omissiopspliservance of fair business
practices and the adoption of ethical codes of sondhe company management
can make decisions that do not compromise theasiteiof owners of capital, but
rather make a positive impact on the company pedioce and meet the interests
of all stakeholders. Company managers are profesyoand morally responsible
for their actions, decisions and overall businegxeass before investors and other
stakeholders, but due to the conflict of interbstytmay be prone to irresponsible
management of capital entrusted by the owners.dlffering natures of function
performed by management and shareholders, depeadisgecific characteristics
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of corporate legal entities, results in the faett tihe managers have a more detailed
knowledge of structure of the business and havesscto more information as
compared to the owners of capital. Great powehénprocess of management and
decision-making, and often a fear of achieving pbwoisiness and financial
performance, loss of bonuses and weakening ofgiatiray lead management to
the unexpected business moves and decisions thatelérom the requirements of
owners of capital (StevanayiS. and Belopavlo¥j G., 2011, p. 79).

Often there are situations that company manageks rdacisions in accordance
with professional judgment which allows them to rei@ influence on the
company performances, and hence on the qualitthefpresented information.
Possibility of selection when classifying, evalagtiand presenting information,
opens the door for manipulative activities to thanagement without integrity,
misleading the information users and leading themdriaw wrong conclusions
(Stevanout, S., 2013, p. 32). Inadequate sanctioning of geafwes of frauds can
stimulate the emergence of new manipulations, amtd it is important to insist
on intolerance towards managers who were involaeithancial frauds and to call
on the responsible management of capital entrastdem by the owners.

Conflict situations caused by the separation of enship and management can be
solved efficiently to some extent by using the higlality accounting and auditing
regulations, effective internal control systemeintl and external audits, but also
by efficient functioning of the board, and an acsgumonitoring of management.
External audit and supervision of auditors are irfgpd mechanisms for external
monitoring of management, but monitoring of manageincan be carried out
through controlling privileges of the managementd amstricting managerial
decisions. The more corporate managers and owheapdal oversee each other
and the more they are controlled, it is less likilgit conflicts of interest in the
business will occur (Van Horne, J. and Wachowicz, 2D07, p. 5). Partner
behavior can be expected from a competent and atklgumotivated manager
who tends to acquire and protect his own reputatimaddition to monitoring and
belief in the integrity of management, there arema@isms that further enhance
investors' confidence in the company's managenwmh as partial ownership
concentration, ability to take over the company tludéts poor performance and
mismanagement, possibility of initiating legal peedings against the management
in the event of non-compliance with defined duties.

Companies with a small number of majority ownersilgaresolve the potential

conflict of interest with its management, provididt there is a greater possibility
for abuse of control over a company to the detrineéminority shareholders. The
presence of a controlling shareholder and weakedssthe legal and regulatory
framework may lead to the abuse of other sharet®idethe company. Extraction
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of direct private benefits, inappropriate relateaty transactions, systematic bias
in business decisions and changes in the capitaitgte through special issuance
of shares favouring the controlling shareholderthesexamples of abuse actions in
the interest of controlling shareholdeBue to unethical behavior the majority
owners may work to detriment of minority sharehadgdeften in collaboration with
management and external auditors.

Dealing with agency problem between majority - mityoshareholders involves

finding appropriate mechanisms to enable proteatibthe interests and rights of
minority shareholders. A key role in protecting tights of minority shareholders
has a legal system of the country with high-quadityl effective application of the
regulations. The confidence of minority investoss enhanced when the legal
system provides mechanisms for minority sharehsltiebring lawsuits when they
have reasonable grounds to believe that their gilaive been violated (OECD,
2004, p. 40), which in turn implies a fair and ef#nt functioning of relevant

institutions.

A clearly articulated duty of loyalty by board meenb to the company and to all
shareholders is a key to protecting minority shaldgrs. Countries with a well

developed corporate regulation, through mechanidmas protect the rights of

minority shareholders, have the additional featurds external control of

management. The possibility of minority sharehader require additional audits
when in doubt regarding the objectivity of finar@tatements and auditor's report,
results in the improvement of management contra esduction of potential

conflicts, both between management - shareholderd, between majority and
minority shareholders (DragaSéyviM. and Laktevic, M., 2007, p. 234). An

adequate influence of minority shareholders ondleetion of members of the
board of directors through cumulative voting orotigh the right to nominate
candidates, vested to the shareholders with a iceghare in capital, is a
characteristic of good corporate governance prgtiand should therefore be
strived for. The position of minority owners of dapin a company may be further
improved by electing representatives of minorityargtholders, acquiring the
preemptive right on newly issued shares and thetgitp convene shareholders'
general meeting.

By improving the rights of minority shareholderscieates an effort to alleviate
the problem that may arise due to conflicts of ree between minority and
majority shareholders. The establishment of natiasaociation for the protection
of interests of minority shareholders is a stepat@s improving their position,
because only united they can increase their shatteei companies' business plans
and enhance protection of their own interests.
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PROTECTION OF INVESTORS IN WESTERN BALKANS COUNTRIE S

Investors choose to invest in the companies thatige investment security and
have an adequate investors' protection throughsperency of the relevant
information and effective supervision of managemBnytestablishing governance
structure which enforce the rights and accountasliof the board members,
management and shareholders, it ensures that édeof work in the best interests
of the company and its owners. Good governancetateiand governance process
that is characterized by fairness, accountabilitg @aransparency, improve the
system of decision-making and promote the prospefithe company in the long
run. The results of surveys conducted by the pafMerld Economic Forum -
WEF show that Serbia, with scores of 3.8 in 2014 arY in the last four years,
demonstrates that accountability of managementrisviavestors and members of
corporate boards is at a low level. Unlike cowstrivhere the investors and board
members have an effective oversight over the wark decisions of a company's
management, the assessments of effectivenesspufrate boards in other Western
Balkans countries that were analyzed indicate that level of management
accountability is in a range of 4.1 in Montenegpata 4.5 in Macedonia.

According to the World Bank methodology, lawyersl aither legal professionals
evaluate the level of investors' protection in tmintry through filling out the
guestionnaires of the International Finance Cotpmma The level of investor
protection is shown within the Doing Business répan the form of indexes
whose values range on a 0-10 (best) scale. Theviahae of the sub-indicators is a
result of the average value of individual indexésttaccompany extent of
disclosure, extent of director liability and eadesbareholder suitsThe level of
investor protection in the Western Balkan countiseshown in table 1.

Table 1. Investor Protection Index, Western Balkangountries, 2013.

Bosnia and
Albania | Macedonia| Montenegr&erbig Herzego- | Croatia
vina
Protecting investors 14 16 34 80 115 157
(rank of 189)
Extent of disclosure 7 9 5 7 3 1
.Ext_gnt of director 9 8 8 6 6 5
liability
Ease of shareholder 6 4 6 3 5 4
suits
Strength of investor
protection index (0-10) /.3 7.0 6.3 53 4T 3.3

Source: World Bank: Doing Business 2014
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The survey results, presented in Doing Businesd,28How that investors are best
protected in Albania (7.3) and Macedonia (7), foka by Montenegro and Serbia,
whose indexes of investor protection are at 6.3@8despectively. Index values
of the above countries were unchanged in the hasetyears, in contrast to Bosnia
and Herzegovina and Croatia which recorded a dedlinprotecting investors
index in 2013 compared to the previous two years.

Through the analysis of the structure of the avesmpre of investor protection in
Serbia, it can be concluded that the highest numbpoints (7 out of a maximum

of 10) was recorded in the area of disclosure @frination and transparency.
Duties of the board of directors, defined by thevsions of the Companies Law,
are monitoring and setting of ethical frameworks tfte business operations of a
company, as well as providing conditions for disale of relevant information

and transparency of its operations. One of the waywhich shareholders can
enforce their rights is to be able to initiate legad administrative proceedings
against management and board members. Value ok imtiich shows ease of

shareholder suits in Serbia is the lowest and stah@, while the extent of director
liability carrying an index of 6. The level of investor pobten in Serbia is better

scored than in Bosnia and Herzegovina, especidtlgrwit compares with Croatia
in which case the World Bank respondents placedytbatest mistrust regarding
transparency and disclosure of relevant informasibaut companies. The ranking
of Western Balkans countries on the basis of tiheevaf Investor Protection Index

is shown in the graph 1.

The relatively high values of the investor protestiindex, rank Albania and
Macedonia among the top 20 countries in the WorahlBlist in 2013. Serbia's
ranking has lowered from #9osition in 2011 out of 183 countries analyzed to
80th position in 2013 when the number of countpadicipants increased to 189.
Non-transparency of the companies is the most ressiple factor for the worst
ranking of Croatia and Bosnia and Herzegovina, amiestern Balkans countries
in a three-year reporting period. In addition t@ tWorld Bank rankings, the
experts from WEF also rank the competitivenesshef mational economies in
terms of investor protection on the basis of Ineeftrotection Index, which is
shown in the Doing Business reports. Analyzing YWMEF competitiveness list,
Serbia is on a much better position than most atieitutional factors. It is the
same with other Western Balkans countries, excepata. Croatia has extremely
low Investor Protection Index, which is lower thdre Global Competitiveness
Index and the score related to the pillar of comipehess named Institutions.
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Graph 1. Strength of investor protection, ranks olWestern Balkans countries
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The results of research conducted in order to aealpnd evaluate the
competitiveness of the Serbian economy show thaegad entrepreneurs assess
the investor protection on average at the leveB.@P out of a maximum of 7
points, whereby 60% of respondents score the iovg@sbtection in Serbia with 3
and 4 (Djuréin, S. et al., 2013, p. 82).

Shareholders in a country whose corporate goveenpractice is underdeveloped,
may seek protection of their rights in a satisfactdegal regulation.
Underdeveloped corporate law, inability to attrgmbfessional management,
difficult or unsuccessful securing of long-term ital) are only some of the
problems that face companies in Serbia. Accordinghé research conducted by
the Serbian Chamber of Commerce and the Serbiaociag®on of Managers, the
average score of corporate governance relatingirib $tock companies is 60.05%.
Given that a good corporate governance practicehmwvn through the final
ScoreCard result that is greater than 70%, theageescore of 60.05% shows a
poor state of corporate practice in the joint stookpanies in Serbia. Space from
70% to 100% should be an incentive to the compafiegshe promotion and
implementation of the higher principles of corpergbvernance.

Mechanisms for the protection of minority shareleodd rights in Serbia are
primarily defined by the Companies Law, Capital kgrLaw and the Law on
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Takeover of Joint Stock Companies. The analystbede laws, Directive 2007/36,
Directive 2004/109 and Directive 2004/25 (D§ulK. and Kuzman, T., 2012, p.
95) showed that the legislation is fully harmonizeith the EU Directives in the
field of protection of minority shareholders' rightand certain provisions are even
more detailed and rigorous. A good example is theit@l Market Law, whose
main objective is the protection of investors andicl sets more stringent
requirements in terms of transparency and disotoséiinformation about public
companies with respect to the related EU Directivdier considering regulatory
solutions for the protection of shareholders unilese laws, we can conclude that
a degree of protection of minority shareholderatia satisfactory level. Having in
mind the adoption of the new laws that define thgal framework for the
protection of minority shareholders in accordanciéhvithe directives of the
European Union, it can be said that there is a dbnotection in Serbia, but the
low level of actual protection of the rights of riity shareholders may be a result
of ineffective application of current legal regubars.

Since the voluntary acceptance of obligations dmal principles of corporate
governance in Serbia is at a minimal level, thearniip shareholders can sought
their rights in the legal system and relevant tngons. Privatization model carried
out through the public auctions or tenders in which minority packages were
purchased in order to create a majority stake aitdfrem the stock market was
not favorable to the shareholders with minority evahip stake in the company.
This is confirmed by the fact that the trade in onity packages participated in the
total turnover on the stock exchange with only 5-A#hile according to the
analysis made by the Privatization Agency (201Xjyghzed companies with
consolidated ownership structure in 2008 accouftte86% of the total number of
companies excluded from the stock exchange. Thaapyi role of the Belgrade
Stock Exchange as privatization mechanism, wheter g¢he formation of a
controlling stake any further trade usually stofeereby making this aspect of
competitiveness even more unsatisfactory (Ri&i and Tanaskoyj S., 2012, p.
75).

The Securities Commission is responsible to organindertake and supervise the
implementation of measures and sanctions that erslawful, fair, regulated and
efficient functioning of the regulated market, irder to prevent disruptions in the
market and to protect investors. If minority shaldiers believe that their rights
have been violated, the role of the courts andSkeurities Commission is to
ensure the effective protection of ownership rig@isen the fact that Serbia has
the lowest value of index for the protection of onty shareholders in 2012 and,
according to The Global Competitiveness Report 22015, is placed among the
seven lowest-ranked countries, it can be said thatopinion of the Serbian
business community is that the interests of migoshiareholders are minimally
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protected. The scores given by the top managerswane surveyed by the WEF
partner in Serbia and other Western Balkans castimdicate the level of
confidence of the business community in the qualitiegislation and efficiency of
relevant institutions in the field of protection ofinority shareholders, and the
graph 2 shows the competitive positions of the ymeal Western Balkans
countries.

Graph 2. Protection of minority shareholders’ interests, ranks of Western
Balkans countries
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Analyzing individual scores given to the protectiof interests of minority
shareholders, Serbia falls into the group of coestwhere the rights of minority
shareholders are minimally protected. However him last three years a positive
trend was recorded in terms of assessing the deafrggotection of minority
shareholders, which is a small improvement of tositipn held by Serbia in the
WEEF list. Bosnia and Herzegovina was among the $tnanked countries in the
Western Balkans in 2012 and 2013, which, due to ¢tdclata, was not included in
the latest Global Competitiveness Report. The kssicommunity in Macedonia
year after year gives better scores to the levelpadtection of minority
shareholders, unlike Montenegro whose rating watingeworse in the observed
period. The ranking of Croatia is gradually impray; although the score 3.6 out of
a maximum of 7 points remained unchanged in thdhase years.
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CONCLUSION

An effective investor protection promotes financialrket development and
competitiveness of the national economy. Qualityhef institutional environment
in Serbia acts as a disincentive to attract paikimvestors, because the institutions
are not able to ensure sufficiently safe investmamd business environment.
Weaknesses of institutional factors are reflectedn inefficient legal system, low
level of transparency and accountability of pullic corporate institutions. High-
quality regulation plays a key role in protectirfigageholders' rights in Serbia, but
further work on its effective implementation andpimmvement of the legal system
has to be done. The adoption of new legislatiort@ampanies and capital market
has created a good regulatory framework for théeptmn of shareholders' rights.
Effectiveness of the legal mechanisms for protadéogely depends on the quality
and efficiency of the judicial and other institutg that can provide effective
protection to the owners of capital in the eventiofation of their rights. A high-
guality corporate governance framework should ptdtee rights of investors, and
that is very difficult to achieve in countries withe underdeveloped corporate
governance practice.

Institutional environment of the corporate gove®im Serbia is characterized by
low efficiency of corporate boards and extremelyv ltevel of protection of
minority shareholders. Comparative analysis of tkelected factors of
competitiveness in the Western Balkans countrieswshthat in Serbia the
accountability of management to investors and mesnbecorporate boards is at a
low level. The more efficient oversight of investaand board members over the
work and decisions of the company management wasdnim other Western
Balkans countries subjected to analysis. The le¥alonfidence of the business
community in the quality of legislation and effio®y of relevant institutions in the
field of protection of minority shareholders in Bier is extremely low, placing
Serbia among the seven lowest-ranked countriehenWEF list. The business
community in Macedonia year after year gives betteores for the level of
protection of minority shareholders, the rankingCobatia is gradually improving,
and the ranking of Montenegro was getting worshénobserved period.

The results of research conducted by the expertshef World Bank and
International Finance Corporation show that theellesf investor protection in
Serbia remained unchanged during the last threesyaa well as the ranking of
Serbia on World Bank list which does not recordjéafluctuations. Possibility of
shareholders to initiate legal and administrativecpedings against management
and board members has been evaluated as the |lpasesneter of the investor
protection index. The lowest value of Ease of dmalder suits Index observed
among Western Balkans countries may point to a taHcthe effective investor
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protection provided by institutions that do notpasd adequately in the event of
violation of fundamental rights of the investors.oriNtransparency of the
companies is the main factor responsible for ioferank of Croatia and Boshia
and Herzegovina among Balkans countries in a theee-reporting period.

Improvement of the effective legal protection andrporate governance
mechanisms is necessary to strengthen the con&dehvestors and business
partners, in order to avoid withdrawal or redirentiof investments to the
economies with more favorable business and invedtoiignate.
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