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The paper attempts to determine the achieved level of internal audit development in Serbian banks, based
on the referent Anglo-Saxon literature and practice. Empirical research has included the sample of 14 banks
in the Republic of Serbia, out of the 32 banks, with the aim to seek the methods of organizing internal audit
and its tasks within them. The subject of this study is to determine how managers and employees in senior
positions in the bank understand the role and importance of internal audit. Based on the questionnaire
responses, the aim of the paper is to make suggestions for the improvement of this important bank function.
The research results indicate that the bank size does not affect the organization methods, responsibility,
and tasks of the internal audit of the bank. The achieved level of internal audit development in financial
institutions is at a much higher level compared to economic entities, but in many areas, it is behind the

internal audit of developed countries.
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INTRODUCTION

Deregulation,  information  technology,  and
globalization are environmental factors that have
especially influenced banking operations in recent
years. Banking in the modern world is characterized by
strong dynamics, which the term banking revolution
is used for. In the conditions of the business volume
growth and diversification of banking operations, the
role and importance of internal audit increase. The bank
seeks to establish an adequate internal controls system
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to ensure well-regulated business operations and
therefore achieve its goals. Internal audit ensures that
internal controls quickly and accurately report on all
completed transactions, as well as provide the proper
protection of resources. Internal audit determines
whether banks comply with laws and regulations, as
well as whether the management takes appropriate
measures to resolve weaknesses in such a control. The
regular work of internal audit’s organizational unit is
to provide an independent assessment, testing, and
an evaluation of the bank’s activities. Société Générale
Bank’s 5-billion-euro worth of frauds and losses of at
caused by its non-functioning internal controls system
speaks about the importance of internal audit. Another
example of the lack of internal controls is the case of
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Barings Bank, which failed to comply with procedures
for the separation of duties.

Internal audit examines and evaluates the totality of
the functioning of the entire business system and gives
opinions and suggestions to improve its operations. The
role of internal audit in the process of decision making
stems from the fact that internal audit determines
the reliability, reality and integrity of financial
and business information coming from different
organizational parts, and based on which appropriate
business decisions are made at all management levels.
It is a body of business management whose main tasks
are: planning, organizing, disposition, coordination,
and supervision. Internal audit is important because
it plays a key role in preventing and detecting errors
and illegal acts; it plays an important role in assessing
and managing risks, thus protecting the safety of
banking operations. The basic principles defined by
the internal auditors’ code of professional conduct
are: independence and skepticism, then integrity,
objectivity, confidentiality, and competence. The
quality and usefulness of information determine the
success of internal audit, while external audit assesses
the effectiveness of internal audit. Internal audit
protects a business system from the inside, protects
the owner and the management from the negligent
conduct of associates, simultaneously protecting
the owner from the bank’s management, and in the
broadest sense, the interests of the public.

The paper deals with the general data on the banks
in the RS, the organizational form of internal audit
in the banks, its responsibility, i.e. subordination and
tasks in the 14 banks. The main objective of this study
is to empirically confirm the following main research
hypotheses:

* The hypothesis 1 (HI): There is no statistically
significant difference between the bank size and
the organization of internal audit in the bank.

* The hypothesis 2 (H2): There is no statistically
significant difference between the bank size and
the assessment of the importance of internal audit’s
tasks.

* The hypothesis 3 (H3): There are no statistically
significant differences between the arithmetic

means of features (organization and tasks) and
responses to all the questions among large,
medium, and small banks in the population, i.e.
the population is homogeneous in terms of the
observed features, traits.

A scientific instrument used in this paper is a statistical
methodology inclusive of a statistical description and
a statistical analysis. The paper also includes general
scientific methods, specific scientific methods, the
processes of reasoning, and research methods. The
specific data collection techniques or methods used
in the paper are: case studies measurement, surveys,
and interviews. The paper consists of five sections
followed by a conclusion. The first section, after the
Introduction, encompasses the historical emergence
and development of internal audit as an important
business function of every bank and other financial
institutions. This is followed by an overview of the
basic conclusions of previous scholars’ research in the
relevant scientific literature related to the subject of the
research conducted in this paper. The second section
discusses the tasks and functions of internal audit in
the Serbian banks. Then, we present a description of
the research methods used in the study, as well as the
data that will be used in the research. The last section
presents the conclusions of the survey divided into
the following subsections: the basic information on
the Serbian banks, internal audit organization in the
Serbian banks, and internal audit tasks in the Serbian
banks. The main results of the research are presented
in the conclusion.

INTERNAL AUDIT DEVELOPMENT AND
LITERATURE REVIEW

Internal audit is an additional control; as an internal
mechanism, it usually acts post festum since it examines
completed transactions. The global accounting
literature has noted that both types of internal
supervision (internal control and internal audit)
occurred simultaneously. If we are talking about the
first function segment of internal supervision, it must
be taken into account that the current and subsequent
control (internal audit) appear in handling the funds of
the persons performing the collection of tax dues and
certain financial transactions. There is reliable evidence
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that tax revenues in ancient Egypt were supervised by
two separate persons. The first form of control was
performed in the course of the work process, and
the second - after its completion, in short and long
intervals. These were, in fact, previous and subsequent
controls — internal audit. The attribute “internal”
comes from the fact that the person conducting a
subsequent control was employed in a certain tax or
budgetary institution. Clearly, then, there was no term
“audit”, which appeared much later, with the goal to
adequately separate current and subsequent controls.
The historical sources of internal auditing indicate that
in ancient Greece there was a subsequent control of
financial transactions in the state and other high-risk
institutions. In this sense, the so-called “logisticians”
in Athens back then reviewed accountants” business
operations related to funds handling. This review was
performed at regular intervals throughout the year
and always at the end of the year. Considering the fact
that the previous, current control was being performed
during the year by the one giving orders, it is obvious
that the aforementioned “logisticians” were the first
audit clerks. The complex system of internal audit, as
a form of control over internal controls, was developed
in the famous Roman republic (Raschenberger, 1929).
There is certain evidence of the origin of internal audit
in Italy. Thus, the record on audit was found in the
Italian city of Pisa in the year 831. The written sources
indicate that internal audit functioned in some English
cities as well in the year 1285. During the year 1299,
the internal auditors of London were appointed for
the purpose of reviewing the accounts of the royal
property. Later, internal audit was increasingly being
organized not only by the state institutions but also by
larger entrepreneurs and banks (Stuart, 2012).

Internal audit development in the early development
period ran quite slowly. There was an increasing
need for it, because entrepreneurs did not have an
opportunity and ability to immediately implement
additional control. The main preoccupation of internal
audit in this period was to examine the accuracy
and timeliness of bookkeeping, as well as a possible
abuse, fraud, and other forms of the appropriation of
owners’ property. Furthermore, the slow development
of internal audit in the early developmental period
was characterized by underdeveloped banking,
entrepreneurship, small companies, and the like.

Bank development and an increase in the size of
companies created a need for strengthening internal
audit. In a contemporary business environment, the
management of the business system is responsible
for the successful operation of internal supervision.
The business management is required to establish
internal controls performed by all employees as part
of their regular work duties and to supervise their
operation. However, the management is preoccupied
with current business activities, so they are unable to
perform the direct supervision of the internal controls.
To overcome this problem, the capital owner or
another body approves the management the formation
of a separate organizational unit of internal audit.
Internal audit has been developing simultaneously
with the increasing complexity of the business system
management. This development is basically divided
into two periods; the period to the onset and the end of
the Great Depression, which lasted from 1929 to 1933,
and the period of prosperity after the aforementioned
Great Depression. The development of contemporary
internal audit began in the mid-nineteenth century,
with the formation of the first auditing organizational
units in major capitalist enterprises and banks in
the organizational form of the sector, service, or
department of internal audit (Milojevic, 2006).

The first organizational units of internal audit in the
United States began to form in 1864. However, internal
audit in the US received a special developmental trend
in 1942, when the Institute of Internal Auditors was
founded. The newly-formed Institute had a strong
influence on the development of internal audit in the
world. Thus, 25 years later, it included members from
all the continents. During the year 1947, the US made
another significant move in the strengthening and
further development of internal audit. The Institute of
Internal Auditors issued and published a Statement on
Internal Auditors’ Duties and Responsibilities, thereby
defining their position more completely. The Statement
represents the first step towards developing standards
for the professional practice of internal auditing
(Poznani¢, 2011). The first internal audit department
in Germany was established in 1875, which, at the
same time, was the first organization of internal audit
in Europe. The decision on the establishment of this
organizational unit was made by the Board of Trustees
of the famous Krupp company. The scope of the work
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of this internal audit department was not confined to
the supervision of accounting, but also included some
other vital activities, such as accomplishing plans,
compliance with regulations, contracts, instructions
for the work, and the like. Following the example of
the United States, the Institute of Internal Audit in
Germany was established in 1958, whose aims were the
same as those of the US Institute of Internal Auditors
(Picket, 2011).

The introduction of internal audit in France occurred
much later than in the US and Germany. The specific
system of supervision by the so-called government
commissioners and state controllers contributed to
the slower development of internal and external audit.
In France in the nineteen-sixties, the development
of internal and external audit in firms and banks
that foreign entities invested their capital in was
intensified. From that time on, the number of internal
auditors began to increase, which directly influenced
the establishment of the French Association of Internal
Auditors in 1965, which grew into the French Institute
of Internal Auditors in 1973.

The practice of internal auditing from developed
countries is spreading in all countries of the world.

As for the theoretical framework of internal auditing,
we shall list some of the most important definitions of
internal audit that include the purpose, goal and tasks
of this function. In the nineteen-nineties, a prominent
audit theoretician, Tom Lee, defined audit as follows:
“In the broadest sense of the word, audit is a means
by which a person is assured by another person in the
quality, condition, or status of an issue questioned by
such other person; the need for audit arises because
the person is in doubt or suspicion in the quality,
condition, or status of the underlying issues, and is not
personally able to eliminate the suspicion or doubt”
(Lee & Alan, 1984, 213). The task of internal audit is to
explore, examine, and evaluate the internal controls
system and its effectiveness in the activities of each
business system, to report on findings and propose
solutions to the management (Meigs, Whittinfton &
Pany, 1988). Internal audit examines the organization
and functioning of the accounting system and
related internal controls and the accuracy of financial
and operational information, evaluates the cost-
effectiveness, efficiency and effectiveness of business

operations and controls as well as the implementation
of policies, plans, and procedures.

Not only are audit and audit work unique to economic
earning, but their application is much broader, as S.
Kukoleca points out in the following definition: “Any
systemic and thoroughly performed subsequent
control of an organization’s operations or the audit of
the financial operation includes a detailed examination
of the entire business operation or an examination of
a narrow sector; it is performed when it is necessary
to precisely illuminate the true state, when there
is suspicion of financial abuse, or when managing
bodies need it for some special reasons” (Kukoleca,
1995, 131). The American Institute of Chartered Public
Accountants — AICPA defined audit as a systematic
process of objective collecting and evaluating evidence
on assertions related to economic actions and events,
to the confidence level of the correspondence of those
assertions and the established criteria as well as an
announcement of the results to the interested user.

G. Vinten highlights the fact that internal audit is a
continuing and extensive research of seemingly good
organizations with an aim of gaining an insight into
the real situation or the position of the organization and
its environment, in order to achieve better control over
future operations (Picket, 1997). Unlike all previous
definitions of internal audit, this one emphasizes a
need for internal audit to direct itself towards the
improvement of future business operations, not merely
to the review of past events.

Internal auditing is an effective instrument of
managerial control. Although it is often limited to
the auditing of accounts, within its field of work, it is
related to the evaluation of the business as a whole
(Munro & Stewart, 2011). Thus, internal auditors, in an
attempt to authenticate documents, also evaluate the
policies, procedures and quality of decision making
and the management, the effectiveness of methods
and procedures, and other specific business problems
(Krogstad, Ridley & Ritterbeg, 1999).

The internal audit of a bank is defined as “an
independent management function which involves a
constant and critical evaluation of the bank in order
to give suggestions for its improvement, create value
and strengthen the overall governance mechanism,
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including risk management of the entity and internal
control system” (Rossel, 2007, 18). The task of the
internal audit is to “investigate, examine, and evaluate
the system of internal controls and their effectiveness
in the activities of each separate part of the business,
to report on the findings and propose solutions to
management” (Allen, Sneathen & Tim 2007, 156). The
Internal audit sector assists an organization in carrying
out its goals and its adopted policies in a systematic
and disciplined manner, through evaluations and
the effectiveness improvement of risk assessment,
management control, and the system of managing
processes in the bank (Renard, 1997). According to R.
Moeller, internal audit is an independent assessment
of business functions established in an organization
with the goal to examine and evaluate its activities;
therefore it is a service provided to that organization
(Boynton & Johnson, 2006).

In the professional practice, internal audit is defined
as “the activity of an independent, objective assurance
and a consulting activity designed with the goal to
create added value and improve banking operations”
(Spahic, 2008, 11).

J. Morris, president of the Institute of Internal Auditors
UK, made the following statement: “There is no doubt
that the internal audit professionals in the UK play a
big role in helping managers in maintaining internal
control.” Then, he concludes that internal audit is
becoming a function consisting of various business
activities and expanding both in the management
process and in the research and development of
banks. G. Vinten points out “that the internal audit is
continuing and extensive research of seemingly good
organizations with the goal of gaining an insight
into the real situation or position of the bank and its
environment, in order to achieve better control over
future operations” (Gramling, Rittenberg & Johnstone,
2012, 972).

From these definitions, it follows that internal audit is
a consulting activity which, in addition to its regular
tasks, enables the creation of the added value of the
bank, or the shareholder value added. In the bank,
organized in a modern manner, internal auditors can
play a key role in detecting and preventing illegal acts.
Fraud and unauthorized activities include an illegal
acts area, characterized by intentional deception or

fraud. They can be made in favor of or against the
bank, by entities employed by the bank or by external
entities. The assessment of the bank’s compliance with
the law, business practices and management activities
is therefore an important task of internal audit. For this
purpose, internal auditors evaluate the effectiveness
of the accounting system and internal controls system
in the bank (Soh & Martinov-Bennie, 2011). Finally,
the role of internal audit consists of the impact on
the timely preparation of financial statements and
contributes to the corporate governance of the bank in
general (Ljubisavljevi¢, 2000).

INTERNAL AUDIT FUNCTIONS IN
BANKS IN SERBIA

According to the Law on Banks and Other Financial
Institutions (The Official Gazette of the Republic of
Serbia, No. 107/2005), and the amendments to the Law
(The Official Gazette of the Republic of Serbia, No.
91/2010), the following areas of internal control and
audit are defined:

* internal control,

* bank’s compliance function,

¢ the internal audit function,

* the powers of internal audit, and

* the annual report on the adequacy of risk
management and internal control.

Pursuant to this law, inside (internal) audit and
the committee on banking supervision control the
regularities of the banks in the RS and the efficiency
of the functioning of the internal controls system.
The main task of internal audit’s organizational unit
is to provide a bank’s board with an independent and
objective opinion on issues subject to audit. Internal
audit performs an advisory activity aimed at improving
the existing internal controls system (Sarens & De
Beelde, 2006), and assists the bank’s board in achieving
its objectives. Internal audit performs all of the above
by applying a systematic, disciplined, and documented
approach to the evaluation and improvement of the
existing methods of managing risks, control, and
governance processes. In accordance with these
responsibilities, the law defines the following internal
audit functions:
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* The evaluation of the adequacy and reliability of
the bank’s internal controls system and the control
functions of the bank’s compliance;

* Ensuring that risks are adequately identified and
controlled;

* Determining weaknesses of the bank’s operations
and its employees, as well as the cases of default
and excess of powers, preparing proposals to
eliminate these weaknesses, and recommendations
for their prevention;

¢ Holding meetings with the bank’s board, and the
committee on banking supervision, and

* The regular preparation of reports on internal
audit activities and their submission to the board
of directors and the committee on banking
supervision.

For these functions, internal audit must be organized
as a separate organizational unit of the bank. The bank
is obliged to arrange and implement the procedures of
the internal controls system in a manner allowing the
continuous monitoring and measurement of risks that
could adversely affect the achievement of the bank’s
established business goals, such as: credit risk, country
risk, foreign exchange risk, market risk, interest rate
risk, liquidity risk, operational risk, and other risks.
The bank is required to develop the internal controls
system in a manner allowing its timely assessment
of the existing and new risks, including risks not
previously controlled, and those beyond the control of
the bank (external risks), and the control of risks which
will keep negatively impacting the bank’s operations
and solvency to a minimum. The control of the bank’s
compliance is within the scope of the activities of an
organizational unit of the bank.

The head of this unit is responsible for identifying
and monitoring the compliance risks as well as
for managing risk, especially including the risk of
sanctions of the regulatory body and financial losses,
as well as reputational risk. The compliance risk
arises due to a lack of compliance with the laws and
other regulations, operating standards, procedures on
preventing money laundering, as well as other acts
governing banking operations. Bank employees are
required to provide this organizational unit with an
access to the documents and information they possess.

The organizational unit, with the control of the bank’s
compliance within its scope of activities, is required
to identify and assess the key risks of compliance and
propose plans for managing those risks, and reports
on this, at least once a year. This organizational unit is
obliged to draw up a program for monitoring the bank’s
compliance, which contains the methodology of the
organizational unit, its planned activities, the methods
and deadlines of the report preparation, the methods
of verifying such compliance, and a staff training plan.
As regards internal audit, the head of the internal audit
creates a program of internal audit and establishes the
methodology of its activities, especially a manual for
internal audit activities, the methods and deadlines
for the preparation and submission of internal audit
reports to the competent authorities of the bank, the
methods of monitoring the recommended activities for
eliminating irregularities and deficiencies in the bank,
and the method and responsibility for the creation,
usage, and maintenance of the documentation of
internal audit activities according to the annual plan.
The head of internal audit’s organizational unit is
responsible for the efficient, continuous, regular, and
quality performance of the internal audit function
and the effective implementation of the programs
and annual operational plans of such audit. As for
the powers of internal audit, the employees in the
organizational unit have the right to access all the
documents of the bank and its subsidiaries, as well
as to the same of the members of the same banking
group, in order to supervise banking operation
without restrictions. Internal auditors attend meetings
of the bank’s board of directors. The annual report on
the adequacy of risk management and internal control
of banks is submitted together with annual financial
statements.

The law defines the functions and tasks of the
committee on banking supervision, internal audit,
internal control functions, their relationship and the
relationship with other bodies: the board of directors,
the bank’s assembly, and the executive committee.
The committee on banking supervision controls the
regularity of the bank and monitors the internal
controls system. This function is performed by the
bank’s internal audit, while the head of the internal
audit reports to the committee. While internal control
is present in all organizational units and is built into
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the organizational structure of the bank, the audit
assesses the effectiveness of the internal controls
system and is organized as a separate unit of the bank.
The board of directors appoints and dismisses the
head of the organizational unit, within whose scope of
activities the control of the bank’s compliance is. Also,
the board of directors elects and dismisses the head of
the organizational unit within whose scope of activities
internal audit is. The internal audit organizational unit
reports on its activities to the bank’s board of directors.
Finally, the board approves the annual report on the
adequacy of risk management and the internal control
of the bank. The assembly of the Bank is informed
by the head of internal audit on the convening of the
meetings of the committee on banking supervision
and on the cancelation of the scheduled meeting. The
executive committee adopts the report prepared by the
organizational unit, which encompasses the control
of the bank’s compliance. The executive committee
and the committee on banking supervision are
notified by the head of the organizational unit, which
encompasses the control of the bank’s compliance, on
the identified omissions related to such compliance.
Members of the bank’s executive committee are
responsible for the performance of internal control in
it. The bank is obliged to submit an annual report to
the National Bank of Serbia on the adequacy of the
risk management and internal control of the bank.
The contents of this annual report and its submission
deadlines are prescribed by the National Bank of
Serbia, and such a report must contain the following
statements:

o  Whether the board of directors and the executive
committee have identified significant risks;

* Whether the policies of internal control and risk
management are adequate and whether they are
effectively implemented;

* Whether an accurate representation of the policies
of risk management and internal controls system is
submitted to the National Bank of Serbia;

e That the plan of the activities for eliminating
deficiencies is establish and applied, or that it will
be established and submitted to the board of the
bank for approval.

In addition to the Law on Banks and Other Financial
Institutions, the governor of the National Bank

of Yugoslavia adopted the Decision on the basic
principles of the organization and operation of the
internal audit of banks and other financial institutions
(The Official Gazette of the FRY, No. 39/2002), laying
down the basic objectives of internal audit, thus
providing the protection of banks” solvency and an
accurate presentation of their financial results. This
decision also defines:

* The independence of the internal auditor from the
bank director and entities with special powers and
responsibilities in the bank;

e That the internal auditor must not perform
management tasks in the bank;

* The independence of the internal auditor when
deciding on the selection of a method and the
manners of its application;

e That the bank is obliged to perform the
internal audit function in accordance with the
internationally recognized standards of internal
auditing and the auditing of banks;

* The responsibilities of the board of directors
regarding the bank’s acts (the adoption of the
program and the annual operational audit plan
and the conditions for their implementation,
the appointment of the internal auditor and
determining the amount of their income, etc.);

* The commitment of the internal auditor to
report to the supervisory committee, the bank
director, and the persons with special powers
and responsibilities in the bank, responsible for
eliminating the irregularities and deficiencies;

* The frequency of audit, which should be increased
in the banking areas with a higher risk degree;

* That the director and the persons with special
powers and responsibilities in the bank shall be
responsible for accepting or rejecting the internal
auditor’s suggestions, and whether irregularities
and deficiencies in the bank are effectively
eliminated.

From the above regulations, it remains unclear whether
internal auditors submit their statements made in the
audit report to the board of directors, the supervisory
committee, or the bank’s management. The empirical
research has just shown that internal audit in banks in
the RS is subordinate to the various bodies of the bank.
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RESEARCH METHODOLOGY

The survey includes 14 banks in the Republic of Serbia,
with the aim to seek the methods of the organization
and tasks of internal audit. The research was conducted
in the first quarter of 2011, using the cross-sectional
study - a survey. The empirical research includes all
the activities from the beginning of the data collection,
through the questionnaires, to the application of
the research results in practice. The structure of the
research consisted of (Milosavljevi¢ & Radosavljevic,
2003):

* A pre-investigation, with the project reconstruction,
on the research project and assistants, the
phenomenon itself, and the research subject, if
necessary;

* The collecting, sorting, grouping and processing of
the data for the purpose of the empirical research
(the methods of a statistical description);

* A data analysis (a statistical analysis);

* The conclusion and presentation of the research
results based on the quantitatively derived
conclusions, and

o The recommendations on the use of the research
results in practice.

We have used general scientific methods in the paper
(the statistical, modeling, and analytical and deductive
methods), as well as specific research methods, the
processes of reasoning, the methods of research,
ie. the data collection techniques available to the
researcher during the research (the analytical and
synthetic method, systemic thinking, abstraction-
concretization, generalization-specification, classifica-
tion, and induction-deduction). The special data
collection techniques or methods used in the paper
are: a scientific observation, methods for cause
research, the content analysis, the survey and the
interview. The most prevalent techniques and analysis
methods in the paper are the survey, the statistical
method, and the content analysis. The variables in the
survey are large, medium, and small banks, the tasks
of internal audit in banks classified into six groups, the
organization of internal audit in banks, and the ratings
of the responses of the 14 banks surveyed concerning
the internal audit tasks and the methods of organizing
internal audit in these banks.

As for the subsets and the sample, the survey was
conducted in 14 elementary units, out of which 5 are
large banks, 5 medium banks, and 4 small banks. The
survey covers all the large and medium banks, which
means that these are two subsets, strata. As regards
small banks, the survey can be concluded to have been
conducted on the simple random sample of the four
elementary units. The survey was completed by the
internal audit executives and managers at the other
business levels in the bank. As for the description of
the measuring instrument, the questionnaire consists
of the two main parts. At the beginning of the survey,
the banks list the basic information grouped into
6 questions. The second part of the questionnaire
consists of the 7 questions regarding the method of
organizing internal audit in the banks and the internal
audit tasks in the banks. Depending on the questions
and responses, the scales differ and range from: 1-3 (the
bank size, the bank’s organization, and membership on
the external or internal body of the bank) and 1-5 (the
subordination of the internal auditor and the rating of
the internal audit tasks). All the data on the surveyed
banks are saved in a Microsoft Excel 2007 database.
The statistical data analysis was performed using
the method of a statistical description: the data were
collected, grouped and displayed using circle graphs.

RESEARCH RESULTS

Basic data on banks

The data were grouped into the following six
questions: Name, location, and the origin country of a
bank; domestic or foreign bank; bank’s organizational
form (head office, subsidiary, representative office of
the foreign bank), subsidiary/representative office,
district; banking group or holding; total employees
number, total income and total assets in 2011.

The banks unwilling to fill out the questionnaires
explained that the reasons for this were their lack of
time and secrecy. Out of the total number of the banks,
64% are the banks with foreign capital, while 36% are
domestic banks, which is accounted for in Table 1. The
criterion of the total revenues in 2011 was taken for the
ranking of the banks as large, medium, and small.
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Table 1 Ranking of banks from the sample

No Bank Employees Number Total assets Total revenue
1 Banca Intesa 3116 359.123.000.000 58.296.611.000
2 Raiffeisen Bank 2000 178.833.012.000 36.397.803.000
3 Komercijalna Banka 3105 255.868.309.000 28.683.475.000
4 Societe Generale Bank 1300 163.433.939.000 18.723.903.000
5 Aik Banka 478 141.583.427.000 14.890.254.000
6 ProCredit Bank 2000 69.671.964.000 12.965.608.000
7 Vojvodanska Banka 2589 87.112.877.000 10.187.080.000
8 Univerzal Banka 500 35.055.548.000 5.453.077.000
9 KBC Banka 611 29.068.855.000 4.275.489.000
10 Cacanska Banka 387 28.673.216.000 4.070.348.000
1 Findomestic Banka 460 18.586.544.000 3.471.556.000
12 Credit Agricole Banka 959 34.156.354.000 1.700.173.000
13 Credy Banka 390 10.935.176.000 1.180.818.000
14 Alpha Bank 1538 98.370.114.000 1.068.279.000

Source: Author, according to the data from the survey

Organizing internal audit in banks

Based on the research conducted by the direct filling-
out of the questionnaire on the organization of internal
audit in banks, the following results have been
obtained.

In all of the 14 banks (100% surveyed), internal audit
is organized as an independent organizational unit
and the internal auditor is an independent entity, as
defined under the Law on Banks. Internal audit can be
organized as a sector, department, or service, which
primarily depends on the bank size. Internal audit is
organized as a sector in the following banks: Univerzal
Banka, Banca Intesa, Komercijalna Banka, Findomestic
Banka, Alpha Bank, and Vojvodanska Banka. Internal
audit is organized as a department in the following
banks: Credit Agricole Banka, Societe Generale Bank,
Raiffeisen Bank, KBC Banka, and Credy Banka.
Internal audit is organized as a service in AIK Banka,
ProCredit Bank, and Cacanska Banka.

Internal audit is hierarchically subordinate to the
board of directors in the following banks: Credit
Agricole Banka, Cacanska Banka, Findomestic Banka,
and ProCredit Bank. Internal audit is subordinate
to the bank’s management in: Banca Intesa, Societe

Generale Bank, Raiffeisen Bank, and Vojvodjanska
Banka. Internal Audit is subordinate to the executive
committee in: KBC Banka, AIK Banka, and Credy
Banka. Internal audit is subordinate to the audit
committee in the following banks: Alpha Bank and
Komercijalna Banka. Univerzal Banka is the only one to
have responded that internal auditors are subordinate
to the shareholders” assembly.

Based on the above, and illustrated in Graph 1, it can
be concluded that internal audit is organized as a:

e gector in 6 banks, which is 42.86% of the
respondents,

e gervice in 3 banks, which is 21.43% of the
respondents, and

* department in 5 banks, which accounts for 35.71%
of the banks surveyed.

As for the organization of internal audit in the RS, it
can be concluded that, in the majority of the banks, it is
organized as a sector, then as a department, while the
smallest number of the banks organized their internal
audit as a service.

As Graph 2 displays, internal audit is subordinate, i.e.
responsible, to:
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42,86%
21,43%
Service
Department

35,71%

Graph 1 Organization of internal audit in banks

Source: Author, according to the data from the survey

Management

28,57%

14,28%
Audit
committee 28,57%
Board of
directors
21,43%
Executive committee 7,14%
Shareholders
assembly

Graph 2 Subordination of internal audit

Source: Author, according to the data from the survey

* the management of the bank, in 4 banks, which is
28.57% of the respondents,

e the board of directors, in 4 banks, which is 28.57%
of the respondents,

e the executive committee, in 3 banks, which is
21.43% of the respondents,

¢ the audit committee, in 2 banks, which is 14.28% of
the respondents, and

o the shareholders’ assembly, in 1 bank, which
represents 7.14% of the respondents

Internal audit in the banks in the RS is usually
subordinate to the board of directors and the
management of the bank, whereas a smaller number
of banks subordinated their internal audit to the
executive committee, the audit committee, and the
shareholders” assembly of the bank.

The tasks of the internal audit in banks

Based on the research conducted, by filling in the
questionnaire on the tasks of internal audit in banks,
we have obtained the following results:

* Ten banks, ie. 7143% of the respondents,
completely agreed that the assessment of the bank’s
compliance with the law, policies, and business
practice of the bank was a task of internal audit,
giving a rating of 5, which leads to the conclusion
that this is the primary task of internal audit in the
RS;

* Four banks, ie. 28.57% of the respondents gave a
rating of 4, which means that they agreed with it,
which is presented by Graph 3.

The presented graph clearly shows that the primary
task of internal audit in the banks in the RS is the
assessment of the bank’s compliance with the law,
policies, and business practice of the bank.

Graph 4 displays how the bank managers ranked
the task of internal audit related to the performance
evaluation of the accounting systems and the internal
controls system.

Five banks, i.e. 35.71% of the respondents, completely
agreed that the task of internal audit was the assessment
of the effectiveness of the accounting system and
the internal controls system and gave a rating of 5;
five banks, namely 35.71% of the respondents, gave a
rating of 4, which means they agreed with this; two
banks, i.e. 14.28% of the respondents, gave a rating of
3, which means they could not decide if this was the
task of internal audit; two banks, ie. 14.28% of the
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Agree 28,57%

Completely
agree

71,43%

Graph 3 The assessment of the bank’s compliance with
the law, policies, and business practice of the bank

Source: Author, according to the data from the survey

Completely agree

Cannot decide

14,28%
Disagree b

14,28%

35,71%

Agree

Graph 4 The assessment of the effectiveness of the
accounting system and the internal controls system

Source: Author, according to the data from the survey

respondents, gave a rating of 2, which means they
disagreed that this was the task of internal audit.

The majority of the banks in the RS understand that
the primary task of internal audit is the assessment

of the effectiveness of the accounting system and the
internal controls system. More than 70% of the banks
agree or completely agree that the assessment of the
effectiveness of the accounting system and the internal
controls system is the primary task of the internal
audit.

Graph 5 shows that detecting and preventing errors
and illegal acts is an important task of internal audit in
the banks in Serbia.

Twelve banks, ie. 8571% of the respondents,
completely agreed that detecting and preventing errors
and illegal acts was the task of internal audit, giving it
a rating of 5; one bank, i.e. 7.14% of the respondents,
could not decide whether this was the task of internal
audit and gave a rating of 3; one bank, ie. 714% of
the respondents, disagreed that this was the task of
internal audit, and gave a rating of 2.

100 —
90 | 85.71%
80 —
70 o

60 —

30
20

10 —

Graph 5 Detecting and preventing errors and
illegal acts

Source: Author, according to the data from the survey
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Graph 6 illustrates how the bank managers in the RS
responded to the question of whether they believed the
timely preparation of quality financial statements was
a significant task of the internal audit organizational
unit in the banks in the RS.

Cannot decide

21,43%

Completely
agree Agree
21,43% 714
21,43%
Disagree 28,57%

Completely disagree

Graph 6 The timely preparation of quality financial
statements

Source: Author, according to the data from the survey

Three banks, i.e. 21.43% of the respondents, completely
agreed that the timely preparation of quality financial
statements was internal audit’s task and gave a rating
of 5; one bank, that is 7.14% of the respondents, gave
the rating of 4, which means that they agreed with
this; three banks, i.e. 21.43% of the respondents, could
not decide whether this was a task of internal audit
and gave a rating of 3; three banks, i.e. 21.43% of the
respondents, disagreed that this was a task of internal
audit and gave a rating of 2; four banks, namely 28.57%
of the respondents completely disagreed that this was
the task of internal audit and gave a rating of 1.

Graph 7 shows how the banks responded to the
question of whether the shareholder value added is a
significant task of the internal audit of the bank.

One bank, ie. 714% of the respondents, completely
agreed that the shareholder value added was a task
of internal audit and gave a rating of 5; two banks, i.e.

14.28% of the respondents, gave a rating of 4, which
means that they agreed with this; five banks, namely
35.71% of the respondents, could not decide whether
this was a task of internal audit and gave a rating of
3; two banks, i.e. 14.28% of the respondents, disagreed
that this was a task of internal audit and gave a rating
of 2; four banks, namely 28.57% of the respondents,
completely disagreed that this was the task of internal
audit and gave a rating of 1.
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Grafikon 7 Shareholder value added

Source: Author, according to the data from the survey

Having conducted this research, we have demonstrated
all the three research hypotheses. The bank size does
not affect the organization and tasks of internal audit,
which means that there is the homogeneity of the
population.

CONCLUSION

The development of internal audit as a tool of business
decision making is a result of today’s turbulent and
complex business conditions. The conditions of
the rapid development of techniques, technologies,
growing competition, globalization, the diversification
and decentralization of banks have influenced
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significant changes in decision making. This leads
to the prominent role and importance of planning,
organizing and control at all hierarchical levels.

Based on the questionnaires and the variety of the
responses, a conclusion can be drawn that internal
audit in the banks in the RS still has an unclear context.
The world experience is not better and shows that
about 73% of internal audit services have been existing
for less than 20 years, so we can explain why many
banks have not had enough time to adapt to the tasks
of internal audit and completely understand them. The
survey that was conducted in the 14 banks in Serbia
has showed the following:

* Foreign banks are dominant in the Republic of
Serbia (64%);

* The head offices were surveyed the most (54%),
afterwards the subsidiaries (39%), and the branches
(7%);

* Banca Intesa is the largest bank in the Republic of
Serbia, according to most of the criteria;

* Internal audit in the banks surveyed is equally
organized as a sector (43%), service (21%), or
department (36%), which is not always in correlation
with the bank size;

® 29% of the banks in the RS consider internal audit
to be subordinate to the board of directors, and

* The primary task of the banks is an assessment
of the bank’s compliance with the law, policies,
business practice, and management activities.

Based on the conclusions drawn from the empirical
research, we can form suggestions for the improvement
of the internal audit function in the banks in Serbia.
The task of internal audit should be to study the
plans, programs, policies, and procedures in order to
objectively evaluate their performance at all levels.
Also, the task of internal audit should include the
critical monitoring of the overall plan achievement as
well as individual plans, informing the management
on any deviations from the standards and the planned
objectives, giving recommendations and advice on
possible corrective actions to eliminate the detected
discrepancies. Internal audit should increasingly be
directed towards the anticipation of potential risks in
the bank’s certain areas and advising the management

on a possibility of managing many risks by designing
and supervising an appropriate internal controls
system that will effectively reduce risks. Therefore,
the entire business operations directed to the future
should be the object of the investigation of the internal
auditor. A degree which new tasks of internal audit
are accomplished to and the effectiveness of the
implementation of the policies and procedures in the
future practice of Serbia’s banking operations can be
inspiring for some future research on the functioning
of this extremely important area of banking operations.

Based on the research conducted in the banks in the
Republic of Serbia, it can be concluded that internal
audit was organized as an independent organizational
unit, as a sector, in most of the surveyed banks. The
decision on the basic principles of the organization
and operation of internal audit in banks stipulates that
internal audit should be organized as an independent
organizational unit, since in this way, internal audit
continuously monitors, checks and improves the
system of functioning in the bank, identifies risks the
bank is or can be exposed to, evaluates the established
internal controls system, and issues appropriate
recommendations for removing irregularities. This
provides the basic objective of internal audit to be
accomplished, which is to ensure the protection of the
bank’s solvency and to realistically show its financial
results.

The research has shown that internal audit in the
banks in Serbia is subordinate to the board of directors
and the bank management, ie. this is the case in
most of the surveyed banks. Given the fact that in
the contemporary business conditions in the world
, there is an opinion that it is the best for internal
audit to be subjected to the top management. In our
country, the banks partially fulfill this requirement,
because, in addition to such subordination to the
board, there is also internal audit’s subordination to
the bank management. Only a small number of the
banks surveyed relate subordination of internal audit
to the executive committee and the audit committee.
The subordination of internal audit to the bank’s
shareholder assembly, as the top management, occurs
in a very small number of the banks in our country.
In order to meet the world-class business, the system
of the subordination of internal audit to the audit
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committee must be improved in all the banks, in the
whole country, especially in the large banks.

As for the tasks of internal audit, the banks in our
country believe that these are the detection and
prevention of errors and illegal acts, the assessment
of the bank’s compliance with the law, policies,
and business practice of the bank. Other tasks: the
assessment of the effectiveness of the accounting
system and the internal controls system, the
timely preparation of quality financial reports, and
shareholder value added were rated lower by our
banks. Since they are not sufficiently familiar with
them, the banks feel that these tasks of internal audit
are not that important; in the world, however, these
tasks are very well-developed. Therefore, we have to
try to get a clearer understanding of them and further
educate ourselves. It can be concluded that internal
audit is in fact the management’s advisor and that the
work of internal audit is a responsible one as it relates
to the provision of advice and making suggestions and
as such cannot be deprived of its independence. Thus,
internal audit in banks is an important function that
has strongly been expanding in recent years.

It is interesting to note that internal audit will include
more new and diverse domains, namely: quality
audit, environmental audit, entrepreneurial audit,
management audit, strategy audit, and the like.
One thing is certain - internal audit has become an
internal advisor with a protective character instead of
a repressive one. Internal audit is a universal activity
that can be applied to all banks and in all segments of a
bank. Therefore, internal audit is a function controlling
all other functions.

REFERENCES

Allen, D, Sneathen D,, & Tim, K. (2007). The Effects of Fraud
and Going-concern Risk on Auditors’ Assessments of
the Risk of Material Misstatement and Resulting Audit
Procedures, International Journal of Auditing, 11(3), 149-163.

Boynton W., & Johnson, R. (2006). Modern Auditing. The 8th
edition. New Jersey, NJ: John Wiley & Sons, Inc.

Gramling, A, Rittenberg, L., & Johnstone, K. (2012). Auditing.
The 8th edition. Canada: South-Western.

Krogstad, ], Ridley, A, & Ritterberg, L. (1999). Where are we
going? Internal Auditor, 56(5), 26-33.

Kukoleca, S. (1995). Osnovi ekonomije. Beograd, Srbija:
Savremena administracija.

Lee, T, & Alan, P. (1984). The Nature, Scope and Qualities of
Auditing. In S. Carsberg (Ed.), Current Issues in Auditing,
Philip Alan.

Ljubisavljevi¢, S. (2000). Uloga eksternog revizora u okruZenju.
Kragujevac, Srbija: Ekonomski fakultet.

Meigs, W., Wittington, O., & Pany, K. (1988). Principles of
Auditing. McGraw-Hill, Irwin.

Milojevi¢, D. (2006). Revizija finansijskih izvestaja. Beograd,
Srbija: FTB, BBA.

Milosavljevi¢, S., & Radosavljevic, 1. (2003). Osnovi metodologije
politickih nauka. Beograd, Srbija: Sluzbeni glasnik.

Munro, L., & Stewart, ]. (2011). Exsternal auditors' reliance
on internal auditing: further evidence. Managerial Auditing
Journal, 26(6), 464-481.

Odluka o osnovnim principima organizacije i rada interne
revizije banke i druge finansijske organizacije. (2002).
Sluzbeni list SRJ 39.

Pickett, S. (1997). Profesionalna praksa interne revizije. Beograd,
Srbija: Savez racunovoda i revizora Srbije.

Pickett, S. (2011). The Essential Guide to Internal Auditing. London,
UK: John Wiley & Sons.

Poznanic, V. (2011). Uloga odbora za reviziju u korporativhom
upravljanju. Revizor, 13(53), 10-24.

Raschenberger, M. (1929). Internationales Revision und

Treuhandwesen. Wien.

Renard, J. (1997). Theorie et pratique de 'audit interne. Paris, Les
editions d’organisation.

Rossel, J. (2007). The Internal Auditing Pocket Guide: Preparing,
Performing, Reporting and Follow-up. The 274 Edition.
Milwaukee, Wisconsin: American Society for Quality Press,
4,10-25.

Sarens, G., & De Beelde, L. (2006). The Relationship between
Internal Audit and Senior Management: A Qualitative
Analysis of Expectations and Perceptions. International
Journal of Auditing, 10(3), 219-241.

Soh, D.,, & Martinov-Bennie, N. (2011). The internal audit
function: Perceptions of internal audit roles, effectiveness
and evaluation. Managerial Auditing Journal, 26(7), 605-622.



S. Ljubisavljevic, Organization and tasks of internal audit in domestic and foreign banks in Serbia 61

Spahi¢, N. (2008). Izvestaj interne revizije. Revizor, 1041), 5-19.  Zakon o bankama i drugim finansijskim organizacijama

. , . (2005), Sluzbeni glasnik RS 107 i izmene ovog zakona,
Stuart, L. (2012). Auditing and Assurance Services: An Applied Stuzbeni glasnik RS 91/2010.

Approach. New York, NY: McGraw-Hill, Irwin.

Received on 11N February 2013,
after revision,
accepted for publication on 19th April 2013

Snezana Ljubisavljevic is an Associate Professor at the Faculty of Economics, University of Kragujevac.
She holds a PhD in business economics — Accounting and Auditing, Faculty of Economics, University of
Belgrade. The key areas of her scientific interest and work are the specific areas of the audit of financial
statements, internal control and internal audit, and financial institution accounting.



