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ABSTRACT

EQUITY OWNERSHIP STRUCTURE AND ITS CONSEQUENCES:
AN EMPIRICAL INVESTIGATION IN
TURKISH FIRMS

Giiner Glirsoy
Ph.D. Dissertation in Business Administration (Finance)

Supervisor: Prof. Dr. Kiirsat Aydogan

26 November 2001

The study describes the main characteristics of ownership structure of the Turkish
nonfinancial firms listed on the Istanbul Stock Exchange (ISE) and examines the impact
of ownership structure on performance and risk-taking behavior of Turkish firms.
Turkish corporations can be characterized as highly concentrated, family owned firms
attached to a group of companies generally owned by the same family or a group of
families. Ownership structure is defined along two attributes: concentration and identity
of the owner(s). We conclude that there is a significant impact of ownership structure -
ownership concentration and ownership mix- on both performance and risk-taking
behavior of the firms in our sample. Higher concentration leads to better market
performance but lower accounting performance. Family-owned firms, contrast to
conglomerate affiliates, seem to have lower performance with lower risk. Government-
owned firms have lower accounting, but higher market performance with higher risk.

Keywords: Ownership Structure, Corporate Governance, Performance, Risk
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OZET

SERMAYE SAHIPLILiK YAPISI VE SONUCLARI:
TURKIYE SERMAYE PiYASASINDA BiR UYGULAMA

Giiner Giirsoy
Isletme (Finans) Doktora Tezi

Tez Yoneticisi: Prof. Dr. Kiirsat Aydogan

26 Kasim 2001

Bu ¢alisma kapsaminda, istanbul Menkul Kiymetler Borsasina kayitli, finansal firmalar
ve holding firmalar1 disinda kalan firmalarin sahiplilik yapisi 6zellikleri tanimlanmis ve
sermaye sahiplilik yapisinin firma performansina ve riskine olan etkileri incelenmistir.
Tiirk firmalarinin ¢ogunlukla yogunlasmis sahiplik yapisinda olduklar1 ve firmalarin
genellikle bir veya birkag aile tarafindan kontrol edildigi tespit edilmistir. Sermaye
sahiplilik yapist iki ana alt degisken grubuyla tanimlanmistir. Bunlar: sermaye
hisselerinin yogunlugu ve sermaye sahiplerinin nitelikleridir. ~ Yapilan analizler
neticesinde, sermaye hisseleri yogunlagmis firmalarin muhasebe kayitlarina dayali
performans1 diisiikken, sermaye piyasasindaki performanslarinin yiliksek oldugu
yoniinde bulgular elde edilmistir. Ayrica, aileler tarafindan kontrol edilen firmalarin,
holding firmalarinin aksine, daha diisiik performans sergiledikleri ve nispeten daha az
riskli olduklar1 belirlenmistir. Devlet tarafindan kontrol edilen firmalarin ise muhasebe
kayitlarina dayali diisiik performanslarinin yanisira, sermaye piyasasinda ¢ok daha iyi
bir performans sergiledikleri tespit edilmistir.

Anahtar Kelimeler: Stratejik Yonetim, Firma Performansi, Risk
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CHAPTER -1
INTRODUCTION

2.1. BACKGROUND

The history of western developed countries shows that in the early times,
entrepreneurs who discovered market niches, invested their capital by bearing related
risk, and evidently collected the rewards. Eventually, growth in firms became
tremendous and owner managers felt themselves obliged to separate management
and control, by assuming that agents would follow their best interests. This state of
affairs caused a new and long-lasting conflict between capital providers and their
agents. Berle and Means (1932) defined this conflict as agency conflict in their book
“The Modern Corporation and Private Property.” Firms centered on capital
providers are transformed to quasi-public corporations, with their tremendous size
and their reliance on the public market for capital, by accepting the roles and powers
of all corporate stakeholders. This transformation process introduced a new term
called “governance.” OECD looks at the term from the systems approach and
defines it as a system by which business corporations are directed and controlled.
Berle and Means (1991), on the other hand, call governance as an integrating term of
guiding and controlling systems in an organization. In the literature, governance
may be used as a synonym for management; however, there is a difference between

the two terms. According to Tricker (1984) management is concerned with the
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running of a business operation efficiently and effectively, but governance is
concerned with the higher level activities of giving overall guidance to the company,

supervising the managerial actions, and satisfying the demands of accountability.

Corporate governance issues have been attracting considerable interests of
academicians as well as practitioners from diverse disciplines since the early 1990s.
The consequences of the equity ownership structure have become a key issue in
understanding the effectiveness of alternative corporate governance mechanisms. In
the light of massive privatization efforts in former Eastern block countries, as well as
the experiences of the developed economies of USA, Japan and Western Europe,
researchers face vast amount of data to test various corporate governance issues
brought out by the theory. When we examine the firms in different countries, they
show significant variations with respect to their ownership structures. With public
offerings of equity through IPOs, direct foreign investment and a large public sector
in the economy, the Turkish market offers a very rich combination of corporate
governance schemes to be compared. Moreover, privatization of publicly owned
companies is still being debated on the basis of the impact of ownership mix on
performance. A related issue surfaces with respect to the method of privatization.
The merits of a public offering of equity which leads to a more diffused ownership
versus private placement through block sales that results in a concentrated ownership
is another controversy to be resolved. Hence, we shall address ownership structure

issues in the Turkish market in order to shed some light on this debate.

The literature on corporate governance provides us with several testable
hypotheses as well as empirical evidence from different countries. The theoretical

debate focuses on agency relationship. Separation of ownership and management
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gives rise to a conflict of interest between owners and managers as their agents.
Jensen and Meckling (1976) explore the costs of agency relationship on the
corporation. They claim that there exist governance mechanisms, by which this
conflict can be resolved to a certain extent. This assertion indicates that, a
governance scheme is likely to affect a firm’s performance. Fama (1980) argues that
a well functioning managerial labor market will impose the necessary discipline on
managers. Likewise, markets for corporate control, if they function properly, are
expected to serve as an incentive for managers to act in the best interest of owners
(e.g. Jensen and Ruback, (1983); Martin and McConnell, (1991)). Grossman and
Hart (1982), on the other hand, point out that if ownership is widely dispersed, no
individual shareholder will have the incentive to monitor managers since each will
regard the potential benefit from a takeover to be too small to justify the cost of
monitoring. Shliefer and Vishny (1986) point out that the benefit of ownership

concentration is enhancing the functions of takeover market.

Large equity ownership may impose potential costs on the company as well.
Lack of diversification on the part of a large shareholder will expose him to
unnecessarily high risks. As he controls the strategic decisions of the firm, he may
pass up some profitable projects on the basis of total risk, rather than merely
evaluating the projects in terms of their systematic risk. Large equity ownership may
have some direct costs on other stakeholders in the firm, most notably, the minority
shareholders and employees. Large shareholders can divert funds for their own
personal benefits in the form of special (hidden) dividends and preferential deals
with their other businesses. On the other hand, Shliefer and Vishny (1986) argue

that large sharcholders have the capability of monitoring and controlling the
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managerial activities.  Thereby, they are liable to contribute to corporate
performance. The overall impact of large shareholders seems to be ambiguous.
Actually, there are both theoretical and empirical studies suggesting a quadratic
shaped relationship between the level of ownership and firm performance (e.g. Stulz,
(1988); McConnell and Servaes, (1990)). At lower levels of ownership
concentration, companies benefit from resolution of the agency problem, however, as

the share of large owner increases potential costs take over, surpassing the benefits.

2.2. OBJECTIVE

The premise of this study is to explore the impact of ownership structure, if
any, on the performance and risk taking behavior of Turkish non-financial companies
listed on Istanbul Stock Exchange (ISE), by providing a description of ownership
structure in Turkish listed firms and comparing the findings with those of other
countries. Ownership structure is defined along two dimensions: ownership
concentration and ownership mix. The former refers to the percentage of shares
owned by majority shareholder(s) while the latter is related to the identity of the
major shareholder. Basically, two groups of variables are employed to measure
performance: accounting based and market based. Accounting-based variables of
performance measure are return on equity (ROE) and return on total assets (ROA).
Price to earnings ratio (P/E), market to book value (MBV), and stock returns are the
market-based variables of performance. Total risk and market risk are considered to

be risk proxies in our cross sectional analyses.

In order to investigate the impact of ownership structure on a firm’s

performance and risk-taking behavior, we use Dunning’s (1993) paradigm. Dunning
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suggests that firms should hold ownership structure based on specific advantages as
well as disadvantages. The ownership structure based advantages are stated as “ ...
privileged possession of intangible assets ...”, the exploitation of which creates firm
value. Dunning (1993) discriminates between asset advantages and transaction
costs, minimizing advantages of those that “.... arise from the ability of the firm to
coordinate multiple and geographically dispersed value-added activities and to
capture the gains of risk diversification ...”. We focus on cross-sectional differences
in ownership structures to better understand the impact of agency conflicts on

corporate performance and risk-taking behavior.

For empirical testing, we examine the following research questions in this

study.

a. What are the distinct characteristics of the ownership structure of Turkish

listed firms?

b. What are the differences between the characteristics of the ownership

structures of Turkish listed firms and those of other countries?

c. Does the ownership structure have any significant impact on the

performance of Turkish listed firms?

d. Does the ownership structure have any significant impact on the risk taking

behavior of Turkish listed firms?

To construct the data sample we started with all non-financial Turkish firms
listed on Istanbul Stock Exchange (ISE) between 1992 and 1998. We consider
survivorship bias as defined by Banz et al. (1986) while constructing our data
sample. For the survivorship bias, we did not exclude the firms delisted between the
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years of 1992 and 1998. Most (73 percent) of these companies are ranked among the
largest 500 manufacturing companies compiled by Istanbul Chamber of Commerce.
Transportation and service corporations in our sample are clearly comparable in size
with the largest 500. Hence, it would not be wrong to label our sample as the largest
companies in Turkey with public ownership. This creates an inevitable inherent bias

in our sample.

2.3. SUMMARY OF FINDINGS

When the ownership structure characteristics of Turkish listed firms are
examined, the findings indicate that most of the Turkish firms have concentrated
ownership structure, and families have significant involvement in the corporate
governance systems of the firms. Cross ownership and pyramidal structures are not
unusual, especially in the conglomerate affiliates. On the other hand, we have
witnessed decreasing involvement of the government and a slightly increasing

foreign partnership in the ownership structures of Turkish firms.

In 32 percent of the sample, average percentage of total shares held by outside
dispersed shareholders is less than one percent. On the other hand, when we
examine the concentration levels of the Turkish listed firms, we found that the
average share of the largest owner is 43 percent and the mean value of the
cumulative shares held by the largest three shareholders is 62 percent. Most Turkish
firms in our sample have a complex network of ownership. When a firm is owned by
both the parent company and its affiliates, we define this ownership structure type as
pyramidal ownership structure. By using this pyramidal ownership structure, we

calculated cash flow right(s) of the ultimate controlling owner(s) by considering both
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direct ownership and indirect ownership via the shares of the parent company. These
figures provide sufficient evidence that most of the Turkish firms have a
concentrated ownership structure and only a small percentage of shares are held by

dispersed and unorganized investors.

In terms of ownership mix, the Turkish corporations in our sample group are
mostly family-owned firms attached to a group of companies generally owned by the
same family or a group of families. The group usually includes a bank, which does
not have significant equity ownership in member firms. Very large groups are well-
diversified conglomerates sometimes with pyramidal structures. Others are usually
vertically integrated companies in the same line of business. Although professional
managers run these companies, family members are actively involved in strategic as
well as daily decisions. Joint ventures with foreign firms are not uncommon. Some
of the very largest companies are government owned monopolies. The close ties
between managers and the largest controlling shareholder group —mainly family
members with an average of 74 percent in Turkish Market— substantially reduce
information asymmetries and agency conflicts common to American firms. The
dominance of families is not surprising, since government and families have become

the locomotives of development since the foundation of the Turkish Republic.

We have also identified 30 percent of companies in our sample as member
firms in one of the distinct conglomerates. Obviously, there have to be some
advantages of the conglomerate form of ownership. It is clear that conglomerates
enable their owners to diversify when there are no other possible diversification
alternatives in the underdeveloped capital markets. Also, member firms in a

conglomerate generally pool their funds for more efficient allocation within the
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group. To the extent that the financial system lacks operational efficiency due to
high transaction costs and taxes, local optimization of resource allocation within a

group would make sense.

In the light of the results of the cross sectional analyses, we conclude in favor
of the existence of the significant impact of ownership structure on both corporate
performance and risk taking behavior of Turkish listed firms. Specifically, as the
concentration in ownership increases, we experience lower accounting-based
performance, and higher market-based performance. This is consistent with the
findings reported in other emerging markets such as China (Xu and Wang, (1997))

and Czech Republic (Claessens, (1997)).

When the effect of the ownership mix is considered, we observe the dominant
effect of family ownership, and government ownership in the Turkish market. While
firms with foreign ownership display better accounting performance, government-
owned firms tend to have higher market performance. In contrast, family-owned

firms seem to show lower accounting and market performance.

Concerning the risk-taking behavior of our sample of companies, our results
reveal that highly concentrated firms have higher risks as suggested by a larger
standard deviation of monthly stock returns. Government-owned firms and widely
held firms with dispersed ownership in our sample display higher market risk,
although they are larger on the average. Family-owned firms, on the other hand,

have a lower market risk.

The overall findings in this chapter are consistent with the empirical findings in

the literature in general. While we observe concentration of ownership as a



significant determinant of corporate governance mechanisms, identity of controlling
owners also seem to have a vital role in the performance-ownership relationship.
Hence we conclude that ownership structure has a significant impact on both

performance and risk-taking behavior of Turkish listed firms.

2.4. ORGANIZATION OF THE STUDY

The study is organized as follows: Chapter I discusses the background and
research questions. Related literature on corporate governance and ownership

structure are summarized in Chapter I1.

Chapter III addresses the description of ownership structure of Turkish listed
firms between 1992 and 1998. We provide some insights into the corporate
governance schemes in Turkey and describe our sample of companies in terms of
their ownership characteristics by comparing findings with those of other countries.
Industry, size, and country based comparisons of Turkish firms’ ownership structure

characteristics are also explored in this chapter.

Chapter IV presents the cross-sectional analyses to explore the consequences
of the ownership structure in the Turkish listed firms. The impact of ownership
structure on performance and risk-taking behavior of Turkish firms is elaborated

upon in this chapter.

Chapter V includes the conclusions of the research and recommendations for

the further studies.



CHAPTER - 11
CONCEPTUAL CONTEXT

2.1 INTRODUCTION

This chapter establishes theoretical framework for the research theme of the
relationship between ownership structure and risk-taking and performance. This
issue attracts considerable amount of interests from various interest groups. Main
reason of the attraction comes from the transformation processes of corporations. In
the 20™ century, corporations have experienced profound changes, when their way of
doing business is considered. In the light of those changes, new concepts are
discussed in the literature beginning from the book titled “The Modern Corporation
and Private Property” by Berle and Means (1932). We will try to uncover those
concepts, which are mainly related to our research topic.

In this chapter we will begin examining the transformation process of a
corporation and eventually end up with the evidence found in the literature related to
the relationship between ownership structure and risk-taking and performance. With
this approach, we intend to cover all related studies conducted so far and establish a
theoretical framework for the research.

This chapter is organized as follows: Section 1 discusses the transformation
process of a modern corporation and its definition. Definitions of the terms and

related topics of corporate governance are summarized in the Section 2. Section 3
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addresses agency theory and its implications. While Section 4 discusses corporate
contro