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Abstract

The current system of accounting standards adopted by all listed
companies since January 1, 2007 highlights the comprehensive income
concept and makes full use of fair value measurement attributes. Greater
changes are witnessed in the provisions pertaining to investment busi-
ness. On the one hand, fair value measurement is applied to some in-
vestment business; and on the other hand, the investment business is
classified in accordance with internationally accepted standards. Equity
investment can be divided by the current standards into long-term equity
investments, trading financial assets or available-for-sale financial as-
sets, with the latter two types of assets adopting the fair value measure-
ment attribute, which not only means that the book value will fluctuate
with the market value, but means that the value fluctuations are directly
embodied in the changes of net profits or capital. According to the defini-
tion of comprehensive income, profits or losses generated by such chan-
ges in value belong to the different components of comprehensive in-
come. In addition, the current standards require that the Statement of
Change in Equity be prepared in order to reflect the comprehensive in-
come. In 2009, the Ministry of Finance further clarified the concept of
comprehensive income and its disclosure requirements in the relevant no-
tices, ushering in a gradual introduction of comprehensive income.

In the meantime, China’s capital market is also facing major re-

forms. The equity division reform came into full force in September,
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2005. After the equity division reform, the original non-tradable shares
could be traded after limited sales period, in accordance with the market
price of the transaction. China’s stock market restored its function of fi-
nancing and restarted Initial Public Offerings and refinancing in 2006.

The institutional changes in the stock market give the free flow right
to the listed companies for their stock investment, recovery of financing
function increases supply of shares, and the changes in accounting
measurement attributes further increases the risk of listed companies’
stock investments. After the implementation of the current standards,
China’s stock market experienced the “bull market” in 2007, the “bear
market” in 2008, and the gradual rehabilitation in 2009, during which
the double-edge effects of the stock investment by listed companies were
also highlighted.

Based on the above background and combined with the concept of
comprehensive income, a systematic study on the stock investment be-
havior of listed companies in China was carried out. The purpose is to
present a relatively comprehensive assessment of the stock investment be-
haviors of listed companies and the introduction of comprehensive income
in China and its effects, so as to further explore how to strengthen the
regulation and supervision of stock investment behavior and fully intro-
duce the concept of comprehensive income in designing the accounting
standards or other supervision systems for capital market. Therefore , this
study has certain theoretical and practical implications.

Study is carried out on listed companies holding equity investments
during 2007 through the end of 2009, with a particular emphasis on the
impact factors and economic consequences of the stock investments by
listed companies in and after 2007. Study is carried out in four respects :
the first is analyses of the historical development of cross holdings in Chi-
nese listed companies. It gives statistics and analysis of the cross holdings
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in listed companies of the three years before and after the dividing point
which is the implementation of the current accounting standards in 2007.
The second is factors that affect the stock investment of listed compa-
nies. This paper investigates the influence of the external factors, such
as the stock market, and the internal factors. The internal factors are
specified into three aspects which are basic information of company, fi-
nancial status, and corporate governance situation. The third is value
relevance of stock investment of listed companies. It compares and analy-
ses the value relevance of each component of the comprehensive in-
come. The last is studies of the relationship between the stock investment
of listed companies and the motivation of earnings management. This part
is focused on debt contract motivation, motivation of returning to profit-
ability and motivation of earnings-smoothing.

The main conclusions of this article are:

(1) Before 2007, listed companies mainly adopted strategic cross-
shareholding, and cross-shareholding companies are 3 times more than
listed companies engaging in stock investment. This status quo kept rela-
tively stable. In 2007, the cross-shareholdings of listed companies main-
ly became financial cross-shareholdings, and since the second half of
2007, a dramatically increased number of companies engaged in stock
investment, accounting for about 95% of all cross-shareholding compa-
nies. This suggests that after 2007, stock investment became a common-
er phenomenon for the listed companies. The cross-shareholding behav-
iors of listed companies are influenced by multiple factors such as the
norms of the accounting standards, the rise and fall of the capital mar-
ket, the relevant state institutional regulations, etc. In the current insti-
tutional context, the stock investment by listed companies will exit for a
long time.

(2) There are many factors influencing the stock investment be-
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havior of listed companies. As one of the external factors, the stock mar-
ket plays an important role. Internal factors are investigated from the per-
spectives of the company’s basic situation, financial condition, and cor-
porate governance situation. The asset-liability ratio, the current ratio,
and the company scale are all the influencing factors of stock investment
as they exert stable influence on the absolute and relative value of the
stock investment by listed companies. Other indicators have unstable cor-
relation or have no significant correlation with listed companies’stock in-
vestment behavior. Corporate governance situation are not influencing
factors as a whole.

(3) There is a value relevance of comprehensive income generated
by stock investments. From a decomposition point of view, every compo-
nent item of the comprehensive income produced by stock investment has
value relevance, and the summary index of comprehensive income has
less strength of explanation to the stock price than its each component
item. The value relevance of operating earnings per share, stock invest-
ment profit per share, and value change of stock investment that is in-
cluded in the capital per share are weakened in turn.

Unrealized profits and losses included in the accounting earnings are
stronger than the unrealized profit and loss in the net assets in explaining
the stock price. In accounting earnings, the realized stock investment
profits or losses have less strength than the unrealized investment profits
or losses (the profits and losses of the fair value changes) in explaining
the stock price. This shows that investors have more concern about the
accounting earnings index than the net assets index, and even though
the Ministry of Finance strengthened requirements of the disclosure of
comprehensive income in 2009, the situation was still not changed. In-
formation of fair value measurement has stronger value relevance, but
the relevance is vulnerable to the environmental impact of the capital
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market.

(4) There is a certain relationship between the stock investments
by listed companies and the earnings management motivation. A study is
carried out on the relationship between the stock investment gains and
losses included in profit, realized stock investment gains and losses,
stock investment gains and losses included into other comprehensive in-
come, and the debt covenants motivation, motivation of returning to
profitability, and motivation of earnings-smoothing. The listed company
has a stable and significant earnings management motivation to turn loss
into gain by using stock investment profits, while the debt covenants mo-
tivation and earnings-smoothing motive are not stable. When the stock
market is in the downturn, the realized stock investment gains and losses
have greater impact on the corporate earnings management. Regardless of
the market environment, the stock investment gains and losses included
in other comprehensive income does not have stable and significant corre-
lation with listed companies’ earnings management motivation. Therefore ,
the different treatment of the stock investment profits or losses of listed
companies in accordance with the current accounting standards makes
room for shareholding companies to manage their earnings.

After Chinese capital market went into the total circulation age,
stock investment will become a common investment tool of listed compa-
nies. This dissertation gives some suggestions in order to keep them in the
rational and healthy direction of development:

(1) For regulation of the listed companies’ cross-shareholdings,
the administration should first strengthen information disclosure of listed
company, refining disclosure content and establishing a real-time infor-
mation disclosure system of cross-shareholdings of listed companies, in-
crease disclosure mechanism of stock investment decision-making and the
risk control mechanism. Secondly, the administration should guide the
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listed company to set up correct concept of finance and investment,
show risk guides and risk hints to the stock market investors.

(2) In the aspect of revising and improving the accounting stand-
ards, the comprehensive income concept should be introduced explicitly
and its important guide position should be set up. First, add accounting
elements of comprehensive income, taking the gains and losses as inde-
pendent accounting elements, explaining the relationship of comprehen-
sive income, profits and other comprehensive income in the criterion;
Secondly, revise the current standards to unify the disclosure of unreal-
ized profit or loss; Thirdly, promote the use of comprehensive income
index, change the situation that laws and rules of the present capital
market rely on the earnings index too much, take the comprehensive in-
come as the index of company performance measurement; Fourthly,
fully report comprehensive income and compile comprehensive income
statement.

The creativeness of this dissertation lies in;

(1) With the listed companies’ stock investment behavior as the
research object, this essay conducts a systematic analysis of it. For the
listed companies’ financial assets, though stock investment is similar to
bond investment and derivative financial instrument investment in terms
of measurement attributes and accounting classification, but is also dif-
ferent in the obvious features of the investment target and the more direct
impact on the whole stock market, as well as the different impact on the
listed companies’ market performance and profitability. From the angel of
cross-shareholdings, financial cross-shareholdings and strategic cross-
shareholdings are very different from each other both in the purpose and
consequences, etc. The research literature so far treats all financial as-
sets as the research targets and this dissertation will analyze stock invest-
ment in particular.
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(2) On the analytical view, this dissertation uses the view of com-
prehensive income to analyze the economical consequences of the stock
investment and based on the idea that stock investment profits and losses
reflects the comprehensive income in a comprehensive way, disintegrates
the stock investment’s comprehensive income layer by layer and carries
out comparative research on the different components of the economic
consequences.

(3) For the research periods, mainly the years from 2007 to 2009
are selected for these years’ regulation reforms and the market change are
most typical, promising relative comprehensive research results. The ex-
isting financial researches usually select one year or a particular period
and pay more attention on the negative effects. This dissertation prolongs
the period and, on the one hand, includes others’ conclusions about fi-,
nancial assets and on the other hand, conducts dynamic research and
evaluation on the introduction and the implementation effects of the com-

prehensive income ideas in China.
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