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A B S T R A C T   

This paper analyzes whether the compliance with corporate governance codes helps to mitigate 
the financial distress of firms. We examine three different levels of compliance: overall compli-
ance, the compliance with the recommendations regarding the board of directors and the 
compliance with the recommendations on board subcommittees. Our results reveal that only the 
fulfillment with the recommendations about the board of directors leads to a reduction in the 
likelihood of financial distress. These findings extend the academic debate concerning the role of 
governance codes and their impact on firm outcomes, and have practical implications for both 
professionals and firms. Moreover, our findings emphasize the need to distinguish between the 
different types of recommendations to investigate the effects of these codes. In addition, the re-
sults can be useful for policymakers in the configuration of new requirements and recommen-
dations regarding corporate governance structures. Furthermore, our results contribute to the 
literature, delving into the determinants of the financial distress of firms.   

1. Introduction 

The succession of the corporate scandals all over the world and the recent global financial crisis has stressed deficiencies in 
governance mechanisms, which have had severe consequences in capital markets. Accordingly, the number of corporate governance 
codes (CGC, hereinafter) has increased exponentially over the last years. Indeed, most developed countries have recently introduced 
CGC and, consequently, researchers have paid a great deal of attention to investigating the effects of their compliance. The main 
objective of this paper is to analyze whether the compliance with CGC may help to mitigate the financial distress of firms. This topic is 
timely and relevant due to the ongoing debates about both the effects of CGC compliance and the determinants of financial distress. 

On the one hand, the adoption and the repercussion of these codes has become a societal concern. Consequently, scholars, public 
opinion, and politicians have pushed legislators and the professional bodies to reinforce governance codes in order to increase internal 
control and accountability (Cuomo et al., 2016). These CGC are based on recommendations about governance mechanisms and have 
gained increased visibility and importance in capital markets for investors and regulators (Cicon et al., 2012). Although the compliance 
levels are generally high, the majority of the firms fail to fully comply with all the codes` recommendations because the effects of the 
CGC compliance remain largely unexplored (Kabbach de Castro et al., 2017). Previous research has investigated whether there is an 
economic rationale behind the compliance with CGC recommendations or if this is only an ethical issue for social legitimacy reasons. In 
this regard, a few studies suggest that the CGC compliance leads to positive market reactions by increasing the market value 
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(Goncharov et al., 2006; Kaspereit et al., 2017) and corporate reputation (Hooghiemstra and van Ees, 2011). Another branch of 
research argues that CGC compliance may positively impact on major corporate strategic decisions and help to improve firm per-
formance (Stiglbauer, 2010). However, research on the effectiveness of CGC is scarce, and there are still important gaps in the 
literature which calls for new research on the potential benefits of CGC compliance. In this sense, recent research has highlighted the 
need to provide a more careful examination of the codes’ content and to further explore the relationship between codes compliance 
and other firm financial outcomes (Cuomo et al., 2016). We extend the previous literature by filling in both research gaps. First, this 
paper makes an in-depth analysis of CGC since we focus on three different levels of compliance. To that end, we consider the overall 
compliance of CGC, like previous studies, and additionally we also take into account the compliance with the recommendations about 
the board of directors and about the board subcommittees, which is one of the novelties of this study. Second, our paper focuses on an 
important firm outcome in the literature on business and finance, such as the financial distress of companies, which will provide a 
better insight about the effects of CGC compliance. 

On the other hand, the debate about the determinants of financial distress has sparked interest since several decades ago and 
especially after the last financial crisis because of the important consequences on all the stakeholders of a firm (Mselmi et al., 2017; 
Boubaker et al., 2018). The previous research has highlighted the complexity of predicting firms` financial distress situations for the 
agencies’ credit ratings, governments or financial creditors and has emphasized the role of corporate governance mechanisms to 
prevent business failure (Manzaneque et al., 2016a). An implicit premise to explain this potential association is that corporate 
governance is expected to have important implications for corporate decisions, especially when the business has a high risk of failure 
(Dowell et al., 2011). In this sense, the nature of the association between the corporate governance mechanisms and the likelihood of 
financial distress has been discussed among researchers and policy-makers alike, and the role of corporate governance in mitigating 
financial distress remains a core issue nowadays, after the financial crisis and financial scandals of important companies around the 
world (Manzaneque et al., 2016b; Udin et al., 2017). However, the literature that deals with the association between corporate 
governance and the likelihood of firms’ financial distress is limited and lacks investigating the impact of CGC compliance. In theory, 
the final objective of CGC is to recommend best governance practices in order to mitigate agency conflicts, thereby protecting 
shareholders’ interests and ensuring business prosperity. 

Our sample is composed of companies in the Spanish IBEX35 index for the period 2013− 2016. The particular characteristics of 
Spanish firms, such as high ownership concentration, a unitary board system and voluntary good governance practices, are likely to 
lead to significant agency conflicts driven by a majority-minority conflict (Manzaneque et al., 2016a; Bona-Sánchez et al., 2018). 
Therefore, the study of the Spanish context offers an interesting scenario to analyze the effect of corporate governance on the like-
lihood of financial distress. Our results highlight that the likelihood of financial distress is only reduced when the compliance of the 
recommendations on boards of directors is high. Nevertheless, we fail to find any relationship between the probability of financial 
distress and both the overall compliance of CGC recommendations and the specific compliance of board subcommittees’ recom-
mendations. These findings contribute to the business and finance literature in several ways. First, our evidence stimulates the debate 
about the effectiveness of CGC compliance in corporate decisions and helps to explain whether the compliance of the recommendations 
contained in CGC is a moral issue or a business case. Second, we suggest that a detailed analysis of CGC content is required to better 
comprehend the effectiveness of CGC. In particular, a one-size-fits-all approach may be inappropriate to understand the role of the CGC 
since our results show that not all the types of recommendations seem to be effective to mitigate financial distress. The analysis of the 
CGC based on three different levels of compliance is a new issue in the literature and therefore we expect to contribute to the current 
research by providing new measures concerning CGC compliance and refining the ongoing debates regarding the consequences of the 
application of CGC. Finally, this study also attempts to help business failure literature by predicting that some corporate governance 
structures may help companies to avoid failure. In particular, we complement the literature on the determinants of financial distress by 
shedding some light on how the compliance of CGC may reduce the likelihood of financial distress. 

The paper is organized as follows. The literature review and the hypothesis development are provided in Section 2. Section 3 
describes the data collection process and the sample, and explains the research method. Section 4 discusses the results of the empirical 
analysis and Section 5 summarizes the contributions of the paper. 

2. Literature review 

The empirical debate regarding the determinants of financial distress focused on financial and accounting information many de-
cades ago (Altman, 1968; Beaver, 1966; Zmijewski, 1984). Nevertheless, more recent research suggests that economic and financial 
data alone lacks sufficient predictive power for the prediction of financial distress (Chang, 2009; Fich and Slezak, 2008). In particular, 
a number of studies have pointed out that variables related to corporate governance structures must be taken into consideration in 
order to better understand the determinants of financial distress (Habib et al., 2020). Yet, the majority of these studies tend to examine 
specific corporate governance characteristics. In this regard, some studies find that companies with higher board independence and 
CEO duality are less likely to have financial distress (Salloum et al., 2013; Baklouti et al., 2016). Other studies have examined the 
relationship between board size and the likelihood of financial distress, although the evidence found is mixed (Fich and Slezak, 2008; 
Manzaneque et al., 2016a). Parker et al. (2002) found a negative significant association between the replacement of the CEO and the 
likelihood of firm survival. Moreover, Shahwan (2015) considered certain items related to shareholders’ rights and relationship with 
investors as potential drivers of financial distress. Several papers have also focused on ownership structure as a relevant corporate 
governance mechanism. For instance, the likelihood of corporate failure has been negatively associated with ownership concentration 
and state ownership (Li et al., 2008), with institutional ownership (Manzaneque et al., 2016b; Udin et al., 2017) and with board 
ownership (Abdullah, 2006). Although the majority of these studies have used corporate governance characteristics individually, the 
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recent literature also calls for the need to employ composite measures, which aggregates a number of governance indicators 
considering the interaction between multiple corporate governance mechanisms, to provide a better overview of the effectiveness of 
corporate governance structures (Brown et al., 2011; Jain and Jamali, 2016; Bravo et al., 2018). Consistent with this approach, our 
paper focuses on aggregated measures about the compliance of CGC recommendations to examine the effects of corporate governance 
on firms` financial distress. 

CGC have several key universal principles for effective corporate governance (Aguilera and Cuervo- Cazurra, 2009) and have 
become widespread in the majority of developed economies. CGC are a form of soft regulations presenting a set of voluntary gover-
nance recommendations on relationships with shareholders and top management, the role and composition of the board of directors 
and its committees, auditing and information disclosure, and the selection, remuneration, and dismissal of directors and top managers 
(Duh, 2017). The main objective of CGC is to strengthen internal control and maximize shareholders` interests, which imply the 
safeguard of business prosperity. Despite the growing diffusion of CGC and the intense academic debate about the effectiveness of these 
codes, empirical evidence on the impact of CGC is still far from definitive. In particular, research on the effect of CGC compliance on 
firm outcomes is inconclusive and further exploration is required (Stiglbauer and Velte, 2014). Some studies suggest that the fulfill-
ment with CGC recommendations leads to better strategic decisions and therefore document a positive association between CGC 
compliance and different measures of firm performance, such as price-to-book ratio, Tobin’s q, or profitability (Fernández-Rodríguez 
et al., 2004; Stiglbauer, 2010; Luo and Salterio, 2014; Rodríguez-Fernández, 2016). Other authors have argued that CGC compliance 
can be used for ethical reasons to gain social legitimacy, which will improve investors’ perceptions and lead to positive stock market 
reactions by improving firm value and share price development (Goncharov et al., 2006; Chavez and Silva, 2009; Kaspereit et al., 2015, 
2017), and corporate reputation (Hooghiemstra and van Ees, 2011; McCahery et al., 2016). Nevertheless, many studies fail to support 
the previous associations (Bassen et al., 2009; McKnight and Weir, 2009; Jain et al., 2011; Stiglbauer and Velte, 2014; Steger and 
Stiglbauer, 2016). 

Despite the increasing discussions on the determinants of financial distress and the significant debates on the effectiveness of CGC, 
the literature lacks analyzing whether CGC compliance may have an impact on firms’ financial distress. The Spanish code, like most of 
the international CGC, includes a set of recommendations about general governance issues (such as anti-takeover mechanisms, 
functioning of the general meeting and mechanics of voting), as well as specific recommendations regarding the board of directors and 
its committees. Therefore, in this paper we aim to fill in the previous research gap by examining three different levels of CGC 
compliance: (1) the overall CGC compliance, (2) the compliance with the recommendations regarding boards of directors, and (3) the 
compliance with the recommendations related to board subcommittees. Since the main objective of corporate governance is to 
mitigate conflicts of interests between managers and shareholders (Shleifer and Vishny, 1997), the previous studies on CGC have 
largely relied on agency theory to explain the effects of their compliance (Cuomo et al., 2016). The separation of ownership and control 
in firms has been generally considered the origin of the agency problems (Jensen and Meckling, 1976; Fama and Jensen, 1983). 
According to agency theory, managers and majority shareholders have the opportunity to use corporate resources in ways that benefit 
themselves. Particularly, in environments with a high concentration ownership (like the Spanish context), large shareholders, who 
hold most of the voting rights, have a high power and may reach nearly full control over the governance of a firm, thus being 
detrimental for small investors (Shleifer and Vishny, 1986). In this scenario, large shareholders may exert an influence on management 
to maximize their own benefit regardless of the interests of minority shareholders (La Porta et al., 2000), who could suffer expro-
priation of their wealth, and this would increase the likelihood of financial distress in firms (Bona-Sánchez et al., 2018). Therefore, the 
struggle between the majority shareholders and the minority shareholders remains a basic agency problem (Renders and Gaeremynck, 
2012). As a result, corporate governance mechanisms have been generally considered to be a solution to mitigate information 
asymmetries and agency conflicts in order to protect minority shareholders (Courteau et al., 2017). As a consequence, CGC recom-
mendations must aim at protecting investors and reducing managerial opportunism (Zattoni and Cuomo, 2010), which is likely to 
guarantee companies’ survival and therefore minimize the probability of business failure (Udin et al., 2017). In line with these pre-
mises, we explain the potential relationship between financial distress and the different measures of CGC compliance according to the 
arguments of agency theory. 

First, the overall compliance with CGC recommendations should strengthen the corporate governance structures of a firm. Beyond 
the reinforcement of boards of directors and certain committees, those recommendations related with voting rights, annual meetings, 
and other general issues are also expected to safeguard shareholders` interests and improve governance mechanisms. Agency theory 
suggests that strong corporate governance prevents majority shareholders and managers from benefiting from a company at the cost of 
non-controlling shareholders and other stakeholders (Manzaneque et al., 2016a). This approach is the one most often used in the 
literature, which highlights that adequate monitoring or control mechanisms of managerial decision-making processes are required in 
order to protect shareholders and other investors (Kiel and Nicholson, 2003; Stiglbauer and Velte, 2014). As a result, weak corporate 
governance may increase the probability of opportunistic behavior of management or majority shareholders, which could lead to an 
ethical conflict with shareholders and prioritize their personal aims against the overall company objective (La Porta et al., 2000). 
Therefore, a high degree of overall CGC compliance may decrease the wealth expropriation risk and, in turn, minimize the probability 
of a company failure (Lee and Yeh, 2004). Additionally, a reduction in agency conflicts would lead to important benefits for firms that 
are likely to improve its financial situation, such as more access to capital, reduction in cost of capital (Reddy et al., 2010), secure 
access to financial assets (Weber and Velte, 2011), and also would attract investment opportunities and improve capital market de-
velopments (Udin et al., 2017). According to the previous arguments, if the compliance of the overall recommendations included in the 
CGC reduces agency costs and reinforces the quality of corporate governance structures, a higher degree of compliance should reduce 
the likelihood of financial distress of a firm. Hence, the following hypothesis is formulated: 
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H1. The overall compliance of CGC will reduce the likelihood of financial distress. 

On the other hand, boards of directors are a crucial corporate governance mechanism (Adams et al., 2010), since they are the 
highest level authority in the decision-making within a firm and exert considerable power over corporate strategic actions (Galbreath, 
2018). The board of directors is an essential control system which develops decisive internal monitoring activities such as the eval-
uation of tasks carried out by the top management and the CEO, and the evaluation of firm strategy (Pugliese et al., 2009), which is 
expected to minimize the costs incurred when management pursues its own interests at the expense of the shareholders’ interests 
(Hillman and Dalziel, 2003). Specifically, boards must be responsible to monitor decisions to detect and avoid financial instability 
(Chang, 2009; Manzaneque et al., 2016a), and to impose the necessary measures to help overcome a possible failure situation (Fich and 
Slezak, 2008). For that reason, the vast majority of CGC explicitly include a set of recommendations on the board of directors (Aguilera 
and Cuervo- Cazurra, 2009). These recommendations aim to strengthen the degree of independence, the qualification, the diversity 
and the pool resources of directors, the functioning of the board, among other characteristics. These features are expected to provide 
the board with valuable skills and competence, which results in a better ability to monitor the discipline of managers and majority 
shareholders, and enhances board effectiveness in the oversight of corporate strategies (Huse and Solberg, 2006; Srinidhi et al., 2011). 
Therefore, a higher compliance with these recommendations must lead boards to be in a better position to monitor business decisions 
to minimize the risk of failure (Dowell et al., 2011) and assure the financial situation of the firm (Simpson and Gleason, 1999). In line 
with the previous arguments, we assume that boards with a higher compliance of CGC recommendations are in a better position to 
reduce the probability of financial distress, and therefore the following hypothesis is formulated: 

H2. The compliance of CGC recommendations regarding the board of directors will reduce the likelihood of financial distress. 

Corporate governance mechanisms also include several board subcommittees, such as the audit committee, the nomination 
committee, the compensation committee, or the corporate governance committee. These committees are responsible for strategic 
planning and play an important role in the oversight of corporate strategies to protect the interests of the shareholders (Detthamrong 
et al., 2017; Orazalin, 2019). The compliance of the recommendations related to these committees should improve the quality of the 
governance of a firm and therefore the effectiveness of corporate governance structures in the development of their monitoring 
functions, thus mitigating agency costs and information asymmetries. In particular, these committees may serve as an additional 
mechanism to control the opportunistic behavior of managers and minimize the influence of majority shareholders (Hamid et al., 
2016). First, the audit committee has attracted great interest since it has become a key element to control and monitor management 
(Ruzaidah and Takiah, 2004). This committee is expected to oversee the strategic actions of a firm and specifically any financial or 
operational issues (Rahmat et al., 2009). The previous literature agrees that audit committees are needed to resolve agency conflicts 
and to maintain good performance (Klein, 2002). Therefore, the audit committee is responsible for decisions that should assure 
business prosperity and mitigate the financial distress of companies (Salloum et al., 2014). On the other hand, although most of the 
attention paid by academics and professionals focuses on the audit committee, the other committees are also important to reduce 
agency conflicts, which can result in improvements in a firm’s financial situation. For instance, the nomination committee can impact 
on the monitoring process of the strategic actions, since this committee is likely to minimize the influence of leaders on the selection 
process (Shivdasani and Yermack, 1999; Baklouti et al., 2016). In addition, the compensation committee is in charge of the evaluation 
of the performance of management and the creation of appropriate compensation packages and hence this committee may limit agency 
problems by introducing incentives structures designed to align the objectives of senior management with those of shareholders (Uzun 
et al., 2004). Finally, the corporate governance committee focuses more specifically on the standards of qualification of the directors, 
and their responsibilities, and it enhances the responsibility of directors in decision making and leads to a better monitoring (Mahoney 
and Shuman, 2003). Therefore, the configuration of these committees remains relevant to guarantee the quality of governance 
structures. In theory, the compliance of CGC recommendations regarding the board subcommittees should enhance the effectiveness of 
these committees and improve their monitoring functions, which may lead to reducing the likelihood of financial distress. Therefore, 
the following hypothesis is formulated: 

H3. The compliance of CGC recommendations regarding the board subcommittees will reduce the likelihood of financial distress. 

3. Research method 

3.1. Sample and data 

Our empirical analysis considers the 36 firms that were listed on the IBEX-35 for the period 2013–2016, and our sample is 
composed of 130 observations. The sample size has been proven to have sufficient statistical power in many recent studies using similar 
analyses (Akkermans et al., 2007; Ahmadi et al., 2018; Neifar and Jarboiu, 2018). In line with previous research, the largest firms are 
selected because of their representativeness (Goncharov et al., 2006; Albu and Girbina, 2015) and since they present greater agency 
costs and therefore corporate governance mechanisms are expected to be crucial (Karamanou and Vafeas, 2005). Particularly, agency 
conflicts are likely to be especially significant in Spanish firms, due to their special characteristics in relation to corporate governance, 
such as concentrated ownership and control, and a system based on a unitary board structure strongly dominated by the controlling 
shareholders (Acero and Alcalde, 2013; Manzaneque et al., 2016a). These characteristics make the Spanish context an interesting 
scenario to understand the role of corporate governance structures in the safeguard of the interests of all shareholders and stakeholders 
(La Porta et al., 1999; Manzaneque et al., 2016b). 

The data needed to calculate the variables about CGC compliance were extracted from the Spencer Stuart Index report, which provides 
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information about the compliance of every recommendation in the Spanish CGC. On the other hand, the financial data used to compute 
variables about financial distress and other control variables were obtained from the SABI database and companies’ annual accounts. 

3.2. Variables 

3.2.1. Dependent variable: financial distress 
Consistent with the approach used by recent studies (Pindado et al., 2008; Manzaneque et al., 2016b; Mangena et al., 2020), the 

measurement for financial distress (FD) was calculated as a binary variable that takes the value 1 if the company meets the following 
conditions and 0 if not: (1) its earnings before interest and taxes depreciation and amortization (EBITDA) are lower than its financial 
expenses for two consecutive years; (2) a fall in its market value occurs between two consecutive periods1 . This ex-ante approach is 
especially advantageous since it allows overcoming problems of the ex-post business failure approaches by considering crisis situations 
other than bankruptcy (Grice and Dugan, 2001). 

In order to increase the robustness of our empirical study and ensure that our results are not influenced by the use of a specific 
measure, a sensitivity analysis is performed by alternatively employing a continuous variable based on the Zmijewski score (Zmscore). 
The Zmijewski model (Zmijewski, 1984) has been extensively used in recent studies on business failure (Tykvová and Borell, 2012; 
Richardson et al., 2015b; Lee et al., 2017) due to its high capacity to predict financial distress in comparison with older models (Husein 
and Pambekti, 2015). This score is calculated as follows:  

Zm = –4.336 − 4.513*X1 + 5.679*X2 − 0.004*X3                                                                                                                             

where x1 = net income/total assets, x2 = total debt/total assets, and x3 = current assets/current liabilities. Firms with a value over 0.5 
are classified as distressed companies. 

3.2.2. Explanatory variables 
Our main explanatory variables are related to the compliance of CGC recommendations. Consistent with previous research 

(Campbell et al., 2009; Rodríguez-Fernández, 2016), these variables were calculated as the proportion of recommendations fulfilled by 
firms. In the calculation of CGG measures, we eliminated the non-applicable recommendations for each company. Specifically, in our 
paper, three variables were considered: (1) the overall CGC compliance, measured by the proportion of total recommendations 
satisfied by a firm (Overall); (2) the compliance with the recommendations about board of directors, calculated as the proportion of 
recommendations related with the boards of directors fulfilled by a firm (Board); (3) the compliance with the recommendations about 
board subcommittees, measured by the proportion of recommendations strictly related with these subcommittees fulfilled by a firm 
(Subcommittees). The overall CGC compliance deals with a number of very different issues (64 items) in addition to the recom-
mendations on the board of directors and its committees, such as anti-takeover mechanisms, responsibilities of the general meeting and 
mechanics of voting. The recommendations about the board of directors (25 items) also include a variety of topics, related to the size 
and composition of the board, the characteristics of directors, the activity and meetings, among others. Finally, the recommendations 
about the board subcommittees (28 items) include issues strictly related to the structure and functioning of the audit committee, the 
nomination committee, the compensation committee, and the corporate governance committee. All these recommendations are 
strictly voluntary and can be seen in Annex 1. 

3.2.3. Control variables 
In line with the previous literature, several variables which can influence the financial distress of firms were also considered (Parker et al., 

2002; Wang and Deng, 2006; Shahwan, 2015; Udin et al., 2017): firm size, leverage, financial performance, profit margin, industry and year. 
The literature generally argues that the likelihood of financial distress is positively associated with firm leverage and inversely related to firm 
size, financial performance and profit margin. Additionally, as the financial situation of a firm may differ across industries and across time 
periods, both variables are also included. Firm size (Size) is measured as the logarithm of total assets. Leverage (Lev) is calculated as the ratio 
of total debt to total assets. Financial performance (Fperf) is proxied by the ratio return on equity. Profit margin (Pmargin) is computed as the 
net income over net sales. In order to consider the industry (Ind) in which the firm operates, dichotomous variables are created based on the 
classification of sectors provided by the General Index of the Madrid Stock Exchange. Finally, dummy variables are also calculated to include 
the years (Year) in the statistical model. Table 1 provides a summary of all the variables and their definitions and Table 2 summarizes the 
frequency and percentage of each industrial sector in the population. 

3.2.4. Model specification 
Recent research claims that the reasons that might explain the lack of conclusive findings on the association between the 

compliance with CGC and firm outcomes can be related to methodological issues, including the use of ordinary least squares (OLS) 
regression and the insufficient attention to endogeneity concerns (Cuomo et al., 2016). In this paper, we attempt to address these 
limitations by using both a conditional logistic regression analysis and specific tests to control for endogeneity issues. 

As commented above, two variables were included in the empirical analysis as a proxy for financial distress. On the one hand, since 
the first measure (FD) is a dichotomous variable, a logistic regression model is applied to estimate the financial distress likelihood. The 

1 Other previous studies on business failure have also employed this proxy, a major revision can be found in Manzaneque (2006). 
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consideration of this variable has important advantages in the measurement of financial distress and, at the same time, the use of this 
methodology overcomes the handicaps of OLS to estimate the parameters when the dependent variable is dichotomous (Mangena and 
Chamisa, 2008), and is consistent with recent research on the determinants of the financial distress of firms (Shahwan, 2015; Man-
zaneque et al., 2016b; Udin et al., 2017). The models used in this logistic analysis are represented as follows:  

Model 1: FDit = α + β1Overallit+ β2SizeIt+ β3Levit + β4Fperfit+ β5Pmarginit+ β6 Ind it + β7 Year it                                                     (1)  

Model 2: FDit = α + β1Boardit + β2SizeIt+ β3Levit + β4Fperfit+ β5Pmarginit+ β6 Indit-1 + β7 Year it                                                    (2)  

Model 3: FDit = α + β1Subcommitteesit+ β2SizeIt+ β3Levit + β4Fperfit+ β5Pmarginit+ β6 Ind it + β7 Year it                                           (3) 

Where i and t denote the cross-sectional units and time period, respectively. 
On the other hand, one possible problem when analyzing linkages between corporate governance and firm outcomes is the issue of 

endogeneity between the dependent and independent variables (Adams and Ferreira, 2009). We control the endogeneity issue using a 
two-stage least squares method (2SLS). This methodology requires the use of instrumental variables that should be highly related to the 
endogenous independent variable and unrelated to the dependent variable (Larcker and Rusticus, 2010). These instruments must be 
relevant and exogenous. Relevant instruments are significantly correlated with the endogenous variable conditional on the other 
variables (relevance condition). Exogenous instruments require that they are determined outside of the model and not correlated with 
the error (exclusion condition). In our empirical analysis, we use as instrumental variables: (1) corporate reputation and (2) corporate 
social responsibility. Corporate reputation and corporate social responsibility practices are expected to be correlated with the CGC 
compliance since the relationship between corporate governance structures and both corporate reputation and corporate social re-
sponsibility is well documented in the literature (Fombrun et al., 2015; Li et al., 2017; Javed et al., 2020). In addition, the validity of 
these instruments is confirmed taking into consideration the values obtained from the Sargan test, which are reported in the next 
section. Consistent with previous research (Delgado-García et al., 2010; Odriozola and Baraibar-Diez, 2017), the first instrument is 
calculated as a dummy variable, which takes the value of 1 if a company appears in the ranking of the most reputable firms provided by 
MERCO2, and 0 otherwise; and the second instrument as a dummy variable which takes the value of 1 if a company appears in the 
ranking of the most socially responsible firms provided by MERCO, and 0 otherwise. It is worth mentioning that, in this endogeneity 
analysis, we used a continuous dependent variable and therefore consider our second measure of financial distress, the Zmijewski score 

Table 1 
Definition of variables.  

Variables Description Source 

FD Dummy which takes the value 1 if: (1) its EBITDA are lower than its financial expenses for two consecutive years; (2) a 
fall in its market value occurs between two consecutive periods 

Annual accounts 

Zmscore Zmijewski score Annual accounts 
Overall The proportion of recommendations contained in CGC fulfilled by firms Spencer Stuart 

Index 
Board The proportion of recommendations about the board of directors contained in CGC fulfilled by firms Spence Stuart 

Index 
Subcommittees The proportion of recommendations about the board subcommittees contained in CGC fulfilled by firms Spencer Stuart 

Index 
Size Logarithm of total assets Annual accounts 
Lev Ratio of total debt to total assets Annual accounts 
Fperf Ratio return on equity Annual accounts 
Pmargin Net income over net sales Annual accounts 
Ind Industry Madrid Stock 

Exchange 
Year Year   

Table 2 
Composition of the population and sample firms according to the industry type.  

Industry N % 

Basic Materials and Industry 37 28 
Consumer Services 17 13 
Consumer Goods 11 9 
Technology and Telecommunications 12 9 
Financial and Real Estate Services 31 24 
Oil and Energy 22 17 
Total 130 100  

2 MERCO (Monitor Español de Reputación Corporativa) annually publishes a ranking of the most reputable firms in Spain. This ranking, similar to the ones 
released in other contexts, such as the one provided by Fortune in the United States, has become a reference in Spain in the assessment of corporate reputation 
(Sánchez and Sotorrío, 2007). 

F. Bravo-Urquiza and E. Moreno-Ureba                                                                                                                                                                          



Research in International Business and Finance 55 (2021) 101344

7

(Zmscore). The models used in this empirical analysis are as follows:  

Model 1: Zmscoreit = α + β1Overallit+ β2SizeIt+ β3Levit + β4Fperfit+ β5Pmarginit+ β6 Ind it + β7 Yearit                                              (1)  

Model 2: Zmscoreit = α + β1Boarddit + β2SizeIt+ β3Levit + β4Fperfit+ β5Pmarginit+ β6 Ind it + β7 Yearit                                              (2)  

Model 3: Zmscoreit = α + β1Subcommitteesit+ β2SizeIt+ β3Levit + β4Fperfit+ β5Pmarginit+ β6 Ind it + β7 Yearit                                     (3)  

4. Results and discussion 

4.1. Descriptive statistics and correlations 

Table 3 displays the descriptive statistics for the variables included in our statistical analyses. The mean value for our first variable 
of financial distress (FD) is 0.492, thus indicating that almost half of the companies in our sample presented financial problems. This 
high value can be expected since this measure is based on a broad definition of business failure, including not only bankruptcy, but 
identifying firms that may have problems in meeting financial obligations (Manzaneque et al., 2016b). This value is particularly 
conditioned by the downturn in the earnings and market values of many firms listed in the IBEX35 in the period analyzed3 . However, 
the values from the Zmijewski score (Zmscore) indicate that the likelihood of business failure is lower. In line with recent studies 
(Husein and Pambekti, 2015; Cano-Rodríguez et al., 2016), most of the firms of our sample present a low likelihood of financial distress 
according to the Zmijewski score, which is a more restrictive measure of financial distress, designed to specifically predict bankruptcy. 
In relation to the CGC compliance, it can be observed that, although the recommendations included in the Spanish CGC are strictly 
voluntary, the degree of fulfillment is high4, regardless of the type of recommendation. This result is consistent with the findings 
reported by recent studies in the European context (Kabbach de Castro et al., 2017). Table 3 shows that while some firms comply with 
about half of the recommendations, most of them have a high level of compliance. Despite the flexibility in the application of the 
Spanish CGC, this serves as a benchmark for good corporate governance practices, and the largest firms may have a higher re-
sponsibility or pressure to fulfill all the recommendations in order to mitigate reputation costs. 

The sample correlations between all the variables are reported in Table 4. First, our two measures for financial distress are 
significantly correlated. Despite this association, bivariate correlations between the measures of financial distress variables and CGC 
compliance measures provide mixed results. Furthermore, there is a strong association between the three variables on CGC compli-
ance. The firms that present a higher overall CGC compliance also tend to highly fulfill the specific recommendations regarding the 
board of directors and its subcommittees. In addition, consistent with the theoretical arguments, several control variables appear to be 
correlated with both measures for financial distress. Finally, the correlation coefficients between independent variables are not high. A 
rule of thumb is that multicollinearity may be a problem if a correlation is 0.7 or more in the correlation matrix formed by the in-
dependent variables (Cooper and Schindler, 2003). Therefore, multicollinearity issues in our sample are discarded. 

4.2. Multivariate analysis 

On the one hand, the results from the logistic regression analysis panel are reported in Table 5. In Model 1, we test the relationship 
between the overall CGC compliance (Overall) and the likelihood of financial distress (FD). In Models 2 and 3, the main explanatory 
variables refer to the compliance of recommendations regarding the board of directors (Board) and its subcommittees (Sub-
committees), respectively. All the models are statistically significant and include the control variables commented. The results fail to 
find any significant relationship between the likelihood of financial distress and either the overall CGC compliance or CGC compliance 
about subcommittee recommendations. Nonetheless, the compliance of CGC recommendations on boards of directors is significantly 
related to the probability of financial distress. As predicted in our hypothesis H2, boards that comply with CGC recommendations seem 
to be in a better position to carry out their monitoring function effectively and therefore to better prevent business failures. With 
reference to the control variables, in line with previous studies (Shahwan, 2015; Udin et al., 2017) the likelihood of financial distress is 
documented to increase for greater levels of leverage and to decrease for higher levels of firm performance in all the models. As ex-
pected, a larger leverage could enhance the likelihood of financial distress because of an enhancement in financial costs and the risks 
from the repayment of debts. In addition, lower firm performance might be associated to higher levels of market risk and fewer re-
sources to face financial obligations, thus increasing the likelihood of financial distress. 

On the other hand, in the next stage of the empirical analysis, Table 6 reports the results from the two-stage procedure (2SLS), 
where the analysis is performed by using the instrumental variables to predict the level of CGC compliance. The instruments comply 
with the theoretical requirements and Sargan’s test also confirms their validity. The literature assumes that p-values over 0.10 signal 

3 In the period analyzed, Spanish firms listed in the IBEX35 were significantly affected by the crisis related to emerging economies, interest rates 
policies, and political instability.  

4 In Spain, the terms considered basic and indispensable with respect to companies’ corporate governance have been written into legislation, 
while the recommendations contained in the CGC remain strictly voluntary, under the internationally recognized “comply or explain” approach, 
which is used in main European Union states and other developed countries. 
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that the instruments are uncorrelated with the error term (García-Castro et al., 2010). Results of the F-test show that the regression 
models are all statistically significant at the levels of 0.001 and 0.05. This analysis confirms that the likelihood of financial distress, 
measured by the Zmijewski score, is also significantly associated with the compliance with CGC recommendations about the board of 
directors. In particular, the adjusted R2 for Model 2 is 0.250, suggesting that it explains an important variance in the dependent 
variable. Furthermore, the results again show the lack of association between financial distress and both the level of overall CGC 
compliance and the compliance of the recommendations regarding board subcommittees. In addition to the leverage and firm per-
formance, the profit margin appears to be significantly associated with the financial distress of firms. 

Our evidence specifically extends the literature on corporate governance and business failure. First, in the last years, the prolif-
eration of CGC has led to increasing research on the effects of their compliance. While many studies have focused on the impact that 
CGC compliance could have on investors’ perceptions (Hooghiemstra and van Ees, 2011; McCahery et al., 2016; Kaspereit et al., 2017), 
some recent studies suggest that the fulfillment of CGC recommendations may also have economic and financial effects and call for 
further research on this issue (Stiglbauer and Velte, 2014; Haji and Mubaraq, 2015; Cuomo et al., 2016; Rose, 2016). Our paper 
complements these studies and helps to explain the previous mixed evidence, thereby providing an important contribution to the 
existing literature. 

On the one hand, we highlight that CGC compliance is not only an ethical issue, as it may also help to prevent financial distress, 

Table 3 
Descriptive statistics.  

Variables Mean Min. Max. St. dev. Q1 Median Q3 

FD 0.492 0 1 0.502 0 0 1 
Zmscore − 17.14 − 283.483 509.897 71.354 − 37.667 − 15.883 − 0.374 
Overall 91.181 50.250 100 9.090 88.002 93.54 98.24 
Board 90.752 61.900 100 9.066 84 94.44 100 
Subcommittees 90.916 53.570 100 9.309 85.58 94.12 100 
Size 7.047 5.673 8.696 0.807 6.493 6.845 7.574 
Lev 0.632 0.050 2 0.305 0.378 0.695 0.89 
Fperf 6.359 − 489.590 110.970 58.434 2.685 7.6 19.067 
Pmargin 0.211 − 24.470 13.460 3.117 0.06 0.21 0.675 

See Table 1 for the definition of the dependent, explanatory and control variables. 

Table 4 
Pearson coefficients.   

(1) (2) (3) (4) (5) (6) (7) (8) 

(1) FD 1        
(2) Zmscore 0.245*** 1       
(3) Overall − 0.094 − 0.288*** 1      
(4) Board − 0.142 − 0.167* 0.640*** 1     
(5) Subcommittees − 0.038 − 0.215** 0.773*** 0.509*** 1    
(6) Size − 0.039 0.207** 0.148* 0.106 0.127 1   
(7) Lev 0.222** 0.557*** − 0.104 − 0.069 − 0.054 0.414*** 1  
(8) Fperf − 0.222** − 0.469*** − 0.042 0.032 − 0.013 − 0.057 − 0.073 1 
(9) Pmargin − 0.157* − 0.465*** 0.064 − 0.022 0.019 − 0.020 − 0.259*** 0.348*** 

See Table 1 for the definition of the dependent, explanatory and control variables. * p-value < 0.1; ** p-value < 0.05; *** p-value < 0.01. 

Table 5 
Logistic regression analysis.  

Dependent variable: FD  

Model 1 Model 2 Model 3 

Overall − 0.0045 (-0.16)   
Board  − 0.0464* (-1.80)  
Subcommittees   0.0038 (0.16) 
Size − 0.6210 (-1.32) − 0.6986 (-1.48) − 0.6203 (-1.32) 
Lev 2.9248*** (2.83) 2.9640*** (2.82) 2.9171*** (2.84) 
Fperf − 0.0251** (-2.46) − 0.0262*** (-2.57) − 0.0250** (-2.47) 
Pmargin − 0.0347 (-0.43) − 0.0626 (-0.71) − 0.0322 (-0.40) 
Ind included included included 
Year included included included 
Wald 22.36* 24.14** 22.46* 

See Table 1 for the definition of the dependent, explanatory and control variables. In this table, we report results from logit regression analysis of the 
mode: FDit = α + β1Overall it + β2Board it+ β3Subcommittees it + β4 Size it+ β5Lev it+ β6 Fperf it + β7 Pmargin it + β8 Indit-1 + β9 Yearit-1. * p-value <
0.1; ** p-value < 0.05; *** p-value < 0.01. Wald refers to a statistical significance test for the model in logistic regressions. 
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which is a crucial firm outcome (Boubaker et al., 2018). On the other hand, we show that the analysis of CGC compliance must take into 
consideration the differences between the recommendations contained in CGC. Specifically, one of the novelties of our study is the 
design of three measures for CGC compliance based on types of recommendations common to all the existing CGC across the world. 

In particular, an overall CGC compliance lacks adding value in terms of mitigating the financial distress of companies. This finding 
leads us to support that not all corporate governance recommendations might have an impact on firm strategies, which may help to 
explain the lack of association between CGC and firm outcomes documented in several previous studies (Bassen et al., 2009; Jain et al., 
2011; Steger and Stiglbauer, 2016). As the relationship between the overall CGC compliance and financial distress appears to be 
insignificant, our hypothesis H1 cannot be accepted. The measure for overall CGC compliance includes recommendations of a different 
nature and not all of them might be effective to minimize agency costs, which can explain that a global effect is lacking. Furthermore, 
we fail to find a relationship between the compliance of CGC recommendations about board subcommittees and financial distress, thus 
rejecting our hypothesis H3. Since these recommendations jointly consider aspects of different committees, it might be possible for the 
results to be influenced by the fact that the monitoring ability differs from one committee to another. Only the compliance with the 
CGC recommendations regarding the board of directors leads to a reduction in the likelihood of financial distress and, as a result, our 
hypothesis H2 can be accepted. In line with the previous research, our findings suggest the board of directors is in charge of the 
monitoring of major strategic decisions to detect business failure (Fich and Slezak, 2008; Manzaneque et al., 2016a). These results help 
to enhance the understanding about the effects of boards, especially in environments with a high ownership concentration, as the 
board-related recommendations may serve to reduce agency conflicts from opportunistic behaviors of managers and majority 
shareholders, and minimize the likelihood of financial distress. Therefore, the role of the board of directors in firms with majority 
shareholders may be essential to align the interests of the minority and large shareholders, thus leading to making decisions that could 
positively influence the likelihood of financial distress. This is an important contribution for the literature on boards of directors, since 
the traditionally commented role of boards in the mitigation of agency conflicts (Hillman and Dalziel, 2003) is reinforced. Our results 
indicate that, in addition to the basic and mandatory board of director terms, the ability of boards to reduce agency problems can be 
enhanced by their compliance with voluntary recommendations included in CGC (i.e., board size, director selection and resignation 
policies, director attendance, the frequency of board meetings, training programs, the functions of directors, and board information on 
specific issues). 

Furthermore, we also extend the previous literature on the determinants of financial distress. A few studies document that 
governance structures, such as the level of independence or the ownership structure can influence the likelihood of financial distress 
(Salloum et al., 2013; Baklouti et al., 2016; Manzaneque et al., 2016b; Udin et al., 2017). We extend this branch of literature by 
shedding some light on the impact of CGC compliance. 

5. Conclusions 

This paper provides new empirical evidence concerning the effect of CGC compliance on the likelihood of financial distress of firms. 
The relationship between corporate governance and financial distress is a matter of interest to different stakeholders, and yet there is 
no empirical evidence regarding the impact of CGC on this issue. 

Unlike previous studies, we examine three different levels of CGC compliance: the overall CGC compliance, the compliance with the 
recommendations about the board of directors, and the compliance with the recommendations about the board subcommittees. We 
find that the probability of financial distress may be reduced for higher levels of compliance with the recommendations regarding the 
board of directors. However, the other measures of CGC compliance appear unrelated with the proxies employed for financial distress. 

These findings have both practical and academic implications. Corporate governance reforms have increasingly been promoted 
worldwide to strengthen the performance of capital markets through a reduction in agency costs and a protection of shareholders’ 

Table 6 
2SLS analysis.  

Dependent variable: Zmscore  

Model 1 Model 2 Model 3 

Global − 22.7270 (-1.09)   
Board  − 16.3657* (-1.73)  
Subcommittees   − 17.2914 (-1.53) 
Size 109.2534 (0.56) 25.0973 (0.25) 5.5860 (0.05) 
Lev − 41.1853 (-0.11) 281.2328*** (3.16) 123.2447 (0.69) 
Fperf − 0.3836* (-1.67) − 0.3436** (-2.27) − 0.5552*** (-3.23) 
Pmargin − 8.0933 (-1.17) − 6.8510* (-1.80) − 3.0764 (-1.00) 
Ind included included included 
Year included included included 
Sargan test 0.853 0.830 0.764 
Adjusted R2 0.217 0.250 0.061 
F test 2.42** 6.15** 4.76*** 

See Table 1 for the definition of the dependent, explanatory and control variables. In this table, we report results from logit regression analysis of the 
mode: Zmscoreit = α + β1Overall it + β2Board it+ β3Subcommittees it + β4 Size it+ β5Lev it+ β6 Fperf it + β7 Pmargin it + β8 Indit-1 + β9 Yearit-1. * p-value 
< 0.1; ** p-value < 0.05; *** p-value < 0.01. 
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rights (Udin et al., 2017). In this regard, the introduction and implementation of CGC have become essential for policymakers and 
practitioners around the world. Indeed, in the last years the good management of companies has become a key objective in capital 
markets, and all the developed countries have introduced or revised their national CGC. 

The common approach of these codes is consistent with the idea that CGC recommendations must improve firm outcomes. 
However, there are ongoing debates about the actual effect of compliance with CGC recommendations. Therefore, more empirical 
research on this issue is required in order to ascertain whether CGC compliance is merely an ethical or reputational issue, or has a direct 
impact on the financial situation of firms. Given the relevance of financial distress as a firm financial outcome, our evidence presents a 
strong business case concerning compliance with CGC and contributes to the debates about the impact of these codes. In this sense, 
firms can benefit from our evidence and better understand the effects of CGC compliance. In particular, companies may be aware of the 
need to set up specific corporate governance mechanisms, especially related to the board of directors, which are likely to improve the 
ability to monitor and reduce the likelihood of financial distress. In addition, the results can be useful for policymakers in the 
configuration of requirements and recommendations regarding corporate governance structures. Since certain recommendations 
appear to be more effective in the mitigation of agency problems and the minimization of financial distress, regulators may also use our 
evidence to consider the incorporation of these voluntary recommendations into mandatory laws. Particularly, our study focuses on 
the Spanish context, where the special characteristics of corporate governance, such as high ownership concentration, are likely to 
raise serious agency conflicts. Therefore, our findings may be particularly relevant for policymakers and firms in most continental 
European states, and Asian countries like Japan, where the conflict between majority shareholders and minority shareholders is also 
common. 

From an academic view, our findings provide guidance for future studies on CGC compliance and emphasize the need to distinguish 
between the different types of recommendations to investigate the effects of CGC. Specifically, our three measures for CGC compliance 
are applicable to all countries and therefore provide encouraging research opportunities to further explore the impact of CGC. Our 
study also has academic implications through a better understanding of agency theory, by indicating that compliance with certain CGC 
recommendations may mitigate agency conflicts. In addition, our evidence may help to refine models for the prediction of financial 
distress, which could include not only economic and financial data, but also variables related to corporate governance. 

This study presents certain limitations and interesting avenues for future research. First, although Spain offers a very relevant 
scenario for the analysis of the association between corporate governance and financial distress, and the results may be generalizable 
to similar contexts, future studies could investigate different legal and/or institutional contexts. For instance, upcoming research might 
analyze the effects of CGC compliance in contexts with a low ownership concentration. Second, we also provide new measures about 
the level of CGC compliance, which may be extended to be taken into consideration for further exploration about the effects of CGC on 
other firm outcomes. In addition, researchers can explore the impact on financial distress of specific board subcommittees or even 
specific recommendations. 
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Appendix A. List of CGC recommendations   

Overall recommendations (64)  

No voting limitation  
Information related to the parent and subsidiary company  
Information to General Meeting of Shareholders on compliance with corporate governance  
Communications with shareholders and investors  
Limit issue of shares without preferential subscription rights  
Mandatory reports on webs  
General Meeting of Shareholders webcast  
Annual Accounts presentation by audit committee without qualifications  
Web publication attendance and voting requirements  
Possibility of including topics on the agenda at the proposal of the shareholders  
Attendance premium policies 

Board of directors (25) Performance of functions on boards 
(continued on next page) 
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(continued )  

Overall recommendations (64) 

Board size between 5 and 15 directors 
Board selection policy 
Majority of external directors and minority of executive directors 
Proportion of proprietary/external directors 
Percentage of independent directors > 50 % (exceptionality > 33 %) 
Information on directors published on the corporate website 
Appointment of proprietary directors 
Proprietary directors’ resignation 
Non-removal of independent directors during term 
Directors’ resignation policy 
Opposition of directors to proposals against interests of the company 
Explanation for removal of directors 
Sufficient availability of non-executive directors 
Board meeting frequency 
Excused absences and instructions 
Unresolved concerns in meeting minutes 
Possibility of external advice from directors 
Training and updating program 
Information about decisions to make 
Information on shareholder changes 
President Functions 
Coordinating Director functions 
Responsibility of the Board Secretary 
Annual evaluation of board 

Board subcommittees (28) 

Executive committee structure equal to board structure 
Minutes from executive committee to board of directors 
Chair and members of audit committee have special knowledge 
Internal audit supervised by audit committee 
Internal audit informs external auditors 
Audit committee functions 
Audit committee can summon executives 
Information on audit committee of corporative operations 
Risk control and management policy 
Risk control and management committee 
Majority of independent directors in appointment and remuneration committees 
Separation between appointment and remuneration committees 
Appointment committee consultation on executive committee 
Remuneration committee functions 
Executive committee consultation on executive directors 
Supervisory and control committee functions 
Corporate Governance and Corporative Social Responsibility committee 
Corporative Social Responsibility policy 
Corporative Social Responsibility Report 
Remuneration does not compromise independence 
Variable remuneration only for executive directors 
Variable remuneration based on performance 
Deferred remuneration 
If remuneration is established based on corporative results, see audit report 
% remuneration executive directors in shares 
Retention of shares of executive directors 
Variable remuneration claim clause 
Maximum resolution clause of 2 years  

Appendix B. Supplementary data 

Supplementary material related to this article can be found, in the online version, at doi:https://doi.org/10.1016/j.ribaf.2020. 
101344. 
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cotizadas. Spanish J. Finance Account./Revista Española de Financiación y Contabilidad 45 (1), 32–62. https://doi.org/10.1080/02102412.2015.1111096. 

Chang, C., 2009. The corporate governance characteristics of financially distressed firms: evidence from Taiwan. J. Am. Acad. Bus. 15, 125–132. 
Chavez, G.A., Silva, A.C., 2009. Brazil’s experiment with corporate governance. J. Appl. Corporative Finance 21 (1), 34–44. https://doi.org/10.1111/j.1745- 

6622.2009.00214.x. 
Cicon, J.E., Ferris, S.P., Kammel, A.J., Noronha, G., 2012. European corporate governance: a thematic analysis of national codes of governance. Eur. Financ. Manag. 

18 (4), 620–648. https://doi.org/10.1111/j.1468-036X.2010.00542.x. 
Cooper, D.R., Schindler, P.S., 2003. Research Methods. Irwin, Boston, MA.  
Courteau, L., Di Pietra, R., Giudici, P., Melis, A., 2017. The role and effect of controlling shareholders in corporate governance. J. Manag. Gov. 21 (3), 561–572. 

https://doi.org/10.1007/s10997-016-9365-1. 
Cuomo, F., Mallin, C., Zattoni, A., 2016. Corporate governance codes: a review and research agenda. Corp. Gov. Int. Rev. 24 (3), 222–241. https://doi.org/10.1111/ 

corg.12148. 
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