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Corporate Governance and the
Persistence and Pricing of Investment
Income under Equity Method

Shu-Hua Lee
Department of Accounting
National Taipei University

Abstract

Taiwan companies frequently expand their organization through pyramidal
structures and cross-holdings. Legitimate reasons for firms to expand through
complex structures include, among others, capital needs, risk considerations, and
government policies. However, complex capital structures could also be used to
cover up earnings manipulation and other entrenching behaviors.

| hypothesize that the persistence of investment income under equity method is
lower for firms with poor corporate governance. | also test whether the stock market
can rationally price the connection between corporate governance and the
persistence of investment income under equity method. My empirical findings are:
the deviation between voting right and cash-flow right and board members’ use of
shareholdings as collateral to finance (the percentage of shareholdings by foreign
institutions and the number of outside board members) are negatively (positively)
correlated with the persistence of investment income under equity method. Finally,
the results of the Mishkin test reveal that stock market can rationally price the
implication of corporate governance on the persistence of investment income except
when corporate governance is measured by the number of outside board members.
Ultilizing the data availability under special reporting rules of Taiwan, | further test
whether the persistence of investment income from subsidiaries is lower for firms
with poor corporate governance, and whether the stock market can rationally price
the connection of this persistence and corporate governance. My results in this
section are similar to those of the first part.
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