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Testing Linear vs. Nonlinear Residual Income Dynamics of Japanese Firms
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Summary

This paper investigates the validity of the nonlinear residual income dynamics proposed by Biddie et al.
(2001) when applied to Japanese firms. In particular, it focuses on the cases in which the large corporate
cross shareholding prevailing among Japanese firms restricts the range of a particular firm's investment
opportunity sets. While the cross shareholding provides effective protection against the external takeovers, it
might fix the transactional relationships with affiliated firms, creating weak incentive problems in discontinuing
any poor performing operations. These transactional ties appear to be reasonably descriptive in explaining
the observed behavior of residual income and/or losses produced by Japanese firms, which would be quite
informative in predicting a particular firm's stock price. First, it is shown that the downsizing of a firm's
operational activities facing lower profitability is subject to the transactional ties as for those firms with their
significant fraction of shares held by other business firms, in terms of the investment sensitivity to current
residual income. Second, empirical evidence suggests that given this operational constraint, the greater
a firm is controlled by other firms, the more persistent its residual losses tend to become, thus in turn
increasing the shareholders' losses.
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