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Abstract

Boards of directors must commit to balancing the interests of the stakeholders and not focusing
exclusively on financial concerns. Motivated by the importance that diversity currently has in
companies, we examine the effect that board diversity has on corporate governance
performance in Spain, analysing gender diversity, diversity of director types and tenure
diversity. The findings reveal that diverse boards of directors have a positive influence on good
governance practices, improving the efficiency of corporate governance mechanisms. These
results may have implications for practitioners, since it is shown that different types of diversity
contribute to better corporate governance. They may also be of interest to regulators, who are
rightly promoting laws and regulations aimed at achieving diversity in the knowledge,
experiences, and gender of the board of directors.
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1. Introduction

Through literature we know that diversity in the board of directors translates into: (1) the re-
duction of agency costs (agency theory); (2) the optimization of the resource dependence func-
tion (resource dependence theory); (3) the improvement of corporate reputation by being more
open to a multiplicity of interests (stakeholder theory). This theoretical basis is present in many
of the researches they have studied the relationship between board diversity and financial per-
formance and has done so by analysing diversity in a single dimension, usually gender or type
of director. A large number of papers have found a positive relationship between gender diver-
sity and firm performance (Campbell & Minguez-Vera, 2008; E-Vahdati, Zulkifli, & Zakaria,
2018; Galbreath, 2018; Green & Homroy, 2018; Martin-Ugedo, Minguez-Vera, & Palma-Mar-
tos, 2018), while others have found a negative relationship (Adams & Ferreira, 2009) or even
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no relationship (Carter, D’Souza, Simkins, & Simpson, 2010). Regarding types of director, nu-
merous papers have studied the relationship between independence or outside directors and firm
performance with mixed results. For example, Lefort and Urzia (2008) found a positive rela-
tionship between outside directors and firm value, while Cavaco et al. (2016) identified a neg-
ative one.

However, boards of directors should engage in balancing stakeholder interests (Al-Shaer &
Zaman, 2016), which involves not focusing purely on financial concerns. For this, interest is
focused on analyzing whether the degree of diversity of the board leads to a significant impact
on the governance functions (Fitzsimmons, 2012; Gul, Hutchinson, & Lai, 2013; Singh &
Vinnicombe, 2004; Srinidhi, Gul, & Tsui, 2011). Studies on this issue are not as neat as those
related to financial performance. Bear et al. (2010), Hafsi and Turgut (2013) and Harjoto et al.
(2015), among others, provide evidence of a link between gender diversity and corporate social
responsibility. Other studies analyse gender diversity and sustainability reporting quality (Al-
Shaer & Zaman, 2016; Cabeza-Garcia, Fernandez-Gago, & Nieto, 2018), or female board par-
ticipation and annual report readability (Ginesti, Drago, Macchioni, & Sannino, 2018), or the
relationship between the composition of board of directors and the disclosure of voluntary dis-
closure (Cucari, 2019; Lagasio & Cucari, 2019; Lim, Matolcsy, & Chow, 2007). However,
there is no empirical evidence on the relationship between board diversity and corporate gov-
ernance performance. Despite this, literature suggests that a more heterogeneous board compo-
sition develops government processes that are more open to stakeholder demands (Hillman,
Cannella, & Harris, 2002), that consequently allow the alignment of all interests (Tirole, 2001).
In this context it is essential to assess whether the board of directors follows good governance
practices (Rose, 2016).

In this regard, this paper aims to answer the following research question: What is the relation-
ship, if any, between board diversity and corporate governance performance? Thus, we examine
the effect of board diversity in a broad sense on good governance practices for the Spanish
context. We study this research question through three different hypotheses:

H1: Gender diversity has a positive effect on corporate governance performance.

H2: Diversity of types of directors has a positive effect on corporate governance perfor-
mance.

H3: Tenure diversity has a positive effect on corporate governance performance.

This work makes several contributions. First, it adds to the scarce empirical evidence on good
governance practices. Second, it analyses the diversity of directors in the boardroom in a broad
sense through three dimensions (gender, typology, and tenure). Third, the US, where most pre-
vious evidence comes from, is considered a common law country. In contrast, Spain is a civil
law country. Countries under common law systems tend to have more dispersed ownership
structures, stronger investor protection and more effective external control mechanisms, differ-
ences that affect corporate governance. Fourth, it corrects the main methodological limitations
that, according to Cuomo et al. (2016), are present in previous studies, such as the lack of con-
trol for specific firm characteristics, the use of Ordinary Least Squares (OLS) regressions, the
problem of unobserved heterogeneity among companies, and the lack of control for endogeneity
and selection bias. This paper can contribute to the debate on the regulatory requirements re-
garding the composition of boards of directors being of interest to regulators. It could also be
of interest to practitioners, since it provides empirical evidence that diversity improves good
governance practices.

The paper is organised as follows. The next section describes the methodology. Section 3
contains estimation results and discussion, whilst Section 4 provides some concluding remarks.
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2. Methodology

2.1. Data

The sample is comprised of Spanish companies listed on the Continuous Market of the Madrid
Stock Exchange, excluding those companies that belong to the financial or real estate sectors.
This exclusion is due to the existence of specific good governance codes for these companies.
The time period of the research covers 2010 to 2014, since in 2015 a new Good Governance
Code (CNMV, 2015) was implemented,; this is not comparable with the previous ones and limits
the period of study. As a result, our final sample consists of 430 firm-year observations.

To build our database, we obtained the data through the Annual Corporate Governance Re-
ports of these companies, particularly the section related to the structure of the board of direc-
tors and the section that refers to the degree of compliance with the recommendations proposed
by the codes of good governance. We also obtained financial data through the SABI database.

2.2. Variables

Our dependent variable is good governance practices as a measurement of corporate govern-
ance performance. We used the degree of compliance with the recommendations of good gov-
ernance following previous literature (Alves & Mendes, 2004; Price, Roméan, & Rountree,
2011). When companies face a recommendation, they can choose to fully comply with it, par-
tially comply with it, not comply with it or not apply it. In order to measure the degree of
compliance with these recommendations, we have taken into account both total and partial
compliance in a weighted way and this has been linked to the number of recommendations with
which a company can comply. We have thus created the Good Governance Practices (GGP)
variable as follows!:

GGP
_ recommendations totally complied with - 1 + recommendations partially complied with - 0.5 (1)

total recommendations — recommendations not applicable

The aim of our research is to explain this variable through the diversity of the board of direc-
tors. For this, we have considered three independent variables to measure different types of
diversities within the boardroom: gender diversity (Gender), diversity of director types (Typol-
ogy), and tenure diversity (Tenure). The first two variables were measured through the Blau
index, which is frequently used in empirical research on organisational demography to represent
group heterogeneity. It is formulated as in equation [2], where p; is the proportion of each cat-
egory analysed (gender diversity is composed of two categories: men and women; and typology
diversity is composed of three categories: executive, proprietary, and independent director).
Tenure diversity is measured as the coefficient of variation of the tenure of the board of directors
in each observation.

n
Blauindex=1— ) p? 2
Z @)
We used two types of control variables: corporate governance variables and firm characteris-
tics. The former have been chosen according to the majority of literature on corporate govern-
ance and following the paper of Lagasio and Cucari (2019), where it makes a meta-analysis of
evidence about the influence of the corporate governance on disclosure. These variables have
been board size, computed as the logarithm of the number of board members (B_Size); board
remuneration, measured as the logarithm of total board remuneration (B_Remmuneration); au-

! Of all the recommendations, there are two that have to do with the gender and the independent directors. To avoid
endogeneity issues, we have removed, both in the numbered and in the denominator, these recommendations.
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dit committee meetings, quantified as the logarithm of the number of meetings in that commit-
tee (AC_Meetings); and CEO duality, which is a binary variable equal to one if the chairperson
and CEO were the same and zero otherwise (CEO_duality). The latter are firm size, quantified
as the logarithm of total assets (F_Size); ownership dispersion, measured as the percentage of
shares held by the public (Ownership); book-to-market ratio, calculated as the quotient between
book value and the market value of equity (Book-to-market); firm age, quantified as the loga-
rithm of firm age (F_Age); and level of indebtedness, measured as the quotient between total
debt and total assets (F_Leverage). Finally, year dummies and industry dummies were included
to control for temporal and industry effects.

2.3. Empirical model

To capture the effect of boardroom diversity on good governance practices, we propose a panel
data model with a dependent variable censored by the upper limit because a large proportion of
the values is concentrated in the highest value (that is, in the unit). The regression model is
specified as:

GGPit = Bo + B1 - Genderi: + B2 - Typologyi: + Bs - Tenureis + X j - Controlji: + &it 3)

where subscript i and subscript t refer to firm and time, respectively; GGP represents good
governance practices; Gender is gender diversity; Typology refers to the diversity of director
types; Tenure captures tenure diversity; and Controlj is the corresponding control variable j,
which has been previously described. Finally, &it is the error term, which is split into three com-
ponents: the individual effect (1), the temporal effect (d:), and white noise or random disturb-
ance (Vit).

These models with censored dependent variables were estimated through random effects using
a likelihood function. Random effects estimators were used because there are no fixed effects
estimators that are efficient in models with censored variables. The panel data methodology
was used to avoid obtaining biased estimates due to the problem of unobservable heterogeneity.

To provide robustness, we incorporated three additional regression models to the main one.
Thus, model (2) was run only with the variables that were statistically significant in model (1).
Model (3) was added to examine a possible critical mass effect in gender diversity. Finally,
model (4) incorporates lagged-one-year independent variables in order to mitigate endogeneity
concerns.

3. Results and discussion

Table 1 shows the descriptive statistics of all the variables used. A few statistics are noteworthy.
The average compliance with good governance practices is 89.66%, with a standard deviation
of 8.29%, and half of companies meet more than 91% of the recommendations. This trend has
gained traction in recent years, as the literature suggests. Board composition is not balanced in
terms of gender, since the mean of diversity index is 0.1743 (the Blau index goes from zero to
0.5, representing 0.5 equality between men and women). In fact, the average percentage of
women on the boards of directors is only 10.96%. Regarding the diversity of director types, the
average reaches a value of 0.5212 (the Blau index goes from zero to 0.6667, representing 0.6667
equality between executive, proprietary, and independent directors), and the standard deviation
is 0.1317. Regarding tenure in the board, the directors remain in the company for an average of
8 years. This variable presents an average of 0.7370 with a standard deviation of 0.2713.

We examine whether the different types of diversities in the board have a positive influence
on corporate governance performance, measured through good governance practices. To this
end, Table 2 shows the results of the regression performed for the aforementioned empirical
model. The whole model is displayed in Column (1), while a reduced model with only signifi-
cant variables is shown in Column (2) to provide robustness to the results.
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Table 1. Descriptive statistics.
Variable Mean Std. dev. Min 1tQ Median 3 Q Max N

GGP 0.8966 0.0829 0.5833 0.8571 0.9130 0.9583 1.0000 430
Gender 0.1743 0.1437 0.0000 0.0000 0.1738 0.2808 0.4938 430
Typology 0.5212 0.1317 0.0000 0.4686 0.5518 0.6172 0.6667 430
Tenure 0.7370 0.2713 0.0000 0.5641 0.7149 0.8622 2.1887 430
B_Size 10.6349 3.5563 3.0000 8.0000 10.0000 13.0000 21.0000 430
B_Remmuneration 265.2730 307.2800 0.0000 84.2071 162.3177 326.4615 2,808.0730 430
AC_Meetings 6.1535 2.4072 0.0000 5.0000 6.0000 7.0000 17.0000 430
F_Size 8,146,546 19,972,480 3,166 240,706 964,929 3,864,871 129,775,000 430
Ownership 0.4333 0.2162 0.0085 0.2760 0.3841 0.5811 0.9996 430
Book-to-market 1.0831 1.5360 -7.1639 0.4118 0.7817 1.4583 12.9107 430
F_Age 54.9698 44.4485 0.0000 24.0000 44.0000 71.0000 289.0000 430
F_Leverage 0.6710 0.5945 0.0403 0.5002 0.6529 0.7669 11.4094 430
Frequency Percentage

No Yes Total No Yes Total

CEO_Duality 241 189 430 56.05 43.95 100.00

When reviewing the model as a whole, there is a positive and statistically significant relation-
ship between gender diversity on the board and good governance practices, so in terms of gen-
der the more balanced the board of directors is, the more the board complies with the recom-
mendations of good governance practices. Thus, gender diversity does not only have a positive
influence over financial performance (Campbell & Minguez-Vera, 2008; E-Vahdati et al.,
2018; Galbreath, 2018; Green & Homroy, 2018; Martin-Ugedo et al., 2018), but also corporate
governance performance, so hypothesis H1 is verified. These results are in line with the paper
of Cucari et al. (2018), which also found a positive relationship with respect to governance
disclosure. We can also observe that the variety of director types in companies has a positive
and statistically significant influence on the dependent variable. In this sense, large proportion
of independent directors is not only important to improve corporate performance (Leffort &
Urzla, 2008), but also a diversity of each one of them. This leads us to verify hypothesis H2.
Finally, tenure diversity is statistically significant and positively affects the proportion of rec-
ommendations with which a company has complied. This shows that a board of directors with
a variety of tenures improves good governance performance, fulfilling the hypothesis H3.
Therefore, we demonstrate that a more balanced board is also a more talented board, where
directors can improve corporate governance performance and bring in different professional
experiences, skills, and diverse perspectives (Bear et al., 2010; Nielsen & Huse, 2010). Thereby,
we can highlight that diversity in the board of directors does not only improve the different
types of performance in common law countries such as the United States or UK, but also in
civil law countries, as it is in Spain and most European countries.

Regarding the control variables, board size appears to be a statistically significant variable
with a positive sign. Thus, larger boards of directors have more resources that allow them to
comply with more recommendations. In addition, there is a positive and statistically significant
relationship between the number of meetings in the audit committee and good governance prac-
tices. Audit committees are in charge of monitoring compliance with the rules of corporate
governance, so it is likely that the greater the number of meetings, the better it will carry out
this function, resulting in a greater degree of compliance with the recommendations. There is a
positive and statistically significant relationship between the size of the company and good
governance practices. It is well known that large companies are also more visible and their
information is more exposed with respect to their stakeholders, so they will be more concerned
about good governance practices. According to agency theory, ownership dispersion is also
positive and statistically significant. If a company’s ownership structure is very dispersed,
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agency costs rise due to the increase in the likelihood of conflicts of interest between owners
and managers (Jensen & Meckling, 1976). In order to reduce these costs, the companies will
carry out the best possible corporate governance practices. Finally, the age of the company
negatively affects compliance with the recommendations, probably because young companies
are more aware of good governance practices.

To check the validity of the results, we ran a reduced regression model (2) with only the sig-
nificant variables. The results are fairly similar to those of the previous model, since all the
variables remain statistically significant and there are no sign variations. Wald tests allow us to
test the joint significance of the explanatory variables of the models, and likelihood tests agree
that these panel data models with censored variables are preferable to pooled models. The Rho
coefficients reveal that 80.58% and 80.08% of the variance, respectively, is due to the panel
data structure. Variance Inflation Factors (VIF) were computed for both regressions in order to
confirm that there were no problems with multicollinearity.

Table 2. Influence of diversitx on good governance Eractices.

Dependent variables

1 2) 3 4)
Independent variables GGP GGP GGP GGP
Coefficient Coefficient Coefficient Coefficient
(p-value) (p-value) (p-value) (p-value)
Constant 0.7353*** 0.7362*** 0.5999*** 0.7468***
(0.000) (0.000) (0.000) (0.000)
Gender 0.0780*** 0.0783*** 0.0062 0.0589***
(0.000) (0.000) (0.316) (0.000)
Typology 0.0622*** 0.0653*** 0.0717*** 0.0678***
(0.000) (0.000) (0.000) (0.000)
Tenure 0.0199** 0.0162** 0.0295 0.0210***
(0.011) (0.048) (0.128) (0.008)
Control variables
B Size 0.0161** 0.0169** 0.0015 0.0132*
- (0.019) (0.016) (0.899) (0.085)
B_Remmuneration -0.0011
- (0.629)
AC_Mestings 0.0101** 0.0111** 0.0141*** 0.0067
- (0.032) (0.017) (0.002) (0.136)
. -0.0036
CEO_duality (0.423)
F Size 0.0099*** 0.0090*** 0.0129*** 0.0103***
- (0.000) (0.000) (0.000) (0.000)
Ownership 0.0289*** 0.0286*** 0.0774*** 0.0244**
(0.002) (0.003) (0.052) (0.021)
0.0007
Book-to-market (0.685)
E Age -0.0213*** -0.0205*** -0.0067* -0.0226***
- (0.000) (0.000) (0.079) (0.000)
F_Leverage 0.0031
- (0.305)
Year dummies Yes Yes Yes Yes
Industry dummies Yes Yes Yes Yes
Observations/Groups 430/87 430/87 430/87 343/87
Wald test 612.80*** 582.93*** 618.91*** 565.40***
(0.000) (0.000) (0.000) (0.000)
Likelihood test 392.37*** 399.19*** 393.82*** 339.58***
(0.000) (0.000) (0.000) (0.000)
VIF 1.08-3.77 1.02-2.00 1.02-2.10 1.01-2.01

Rho (p) 0.8058 0.8008 0.7906 0.8361

Notes: * Significant at 10%. ** Significant at 5%. *** Significant at 1%.
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3.1. Robustness check

Critical mass theory (Granovetter, American, May, & Granovetter, 2007; Kanter, 1987) was
also used in the analysis to examine a specific aspect of the research question: the expected
consequences on good governance practices of having female directors may depend not only
on their diversity but also on reaching an appropriate threshold number. Critical mass theory
(Granovetter et al., 2007; Kanter, 1987) suggests that the nature of group interactions depends
upon size. When the size of the subgroup reaches a certain threshold, or critical mass, the sub-
group’s degree of influence increases. In the board of directors’ context, if only one seat is held
by a woman, she will probably be considered a token and less competent, making her status
lower than the men’s (Bear et al., 2010). Thus, she will not have a significant impact on corpo-
rate decision making (Jia & Zhang, 2013). Therefore, critical mass theory incorporates an ad-
ditional aspect to be considered for a full explanation of the impact of gender diversity on cor-
porate issues (Torchia, Calabro, & Huse, 2011). Three has been regarded as an appropriate
threshold number and has been used as the minimum number of women required to exert sig-
nificant power and cause fundamental changes in the boardroom (Jia & Zhang, 2013).

In this way, we ran again the regression model (2) including a new variable, women3, which
replaces the gender diversity variable. This is a binary variable that takes the value of one if
three or more women were sited on the boardroom, and zero otherwise. The results in this model
(3) are quite similar to those obtained in models (1) and (2) for the rest of variables. However,
no critical mass effect was found in our model, since women3 variable was not statistically
significant. This may be due to the fact that the average number of women on the boards of
directors during the period analyzed is only 1.19 women. For this reason, it doesn't make much
sense to demand a minimum of three female directors. A critical mass of three seemed to be
more appropriate for the other countries (i.e. United States), where the figure of female director
IS more common in companies.

Himmelberg (2002) argued that corporate governance is determined exogenously by environ-
mental factors such as legal efficiency, regulation and the rules relating to the market for cor-
porate control. In our study, the environmental factor is the good governance practices. As
Coles et al. (2008) argue, firm-level governance must therefore be treated as endogenous. There
is a significant literature recognizing that models containing corporate governance variables
suffer from endogeneity (Hermalin & Weisbach, 1991; Beiner, Drobetz, Schmid, &
Zimmermann, 2004). The particular form of endogeneity faced in governance is simultaneity
whereby agency costs and the right-hand side variables may be simultaneously determined.

To double-check robustness of the results, model (2) was re-estimated in model (4) to mitigate
endogeneity concerns. We adopt the approach used by Hermalin and Weisbach (1991) and use
the lagged values of the endogenous variables as instruments. We can confirm the findings
obtained for models (1) and (2), since the results in model (4) are very similar to those ones.
That is, gender diversity, typology of directors’ diversity and tenure diversity is positively re-
lated to the compliance of good governance practices, even dealing with endogeneity problems.

4. Concluding remarks

Several organisations and countries have developed laws and recommendations regarding cor-
porate governance in order to improve the effective application and monitoring of corporate
governance mechanisms. Motivated by these changes, which are a consequence of the last fi-
nancial crisis, this study examines the importance of boardroom diversity. The results highlight
the importance of diversity contexts in corporate governance performance.

The results obtained in this paper suggest that the more diverse the board of directors is, the
better the corporate governance practices of the companies are. When we study diversity, we
pay attention to gender diversity (between men and women), the diversity of director types
(executives, proprietary, and independent directors), and the diversity of tenures in the board.
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These results may have implications for practitioners, since it is shown that different types of
diversity contribute to better corporate governance. They may also be of interest to regulators,
who are rightly promoting laws and regulations aimed at achieving diversity in the knowledge,
experiences, and gender of the board of directors.

As limitations of this research, we point out that the period analysed ends in 2014. Future
research could be extended analysing a more updated period, taking into account the good gov-
ernance practices of the new Unified Code of Good Governance as of 2015. Since Spain is a
civil law country, it would also be interesting to conduct a comparative study between civil law
countries and common law countries, as a new future research line.
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