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Abstract

We show that country characteristics explain most of the cross-sectional variation in bank board
independence. In contrast, country characteristics have little explanatory power for the fraction of
outside bank directors with experience in the banking industry. Exploiting the time-series
dimension of the sample, we show that changes in bank characteristics are not robustly associated
with changes in board independence, while changes in board experience are positively related to
changes in bank size and negatively related to changes in performance. The evidence suggests that
country-specific laws and regulations affect the composition of boards of banks mainly through
requirements for director independence.
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The recent global financial crisis has brought bank governance into the spotlight. Regulatory
proposals in the aftermath of the crisis have singled out boards of banks as one of their main
targets (Kirkpatrick (2009); Walker (2009); and European Commission (2010)). These calls
for regulation are mostly based on circumstantial and anecdotal evidence, as we currently
know little about the characteristics of boards of banks and their relation to firm and country
characteristics. We also do not know how existing regulations shape the structure of bank
boards.

In this paper we study of the characteristics of boards of banks around the world. We
have two goals. The first one is to provide the most comprehensive and detailed analysis to
date of the determinants of bank board characteristics. The second goal is to assess the extent
to which regulation affects bank board composition.

Our focus is on two characteristics of outside (nonexecutive) bank directors:
independence (from management) and experience (in the banking industry). We take no stand
on whether director independence and director experience are good or bad. We are interested
in these variables because of their policy relevance. For example, some recent reform-minded
reports identify insufficient director independence from managers and directors’ lack of
banking expertise as two of the main causes of governance failures that contributed to the
2007-09 banking crisis (Kirkpatrick (2009); Walker (2009); and European Commission,
(2010)).

Our evidence suggests that board independence and board experience are determined
in significantly different ways. In the cross-section, variation in bank board independence is
mostly explained by country characteristics, suggesting that regulation and other institutional
features are more important than bank-specific and idiosyncratic factors. In contrast, neither
country nor observable bank characteristics explain much of the cross-sectional variation in

board experience. In the time-series dimension of the sample, we find that year effects are



important, and that independence and experience evolve in opposite directions, especially in
the US. Once we factor out aggregate trends and time-invariant bank characteristics, we find
that changes in bank characteristics have no statistically robust impact on board
independence, which is consistent with the view that bank-specific characteristics play little
role in determining board independence. In contrast, bank characteristics matter substantially
for board experience. We find robust evidence that changes in board experience are positively
related to changes in bank size and negatively related to changes in bank performance.

A possible explanation for our findings is as follows. Regulation (both direct and
indirect) and business practices (often reflected in governance codes) vary substantially across
countries, which may explain the importance of country effects for board composition. But
regulation is likely to affect board independence more than board experience. Director
independence has been on the top of the agenda of regulators and governance activists for
some time. For example, director independence featured prominently in the cluster of
governance reforms associated with the Sarbanes-Oxley Act of 2002. On the other hand,
director expertise has only recently been considered an important issue, mainly in the context
of the role of banks in the financial crisis (e.g. Walker (2009)). Thus, if banks have little
freedom in choosing their board independence levels, country effects should be the main
determinant of board independence and bank characteristics should have little explanatory
power. In contrast, if regulation plays a minor role in determining the expertise set of bank
directors, country effects should be irrelevant for board experience. Furthermore, if banks
actively change their boards in response to changes in the business environment, changes in
board experience could occur in tandem with changes in some bank characteristics.

To complement our main findings, we report many additional empirical results that are
consistent with the view that differences in regulatory systems can explain the differences

between the determinants of bank board independence and the determinants of bank board



experience. Because bank characteristics play a more pronounced role in determining board
experience than in determining board independence, our results raise some important
questions. For example, would banks benefit from being less regulated, allowing them to
tailor board independence to their specific needs? Or is regulation actually preventing them
from choosing inferior governance structures? Do banks choose their levels of board
experience optimally? Or is regulation necessary to make sure that banks hire knowledgeable
directors, as recently suggested by some policy makers? Our paper provides a first and
necessary step toward addressing these questions; we expect that future research will address
many of these questions more specifically.

Our study exploits a unique dataset of director characteristics that we construct by
collecting detailed biographic data for a sample of 12,010 directors working for 740 publicly-
listed banks. The sample spans 9 years (2000-2008) and includes banks from 41 countries.
We collect data on four board/director characteristics: director independence, previous
banking experience, board size, and director busyness. We match our director data with data
on bank and country characteristics.

A reliable and meaningful measure of board independence is difficult to obtain. Some
previous studies consider the proportion of outside directors on the board as a proxy for
independence. This is a crude approximation, but it might be the only alternative when
working with samples that span periods for which better data are not available (see e.g.,
Linck, Netter, and Yang (2009); and Ferreira, Ferreira, and Raposo (2009)). Some papers use
finer proxies for independence (e.g., Adams (2009); and Duchin, Matsusaka and Ozbas
(2010)), such as the RiskMetrics’ (previously known as IRRC) classification, which considers
a director independent if he or she is not an employee, a former executive, a relative of a

current corporate executive, or someone who has business relations with the company.®

® The RiskMetrics director database only covers US firms and thus cannot be used for international comparisons.
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However, even these improved measures of independence are imprecise. In the particular case
of banks, this problem is complicated by the fact that some outside directors are
representatives of the bank’s best clients, and that this information is difficult to obtain.
According to Adams (2010, p. 14), “customer-directors are likely to have different incentives
and motivations than other outside directors. To correctly measure board independence
requires identifying them but this is virtually impossible.”

We are able to construct a reliable measure of board independence because we have
data on the employment histories of bank directors, as well as a comprehensive record of fees
paid to banks by their corporate clients. In most countries, firms are required to classify each
of their outside directors as independent or not.* Using this self-reported classification as our
starting point, we construct a new independence variable by adjusting each director’s status to
take into account both prior work experience within the same firm and client-relationships in
case the outside director represents a firm that has a significant commercial relationship with
the bank. As we want to use independence as a proxy for the alignment of directors’ interests
with those of shareholders, we also consider employee representatives as being non-
independent (these are rarely found in the US but are common in some countries such as
Germany).

Off-the-shelf data on directors’ banking experience do not exist; we need to construct
them from directors’ curriculum vitas. We consider an outside director to have banking
experience if the director ever held a managerial or top-executive position in a bank. From the
employment histories of the outside directors in our sample, we obtain a list of previous
employers for each director. We match these employers with company identifiers from a
number of different datasets. We are then able to infer the industrial classification for most of

these companies.

* As the definition of independence may vary across countries, our independence variable should be interpreted
as a proxy for country-specific independence.



We examine the cross-sectional and time-series dimensions of our sample separately.
To make sure that our results are not specific to what happened to banks during the 2007-09
crisis, we use 2006 as our benchmark year in the cross-sectional analysis, but check for
robustness to alternative years. All of our results are unaffected by the crisis period. Our main
findings are as follows.

Countries explain more of the cross-sectional variation in bank board independence
than bank characteristics do. While bank-specific characteristics alone explain about 10% of
the variation in bank board independence, country dummies alone can explain up to 54% of
the observed variation. After controlling for country characteristics, the incremental
explanatory power of bank-specific variables is just 3%. These results are very robust; they
are not explained by year effects, outlying countries, or by the oversampling of US banks.

In stark contrast, we find that bank-specific characteristics alone explain 7% and that
country dummies alone explain only 3% of the cross-sectional variation in bank board
experience. That is, most of the cross-sectional variation in board experience is bank specific
or idiosyncratic.

Our results lead naturally to the question of why countries matter so much for bank
board independence, but not so much for bank board experience. Country characteristics
could be related to board characteristics because laws, regulations and institutions can either
complement or substitute for internal governance (Doidge, Karolyi, and Stulz (2007); and
Aggarwal, Erel, Stulz, and Williamson (2009)). Additionally, direct and indirect regulation of
bank board appointments could also explain why bank board independence varies so much
across countries. To investigate these possibilities, we consider three sets of country-specific
variables: board regulations, proxies for financial and economic development, and legal-

environment variables.



The data provide strong empirical support for the importance of board regulations.
Although it is not surprising that board regulations can have an effect on board composition,
to the best of our knowledge, ours is the first paper that shows evidence linking specific board
regulations to board independence across countries.

Countries differ in the extent to which courts can remove directors during
reorganization of troubled banks. In countries where bank directors are less powerful, it
should be more difficult or costly to hire outside directors, especially independent ones.
Consistent with this view, we find that banks have less independent boards in countries where
courts have the right to remove bank directors in reorganizations.

Another one of the few board regulations that can be compared across countries is the
requirement that firms are run by a single board, as in the United States, or by two different
boards, as in Germany. In the two-tiered structure, the advising and monitoring functions of
boards are formally separated into a management and a supervisory board (see Adams and
Ferreira (2007)). We find strong evidence that banks in countries with mandatory one-tiered
structures have boards that are on average more independent.’

When considering other country characteristics, we find strong evidence that bank
board independence is a ‘normal’ good: countries with higher per capita GDP have banks
with more independent boards. However, the same does not hold for the impact of financial
development and investor protection on board independence. Thus, there is no clear evidence
that banks adjust their board independence levels to reflect the country-wide quality of
external governance or investor protection.

Unlike board independence regressions, cross-section regressions of board experience

on bank and country characteristics produce low R*s at about 10%. Both legal origins and

> We see the rules on one-tiered and two-tiered board structures as a proxy for the overall governance system of
a country.



financial development show up significantly in board experience regressions. In contrast, we
do not find robust evidence that our two regulation variables are related to board experience.

We then turn to the time-series dimension of our sample. We start by showing that
bank board independence monotonically increases over time in the pre-crisis period (2000-
2006), with the largest increases occurring around 2002-03 for US banks, and with one year
delay for banks outside the US. While independent directors already held 51% of the board
seats in US banks in 2000, the average level of independence was 25 percentage points lower
for non-US bank boards. The respective figures for 2006 are 74% and 40%. While
independent directors now hold an overwhelming majority on the boards of US banks,
independent directors are still in the minority in some other parts of the world.

Although it is not possible to determine the exact causes of these dramatic changes
over such a short time period, we note that banks, like all firms, were likely affected by the
increase in regulatory pressure on governance issues that culminated in the Sarbanes-Oxley
Act (SOX) of 2002. Consistent with this explanation, the increase in board independence over
the 2002-03 period is less pronounced for non-US banks, many of which are not directly
subjected to SOX regulations. But overall, both US and non-US banks exhibit similar time
trends in board independence.

The evolution of aggregate levels of bank board experience is the mirror image of that
of board independence, with average experience decreasing sharply from 28% in 2002 to 21%
in 2006. Experience then increases slightly in the crisis years to about 24% in 2008 (similarly,
independence falls from 2006 to 2008). As in the case of board independence, these aggregate
patterns in board experience are mostly driven by US banks. In terms of economic
significance, over-time changes in average experience are small: In the US, the largest
changes occurred between 2002 and 2005, when experience drops from 22% to 17%. In non-

US banks, experience stays relatively flat throughout the whole period at about 37%.



Lastly, we run firm fixed-effects regressions to control for time-invariant omitted
variables and get a more reliable picture of the relationship between bank characteristics and
board structure. We consider a set of bank variables that proxy for different aspects of size,
performance, capital structure, as well as ownership structure. We find that yearly changes in
bank characteristics are not related to changes in board independence in a statistically
significant way. These results are consistent with the view that bank-specific characteristics
play little role in determining board independence. In contrast, we find that changes in firm
size (as measured by assets) are robustly and positively related to changes in bank board
experience. Another robust finding is that changes in performance variables such as market-
to-book and operating performance display a negative relation with changes in board
experience. Overall, the evidence is consistent with the view that banks adjust their boards to
their particular conditions, but only when regulations allow them the freedom to do so.

Our discussion of the determinants of board structure is limited by the difficulties in
establishing causal relations between the variables in our dataset. As we are interested in
examining the extent to which board structure is correlated with observable firm and country-
specific variables, determining the ultimate source of such correlations is not our first order
concern. In addition, reverse causation is not really a concern in the case of country-specific
variables. Although such variables could proxy for omitted ones, these omitted variables must
also be country-specific, and thus our conclusions are unchanged.

The remainder of the paper is organized as follows. After reviewing the related
literature in Section I, we describe the data and present summary statistics in Section Il. In
Section 111 we analyze the cross-section of board structure. In Section IV we exploit the time-
series dimension of the sample and we investigate more closely the role of bank

characteristics in explaining board structure. We conclude in Section V.



I. Related literature

Our findings are consistent with some of the existing evidence collected by the
international corporate governance literature, such as the finding that most of the cross-
sectional variation in governance variables is explained by country characteristics. Using
samples of mostly non-financial firms, Doidge, Karolyi, and Stulz (2007) and Aggarwal,
Erel, Stulz, and Williamson (2009) find evidence that the quality of firm-level governance is
increasing in a country’s level of economic and financial development and of investor
protection. Such empirical relations strongly suggest that country-level governance and firm-
level governance are complements. Our results are similar as they highlight the importance of
countries for the governance of banks.

Our work complements the empirical literature on board structure of non-financial
firms. This literature shows that the composition of boards is related to a number of firm
characteristics such as size, growth opportunities, leverage, and proxies for information
asymmetry, among others (Boone, Field, Karpoff, and Raheja (2007); Coles, Daniel, and
Naveen (2008); Linck, Netter, and Yang (2008); Lehn, Patro, and Zhao (2009); and Ferreira,
Ferreira, and Raposo (2009)). There is also evidence that boards of banks are different from
those of non-financial firms (Adams and Mehran (2003) and (2008)). Boards of banks may
play a more central role in the governance framework. As banks are more opaque than non-
financial firms (Morgan (2002)), outsiders could face difficulties in assessing risks and
properly valuing banks. Under such conditions, external governance mechanisms may not
work well, putting additional pressure on the board.

Although our focus is on the potential determinants of board structure, a natural
question is whether board structure, and in particular director independence, matters for firm
policies and performance. In the context of non-financial firms, there is robust evidence that

board independence affects important firm outcomes, such as CEO turnover and
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compensation (Weisbach (1988); and Chhaochharia and Grinstein (2009)). In banks, there is
some evidence linking board governance and risk taking (Laeven and Levine (2009)).

Research on the role of bank directors during the recent global financial crisis reveals
some surprising results. Adams (2009) finds that US banks with more independent directors
were more likely to receive Troubled Asset Relief Program (TARP) money. Similarly,
Beltratti and Stulz (2009) find that banks with more pro-shareholder boards performed worse,
and Erkens, Hung, and Matos (2010) find that financial firms with more independent boards
experienced larger losses.

This literature suggests that bank governance does indeed matter, but not necessarily
in obvious ways. Fahlenbrach and Stulz (2010) find that banks run by CEOs with large
ownership stakes, if anything, performed worse than those with low CEO ownership stakes
during the 2007-08 crisis. Cheng, Hong, and Scheinkman (2009) present evidence that a
culture of short-term compensation leads to more risk-taking in financial firms, but they argue
that such risk taking is consistent with shareholders’ goals. This explanation is compatible
with findings by Laeven and Levine (2009) that banks with more shareholder-oriented
governance structures take more risks.

More generally, the last generation of papers on board structure and firm performance
has brought board composition back into the spotlight. These papers use innovative empirical
designs to circumvent the endogeneity problems that plague earlier studies. Duchin,
Matsusaka and Ozbas (2010) use regulations associated with the Sarbanes-Oxley Act of 2002
as an exogenous source of variation in board independence. In a difference-in-differences
estimation, they find that increases in director independence improve performance in those

firms in which the costs of obtaining information are low, while performance worsens in firms
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in which information costs are high.® Adams and Ferreira (2009) use instrumental variables
methods to estimate the causal effect of board gender diversity on performance. They find that
gender diversity improves performance only in firms with many takeover defenses. They also
provide evidence that more diverse boards are tougher monitors of managers, validating the
use of gender diversity as a proxy for independence. Nguyen and Nielsen (2009) use director
sudden deaths as a natural experiment to identify the market value of independent directors.
They also find that the value of independent directors varies with firm characteristics and
director functions. Overall, all these papers show remarkably consistent results. Director
independence matters for firm performance, but its effects are not homogeneous across
different companies. To identify such effects, it is necessary to use exogenous sources of
variation in board independence and to allow for heterogeneous effects.

The most recent literature provides strong evidence of the importance of board composition.

Understanding the determinants of board composition thus merits special attention.

Il. Data and Sample

Our initial sample consists of an unbalanced panel of 740 publicly-listed banks in 41
countries for the nine-year period from 2000 to 2008. We have a complete set of director-
level biographical data for all of our 4,081 bank-year observations.

We define banks as those companies that held a banking license at the end of 2008.
Our sample includes all US investment banks that obtained a banking license as part of the
2008 bailout. We validate our definition of banks by cross-checking it with regulatory

listings; we include only those firms that operate within the 60 two-digit SIC code.

® Analyzing the direct effect of the 2002 governance rules, Chhaochharia and Grinstein (2007) also find
heterogeneous effects of governance rules on firm value.
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We source our director data from BoardEx. The entire BoardEx database gives us a
total of 49,665 director-year observations for 12,010 unique directors who have served on the
boards of our sample banks between 2000 and 2008.

Table I gives an overview of the distribution of our sample by year and country. The
sample is skewed towards both US banks and more recent observations. We have complete
data for banks in 31 countries for 2006, which is our benchmark year in the cross-sectional

analysis. We use data from 41 countries in 2008.

<< Table | about here >>

BoardEx provides standard biographical information such as age, nationality, and
gender for all board members, as well as information about their current and past board
positions, including the company’s name and director tenure at each position. It also provides
information on directors’ past non-board positions, income, and educational background
(albeit at times incomplete). To construct the banking experience variable, we identified
27,773 companies and non-profit organizations that employed at least one of the 12,010
directors in our sample at some point. We matched the names of these companies with more
detailed company-specific information from various alternative databases. To do so, we
developed an algorithm that allowed us to match the names from BoardEx with the population
of company names in Compustat. We then manually verified each of the automatic matches,
and where applicable linked subsidiaries to the respective parent company. We repeated this
process several times with other company databases such as Amadeus, Icarus, Orbis, and
Oriana, allowing us to match ever smaller companies. This procedure yields a company

identifier for most firms, enabling us to extract a wealth of financial and non-financial data.
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After internet-researching the remaining firms, we obtain SIC codes for more than 95% of our
sample.

We obtain information on whether directors are also representatives of the banks’
most important customers from the Deals Analysis option in the Thomson One Banker
database. We downloaded all available information in the M&A, Equity, Bonds and Loans
sections and matched the company names from Thomson One Banker to those in our dataset.

We use these data to construct our director-level variables. Using the self-reported
independence variable provided by BoardEx as our starting point, we construct a new
independence variable that adjusts self-reported independence to three potential sources of
misclassification: (1) directors’ prior work experience in the bank, (2) commercial
relationships (i.e. cases in which the director represents a firm that has a significant
commercial relationship with the bank), and (3) employee representation. We could establish
that directors had misstated their independence in 859 out of 30,410 independent director-year
observations, their commercial relationship in 638 independent director-year observations,
and their status as employee representatives in 94 director-year observations.’

We construct a banking experience indicator variable that equals one if the director
had a prior managerial or top-executive position in any bank. We construct a director
busyness variable by counting board positions of each director at each year. We measure
board size by the count of all directors per bank-year.

To obtain bank financial data, we merge our sample with Worldscope. We use book

assets and sales as proxies for bank size.® To control for the various dimensions of bank

" In the case of Germany, we construct our own independence variable, as German banks - like all other German
companies - do not self-report the independence of outside directors (Aufsichtsratsmitglieder). In this case we
assume that outside directors are independent if they are neither internal hires nor employee or client
representatives. This procedure implicitly overstates independence levels, as some unobserved dimensions of
independence cannot be taken into account.

8 Our base currency for assets as well as all other accounting variables is the US dollar (USD). All non-USD
denominated values were converted into USD at market exchange rates on the day of announcement. We do not
correct assets for inflation as it is unnecessary given that we use the log of assets in the regressions, so that year
dummies implicitly capture the effects of inflation.
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performance, we use Market-to-Book and Return on Assets (ROA). We calculate market-to-
book as the market value of shares over common equity® and ROA as net income over assets.
We follow the standard practice in the banking literature of measuring leverage as assets over
common equity (e.g. Adrian and Shin (2010)). We obtain share price data from Thomson One
Banker.

The prime data source of bank ownership data is Bankscope, which has ownership
data for 687 banks. For other 12 banks we were able to collect ownership data from Thomson
One Banker. This gives us ownership data for 3,905 bank-year observations; 3,870 based on
Bankscope data and 35 on data from Thomson One Banker. We have no ownership data for
294 bank-year observations.

Bankscope reports ownership changes on investor level, which gave us 101,409
records. We classified the investor type categories reported by Bankscope into the following
groups: Employee, Family, Government, Institutional Investor, Financial Institution and
Others. We then filled in - on investor level - the missing observations for those years when
no change occurred. We spent considerable time cleaning the data, first on bank-year-investor
level and then on bank-year level. One of the problems we faced was that ownership stakes of
business groups gets reported multiple times. In this case we used the stake that was attached
to the highest level in the group. For better handling of the data, we also excluded ownership
stakes of less than 3%. We used the ownership thresholds of 10%, 20%, 50% and 100%. We
included the 100% thresholds to separate firms that were taken over, which typically also
corresponded with the last year of the bank in the sample. For each of these thresholds, we

constructed dummies for whether we observed a corresponding ownership block for these

°® WS Code 03501.
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years, the stake of the largest block owner, and its type. We also constructed an interaction
term between ownership block and type of owner.*

We collect many country-specific variables. In line with Doidge, Karolyi, and Stulz
(2007), we construct a variable measuring the quality of investor protection (which we call
‘Antidirector’) by multiplying the anti-director rights index (the DLLS index) constructed by
Djankov et al. (2008) by the rule of law index reported by La Porta et al. (1998). As a
robustness check, we construct an alternative investor protection variable by multiplying the
anti-director rights index developed by Spamann (2010) by the rule of law index. We do not
report results using this alternative measure in the tables, but where appropriate we discuss
them in the text. We also collect the credit market regulation index used in Giannone, Lenza,
and Reichlin (2010), which we use only in robustness checks.

We use GDP per capita'* from the World Bank’s World Development Indicators as a
proxy for economic development and stock market capitalization over GDP from
Euromonitor as a measure of financial development. Our dummy indicating the right of courts
to remove board directors in reorganizations comes from the World Bank database on bank
regulation and supervisory practices developed by Barth , Caprio and Levine (2008). We also
hand-collect data from many sources to construct a dummy variable indicating whether a
country has a compulsory one-tiered board structure.

Table Il depicts the summary statistics for all variables over the period 2000 to 2008.
The unit of observation is a bank-year. There is considerable variability in bank board
variables. We observe boards of banks without independent directors, or without any outside
director with banking experience, while on the other hand we see boards that are staffed fully
with independent directors, and also some in which all outside directors have some banking

background. Similarly, there is substantial variation in board size, ranging from four to 35

1% For an analysis of bank ownership around the world, see Morck, Yavuz, and Yueng (2010).
1 GDP per capita, PPP (constant 2005 international USD). WB code NY.GDP.PCAP.PP.KD.
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members. The spectrum for the average number of board appointments is equally wide,

ranging from no other appointment to a board-level average of 15.8 board seats.

<< Table Il about here >>

In our cross-sectional analysis we focus on data from 2006, which is the last year prior
to the financial crisis. For that year, our sample contains data from 622 banks and 31
countries. Table 11l gives a detailed overview of the board structure variables by country.
There is considerable variation in board characteristics across countries. In 2006, the
minimum board size in our sample is four (a US bank) and the maximum is 34 (a Russian
bank). The equally-weighted average of board size across all countries is 15.6; the average
board size in the US is 10.7, 12.4 in the UK, and 21.3 in Germany, to give a few examples.
Among developed countries, France and Switzerland have very low levels of independence.
In contrast, Australia, Canada and the US exhibit comparatively high levels of director
independence.

The equally-weighted cross-country average of the ratio of outside directors with
banking experience is 36%. This average however overestimates the number of outside
directors with banking experience, as in the US (where most of our sample banks are located)
this proportion is just 18%."

Some of the countries with high levels of bank board independence — such as
Australia, Canada, and the US — exhibit relatively low banking experience ratios. In our
sample, 142 banks (23% of the total) have no outside director with banking experience on
their boards. Two banks are fully staffed with outside directors with prior experience in

banking and 60 banks (about 10% of the total) have a majority of such directors. In terms of

12 One of the most recurrent themes of the Walker (2009) report on the governance of British banks is the call for
more directors with financial expertise. It is thus interesting to note that the UK has, on average, twice as many
experienced directors on boards of banks than the US.
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busyness (the average number of board appointments held by outside directors), we observe
values ranging from no other board appointment (in US banks) to 13.6 additional board
appointments on average (in one Italian bank). The equally-weighted average across all

countries is 4.4 board appointments.

<< Table Il about here >>

I11. The Cross-Section of Board Independence and Board Experience

In this section we focus on the cross-sectional variation in board structure. As we have nine
years of bank-level data, we focus initially on a representative year. We choose the year of
2006 as the benchmark because the years after the crisis could be atypical, as board structure
may have changed as a consequence of the crisis. The crisis period is unusual in that there are
sudden changes in bank ownership, widespread financial distress, and ad hoc government
intervention. However, we find that the crisis period does not significantly affect the key

results.

A. Explaining Variation in Bank Board Structure: Countries versus Firm Characteristics
How much of the cross-sectional variation in board structure is explained by country
effects and firm characteristics? Methodologically, we follow the approach of Doidge,
Karolyi, and Stulz (2007) and run linear regressions of board structure variables
(independence and experience) on firm characteristics and country dummies. We then

compare the incremental (adjusted) R? of each set of explanatory variables.™

¥ Rauh and Sufi (2010) employ a similar approach in their investigation of the role of measurement errors in
explaining the poor explanatory power of firm and industry characteristics in the cross-section of capital
structure.
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Specifically, we estimate the following models:

yVij =« + x;]ﬁ + U;j (1a)

where y;; is the board structure variable of bank i in country j, « is a constant, x;; is a vector
of bank characteristics, d; is a vector of country dummies, B and 6 are vectors of parameters
to be estimated, and u;; is the error term. Our goal in this section is not make inferences about
the estimated parameters but to compare the explanatory power, or goodness of fit, of these
three models.

Our main variables of interest are either the fraction of independent directors or the
fraction of outside directors with banking experience. As these variables are bounded between
zero and one, we use a logistic transformation (also known as the log odds ratio) of the
original variable z;; as our dependent variable: y;; = In|z;; /(1 — z;) |.*

We report the results in Tables IV and V. The first three columns of each table show
results for board independence regressions and the last three show results for board
experience regressions. Because missing data on ownership variables substantially reduces the
2006 sample size from 609 to 572 banks, we report results both without and with the block
holder dummy among the set of controls (Tables IV and V respectively). Column (a) in Table
IV shows results for model 1.a, i.e. a regression of board independence on a vector of five
firm characteristics: (log) assets, (log) sales, (log) market to book, return on assets, and (log)
leverage. In that regression, only ROA displays a statistically significant (at 10%) relation
with board independence. Overall, these five bank characteristics explain 10% of the total

variation in the sample (using the adjusted R? as the metric). Including additional bank-

¥ In practice, this transformation has no important consequences for our results. We transform all bounded
dependent variables because not doing so may lead to implausible estimates of marginal effects.
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specific variables (e.g. alternative measures of capital strength, such as the tier 1 capital ratio,
or performance, such as sales growth) does not alter the results qualitatively. We choose a
parsimonious model specification in order not to lose too many observations due to missing
data.

At first sight, bank variables seem to explain only a small fraction of the heterogeneity
in board independence. A natural question is whether this is a feature of our empirical design.
For example, there could be other bank-specific variables with stronger explanatory power
that are omitted from our specification. To put our results into perspective, we compare them
with those found in other papers on board independence in non-financial firms. In regressions
of board independence on a much larger set of firm-level controls, Linck, Netter, and Yang
(2008) report a maximum R? of 17%. Ferreira, Ferreira, and Raposo (2009) report R*’s
varying from 14% to 16%, using up to 18 firm-specific variables as regressors. Thus, the
relatively low R?’s in board independence regressions on firm-specific variables is a well-
established regularity. It seems unlikely that by adding more firm-specific controls we could
increase the joint explanatory power of the regressors by much.

Column (b) shows results for model 1.b, i.e. a regression of board independence on a
set of country dummies (all dummy coefficients are omitted from the table). This exercise
reveals that country dummies alone can explain 54% of the observed variation in board

independence.

<< Table IV about here >>

Finally, in column (c) we include both bank characteristics and country dummies. The
incremental explanatory power of bank characteristics is quite small; the R? increases by 3

percentage points when moving from (b) to (c). This is in contrast with the large incremental

20



R? for country dummies: moving from (a) to (c), the R? increases by 47 percentage points.
Country effects can explain much of the observed variation in bank board independence.

A natural question is whether the high R? associated with country dummies is
mechanically driven by the fact that some countries only have a few banks in the sample. This
is not the case. Even if we drop from the sample all countries with fewer than 5 banks, we still
obtain an adjusted R? of 41% for model 1.b. This is a very conservative approach, as it leaves
us with only 12 country dummies for 581 observations. On the other extreme, dropping the
US leaves us with only 116 observations and an adjusted R? of 28% for model 1.b.* Instead
of dropping all US banks, we also run a regression in which we keep only 15 randomly
selected US banks. This regression yields an adjusted R? of 34% for model 1.b. Thus,
homogeneity among US banks seems to be more important for the high explanatory power of
country dummies than the presence of small outlying countries. We thus conclude that the
importance of countries for board independence is real; it is not just a feature of how the
sample is constructed.

We also find very similar results if we consider alternative years. For example, if we
use the year 2008 (620 banks from 41 countries), we obtain an adjusted R? the models 1.a to
1.c of 12%, 53%, and 52% respectively.

Overall, our results suggest that while bank characteristics can explain little of the
observed variation in board independence, country-specific characteristics account for a large
fraction of that variation. We now address the question of whether the same applies to board
experience.

In Table 1V, columns (d)-(f), we report results of estimating models 1.a-c for the

(logistic transformation of the) percentage of outside directors with banking industry

5 Adjusted R*’s are not comparable across samples of substantially different sizes because the ad hoc penalty for
adding more regressors is relatively more important when the sample is small. For example, the non-adjusted R?
for model 1.b when the US is dropped is 47%, while it is 56% in the full sample. Adjusting the R? yields a
penalty of 20 percentage points in the former case but only a 2 percentage point penalty in the latter case.
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experience. These results are in sharp contrast with those of board independence. Bank
characteristics can explain only 7% of the total variation in board experience, while country
dummies alone account for just 3%. From column (f) we conclude that most of the variation
in the proportion of directors with banking experience cannot be explained by variation in
observed characteristics; the adjusted R? for the model 1.c regression is only 5%. While there
Is substantial variation in banking experience of directors, this variation is not explained by
countries or by some of the most salient bank-specific characteristics, with the notable
exception of firm size.*

In Table V we redo the analysis above including the block holder ownership dummy
(using the 10% threshold) in the set of controls. Despite the loss of 37 observations, the
results are basically the same: country dummies matter substantially for board independence,
but not for board experience. The presence of a block holder is associated with less
independence, but this association is not statistically significant once country dummies are
included in the regression. Block holders are also associated with lower banking experience.

In unreported regressions, we analyze the importance of ownership structures in more
detail by replacing the block holder dummy with a set of six dummies describing the type of
the largest block holder (if there is one): Financial institutions, institutional shareholders,
governments, families, employees, and others. Of these variables, only block ownership by
either families or employees are robustly (negatively) related to board experience. None of the
block holder type dummies is robustly related to board independence.

We conclude that countries are more important for understanding the cross-section of
board independence than are bank characteristics. In contrast, neither country characteristics
nor observed bank characteristics are good predictors of the level of banking industry

experience of outside directors.

18 \We obtain similar results if we measure experience in the financial services industry more broadly.
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B. Estimating Country Effects

Given that countries matter so much for board independence, a natural question is:
Which countries have high levels of board independence? Table Il shows average board
independence levels for the 31 countries in our 2006 sample. There is substantial variation in
board independence across countries. While countries such as the US and Canada display
levels of bank board independence at about 74%, countries such as Spain, Sweden and the UK
have independence levels in the 40-50% range, and countries such as Argentina, Denmark and
France are in the 10-30% range.

These numbers are interesting but difficult to interpret because for most countries our
sample size is small. In fact, US banks represent 80% of the whole sample in 2006. This
sample imbalance creates two problems. First, with few observations per country, country
effects cannot be estimated with much precision. Second, differences in bank characteristics
across countries may explain some of the cross-country variation in board independence.

There is nothing we can do with respect to the first problem, as it is simply a limitation
of the available data. The small sample sizes in most countries other than the US are not just a
consequence of better availability of US data; they are mainly due to the fact that most
countries have few publicly-traded banks. As our goal here is to describe the data given our
sample, the small sample sizes in some countries only mean that we should attach less
confidence to their estimated country effects.

The second problem is more important. For example, comparing the average board
independence in Belgian banks with the average board independence in US banks can be
seriously misleading if the three Belgian banks in our 2006 sample are very different from the
typical US bank. Any observed differences in independence could be attributed to Belgian
banks being different rather than to the location of these banks in Belgium. One solution is to

estimate country effects as the coefficients on the country dummies in regressions that include
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firm controls, as in the ones in Table IVV. The problem is that, with few observations per
country, country effects are likely to be overestimated for those countries with few banks in
the sample. To address this problem, we use an alternative approach. We estimate country-
specific effects by means of a matching procedure in which non-US banks are matched with
US banks that have similar observable characteristics.

Our procedure is as follows. Let j € {1, ..., N} index the N countries in our sample,
with the convention that j = 1 denotes the US. Let z;; be the board structure variable for
bank i in country j and let x;; be a vector of observable bank characteristics (covariates). We
match each bank i from country j # 1 with a US bank with observable characteristics similar

to x;;. We then compute the effect of country j # 1 as

Cj = Zj = Zjm, (2)

where z; is the average level of the board characteristic (independence or experience) in
country j and zj,, is the respective average among matching US banks.

This matching approach allows us to make meaningful comparisons by benchmarking
non-US banks against observationally similar US banks. Such an approach is implementable
even when country samples are small, which is an important concern in our application. If the
assumptions underlying the matching procedure hold, we can estimate meaningful country
effects even when there are countries with only one bank. As these estimates can be
imprecise, we refrain from making strong statements about their importance.

We implement this method by matching banks on propensity score.'® Using the full
sample, we first estimate the parameters of a Probit model as in

p(xij) = Prob(Y;; = 1|x;;) = ©(x};B), (3)
where Y;; is a ‘treatment’ variable that takes the value of 1 if bank i is from the US (i.e. if

j = 1), B is a vector of parameters to be estimated, and @ is the standardized normal

'8 This is similar to the approach of Aggarwal, Erel, Stulz, and Williamson (2009).
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cumulative distribution function. The probability of receiving treatment conditional on the
covariates is the propensity score, p(x,-]-). We then match each non-US bank with a US bank
on the basis of their estimated propensity scores.

We use five bank characteristics in the matching procedure: (log) assets, (log) sales,
(log) market to book, return on assets, and (log) leverage. For each non-US bank, we define
the matching bank as the US bank whose propensity score is the closest (in absolute terms) to
that of the non-US bank.'® To obtain an estimate of (2), we calculate the difference between
the board structure variable of each non-US bank and its matched US bank, and then average
this difference by country.?

We call the difference between the average of country i’s independence levels and
those in the matching sample the independence gap of country i. A negative gap means that
the country has a lower level of board independence than what is observed in similar US
banks (by construction, the US has an independence gap of zero). In Table VI, for each
country we present four estimates of their independence gap: columns (a) and (b) report gaps
obtained after banks are matched on their characteristics and columns (c) and (d) report
results obtained by a naive approach (no matching). In columns (b) and (d), we use self-

reported levels of independence rather than our adjusted measure.

<< Table VI about here >>

Table VI shows many interesting results. First, comparisons between columns (a) and

(c) reveal that matching may either reduce (in 18 cases) or increase (in 12 cases) the

1% As a robustness check, we also match each non-US bank with the two US banks with propensity scores that
are the closest from above and below (provided both exist). The results using this alternative procedure are not
qualitatively different from the ones obtained with the simpler closest neighbor approach.

% This approach can be formally justified under the assumption that a non-US bank, if it was located in the US,
would have the same expected level of the board structure variable as a US bank with similar characteristics.
This is a version of what Imbens and Wooldrige (2009) call unconfoundedness assumption.
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differences in board independence between US and non-US banks. A second finding is that
there is much cross-country variation in bank board independence. Notably, only Canada
appears to have a substantial edge over the US: in Canada, boards are more independent than
those in similar US banks by 21 percentage points. This effect arises because the matching
procedure benchmarks Canadian banks against a group of US banks that have very low
independence levels, which highlights the importance of matching on bank characteristics. At
the other end of the spectrum, there are many countries with bank board independence gaps of
-40% or less, including France (-67%), Greece (-46%), Brazil (-67%), Russia (-79%), and
Switzerland (-42%), among others.

A third important finding is that, overall, most countries display an independence
deficit with respect to the US. In all but three cases (Austria, Canada, and Puerto Rico),
measured gaps (in column I) are negative. Although the small sample sizes in most countries
do not allow for testing each country effect in isolation, we can test for whether there is a
significant US effect. Using the whole sample of non-US and matched US banks, we find that
the US effect is about 26%, an effect that is both statistically and economically significant.
This number suggests that a randomly chosen non-US bank from our sample would have its
independence level increased by 26 percentage points on average if it was to move its
headquarters to the US. This large US effect — being net of observable bank characteristics —
strongly suggests that the institutional and business environments in the US differ markedly
from those in other countries.

A final lesson from this analysis is the importance of adjusting self-reported board
independence levels for misreporting. In columns (b) and (d), Table VI, we report our
estimated independence gaps using the unadjusted independence levels. We find that US
banks in the matching sample experience on average greater reductions in independence due

to our corrections than their foreign counterparts do. For an example, without corrections,
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Canadian banks display a gap of only 4%; this gap jumps to 21% once the self-reported
independence variable is adjusted for misclassifications.

In sum, when estimating the effects of countries on bank board independence, it is
important: (1) to take bank characteristics into account and (2) to adjust self-reported
independence levels for the presence of client-directors and other misclassification problems.
Once both issues are considered, the measured independence gap between US and non-US
banks falls, but it is still quite large at about 26%. A fair amount of heterogeneity across
countries is hidden behind this average effect, with independence gaps varying from 21% to -
87%.

For completeness, we also estimate country effects for board experience, despite the
fact that our previous results reveal that these effects can only explain a trivial part of the
cross-sectional variation in board experience. Table VII reports the results of a matching
procedure similar to the one reported in Table VI. Only six countries display negative
experience gaps with respect to the US; in most countries, directors with banking experience
represent a larger fraction of outside directors than they do in US banks. The average

experience gap between non-US and US banks is 17%.

<< Table VII about here >>

A final question is whether independence and experience gaps have informational
content. Do independence and experience gaps contain any economically relevant
information? Or are they pure noise? Although this question is very difficult to address
formally, here we perform a simple test that leads to curious results. In Figure 1 we plot the
changes in GDP during the crisis period of 2007/2008 versus the independence gaps of 30

countries in 2006 (the US is included with a gap of zero). The figure shows a clear negative
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relation between board independence gaps and GDP performance during the crisis. A simple
regression line is drawn to illustrate this effect. The main outliers (Argentina, Russia, and

India) do not affect the overall result.

<< Figure 1 about here >>

Although it is difficult to interpret this result, we note that it is compatible with results
linking board independence and bank performance during the crisis (Adams (2009); Beltratti
and Stulz (2009); Erkens, Hung, and Matos (2010)). We do not want to suggest that high
levels of bank board independence at the country level caused inferior economic performance
during the crisis; we simply note that independence gaps appear to contain information that is
correlated with the performance of countries during the 2007-08 crisis. Thus, bank board
independence gaps do not appear to be pure noise; they contain economically relevant
information about countries.

In contrast, the same regression now using experience gaps as the predictive variable
returns a flat line, as seen from Figure 2. The R? is zero. There seems to be no correlation
between country performance during the crisis and their experience gaps. In sum, country
experience gaps contain little information, which is consistent with the previous findings that

countries matter little for bank board experience.

<< Figure 2 about here >>

C. Why do countries matter so much for bank board independence?
Our results suggest that countries have a substantial influence on bank board structure

and that their importance is disproportionately higher for independence than they are for
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experience. In this section we address the question of why countries matter so much for bank
board independence.

One possibility is that stronger governance at the bank level is complementary to
stronger investor protection at the country level. Using samples of mostly non-financial
firms, Doidge, Karolyi, and Stulz (2007) and Aggarwal, Erel, Stulz, and Williamson (2009)
find evidence of such complementary effects: the quality of firm-level governance is
increasing in a country’s level of investor protection.

Related to the previous point is the possibility that board independence is higher in
countries with more developed capital markets. This effect could again be a consequence of
complementarities between internal governance and country-level governance, as financial
development is likely to be associated with better investor protection. Independent directors
could also be easier to find in countries with more publicly-listed firms.

Other possible explanations for the importance of countries include idiosyncrasies in
business practices across countries (e.g. business culture) and differences in laws and
regulations. Laws and regulations can have direct effects on board composition. For example,
the Sarbanes-Oxley Act of 2002 has effectively increased the demand for independent
directors by requiring audit committees to be composed of independent directors only.** Laws
and regulations can also affect board composition indirectly, for example by redefining
directors’ fiduciary duties and liabilities. These duties and liabilities can affect companies’
perceptions of the costs associated with hiring independent directors.

To test these explanations, we use country-specific variables that capture some of
these possibilities. We note however that none of these explanations are mutually exclusive.

We estimate the following model:

Yije = XijeB + hi6 + pry + wjie )

2! This rule had been in place for NYSE and Nasdaq listed firms since 1999.
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where y; ;. is the board structure variable for bank i in country j in year t, x;;, is a vector of
bank characteristics, h; is a vector of country characteristics, p, is a vector of year dummies,
B, 6 and y are vectors of parameters to be estimated, and u;, is the error term. Because our

goal is to make inferences about the estimated parameters, in particular 8, to facilitate
comparison with previous results we choose to work both with the 2006 sample only with
clustered standard errors by country and with the whole sample up to and including 2008, in
which case we estimate (5) by pooled OLS. We include year dummies to account for year
effects. We also cluster standard errors by bank to allow for correlated errors within banks.

To proxy for the quality of investor protection, in the vector of country characteristics

h; we include the anti-director index times the rule of law index. We choose this variable to

facilitate comparisons with the existing literature, in particular Doidge, Karolyi, and Stulz
(2007) and Aggarwal, Erel, Stulz, and Williamson (2009). To proxy for the level of financial
development, we use the country’s stock market capitalization over GDP. We use per capita
GDP to proxy for the level of economic development. We also include dummies indicating
three different legal origins: English (the omitted dummy), German, and French.

To address whether regulation affects board composition more directly, we use two
variables that are particularly relevant for board structure. The first one is an indicator of
whether courts are allowed to remove directors from the boards of banks, in cases of
reorganization. Although in virtually all countries in our sample (Germany is the exception)
regulators have the right to remove bank directors, whether courts enjoy the same right shows
more variation across countries. We hypothesize that this variable captures the extent to
which bank board composition can be influenced by courts. This is the only variable we are
aware of that is specific to the board composition of banks and widely available.

Our second board regulation variable is a dummy indicating whether a country has a

mandatory one-tiered board structure. This is a regulation that affects board structures
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directly. We note however that this variable indicates the requirement of a one-tiered board
for all companies, not only banks.

Table VIII displays the results. As before, we report regressions with and without
ownership dummies. Results are very similar in both cases, so we focus on the regressions
that do not include ownership variables, as these are run in a larger sample. In columns (a)
and (b), we report the results for regressions that use the (logistic transformation of the)
fraction of independent directors as the dependent variable. We first note that, although
replacing country dummies with country characteristics expectedly reduces the adjusted R?,
the country characteristics model in (5) does a reasonably good job in fitting the data, with an
adjusted R? of 42%.

Table VIII shows that a reliable association between bank board independence and
investor protection does not exist. Thus, there is no evidence of complementarities between
bank board independence and country-level governance. This interpretation is strengthened by
the lack of a statistically robust relation between French Civil Law legal origin and board
independence. Previous works on legal origins usually find that French legal origin countries

have lower levels of investor protection.

<< Table VIII about here >>

Spamann (2010) develops an alternative measure of ‘anti-director rights’ and argue

that the DLLS measure (the one that we use in Table VIII) is flawed in important ways. To

investigate whether our results are driven by the choice of investor protection variable, we
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redo our analysis using Spamann’s index. We find virtually identical results, thus we omit the
tables to save space.?

If board independence was complementary to country-level governance, we would
expect to find a positive relation between financial development and board independence. For
example, Aggarwal, Erel, Stulz, and Williamson (2009) document positive correlations
between financial development and firm-level governance; Doidge, Karolyi, and Stulz (2007)
find similar but weaker results. Table VIII reveals that financial development seems to be
negatively related to bank board independence, but this association is not statistically robust.
Overall, our evidence suggests that the importance of countries for bank board independence
Is not driven by a complementarity (nor a substitution) effect between internal and external
governance.

Unlike financial development, economic development (measured by per capita GDP)
is positively related to board independence in a statistically robust manner. The mechanism
linking economic development to board independence is not clear. One possibility is that the
business and regulatory environments of countries in similar stages of economic development
share common features.?

The most original results concern the board regulation variables. Bank board
independence is lower in countries where courts are legally allowed to remove bank directors
during reorganization procedures. Bank board independence is significantly higher in

countries with mandatory one-tiered board structures.

22 Because Spamman’s index is missing for six countries in our 2006 sample, we fill in the missing data with the
DLLS index. We re-scale Spamman’s index to the DLLS scale. Using this measure, the investor protection
variable enters with a positive coefficient in both specifications, with low t-statistics below 0.8. We conclude
that, at least in our case, the lack of a robust association between investor protection and bank board
independence is not driven by the particular choice of investor protection indices.

% In recent work, Giannone, Lenza, and Reichlin (2010) report that an index of credit market regulation seems to
be the key predictor of country performance during the crisis. In unreported results, we include this index among
the set of country characteristics. This index is negatively correlated with both board independence and board
experience, but these correlations are never statistically significant; the t-statistics are always below 0.8.
Including this index reduces the sample due to missing data but does not change the results qualitatively.
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Statistical significance alone cannot tell us whether the effects of these regulation
variables are large enough to explain large country effects. In Subsection I11.B, we estimate an
average independence gap of 26%. From Table Ill, we see that changes of 50 percentage
points in average independence between two countries are not uncommon. Thus, country-
specific variables must create swings in independence ratios of similar magnitudes if they are
to explain the large R? found in Subsection I11.A.

The economic significance of the regulation variables is substantial. Column (a) shows
that countries with empowered courts have independence log odds ratio that are 1.45 lower
than countries without empowered courts. To translate this effect into a change in
independence ratios we need to choose an initial independence level, as the marginal effects
are not constant. For example, a bank with 67% independence (the overall average in 2006)
has a log odds ratio of 0.71. An increase of 1.4 in the log odds ratio brings this bank close to
90% independence, while a decrease of the same magnitude yields an independence ratio of
33%. An independence ratio of 67% may be a reasonable benchmark for North America but is
too high for most countries. If we use a benchmark of 50% independence (about the average
value for Holland), an increase of 1.4 amounts to 81% independence, while a decrease of the
same magnitude amounts to 20% independence. As the estimated coefficients for the one-tier
dummy are larger (in the 2.2 to 3. range), their effects are even stronger.?*

In sum, we find no evidence that bank board independence is chosen so that it
complements external governance at the national level. In contrast, we find direct evidence
that board independence is related to board regulations that vary across countries. The
magnitude of these effects is substantial. Thus, our tentative conclusion is that laws and
regulations that are specifically targeted to board structures can partly explain the large

‘country effect’ on bank board independence.

% The incremental R? of the two board regulation variables is about 5%.
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For director experience, only financial development and the legal origin variables
appear to matter in a robust manner. There is also some weak evidence that countries with
one-tiered board structures have boards with less banking expertise.

We conclude that countries matter so much for bank board independence in part
because there are some board regulations that vary across countries. These regulations seem
to have an important effect on bank board independence, but somewhat relatively less so on

director banking expertise. For board experience, country effects are relatively less important.

IVV. The Evolution of Board Structures
In this section we exploit the time-series dimension of our data to understand the
evolution of bank board structures. We first look at the aggregate trends and then we consider

how banks change their boards when bank characteristics change.

A. Trends in Board Independence and Experience: The Importance of Year Effects
Inspection of the time series trend for our key variables reveals that, around 2002 and
2003, the fraction of independent directors considerably increases, while the fraction of

outside directors with banking experience decreases (see Figure 3).

<< Figure 3 about here >>

Especially for board independence, these changes are substantial: independence levels
increase from about 40% in 2000 to a plateau of about 67% in 2004-2006. We see a small
decline in board independence in the crisis years (2007-08). In Figure 4, we normalize both
variables to 100 in the year 2000. We can then see even more clearly the magnitude of the

relative changes occurring around 2002. These changes are indeed substantial for both
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variables, but they are particularly dramatic for independence: in 2006, average independence

is 70% higher than it was in 2000.%

<< Figure 4 about here >>

We do not know why bank board independence increases so much and so quickly. We
note however that changes in the regulatory environment such as the Sarbanes-Oxley Act
(SOX) of 2002 coincide with the period of the most dramatic changes in board structure.
Figures 5 and 6 show that the increase in board independence over the 2002-03 period is less
pronounced for non-US banks, but also that both US and non-US banks exhibit similar time

trends in independence and size.

<< Figure 5 about here >>

<< Figure 6 about here >>

The evolution of aggregate levels of bank board experience is the mirror image of that
of board independence, with average experience decreasing sharply from 28% in 2002 to 21%
in 2006. Experience then increases slightly in the crisis years to about 24% in 2008. Figures 5
and 6 show that year effects in board experience are mostly driven by US banks. In non-US
banks, experience stays relatively flat throughout the whole period at about 37%.

The data suggest that year effects are import and can explain much of the evolution of

board independence and board experience. Aggregate levels of board independence and

% Our trend figures use the whole sample, which is unbalanced. The pattern that we observe is not due to
composition effects though; we find basically the same results if we use only data for those banks for which data
are available for all years.

% NYSE and Nasdag implemented changes in their listing requirements between 1999 and 2003 which, together
with SOX regulations, were likely to affect the demand for independent directors.
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experience are negatively correlated and appear to be affected by shocks such as the

Sarbanes-Oxley Act of 2002 and the financial crisis of 2007-08.

B. Changes in Bank Characteristics and Changes in Board Structure

If regulation is an important determinant of board independence, one may wonder
whether board composition in banks is set optimally. Although there is no empirical design
that can satisfactorily address this issue, we can investigate the link between bank
characteristics and board structures in more detail. One possibility is that regulatory effects
are so important that bank characteristics become irrelevant for board structure. Or it could
also be that regulations affect banks differently depending on bank characteristics.

To shed some light on these issues and to provide a broader picture of the bank-level
determinants (in the sense of correlates) of board structure, we estimate the following model:

Yije = XijeB + Pey + fij + wije (6)
where ;. is the board structure variable for bank i in country j in year t, x;;, is a vector of
bank characteristics, p, is a vector of year dummies, B and y are vectors of parameters to be
estimated, f;; is a unobservable time-invariant bank-specific effect, and w;;, is the error term.
We estimate (6) by fixed-effects methods.

We used our whole panel (2000 to 2008) to exploit fully the times-series and cross-
sectional variation in our sample. The fixed effects eliminate the impact of time-invariant
bank characteristics, including country-specific effects. One possible concern is that year
effects are important. To estimate (6), our identifying assumption is that, as long as the
underlying relationship between bank characteristics and board structure remains stable over

time, year dummies can capture the effects of the crisis and other year effects. To check
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whether this assumption is reasonable, we also estimate (6) using the 2000-2006 sample. We
find very similar results, thus we omit the tables for brevity.?’

Table IX displays the results of the fixed-effects regressions. In column (a) we report
the results for a regression that uses the (logistic transformation of the) fraction of
independent directors as the dependent variable. We find no statistically reliable evidence that
within-bank changes in observable characteristics are related to changes in bank board
independence.

This evidence does not imply that board independence does not change over time. We
know from the previous subsection that board independence does change substantially over
time in our sample; these changes are captured by the year dummies. But these yearly changes
in board independence do not appear to be driven by changes in bank characteristics. Rather,
they seem to be a response to changes in the institutional environment that affects all banks

similarly.

<< Table IX about here >>

The results for bank experience are again different. Column (b) shows that, as banks
become larger (as measured by assets), board banking experience increases, a result that is
very robust. Additionally, as market-to-book ratios decrease, board experience increases. In
columns (c) and (d), the block holder dummy is added to the set of regressors. There is no
important effect driven by this variable (as it does not change much over time), but there are
some minor effects on the results due to the change in the sample. The effect of assets is about
the same. The effect of market-to-book is virtually unchanged (the absolute value of the point

estimate falls from 0.365 to 0.301), although it becomes significant only at 10% in the smaller

2" When using the 2000-2006 sample we find similar estimated coefficients but often higher standard errors (with
few exceptions), which is to be expected due to the smaller sample.
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sample. ROA now seems to matter, again consistent with the hypothesis that more
experienced directors are more likely to be added (or retained) after poor performance.
Finally, we find that leverage is negatively related to board experience in the smaller sample.
Overall, we find that there is sufficient over-time variation in board experience, and
that this variation is associated with changes in observable bank characteristics, especially
size and performance. These results contrast with the relative insensitivity of board

independence to changes in bank characteristics.

V. Final Remarks

We assemble the most complete data set on boards of banks to date. Our data allow us
to draw a detailed picture of bank board composition up to and including the crisis period.
The data reveal a number of new empirical facts. Our key finding is that country
characteristics explain most of the cross-sectional variation in bank board independence but
have little explanatory power for board banking experience. In contrast, changes in bank
characteristics are related to changes in board experience; no such an effect is found in the
case of board independence.

Right before the beginning of the crisis in 2007, the average board independence in the
world’s largest banks was roughly 67%, meaning that two out of three bank directors were
formally independent. These high levels of independence are both a recent and mostly North-
American phenomenon. In 2000, the average level of board independence in our sample was
just 40%. Canada and the US have the highest levels of bank board independence in the
world, at about 75%.

Our data also reveal many interesting patterns. Client-directors are usually reported as
being independent, although they have clear business relations with the banks that they are

supposed to monitor. While the governance literature has focused on the role of bankers on
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boards of non-financial firms (Kroszner and Strahan (2001); Guner, Malmendier, and Tate
(2008); and Dittmann, Maug, and Schneider (2010)), the other side of the coin — non-financial
corporate clients on boards of banks — has yet to be analyzed.

We find that few outside directors have previous banking experience. A natural
question is whether the current level of banking experience among bank directors is
inefficiently low. Regulators and policy-makers have recently emphasized the importance of
banking experience and financial expertise for outside directors; an example is the Walker
(2009) review in the UK. Hau and Thum (2009) find that measures of board competence,
including previous banking experience, are positively related to the performance of German
banks during the crisis. Cufiat and Garicano (2010) find that chairmen’s human capital
crucially affected the performance of Spanish savings banks during the crisis.

Overall, our evidence suggests that country-specific laws and regulations affect the
composition of boards of banks mainly through requirements for director independence. Our
findings raise the question of whether board regulation helps or hinders bank governance. We

see this as a promising agenda for future research.
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Table I: Number of Observations per Country over Time

This table shows the number of banks available for each country-year.

Country 2000 2001 2002 2003 2004 2005 2006 2007 2008 | 2000-2008
Argentina 0 0 0 1 1 2 2 2 2 10
Australia 0 0 0 2 8 8 8 8 7 41
Austria 1 1 1 1 1 2 2 6 6 21
Belgium 3 4 4 4 3 3 3 3 3 30
Belize 1 1 1 1 1 1 1 1 1 9
Brazil 0 0 0 0 0 1 1 2 2 6
Canada 0 0 0 5 5 6 8 9 9 42
Chile 0 0 0 0 0 1 1 1 1

China 0 0 0 0 0 0 0 3 3

Czech Republic 0 0 0 0 0 0 0 1 1

Denmark 1 2 2 2 2 3 3 3 3 21
Egypt 0 0 0 0 0 0 0 1 1

Finland 0 0 0 0 0 0 0 1 1

France 4 5 5 4 4 5 5 5 5 42
Germany 8 8 9 10 10 10 10 9 9 83
Greece 4 5 5 5 6 6 7 7 7 52
Hong Kong 0 0 0 0 0 0 0 1 1

Hungary 0 0 0 0 0 0 0 1 1

India 0 0 0 0 0 1 2 5 15 23
Italy 10 12 12 14 16 14 12 13 13 116
Japan 0 0 0 0 0 0 0 0 2 2
Liechtenstein 2 2 2 2 2 2 2 2 2 18
Luxembourg 0 0 0 0 0 0 1 1 1

Malaysia 0 0 0 0 0 0 0 0 1

Morocco 0 0 0 0 0 1 1 1 1

Netherlands 2 3 3 3 3 4 4 4 3 29
Nigeria 0 0 0 0 0 0 1 2 4 7
Norway 1 1 1 2 1 1 1 1 1 10
Poland 1 1 1 1 1 1 1 5 5 17
Portugal 2 2 2 2 2 3 3 4 4 24
Puerto Rico 3 4 4 5 6 6 6 4 4 42
Ireland 2 2 2 2 2 2 2 2 2 18
Russia 0 0 0 0 0 1 1 3 3 8
Spain 5 6 6 6 6 6 8 8 8 59
Sweden 4 5 5 5 5 5 5 5 5 44
Switzerland 4 4 4 4 4 5 5 5 5 40
Taiwan 0 0 0 0 0 0 0 1 1 2
Turkey 0 0 0 0 0 0 0 5 5 10
United Arab Emirates 0 0 0 0 0 0 1 0 0 1
United Kingdom 11 11 11 13 14 13 15 14 14 116
United States 108 123 126 341 455 492 500 483 478 3106
All countries 177 202 206 435 558 605 622 632 640 4077
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Table I1: Summary Statistics

The sample consists of an unbalanced panel of 4,205 bank level observations from 718 banks for the period
2000-2008. Director data are from the BoardEx database. We obtain additional financial information from
Worldscope and Bankscope, and country information from Djankov et al. (2008), La Porta et al. (1998),
Euromonitor, and the World Bank Database. Independence is the ratio of independent outside directors over
board size. Board size is the number of directors on the board. Banking Experience is the ratio of outside
directors with prior managerial or top-executive experience in banking over all outside directors. Busyness is the
average number of commercial and non-commercial outside director appointments of all outside directors. Assets
is the book value of total assets (in billions of USD). Sales growth is the annual change in sales over the previous
year’s sales volume. Market-to-book is market value of equity over book common equity. ROA (return on assets)
is net income over assets. Leverage is assets over common equity. Block ownership is a dummy that is equal to
one if an owner holds a block of at least 10% of the shares. The variable Antidirector is obtained by multiplying
the anti-director rights index constructed by Djankov et al. (2008) with the rule of law index reported by La
Porta et al. (1998). GDP per capita (PPP adjusted, in thousands of 2005 international USD) is sourced from the
World Bank’s World Development Indicators, and market capitalization over GDP (a measure of financial
development) is provided by Euromonitor. Removal of directors by courts is a dummy variable that equals 1 if
courts are allowed to remove bank directors; this variable is taken from the revised World Bank database on
bank regulation and supervisory practices developed by Caprio, Levine and Barth (2008). One-tier board is a
dummy variable that equals 1 if boards are required to have a unitary board structure; this variable was hand-
collected from various sources.

Variable mean  st. dev. min max  count
Board Characteristics
Independence 0.622 0.239 0.000 0.955 4076
Banking Experience 0.232 0.198 0.000 1.000 4076
Board Size 12.235 4.804 4.000 35.000 4076
Busyness 2.998 1.554 1.000 15.800 4074
Firm Characteristics
Assets 75.698 266.783 0.020 3765.035 4064
Sales 4829  15.756 0.003 173.617 4055
Market-to-Book 1.823 0.928 0.091 14.303 4035
ROA 0.008 0.017 -0.488 0.301 4062
Leverage 13.980 9.245 0.956  165.227 4059
Block ownership 0.335 0.472 0.000 1.000 3799
Country Characteristics
Antidirector 17.946 2.961 3.583 25.714 4038
GDP per capita (2006) 39.990 8.949 1.795 122.100 4076
Market cap over GDP (2006) 1.369 0.354 0.000 4.714 4076
Removal of directors by courts 0.855 0.352 0.000 1.000 4075
One-tier board 0.877 0.328 0.000 1.000 4076
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Table I11: Summary Statistics of Bank Board Characteristics in 2006
This table shows summary statistics of four bank board characteristics across countries in 2006. Independence is the ratio of independent directors over board size. We adjust
the self-reported independence of outside directors for previous employment within the same bank, employee representation, and significant client relationships between the
bank and the firm an outside director represents. Banking Experience is the ratio of outside directors with prior managerial or top-executive experience in banking over all
outside directors. Board size is the number of directors on the board. Busyness is the average number of commercial and non-commercial outside director appointments of all
outside directors.

Country Independence Banking Experience Board Size Busyness
mean s.d. min max count mean s.d. min max count mean s.d. min max count mean s.d. min max count

Argentina 0.297 0.016 0.286 0.308 2 0.414 0.020 0.400 0.429 2 10.000 4.243 7 13 2 5.143 2626  3.286 7.000 2
Australia 0.760 0.110 0.625 0.900 8 0.186 0.165 0.000 0.500 8 9.250 1.832 7 13 8 4.100 0559  3.167 5.000 8
Austria 0.479 0.029 0.458 0.500 2 0.750 0.354 0.500 1.000 2 18.000 8.485 12 24 2 4.444 2.200 2.889 6.000 2
Belgium 0.192 0.213 0.000 0.421 3 0.215 0.238 0.000 0471 3 18.000 8.544 9 26 3 4.896 2.795 1.800 7.235 3
Belize 0.000 0 0.000 0.000 1 0.200 0 0 0.200 1 6.000 0 6 6 1 4.400 0 4 4.400 1
Brazil 0.063 0 0.063 0.063 1 0.786 0 1 0.786 1 16.000 0 16 16 1 2.000 0 2 2.000 1
Canada 0.745 0230 0.200 0.889 8 0.110 0.137 0.000 0.375 8 15.375 3.114 9 19 8 4.135 0.584  3.250 5.133 8
Chile 0.133 0 0.133 0.133 1 0.692 0 1 0.692 1 15.000 0 15 15 1 2.615 0 3 2.615 1
Denmark 0.175 0.304 0.000 0.526 3 0.389 0.096 0.333 0.500 3 15.667 3.055 13 19 3 3.367 1.082 2.167  4.267 3
France 0.122 0.095 0.000 0.250 5 0.563 0.108 0.385 0.650 5 21.000 5.568 14 26 5 8.473 3.664 4571 13.700 5
Germany 0.383 0.123 0.160 0.545 10 0.559 0.234 0.300 1.000 10 21.300 7.319 8 29 10 4.833 1.048  3.250 6.450 10
Greece 0.211 0.172 0.000 0.563 7 0.396 0.245 0.083 0.778 7 14.286 2.215 11 17 7 2.335 0.853 1.250 3.333 7
India 0.622 0.118 0.538 0.706 2 0.292 0.295 0.083 0.500 2 15.000 2.828 13 17 2 8.758 4467 5.600 11.917 2
Ireland 0.655 0.017 0.643 0.667 2 0.125 0.059 0.083 0.167 2 14.500 0.707 14 15 2 4.875 2.062 3417 6.333 2
Italy 0.395 0.339 0.000 0.955 12 0.401 0.130 0.200 0.722 12 17.583 4.337 10 24 12 5.605 3.379 1.444  13.615 12
Liechtenstein 0.292 0.412 0.000 0.583 2 0.286 0.000 0.286 0.286 2 11.000 1.414 10 12 2 3.286 0.606  2.857 3.714 2
Luxembourg 0.261 0 0.261 0.261 1 0.526 0 1 0.526 1 23.000 0 23 23 1 8.632 0 9 8.632 1
Morocco 0.000 0 0.000 0.000 1 0.500 0 1 0.500 1 13.000 0 13 13 1 4.000 0 4 4.000 1
Netherlands 0519 0.181 0.250 0.643 4 0.263 0.090 0.167 0.385 4 14.000 4.320 10 20 4 6.557 1564 5.125 8.667 4
Nigeria 0.000 0 0.000 0.000 1 0.167 0 0 0.167 1 11.000 0 11 11 1 2.333 0 2 2.333 1
Norway 0.240 0 0.240 0.240 1 0.250 0 0 0.250 1 25.000 0 25 25 1 3.125 0 3 3.125 1
Poland 0.000 0 0.000 0.000 1 0.444 0 0 0.444 1 17.000 0 17 17 1 4.333 0 4 4.333 1
Portugal 0.258 0.108 0.161 0.375 3 0.579 0.084 0.500 0.667 3 25.333 5.132 21 31 3 8.175 3.246 4429 10.167 3
Puerto Rico 0.711 0.094 0.571 0.800 6 0.189 0.221 0.000 0.600 6 8.333 1.211 7 10 6 3.006 0.969 2.000 4.750 6
Russia 0.000 0 0.000 0.000 1 0.429 0 0 0.429 1 34.000 0 34 34 1 1.929 0 2 1.929 1
Spain 0.401 0.219 0.000 0.667 8 0.482 0.220 0.222 0.800 8 13.625 3.249 10 19 8 3.121 1.175 2.100 5.714 8
Sweden 0.442 0.078 0.333 0.533 5 0.275 0.102 0.111 0.357 5 13.200 2.168 10 15 5 4.975 0.936  3.900 6.000 5
Switzerland 0.105 0.143 0.000 0.273 5 0.261 0.102 0.100 0.375 5 17.600 5.595 10 24 5 3.404 1.912 1.818 6.077 5
UAE 0.000 0 0.000 0.000 1 0.000 0 0 0.000 1 8.000 0 8 8 1 1.143 0 1 1.143 1
United Kingdom | 0.449 0.183 0.000 0.643 15 0.364 0.130 0.188 0.667 15 12.400 4.067 6 19 15 5.032 1.142 3.400 7.625 15
United States 0.738 0.129 0.000 0.938 500 0.178 0.160 0.000 0.750 500 10.742 3.326 4 23 500 2.478 0.712 1.000 6.000 500




Table 1V: Regressions of Board Characteristics on Bank Characteristics and Country

Dummies in 2006

This table shows ordinary least squares regressions of two board characteristics on bank characteristics and
country dummies in 2006. The dependent variable in columns (a)-(c) is the logistic transformation of board
independence. The dependent variable in columns (d)-(f) is the logistic transformation of board experience.
See Table Il for the definition of variables. The values of robust t-statistics are in brackets. Asterisks
indicate significance at 0.01 (***), 0.05 (**), and 0.10 (*) levels.

Independent Variable Dependent Variable
Independence Banking Experience
(@) (b) (9 (d) e 0
Log(Assets) -0.322 0.229 -0.435 -0.609**
[-0.451] [0.659] [-1.132] [-2.259]
Log(Sales) 0.045 -0.170 0.935** 1.020***
[0.070] [-0.417] [2.379] [2.914]
Log(Market-to-Book) -0.342 0.003 0.460 0.130
[-0.546] [0.013] [0.791] [0.384]
ROA 16.088* 12.939** | 0.155 2.421
[1.814] [2.161] [0.039] [0.976]
Log(Leverage) 0.162 0.377 -0.069 -0.050
[0.407] [1.613] [-0.208] [-0.158]
Observations 609 609 609 609 609 609
Number of Countries 31 31 31 31 31 31
Adjusted R? 0.104 0.538 0.570 0.068 0.027 0.051
Country dummies No Yes  Yes No Yes  Yes




Table V: Regressions of Board Characteristics on Bank Characteristics and Country
Dummies in 2006, with Ownership Controls

This table shows ordinary least squares regressions of two board characteristics on bank characteristics and
country dummies in 2006. The dependent variable in columns (a)-(c) is the logistic transformation of board
independence. The dependent variable in columns (d)-(f) is the logistic transformation of board experience. See
Table Il for the definition of variables. The values of robust t-statistics are in brackets. Asterisks indicate

significance at 0.01 (***), 0.05 (**), and 0.10 (*) levels.

Independent Variable

Dependent Variable

Independence Banking Experience
(@) (b) (0 (d) e
Log(Assets) -1.556 -0.638 -0.362 -0.830**
[-1.513] [-1.147] | [-0.671] [-2.459]
Log(Sales) 1.338 0.707 0.903 1.215%**
[1.361] [1.121] | [1.650] [3.618]
Log(Market-to-Book) -0.198 0.072 0.740 0.315
[-0.332] [0.267] | [0.968] [0.604]
ROA -29.313 -17.563 | -21.811 -18.548
[-1.012] [-1.045] | [-1.426] [-1.398]
Log(Leverage) -0.212 0.059 0.050 -0.089
[-0.476] [0.243] | [0.090] [-0.145]
Block holder -0.712** -0.163 -0.195 -0.748*
[-2.123] [-1.002] | [-0.252] [-1.915]
Observations 572 572 572 572 572 572
Number of Countries 31 31 31 31 31 31
Adjusted R 0.125 0.566 0.571 0.074 0.056 0.079
Country dummies No Yes  Yes No Yes  Yes
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Table VI: Bank Board Independence Gaps in 2006
This table shows the average difference in board independence between non-US banks and matched US
banks. A negative gap means that the country has a lower level of board independence than what is
observed in similar US banks (by construction, the US has an independence gap of zero). In columns
(a) and (b) banks are matched on five characteristics (assets, sales, market-to-book, ROA, and leverage)
using the nearest neighbor propensity matching procedure. In columns (c) and (d) country averages are
compared with the US average, without matching on characteristics. Columns (b) and (d) use banks’
self-reported independence classifications, while columns (a) and (c) use the adjusted independence
variable, which is corrected for internally appointed directors, client-directors, and employee

representatives.

Independence gap

Matched sample No matching
Country adjusted unadjusted adjusted unadjusted count
@) (b) (€) (d)
Argentina -0.429 -0.465 -0.441 -0.464 2
Austria 0.017 -0.032 0.023 0.053 8
Australia -0.096 -0.260 -0.259 -0.136 2
Belgium -0.352 -0.666 -0.546 -0.569 3
Brazil -0.667 -0.667 -0.738 -0.761 1
Belize -0.820 -0.820 -0.675 -0.699 1
Canada 0.210 0.037 0.007 0.036 8
Switzerland -0.415 -0.603 -0.633 -0.588 5
Chile -0.700 -0.700 -0.605 -0.628 1
Germany -0.285 -0.804 -0.355 -0.743 10
Denmark -0.237 -0.394 -0.562 -0.498 3
Spain -0.383 -0.356 -0.337 -0.274 8
France -0.668 -0.531 -0.616 -0.502 5
United Kingdom -0.164 -0.280 -0.289 -0.286 15
Greece -0.458 -0.631 -0.527 -0.542 7
India -0.245 -0.245 -0.116 -0.139 2
Ireland -0.051 -0.176 -0.083 -0.106 2
Italy -0.303 -0.326 -0.343 -0.325 12
Liechtenstein -0.337 -0.337 -0.446 -0.469 2
Luxembourg -0.364 -0.614 -0.477 -0.500 1
Morocco -0.867 -0.867 -0.738 -0.761 1
Nigeria -0.667 -0.667 -0.738 -0.761 1
Netherlands -0.023 -0.140 -0.219 -0.096 4
Norway -0.546 -0.546 -0.498 -0.521 1
Poland -0.667 -0.667 -0.738 -0.761 1
Puerto Rico 0.015 -0.017 -0.027 -0.033 6
Portugal -0.524 -0.533 -0.480 -0.389 3
Russia -0.786 -0.786 -0.738 -0.761 1
Sweden -0.313 -0.305 -0.295 -0.211 5
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Table VII: Bank Board Experience Gaps in 2006

This table shows the average difference in board experience between non-US banks and matched
US banks. A negative gap means that the country has a lower level of board experience than what
is observed in similar US banks (by construction, the US has an experience gap of zero). In
column | banks are matched on five characteristics (assets, sales, market-to-book, ROA, and
leverage) using the nearest neighbor propensity matching procedure. In column (b) country
averages are compared with the US average, without matching on characteristics.

Experience gap
Country Matched sample No matching count
(@) (b)
Argentina 0.188 0.236 2
Austria -0.034 0.008 8
Australia 0.620 0.572 2
Belgium 0.075 0.037 3
Brazil -0.300 0.022 1
Belize 0.661 0.608 1
Canada -0.081 -0.067 8
Switzerland 0.018 0.083 5
Chile 0.601 0.514 1
Germany 0.373 0.381 10
Denmark 0.292 0.211 3
Spain 0.295 0.304 8
France 0.379 0.386 5
United Kingdom 0.138 0.186 15
Greece 0.194 0.218 7
India 0.059 0.114 2
Ireland 0.015 -0.053 2
Italy 0.222 0.224 12
Liechtenstein -0.046 0.108 2
Luxembourg 0.383 0.348 1
Morocco 0.500 0.322 1
Nigeria -0.083 -0.011 1
Netherlands 0.030 0.085 4
Norway 0.173 0.072 1
Poland 0.244 0.267 1
Puerto Rico -0.064 0.011 6
Portugal 0.432 0.402 3
Russia 0.352 0.251 1
Sweden 0.128 0.097 5
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Table VIII: Regressions of Board Characteristics on Bank Characteristics and Country

Characteristics

This table shows ordinary least squares regressions of two board characteristics on bank characteristics and country characteristics
in 2006 and for the 2000-2008 period. The dependent variable in columns (a)-(b) and (e)-(f) is the logistic transformation of board
independence. The dependent variable in columns (c)-(d) and (g)-(h) is the logistic transformation of board experience. See Table
Il for the definition of variables. The values of robust t-statistics are in brackets. Standard errors are clustered by country in 2006
and by bank when using the 2000-2008 sample. Asterisks indicate significance at 0.01 (***), 0.05 (**), and 0.10 (*) levels.

Independent Variable

Dependent Variable

Independence Banking Experience Independence Banking Experience
(@) (b) © (d) (e) U] () (h)
Log(Assets) 0.213 -0.327 -0.916***  -0.394 -0.762 -0.902 -1.190***  -0.130
[0.637] [-0.593] [-3.224] [-1.149] [-1.280]  [-1.359] [-2.943] [-0.222]
Log(Sales) -0.198 0.331 1.261***  0.704** 0.800 0.893 1.537***  0.442
[-0.562] [0.579] [3.716] [2.325] [1.281] [1.300] [4.303] [0.859]
Log(Market-to-Book) 0.179 0.130 0.396 0.049 0.302 0.262 0.459 0.111
[0.400] [0.416] [0.836] [0.113] [0.603] [0.789] [0.878] [0.230]
ROA 12.472* 4.109 2.708** -0.832 -31.163 -10.101 -22.494 -6.669
[1.947] [0.520] [2.072] [-0.194] [-1.270]  [-1.207] [-1.615] [-0.814]
Log(Leverage) 0.367 0.384 -0.459 -0.497 0.020 0.274 -0.352 -0.492
[1.537] [1.119] [-1.085] [-1.481] [0.073] [0.670] [-0.584] [-1.162]
Legal Origin - French -0.784 -1.202 2.018***  2.007*** | -0.575 -0.824 2.323***  1911***
[-0.867] [-1.465] [2.840] [3.313] [-0.656]  [-0.987] [3.348] [3.038]
Legal Origin - German -2.055** -2.509*** | 2.386** 1.716** -1.625*  -2.251** | 2.827** 1.704**
[-2.359] [-2.810] [2.322] [2.256] [-1.834]  [-2.554] [2.752] [2.254]
Antidirector 0.002 -0.013 0.046 0.062 0.020 0.009 0.030 0.057
[0.025] [-0.166] [0.459] [0.812] [0.248] [0.105] [0.261] [0.669]
GDP per capita (2006) 0.165***  0.154*** | -0.016 -0.007 0.169***  0.151*** | -0.023 -0.012
[3.735] [3.776] [-0.467] [-0.222] [3.828] [3.843] [-0.665] [-0.380]
Market cap over GDP (2006) -1.417* -0.761 -0.808* -0.978*** | -1.430*  -0.789 -0.758* -0.973***
[-1.776] [-0.817] [-1.907] [-3.146] [-1.821]  [-0.826] [-1.811] [-3.010]
Removal of directors by courts -1.451* -1.557** 0.643 0.663 -1.442* -1.388* 0.629 0.648
[-1.925] [-2.150] [0.866] [1.269] [-1.921]  [-1.958] [0.837] [1.209]
One-tier board 3.108***  2.217* -1.096 -1.324* 3.111***  2.338** -0.805 -1.329
[3.171] [2.055] [-1.043] [-1.725] [3.107] [2.144] [-0.676] [-1.597]
Block holder -0.143 -0.124 -0.621 -0.063
[-0.692] [-0.613] [-1.238] [-0.236]
Observations 609 3,701 609 3,701 572 3,476 572 3,476
Sample 2006 2000-08 2006 2000-08 2006 2000-08 2006 2000-08
Number of Countries 31 31 31 31 31 31 31 31
Adjusted R? 0.424 0.384 0.094 0.099 0.423 0.398 0.096 0.099
Year dummies No Yes No Yes No Yes No Yes
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Table IX: Bank Fixed Effects Regressions of Board Characteristics on Bank

Characteristics

The sample consists of panel data of banks between 2000 and 2008. The dependent variable in columns (a) and
(c) is the logistic transformation of board independence. The dependent variable in columns (b) and (d) is the
logistic transformation of board experience. See Table Il for the definition of variables. The values of robust t-
statistics are in brackets. Asterisks indicate significance at 0.01 (***), 0.05 (**), and 0.10 (*) levels.

Independent Variable

Dependent Variable

Banking Banking
Independence | Experience Independence Experience
@) (b) (© (d)
Log(Assets) -0.035 0.764*** -0.027 0.904***
[-0.262] [7.753] [-0.190] [6.726]
Log(Sales) 0.227 0.042 0.240 0.135
[1.158] [0.385] [1.070] [0.998]
Log(Market-to-Book) | -0.088 -0.365*** -0.097 -0.301*
[-1.209] [-2.745] [-1.183] [-1.805]
ROA -0.133 -0.529 -0.290 -8.073***
[-0.193] [-0.279] [-0.178] [-3.837]
Log(Leverage) 0.152 -0.345 0.133 -0.521**
[0.668] [-1.140] [0.549] [-2.068]
Block holder -0.063 0.005
[-1.132] [0.054]
Observations 4,000 4,000 3,737 3,737
Number of Countries | 31 31 31 31
Adjusted R? 0.919 0.703 0.917 0.703
Year dummies Yes Yes Yes Yes
Bank fixed effects Yes Yes Yes Yes
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Figure 1: Independence Gaps in 2006 and Changes in GDP in 2007-08
This figure shows the changes in GDP during the crisis period of 2007/2008 versus the independence gaps of 30
countries in 2006 (the US is included with a gap of zero).
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Figure 2: Experience Gaps in 2006 and Changes in GDP in 2007-08
This figure shows the changes in GDP during the crisis period of 2007/2008 versus the experience gaps of 30
countries in 2006 (the US is included with a gap of zero).
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Figure 3: Time Trends in Board Characteristics — 2000-2008, full sample

This figure shows average board independence and banking experience for all banks in the sample. Board
independence is measured as a fraction of board size while banking experience is measured as a fraction of the
number of independent directors.

0.9

0.8

0.7

0.6

0.5

0.4

0.3

0.2

0.1

0

1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

== |ndependence Banking Experience

55



Figure 4: Time Trends in Board Characteristics in Percentages— 2000-2008, full sample

This figure shows average board independence and banking experience for all banks in the sample. Board
independence is measured as a fraction of board size while banking experience is measured as a fraction of the
number of independent directors. All values are expressed as a percentage of their 2000 levels (year 2000 = 100).

180

160 e~

140

120

100

80

60

40

20

0

1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

e |ndependence Banking Experience

56



Figure 5: Time Trends in Board Characteristics — 2000-2008, US banks only

This figure shows average board independence and banking experience for all US banks in the sample. Board
independence is measured as a fraction of board size while banking experience is measured as a fraction of the
number of independent directors. All values are expressed as a percentage of their 2000 levels (year 2000 = 100).
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Figure 6: Time Trends in Board Characteristics — 2000-2008, Non-US banks only

This figure shows average board independence and banking experience for all non-US banks in the sample.
Board independence is measured as a fraction of board size while banking experience is measured as a fraction
of the number of independent directors. All values are expressed as a percentage of their 2000 levels (year 2000
=100).
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