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Abstract

This paper reports on the ownership and control structures of publicly listed firms in Turkey
using data from 2001. While holding companies and non-financial firms are the most
frequent owners at the direct level, families ultimately own more than 80 percent of all
publicly listed firms in Turkey. Pyramids and dual class shares are common devices that
families use to separate their cash-flow rights from control rights. We also show that such
deviations result in significantly lower market to book ratios suggesting large agency costs

because of the conflict of interests between controlling families and minority shareholders.
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1. Introduction

The recent law and finance literature shows that some important characteristics of financial
systems are to a large degree shaped by the strength of the legal system in protecting the
minority shareholders from expropriation by insiders.! Better legal protection leads to more
valuable stock markets (La Porta et al., 1998), to higher market valuation (Claessens et al.,
2002), greater dividend pay-out ratios (La Porta et al., 2000 and Gugler and Yurtoglu,
forthcoming), and to improved investment performance (Gugler, Mueller and Yurtoglu, 2002

and 2003 and Mueller and Yurtoglu, 2000).

Another consequence of weak corporate governance systems is that a country tends to
have a thin equity market (Modigliani and Perotti, 1997 and La Porta et al., 1998). Recent
work by Levine and Zervos (1998), Rajan and Zingales (1998), and Demirgiic-Kunt and
Maksimovic (1998) linking economic growth to the size of a country’s capital market
suggests that large equity markets contribute positively to a country’s economic performance.
If weak corporate governance systems lead to thin equity markets, which in turn lead to
slower economic growth, then countries which improve their corporate governance systems

can expect improved investment and growth performance.

In Anglo-Saxon countries with a common law system insiders are often salaried
managers who own too little of their companies' shares to internalize the interests of a large
number of dispersed shareholders. A relatively large number of papers have looked at the
costs and benefits of this agency or managerial discretion problem and they show that the
divergence of interests problems reduce shareholder wealth for widely held firms.”> One
potential correction to the managerial discretion problem is to have a less dispersed share
ownership structure. Since large shareholders can internalize the benefits from their

monitoring effort they have greater incentives to monitor and take corrective action. They



also have greater incentives to place a takeover bid for a badly managed company, because

they appropriate part of the appreciation of the shares due to the improved management.>*

There is now a fair amount of evidence that the Berle and Means (1932) corporation
with a dispersed shareholding structure is a rarity even in developed countries. Several
studies report that concentrated ownership is the rule rather than the exception in a large
number of countries across the world. Faccio and Lang (2002), for example, report that
families, who are the insiders in most of the civil law system countries, ultimately own about
45 percent of more than 5000 publicly listed Western European companies. Claessens,
Djankov, and Lang (2000) report that a single shareholder controls more than two-thirds of
publicly listed East Asian companies and that the management is very often related to the
family of the controlling shareholder.

Another finding of these and related studies is that controlling shareholders often
establish control over their firms despite relatively small cash-flow rights. Pyramidal
structures, cross-ownership, dual-class shares and various control-enhancing corporate charter
provisions are devices that are commonly used to achieve this wedge.” In the above
mentioned countries the managerial agency problem is less pronounced compared to the
potential problems emerging from the conflict between controlling shareholders and minority
shareholders. The interests of these two major actors are not perfectly aligned due to to the
existence of a wedge between control and cash-flow rights. Examples of wealth transafers
from minority to controlling shareholders abound, for which Johnson et al. (2000) dubbed the
term tunneling.

As Bebchuk et al. (2000) and Wolfenzon (1999) argue the conflict between the
controlling owners and minority shareholders is likely to be resolved in favor of the first one,

implicating that the agency costs associated with the presence of a large shareholder exceed



the reduction in managerial discretion. One objective of this paper is to provide empirical
evidence on the net effect of controlling shareholders by studying the impact of concentrated
ownership and the devices used to maintain it despite relatively cash-flow rights.

Turkey provides an ideal setting to analyze these questions because it shares almost all
of the salient features of weak corporate governance regimes including concentrated family
ownership, weak institutions (law enforcement, accounting standards, shareholder and
creditor protection), pyramidal business groups and dual class shares.

The next section describes the institutional background of corporate governance in
Turkey. Section three details several features of the ownership structures of Turkish
companies using ownership data from 2001. Section four analyzes the influence of
ownership structure on the valuation of companies.  The final section discusses the

implications of these findings.

2. The background

2.1 State-business relations

State-business relations are a major determinant of the structure and the conduct of
today's big business in Turkey. Modern Turkey has inherited from the Ottoman Empire an
economy, which was predominantly agricultural and heavily dependent on foreign capital.
Early surveys of the manufacturing industries reveal that establishments around 1920 were
concentrated in the Western parts of the country with two employees on average indicating

production for regional markets with antiquated technology (Kepenek and Yenttirk, 1996).

To cope with the consequences of an underdeveloped economy etatist policies shaped the
development of the industry from its early days to 1960s when a more conscious import

substitution policy was implemented. During this period a large number state-owned



enterprises were founded and managed by the state. These failed to produce the desired
degree of industrialization and rates of economic growth due to a number of reasons
(Kepenek and Yentiirk, 1996). The state had (and still has) a key role both as an owner of
large industrial companies and by allocating resources to the private sector. The import
substitution policy was replaced in 1980 by an export-led stabilization and structural
adjustment program implemented under a military regime. One major step of this program
includes the liberalization of the capital market, which was carried out over the 1980-1989
period.® The Capital Market Law was enacted in 1981 followed by the establishment of the
Capital Market Board in 1982. After a five-year preparation process, Istanbul Stock

Exchange was reorganized and reopened in 1986.

An important feature of a variety of government policies towards industry was the
inconsistency among their various elements and the consequent uncertainty they introduced
into the decision making process of the private sector (Bugra, 1994). Government
intervention was in general oriented towards short-term palliative measures instead of
generating lasting solutions to the structural problems of the economy. This irregular and at
times erratic attitude has according to Bugra (1994) led to an uncertain and severely deficient

framework within which business people had to operate.
2.2 The characteristics of corporate governance in Turkey

The characteristics of the Turkish corporate governance regime are to a large degree
reflected by the following features of the Turkish capital market. First, only a small fraction
of Turkish companies are publicly listed and traded. Table 1 shows that even though the
number of traded companies increases from 80 at the end of 1986 to 310 in 2001 and the

market capitalization amounts to 25% of the GDP in 2001, it was less than 20% over the



Berkan. Not surprisingly, the four largest shareholders own all A-shares and some fraction of
B-shares, whereas dispersed shareholders own only B-shares. The distribution of A- and B-
shares among the large and minority shareholders is shown in Figure 2. Mr. E. I Alharal
owns 143,998 A-shares and 298,246 B-shares which make up 9.2 percent of the cash-flow
rights ((143,998 + 298,246)/4,800,000 = 9.2%). On the other hand, the control (voting) rights
associtaed with his shareholdings amount to 40.48 percent (7,199,900 votes from his A-
shares and 298,246 votes from B-shares of a total of 18,520,000 votes). Similar
computations show that the voting rights of E. V. Alharal, Mr. V. Franco, and Mr. T. Berkan
are 13.36 percent, 13.34 percent, and 10.97 percent, respectively. The total voting rights of
the Alharal family in Selcuk Gida is, thus, 53.85 percent, while their cash-flow rights are only

11.8 percent. The wedge in this example is equal to 4.56 (=53.85/11.8).

Panel B reports the results of this exercise of tracing the ultimate ownership of
companies. Families control 242 of the 305 listed companies with available ownership data.
Twenty-six of the remaining companies are controlled by two legal entities which have rather
unusual ownership structures. The first (7iirkiye Is Bankasi) is a quasi-private bank under
managerial control and the second (OYAK Group) is a quasi-private group of companies."’
Foreign companies are the controlling owners of 22 Turkish companies and there are 12
companies under state ownership. The remaining three companies in the miscellaneous

category are controlled by entities similar to foundations.

At the direct ownership level, the average stake of the largest shareholder is about 45
percent. This number understates the true control potential of large shareholders. It is usual
that the controlling owner has more than a single direct ownership stake. Combing all
ownership stakes under the control of the ultimate owner, we observe that the true fraction of

control rights of families is about 67 percent of the outstanding shares (column 3). The cash-
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flow rights are, however, substantially lower than this figure. The cash-flow rights of
families has a mean of 50 percent. In more than half of the companies controlled by families
there are substantial deviations of cash-flow rights from control rights leading to an average
wedge of 5.29 (Wedge=Voting Rights/Cash-flow rights). It is worth noting that, this figure is
much higher than 1.32, which Yurtoglu (2000) reports for Turkish companies under ultimate
family control using 1997 data. The main reason for this large difference is that 1997 data do
not allow to consider the role of dual class shares, whereas improved disclosure allows us to
consider them using the latest data. In the next column, we present the average number of
pyramidal layers (PYR) used to sustain the wedge. The mean of PYR is very close to two. In
only 73 companies we observe no pyramiding. The remaining 169 companies have two or
more layers of ownership chains. Of course, an alternative way of creating a wedge is the use
dual class shares. The next column reports the fraction of companies with dual class shares.

In 44 percent of companies under family control, there are more than one class of shares.
3.3 The board of directors

From an agency perspective the independence of the board of directors is seen as a
disciplining mechanism on the discretionary behavior of managers. While the bargaining
power of the top managers has an influence on the composition and characteristics of boards,
the board composition and size seem to be related to the alignment of shareholder and
manager interests'®. For example, Core et al. (1999) and Hallock (1997) report higher CEO
pay when a board contains directors, who are more likely to be influenced by the CEO, which

is consistent with an entrenchment effect.

Owner families dominate the boards of Turkish companies and boards are in the first
place an internal mechanism of control affirming the owners’ influence on the company. The

fraction of board members that are members of the controlling family is reported in the last
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column of Table 3 (Panel B) along with the median board size. At least half of the board
members are also members of the controlling family in the median family-controlled

1
company.'’

3.4 Other mechanisms of control

The previous section documents the separation of cash flow rights from control rights
through pyramiding and dual-class shares. In addition to these powerful mechanisms of
control, there are some other control-enhancing corporate charter provisions used by Turkish
companies. These include preferential treatment of the controlling owners in the design of
board of directors and board of supervisors. They also include the preferential treatment of
the controlling owners in the determination of the dividend policy and preferential treatment

of controlling owners in case of liquidation among different classes of shares.

Twenty-nine company charters allow for superior dividends for classes of shares held
by controlling family and there are 16 companies, whose charters treat the controlling owners
better than minority shareholders in case of bankruptcy. In 126 companies the absolute
majority of the board of directors can solely be nominated by controlling owners and 52
companies allow their insiders to determine the composition of the supervisory board. The
incidence of these additional mechanisms to enhance the corporate control underline the fact

that control is valuable and insiders are keen to protect it firmly.

3.5 Families

The analysis of ultimate ownership and control structures presented in panel B of table
2 is conducted at the level of individual firms. Perhaps, a more interesting way of
summarizing this information is to report the fractions of total market value under the control

of individual families. Similar information on East Asian and European countries indicate
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that the control of listed companies rests in the hands of a small number of families.'® For
example, in the Philippines, Indonesia, Korea, Italy and Switzerland, the most powerful
family controls more than 10 percent of the total market value of listed companies. The
fraction of total value of listed companies under the control of top 5 (10) families is much
more concentrated reaching almost 43 percent (53 percent) in the Philippines, 41 percent (58

percent) in Korea and 32 percent (46.2 percent) in Thailand to give a few examples.

Similar computations for Turkey suggest a big concentration of the value of corporate
assets in the hands of a few families. Table 4 gives an overview of the ten largest business
groups containing eight of the richest families in Turkey that own publicly listed companies.
Along with the number of listed firms and their total market value as a fraction of the total
market value of ISE companies, we also report the name of the controlling family, the
foundation year of the first group member company, the total number of (listed and unlisted)

firms, and the total employment of the group as a whole."

The largest family, Koc controls 15 companies listed at the ISE. The total market
value of these companies amounts to almost 19 percent of the total market capitalization in
Turkey. Koc is a diversified conglomerate with 103 companies among them many with firm
relationships to world's household names such as Ford Motor Company, Fiat, Allianz, and LG
Electronics. The group employs a total of about 50 thousand people, has investments in
almost all sectors ranging from finance to automotive and food to energy, and a turnover
close to $10 billion. Its roots can be traced back to 1926, when the founder Vehbi Koc started
out with a modest investment in a retail shop. The group is now run by the grandson of V.

Koc, Mustafa Koc, who took over the chairmanship from his father.?

The next largest business group is organized around Sabanci holding, which controls a

total of 71 companies out of which 10 are listed at the ISE. The market values of these ten
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listed companies amount to 14 percent of the total capitalization at the ISE. The third largest
family in Table 4, Karamehmet family, which controls the Cukurova Group, has six listed
companies accounting for about 13 percent of the market capitalization. In total, the top five
business groups account for almost half of the total market capitalization. Adding the total

market values of the five next largest groups raises this fraction to 55 percent.

It is worth noting that, two of the listed groups are not organized under family
ownership but have a rather unusual ownership structure as mentioned before. The larger of
these two groups, Is Bankasi, can be described as being the central decision-making unit of
another group of companies owned and managed by a foundation belonging to the employees
of the bank.”' The second non-family group, Oyak, is a quasi-private group of companies
founded in 1961 by a special law as the social security organization for the members of the
Turkish army and enjoys a compulsory 10 percent levy on the net salary of Turkey's 155,000

serving officers who, together with 30,000 current pensioners, make up Oyak's members.**

4. The impact on company valuation

Perhaps the most important result on the relationship between ownership structure and
performance is due to Merck, Shleifer and Vishny (1988). They present evidence of a
relationship between the shareholdings of a company’s board of directors and Tobin’s ¢ and
find a non-monotonic up/down/up again pattern, which they attribute to two conflicting

effects of insider share ownership: incentive alignment effect and the entrenchment effect.

In contrast, Demsetz and Lehn (1985) contend that the ownership structure of the firm
may not have important implications for firm performance due to lower capital acquisition
costs and other profit-enhancing aspects of diffuse ownership if shareholders choose to

broaden ownership. Indeed, they find no correlation between ownership concentration and
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performance and assert that there is little support for the divergence in managerial and

stockholder interests hypothesized by Berle and Means (1932).

More recently, Claessens et al. (2002) present evidence for a large sample of East
Asian companies that the divergence of cash-flow rights from control rights is associated with
entrenchment discounts.”> The available evidence on Turkey is also consistent with these
findings. Yurtoglu (2000) using data from 1997 reports that market-to-book ratios of Turkish
listed companies where cash-flow rights deviate from control rights are significantly lower
than in companies with no deviation. Similar results are obtained for dividend pay-out ratios

and profitability measures such as return on assets.

Table 5 reports the impact of separating voting rights (VR) from cash-flow rights
(CFR). Equation 1 reports that higher cash flow rights are associated with significantly
higher market valuation as measured by the market to book ratio (market value of equity
divided by the book value of total assets). On the other hand, higher control or voting rights
(VR) lead to lower market to book ratios.** The equation controls for the size of sample firms
by including the logarithm of total sales as an additional explanatory variable. Overall these
three variables account for 3 percent of the variation in market to book ratios of 274 listed
non-financial firms. The next equation enters the ratio of CFR to VR again controlling for
firm size. We obtain a similar result, the coefficient of 0.16 for the CFR/VR variable
indicates significantly lower market to book ratios for firms where CFR are lower than VR.
The next the columns report the impact of pyramiding and dual class shares. In equation 3 a
dummy variable, Pyramids, takes on the value 1 if a firm is two or more levels down a
pyramidal structure. In equation 4, another dummy variable, Dual, takes on the value 1 if the
separation of cash flow rights and voting rights is achieved with dual class shares. The

estimated coefficients on Pyramids and Dual show that the existence of both mechanisms is
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associated with lower market valuation, but none is significant at the conventional levels,
suggesting poor performance in companies where the deviation of cash-flow rights from

voting rights is not only present but also large.

We have also employed the following variables along with company sales to account
for other factors that are likely to affect firm valuation ratios: firms with greater sales growth
and higher investment rates are more likely to have better investment opportunities, we also
predicted that firm age (measured in years since establishment) to be positively related to firm
value due to first-mover advantages in the most profitable sectors of the economy. Twenty-
one industry dummies were also included to account for industry specific fixed effects. All of
these variables with the exception of investment and sales growth when they were both
included were significant and did not change the significance of the impact of control
variables in a substantial way.”> We have also found that older firms had significantly higher
market to book ratios, which is possibly due to their longer presence associated with better
disclosure, more liquid trading and more attention from analysts as predicted by Claessens et

al. (2002).
5. Conclusion

This paper described the ownership structures of 305 publicly listed companies in
Turkey. The overwhelming majority of these firms are ultimately owned and controlled by
families who organize a large number of companies under a pyramidal ownership structure or
through a complicated web of inter-corporate equity linkages. Thus, Turkey can be classified

as an "insider system" country, with the insiders being the country’s richest families.

The controlling owners use also dual class shares or other corporate charter arrangements

through which they can reduce their cash flow rights while they firmly sit on their companies.
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A number of empirical papers have shown that such arrangements harm minority
shareholders while they benefit the controlling owners. The results obtained here are
consistent with the available empirical evidence on an already long list of countries with
similar corporate governance problems. These results obtained with 2001 data are similar to
those reported for the 1990s (Yurtoglu, 2000) and indicate that the systematically lower

market valuation for companies with such arrangements is not a time specific phenomenon.

Given that bad governance discourages small shareholders to supply the funds that
companies badly need, which steps should be taken to improve corporate governance in
Turkey?”® While the integration of world financial markets will in the long run improve
corporate governance as some observers argue, existing evidence suggests that increased legal
protection of investors through stronger accounting standards, increased transparency and
other legal remedies that allow investors to take action can also be useful. Recent research
shows that such reforms are both feasible and fruitful regardless of the legal system of

countries (Gugler, Mueller and Yurtoglu, 2003).

The fact that families have concentrated a huge amount of wealth under their control
suggests in itself that future work on corporate governance issues in developing countries
should give priority to a deeper understanding of families' objective functions. The much-
debated corporate governance reform at a more substantial level will be hard to accomplish

against the will and interests of such powerful actors in Turkey.
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Appendix: Ownership Data

Data on the ownership structures were collected from the footnotes accompanying the
2001 financial statements available from the Istanbul Stock exchange. These notes provide
data on the first level of shareholding (direct ownership) such as the names of the owners, the
number of shares declared®’, the percentage of ownership, and the voting rights associated
with dual class shares whenever they exist. There is also detailed information on all the
participations of listed companies in listed or unlisted subsidiaries. Specifically, this detailed
information provided by holding companies enables us to go beyond the direct ownership and
to determine the ultimate owners. In some cases, where the necessary information on
ownership was not available, we consulted individual company reports. In a handful of cases,
we assumed that the unlisted owner company was owned by 100 percent by the family or

holding company associated with the listed company.
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Table 2 Descriptive statistics

% of Market value of equity
Industry Listed - Age Employees
Fi (Million $)
irms
Mean Median Mean Median Mean Median
Manufacturing  65% 123.31 21.16 30.42 30.00 737.10 388.00
Financial 7% 377.84 22.50 23.00 19.00 1604.39 653.00
Services 28% 144.73 11.40 19.94 12.00 706.46 33.00
Total 147.71 20.29 26.82 28.00 793.95 281.50
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Table 5 Market to book ratios and the separation of control rights from cash-flow rights

Variables ) 2) 3) 4
CFR 0.2346
(0.0845)
VR -0.1830°
(0.0915)
CFR/VR 0.1662° 0.1249° 0.1616°
(0.0594) (0.0648) (0.0608)
Pyramids -0.0477
(0.1102)
Dual -0.0138
(0.0374)
Log (Sales) 0.0105 0.0098 0.0120 0.0101
(0.0072) (0.0071) (0.0073) (0.0071)
Constant 0.8739° 0.8479° 0.8534? 0.8427°
(0.1215) (.1195) (0.1285) (0.1245)
R 0.031 0.029 0.029 0.030
N 274 274 274 274

? significant at the 1% level.
® significant at the 5% level.
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Figure 1 An Example of a Pyramidal Ownership Structure: Celik Halat A.S. (2001)

Figure 2: An Example of Dual Class Shares: Selcuk Gida A.S. (2001)
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Notes:

' Some scholars find the theoretical framework of the law and finance literature too narrow to analyze

the corporate governance issues in developing countries (Berglof and von Thadden, 1999)

? See Morck, Shleifer and Vishny (1988) and McConnel and Servaes (1990), and Shleifer and Vishny
(1997) for a survey.

? Another way of curbing the managerial discretion problem is to have more debt (Jensen 1986).

* See Gugler (2001, Table 2.2) for a survey indicating that the net effect of large shareholder

monitoring in Anglo-Saxon countries is positive.
> Nenova (forthcoming) reports the extent and the effects of such devices for 18 countries.
% See Sak (1995) for an overview of Turkey's financial liberalization process after 1980.

! SDC, the major source of mergers and acquisitions data reports for the 1986-2002 period only 13
completed transactions with a control change (acquisition of more than 50 percent of the stock

capital) and only 41 cases with more than 10 percent of the stock capital changing hands in Turkey.

¥ See for example, Gordon and Schmid (1996) who argue that bank influence improves firm

performance.

? A long list of cases in tunneling raised considerable concern in the Turkish public over the last
decade. Many of them were simple resource transfers of controlling shareholders from their firms in
the form of outright theft or fraud. While a number of listed companies' minority shareholders were
hurt by these activities, a larger fraction represented wealth transfers from state banks to controlling

shareholders of unlisted firms, involving in most cases the visible hands of politicians.

' Many company charters contain provisions that assign to one class of shares outstanding a large

number of votes (e.g., 100,000) in the appointment of the board of directors.

Mo give an example, proxy by mail is now allowed in Turkey.
12 See Yurtoglu (2000) for a similar exposition. The advantage of 2001 data is that they contain

information on dual class shares, which was not available in 1997.
" For a similar analysis using 1997 data, see Yurtoglu (2000).

" To make the figure as simple as possible, we do not show the ownership structure of the third

largest shareholder, Dogan Dis Ticaret. This company is also ultimately owned by Dogan family.

" This bank has an unusual ownership structure with 35 % of its voting stock under the control of a

state agency and 45 % under the control of a foundation belonging to the employees of the bank.

29



OYAK Group is founded in 1961 by a special law as a social security organization for the members

of the Turkish army.
' See Hermalin and Weissbach (2001) for a survey.

'7 These numbers understate the true extent of the family influence in boards, because we rely to a
comparison of surnames in making these calculations. Bugra (1994) after a series of exceptionally
informative case studies on Turkish firms is much more pessimistic about the independence of
Turkish boards and cites an interesting comment of one of her interviewees: "They (outside board
members) are more like the steward of a rural estate than the professional manager of an industrial

corporation."
'8 See Claessens et al. (2000) for East Asia and Faccio and Lang (2002) for Europe.

19 Perhaps an interesting extension of this table would be to report the concentration ratios at the
industry level that are under control of the top 10 groups. Unfortunately such information is not
available. Nevertheless, we present a few figures for some critical industries. For example, the top
10 groups control almost 90 percent of daily newspaper circulation and almost all of the television
stations at the national level (Tilic, 2000). Some back of the envelope calculations indicate that a
large fraction of domestic lending under the control of the top 10 groups through their ownership of

most of the private banks and insurance companies.
% See, Economist (April 19, 2003).

! Interestingly, a political party, People's Republican party (CHP) which acted as the founding actor
of the Turkish Republic, is one of the largest shareholders of this bank as well.

*? See, Financial Times (October 9, 2001).

» Khanna and Palepu (2000) argue that if families provide superior management, which may be
scarce in developing countries, than family control even organized under pyramids may be on net

beneficial.

* The use of average performance measures such as market to book ratio to analyze agency problems
has been critisized by Gugler and Yurtoglu (2003) who advocate the superiority of a marginal q. We

stick to market to book ratios for comparability.

» Results are available upon request.
% See Ararat and Ugur (2003) for a discussion of related polics issues.
*7 Unless there is a special amendment to the company charter, shares in Turkey are registered rather

than assigned to the bearer. For this reason, nominee shareholding is not a difficulty in Turkey.
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