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ABSTRACT

The extant literature provides evidence on the ohmd financial disclosure environments on interorzal
capital mobility. However, to our knowledge, thare no such studies including Latin-American cdestrWe
aimed to fill this void by assessing the influelé@ccounting information on international capitabbility in a
twenty-two-country sample, including the three &stgl atin-American countries: Argentina, Brazil avidxico.
The countries included in the sample representratd@®0% of the world’s GDP from 1995 to 2001. Our
empirical results show with a 99% confidence lawelt the degree of disclosure of value-relevanbattng
information has positively influenced internatiorapital mobility. We also show, with a 95% confide level,
that countries where financial accounting is ldggmad with tax accounting present higher interorzdl capital
mobility. The three Latin-American countries studlipresent relatively low levels of disclosure amdhg
sampled countries. However, whereas Argentina aadilBshow low levels of capital mobility, Mexicdamds
out with a high capital mobility, which we reckooutd be accounted for by the country’s trade avéstment
connections with the US and by its participatiothie NAFTA.

Key words: international capital mobility; financial accoimg disclosure; international CAPM; direct foreign
investment.

Received 19 May 2007; received in revised form G8/12008.

Copyright © 2008 Brazilian Administration Reviewll Aights reserved, including rights for
translation. Parts of this work may be quoted withprior knowledge on the condition that
the source is identified.

* Corresponding author: Otavio R. de Medeiros
Universidade de Brasilia, Campus Universitario RaRibeiro, ICC Ala Norte, Subsolo, Médulo 25, Btesi
DF, 70910-970, Brazil



Financial Disclosure and International Capital Miopin Latin America 161

INTRODUCTION

Since the 1960s, several empirical studies onfileete of the disclosure of accounting information
on capital markets have been produced. A recenk vemsessed the influence of accounting
information on international capital mobility instudy involving 23 countries (Young & Guenther,
2003). This work concludes that countries whoséslation enforces higher levels of disclosure of
accounting information and where financial accaugtis not influenced by tax accounting present
higher international capital mobility. The evidenoelicates that a higher level of relevance of the
accounting information produced in a country cdmites towards reducing the information
asymmetry on the markets, thus lowering the riskoofign investors making wrong decisions when
trading with better informed domestic investors,acahsequently, increasing the flow of resources of
international investors to the local capital market

Taking into account several studies showing thesternce of economic phenomena caused by
accounting information, our study can be considestelvant for including Latin America [LA] in a
comparative analysis with a representative samptieweeloped and developing countries. Currently,
Brazil is well situated on the route of foreign @stments, together with Russia, India and Chira (th
BRICs), which are the four emerging markets reogivine highest attention at the moment, due to
their development potential and, consequently, drigivofitability for foreign capital. Moreover, i
study becomes especially relevant for connectiniferént areas of contemporary knowledge
(administration, finance, accounting, and econo)nios revealing the degree of development of LA’s
accounting standards, as well as for providing gjings for decision making, both at the corporate
and the regulatory levels, since it becomes cleat the disclosure of the countries’ accounting
information affects the perception of risk and, seouently, the decision making of international
investors.

Accordingly, we test the following hypotheses:

. Ha — the degree of disclosure of relevant accogniiiormation positively affects international
capital mobility across countries.

. Hb — conformity of financial and tax accounting msr negatively affects international capital
mobility across countries.

Our sample includes twenty-two countries: Southio&fr Germany, Argentina, Australia, Belgium,
Brazil, Canada, Denmark, Spain, the United St&tiedand, France, Netherlands, Ireland, Italy, Japan
Mexico, Norway, New Zealand, the United Kingdom,e8&n and Switzerland. The sample period
extends from 1995 to 2001. The paper containsdeaions: introduction, literature review, research
methodology, analysis of results, and conclusions.

LITERATURE REVIEW

In general, investors make foreign investments with basic goals: to search for higher returns or
to minimize risk (Young & Guenther, 2003). Furthens, investors build internationally diversified
portfolios in an attempt to combine together assletd are less than perfectly correlated, which
reduces the total risk of the portfolio (Moffeto8ehill, & Eiteman, 2002). Additionally, the incios
of assets from outside of the domestic market as®e the set of potential investments, which
represents an additional benefit to the investturdi8s performed with multiple countries have shown
a strong tendency for investors to concentrate theestments in domestic assets, in detrimenhef t
lower risk accessible by means of internationakdiification (Cooper & Kaplanis, 1994; Tesar &
Werner, 1995). This fact indicates the existenckasfiers to international capital mobility (Bayorm
1997).
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The literature points out various factors that rmiggnstitute barriers to international capital niopi
and stresses transactions cost across frontierdileedy barrier. These costs include taxes, resbns
or caveats to the access to markets, as well agnational disadvantages. Such factors would induce
concentration in domestic portfolios since the return on assets is higher for domestic than for
foreign investors (Cooper & Kaplanis, 1994). Witspect to informational disadvantage, it is more
expensive for foreign than domestic investors t@aiobrelevant information on the domestic markets.
Thus, foreign investors tend to become less infdrmed to take higher risks of making wrong
decisions (Harris & Havenscraft, 1991; Shukla & égem, 1995). It has been argued that when
foreign investors are less informed than domestiesp there is less activity related to foreign
investments in market equilibrium situations, whitieans that there is a reduction in the flow of
international capital (Gehrig, 1993; Gordon & Boberg, 1996).

On the other hand, the prior commitment of firmspublishing their information would deter the
acquisition of private information based on thengiple that public information is a substitute for
private information (Diamond, 1985; Lundholm, 19%Errecchia, 1982). It has also been argued that
the adoption of policies that determine higher ¢pmmency of financial information would favor the
interests of less informed investors vis-a-vis dyetinformed ones, reducing the informational
disadvantage of the former and bringing a betterlibgium to the risk-return tradeoff associatedtwi
their investment decisions (Lev, 1988). Hence, simauld expect a positive relationship between the
degree of relevance of accounting information aagdital mobility between countries (Young &
Guenther, 2003).

The existence of a positive relationship between disclosure of accounting information and
international capital mobility has been empiricadligown in a recent study using a sample of 23
countries (Young & Guenther, 2003). The levels ompulsory disclosure and the conformity of
financial and tax accounting rules across countviese collected and tested against factors of
international capital mobility. It was found thaduntries with a higher degree of disclosure present
higher international capital mobility and that ctigs where financial accounting is not alignedhwit
tax accounting also show higher capital mobilitgriithose where this alignment is strong. Moreover,
the conformity of financial and tax accounting suis more significant than the level of disclosure
itself (Young & Guenther, 2003).

A recent study by Durnev and Kim (2007), involviB§9 companies across 27 countries in Asia,
Latin America, and Eastern Europe found that thoeeporate characteristics — investment
opportunities, capital requirements, and ownerslmpcentration — seem to make firms implement
governance and disclosure rules exceeding thossblisied by the local countries’ laws and
regulations. In addition, they show that: (a) thieenomenon seems to be more intense in countries
with low investor protection; (b) that firms withetber governance and disclosure levels are better
valuated; and (c) that this governance valuatidiacefis higher in countries where weaker legal
systems prevail. Durnev and Kim (2007) conclude fivens that create reputations for high level
governance and transparency are rewarded by imgesith higher valuations. Based on that, they
argue that policy makers should trust that markefalior will make firms with large funding
requirements will improve their governance in ortierattract new potential shareholders, and that
firms with narrow investment opportunities, littikeed for external financing, and controlling
shareholders with voting control unbalanced witkirtlclaims on cash flow are the ones to be
concerned with, since these have no incentive fwarre governance. The authors believe that their
results bring good news to firms, investors, andicpmakers in emerging economies with low
institutional protection for minority shareholderBhey also associate their results with the debate
between economic development supporters and inecemistribution supporters. They argue that as
long as economic development policies foster newedtment opportunities, firms depending on
financing will be willing to improve their governaa practices, while redistribution-oriented pokcie
that tend to decrease property rights and redumntives investment and raise capital will make the
policy makers’ mission much more difficult.

At this point, it seems worthwhile to bring theussof the economic and financial consequences of
adopting international accounting standards at ¢bentry level. The International Accounting
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Standards Board gets extensive support for itsteffo harmonize international accounting standards
However, at least on empirical grounds, the adapbibinternational Accounting Standards [IASS] is
a controversial issue particularly in the contektdeveloping countries. For instance, Larson and
Kenny (1995) report the results of an explorataydg examining the relationships between the
adoption of International Accounting Standards [BpSequity market development and economic
growth in developing countries with equity markdtkey analyzed 27 developing countries by means
of a cross-country research design and found n@megsociation between developing countries’
equity market development and economic growth owingne adoption of IASs. Partial least squares
analysis [PLS] was used to test the hypothesiZietiorships, since PLS analysis is suitable forlsma
samples and studies where the theoretical backdraunot fully developed. Their PLS regressions
are statistically significant, with an R2 of 0.58 quity market development and 0.58 for economic
growth. However, although the coefficients asseciaio IAS adoption are statistically significant,
they are relatively small and, moreover, presemingrsigns with respect to expectations. The overall
results indicate that countries in the sample that adopted IASs had lower equity market
development and lower economic growth than cowthat had not adopted IASs, which is a rather
disappointing upshot. The authors acknowledgettieit study suffers from several limitations, such
as small sample size, time frame and other prohlarhikh might have contributed to produce poor
results.

Aware of the importance of the introduction of nmiztional accounting standards into the Brazilian
market, and bearing in mind the significant chantfed took place in recent years in the world
economic scenario, notably those conveyed by the dlbalization process, the Central Bank of
Brazil issued on 06.10.2006 Communiqué No. 14238chvinforms that 10.31.2010 is the starting
date for the implementation of procedures leadmthe convergence of accounting norms applicable
to the financial institutions and to other instibms chartered by the Central Bank for the inteome
standards issued by the International Accountirapn&&rds Board [IASB] and by the International
Federation of Accountants [IFAC], starting on 1028110.

Similarly, the Security Exchange Commission of Hrasued on 07.13.2007 Instruction CVM no.
457, establishing that Brazilian publicly listedngmanies must present their consolidated financial
statements according the international accountiagdards, according to statements issued by IASB,
starting in the fiscal year ending in 2010. Theerefd norm emphasizes that Brazilian accounting
practices must converge towards the internationaebanting practices, aiming at assigning greater
transparency and trustworthiness to Brazilian fai@ninformation, as well as providing access to
international sources of financing at lower cosispecially when taking into account that several
markets and regulators of foreign countries anerimattional blocks have been continuously striving t
develop means to restrain access to their marlgatsumtries that have not adopted or have not shown
any intention to adopt international accountingdéads.

It should be stressed that the Financial Accogn8tandards Board [FASB] and IASB issued on
06.27.2006 a memorandum of understanding repottiegevolution of the conversations begun in
2002 concerning the convergence between the intenah accounting norms [IFRS], edited by IASB
and the US accounting principles [USGAAP], issugd=BASB, which draws a convergence roadmap
that makes reconciliation between the IFRS andu®eorms unnecessary from 2009 onwards.

These efforts show that, in general, the convergémtween domestic and international accounting
norms is virtually irreversible and that Brazil Haeen an active participant in this process.
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RESEARCH DESIGN

Our study involved a sample of 22 countries, inclgdhree in Latin-America (Argentina, Brazil
and Mexico) and 19 non Latin-American countries ufBoAfrica, Germany, Australia, Belgium,
Canada, Denmark, Spain, the United States, Finl&nance, Netherlands, Ireland, Italy, Japan,
Norway, New Zealand, the United Kingdom, Swedem 8witzerland). It should be mentioned that
by the end of 2001, the 22 countries sampled wespansible for 82.5% of the World's GNP,
whereas the Latin-American countries included hH&dB8% of the GNP of Latin America and the
Caribbean (The World Bank, 2005). The sample pegiddnds from 1995 through 2001.

Measures of international capital mobility and @fceunting information relevance and control
variables were computed for each of the 22 sanynedtries, according to methodology developed in
previous work (Young & Guenther, 2003). To capttire relevance of accounting information, two
measures were calculated for each country. Theé éing is an index of accounting information
disclosure, which consists of a ranking built froatevant disclosure items for foreign investment
decisions. The second refers to the conformityiridricial and tax accounting rules. In its turn, the
measure of international capital mobility was oh¢al from three distinct measures: consumption-
based mobility, CAPM-based mobility, and directefign investment based mobility [DFI]. Based on
these three measures, a single measure was huittafth country (CAPMO) by means of factor
analysis. This single measure was then used ay fwoxhe degree of international capital mobility
for each country.

The control variables used are: exchange rate hibiya[ERV], risk adjusted stock market return
[RET], type of law system (Civil Law or Common Lay)EGAL], number of listed firms per capita
[LIST] and shareholder protection index [PROT]. Th@ main explanatory variables are the ranking
of disclosure of accounting information [DISC] atite index of conformity of financial and tax
accounting [FT]. To assess the relationship betwbenvariables, we utilized time-series and cross-
section linear regressions in addition to the faetoalysis. Among the capital mobility measures,
those based on consumption and on internationalNCAf¢ estimated in time-series dimension, while
the measure based on direct foreign investmenbiaireed by means of correlation analysis. The
measure of accounting disclosure, i.e. the degrfeelewelopment of the countries’ accounting
standards, are based on the methodology descnldb&giSection and, together with up to five cohtro
variables, they are tested separately as factoptaieing capital mobility. Considering that the
majority of the explanatory variables are statiis tmethodology, adopted by Young and Guenther
(2003), becomes more appropriate. In order to cleckhe robustness of results, we carried out
diagnostic tests: unit root, serial correlatiortehescedasticity and normality tests. The unit tests
are necessary to check the data for non-statignaritich could entail spurious regressions. Theaker
correlation, heteroscedasticity and normality teets the residuals are necessary to test the
distributional properties of the residuals, whiale aequired to validate the significance tests. For
these, we used the Durbin-Watson, the White, aadBtra-Jarque tests, respectively. The significance
of the regression coefficients was assessed byeB8itsd and Fisher’s F tests.

To attest the adequacy of the factor analysis, sesluwo basic tests: Bartlett's test for sphericity
and the Kaiser-Meyer-Olkin [KMO] test. An essentiatiuirement for performing an adequate factor
analysis is the existence of significant correlatietween the variables. If a visual inspectiohef
variable involved does not identify the predomirant correlation coefficients equal to or highearth
0.3, a factor analysis might not be suitable (Hairderson, Tatham, & Black, 1998). Bartlett's tekt
sphericity aims at assessing the general signdiearf the cross correlations, by testing the rhak t
the variables within the population are not cotesla

We test the relationship between the degree ofladisre of accounting information and
international capital mobility by specifying equati(1):

CAPMO =a, + fy; DISC+ 8, VG +..+ f, VE+ L M
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whereCAPMQ is the capital mobility factor of theth country,DISG is the measure of disclosure of
relevant accounting information of th¢h country,VC; are control variables for theth country, and
u; is assumed to be the j-th regression’s IIN §c°) error term.

We test the impact of the conformity of financialdatax accounting rules and international capital
mobility by specifying equation (2):

CAPMQ =g, + fy; FT+ S, VG +..+ 4, VE + @

whereFT; is a measure indicating the alignment of finaneiadl tax accounting of theth country,
andy; is assumed to be tfih regression’s 1ID N (,c®) error term.

Several studies argue that consumption patternkl doel utilized as a measure of international
capital mobility (Backus, Kehoe, & Kydland, 1994a8er & Crucini, 1993; Mace, 1991). If capital
can circulate freely among countries, then consiongcross countries should be highly correlated to
the world’'s aggregate consumption, making a cotsmitcpnsumption to be vulnerable to global
shocks. On the other hand, if there are barriethdaapital flow among countries, the degree s ri
sharing should be lower. The estimation of the ee@f international capital mobility across cousgri
is made based on the relationship of the countogasumption and the rest of the world’s
consumption, controlled for the country’s GDP:

AlogC, =a+ BAlogC,, + ,A logGDR, +¢, (3)

whereC; is the real per capita private aggregate consemuf thej-th country in yeat; Cy is the
real per capitaprivate aggregate consumption of all countriesepkcountryj in yeart; GDP; is the
per capitaGDP of thej-th country in yeat; log is the natural log operataf; is the ' difference
operator; thexs andps are coefficients; arng is an IID ~N~(,02) white noise disturbance. We use the
sum of the consumption of the 22 sampled countiges proxy for the world’s consumption. We
employ annual data from 1995 to 2001 to estimateaton (3). If capital is freely mobile across
countries, we expeftl to be close to 1. In order to control for theiaace across countries, we used
the standardized estimate [@f as a measure of international capital mobility dach country. The
standardized estimate is computed by dividiig by the standard deviation of tiffds of the 22
countries. The data for consumption and GDP otaulintries were collected from The World Bank’s
World Development Indicators, expressed in const886 USD.

The measure of capital mobility based on the itgonal CAPM was utilized in previous studies
(Korajczyk & Viallet, 1989; Levine & Zervos, 199&0ung & Guenther, 2003). In a situation of
perfect capital mobility, capital moves internatdy with the purpose of equalizing the risk premiu
The CAPM is based on the assumption that the reifiem asset is a linear function of a benchmark
portfolio or groups of benchmark portfolios. If t@APM principle holds, the interceptyf in
equation (4) must be equal to zero:

Ry =a;+ iRy +é&y (4)

whereRy is the excess return on th¢h asset in the periadwith respect to the return of a risk-free
assetRy: is the excess of the benchmark portfetian periodt (R;) andg; is an IID ~N (,62) error
term. Both excess returns are the differences legtwermal returns and the return on a risklesg.asse

In an international environment, an intercep) @ifferent from zero can be interpreted as an
inconsistency of the CAPM or as evidence of impriaternational capital mobility (Young &
Guenther, 2003). Equation (2) is estimated for esmimtry based on monthly returns from 1995 to
2001. The benchmark portfolio is weighted by aBeis included in the sample. Stock prices were
adjusted for dividend payments, splits or mergestares in order to ensure their comparability. The
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normal asset and market returns are computed indhiénuous compounded form, by using teg
operator, i.eAlog (%) = log(x) — log.1):

— 5
R, =Alog P, ()
whereP;; is thej-th asset price in periddand

R, =Alog> MC, ©)

whereMC; is the market capitalization of theh asset in period

The return on short-term US Treasury Bills is thexy for the riskless return rate. We used the
median of the absolute value of thgs of each country’s assets as a proxy for intéonat capital
mobility. To compute the measure of mobility basedthe International CAPM, we collected stock
prices and market caps of all firms based on thepted countries available in the Compustat Global
Vantage® on 08.10.2004. Only assets having at E&ashonthly returns within the period from 1995
to 2001 were included in the sample. The sourceatd on the monthly returns of the US Treasury
Bills is the International Financial Statistics §; published by International Monetary Fund [IMF].
The measure of mobility based on foreign direcestinent is the Pearson’s correlation coefficient
between the volume of foreign direct investment enbg non-residents and the Gross Fixed Capital
Formation, the latter being a proxy for investmapportunities. The central rationale for this measu
is that if capital is freely mobile across courgriéoreign investments should be strongly correlate
with the countries’ investment opportunities. Tlaadon Gross Fixed Capital Formation and Foreign
Direct Investment were obtained from The World Barworld Development Indicators [WDI].

By using the methods described above, we end up thitee measures of capital mobility
(consumption-based, CAPM-based and DFI-based).efdrer, we need a consistent method capable
of extracting the relevant information from theseasures and transforming them into one single
measure: factor analysis. This means that the tmegsures are transformed into one factor only,
which is then used as a proxy for internationalitedpnobility in the multivariate analysis in order
assess its relationship with the measures of retmvaf accounting information.

One of the measures of relevance of accountingrnmdton is the Degree of Disclosure de
Accounting Information [DISC], which is based orcaenting norms and standards of each country
(compulsory disclosure). This is because an indichased on the items required by a country’s
Generally Accepted Accounting Principles [GAAP] slib reflect appropriately the firms’
commitment with disclosure. An indicator composédLd items summarized in Table 1 represents
this measure.
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Table 1: Disclosur e | ndex

1. |Disclosure of accounting policy required

2. |Disclosure of consolidated data required fothadl firms
3. |Disclosure of equity method for investments nexfu

4. |Disclosure of segment information required

5. |Disclosure of current value of land and buildimgquired
6. |Disclosure of method of asset valuation required

7. |Disclosure of allowance for doubtful accounts

8. |Disclosure of contingences if likely / probabéguired

9. |Separate disclosure of unusual or extraordiitenys required
10. |Separate disclosure of costs for discontinued tipesa
11. Disclosure of earnings per share

12. Disclosure of quarterly information required

13. Disclosure of the effect of foreign currency tratisin

14. |Statement of cash flow is required for all theglisfirms
15. |Substance over the form generally followed

Each item was set to 1 if the country’s accounstgndards impose its disclosure and to zero,
otherwise. For each country, the total sum of theitdms was used as a proxy for relevance of
accounting information. Country surveys on accouniilisclosure are available for 1993 and 2001.
For 1993, we utilized the information published @popers and Lybrand’'s (1993) International
Accounting Summaries. The 2001 index assessmenimaale based on the same criteria described
above, but using as a source the report entitled@gAnderseret al, 2001) — A Survey of National
Accounting Rules Benchmarked against Internatidwaiount Standards. The results of the 1993 and
the 2001 assessments were tested separately asi@xpl/ variables of international capital mobility
In a third test we used an index calculated asvieeage between the 1993 and the 2001 indexes. The
variables resulting from these assessments aremideatedDISC_93 DISC_01andDISC_M

Another measure of relevance of accounting informnatwhich is also based on previous literature,
is a binary variable indicating the country’s lewglconformity between financial accounting and tax
accounting regulations (Ali & Hwang, 2000; Hung,020 Young & Guenther, 2003). It has been
argued that tax accounting regulations are affedigdpolitical, social, economic and income
distribution requirements and often utilized a#cy instrument to promote or to disincentive aert
economic activities. Hence, the alignment of finah@and tax accounting probably weakens the
relevance of published accounting information @IlHwang, 2000). The criteria used to compute this
measure, as shown in Table 2, is based on 6 it&ash item allows three alternative scores,
according to the degree of conformity between far@nand tax accounting. Each option has a certain
weight on the item’s score, which has in turn aaerweight on the global classification (Hung,
2001). The items are then assessed for each cowftngn the sum of scores, weighted by their
respective weights, is equal to zero, the counindgcator is set to 1 and when it is greater tharo,
the country’s indicator is set to zero. Attributingro to a country means that the country’s financi
accounting is aligned with tax accounting, wheragdisbuting 1 indicates the opposite. We exped thi
variable to be positively related to internatiocapital mobility.

Following previous work, we tested five control wdnles that could also influence international
capital mobility across countries (Young & Guenit#803). They are: exchange rate variability, risk-
adjusted stock market return, type of legal sygteewailing in the country, number of domestic firms
listed on stock markets per capita and protecbaminority shareholders.

BAR, Curitiba, v. 5, n. 2, art. 5, p. 160-176, Apune 2008 www.anpad.org.br/bar



Otavio R. de Medeiros, Luis Gustavo do Lago Quintei 16¢

Table 2: Financial Tax Alignment

Accounting standar ds Rating Weight
a) Average consensus estimate of the relation Ieetwe) = Strong ; 0.5 = Moderate/ Significant; 0 = Weak|
tax and financial reporting. 60%
b) Do deferred taxes exist? 1= No deferred tax=( fmited; 0 = Yes/recognize| 20%
c) Does legal form dominate substance? 1= Yes; 0.5 = Sometimes; 0 = No 5%
d) Is additional accelerated depreciation allowed? |1 = Yes; 0.5 = Limited; 0 = No 5%
e) Do amortization periods depend on tax laws? |1 = Yes; 0.5 = Limited; 0 = No 5%
f) Does lease capitalization depend on tax law? 1 = Yes; 0.5 = Limited; 0 = No 5%

Exchange rate variability captures changes betwemmestic and foreign interest rates. High
exchange rate variability is probably associatetth Wigh risk to investors, both with respect toitap
inflows and outflows, which hampers capital mokgiliHence, we expect a negative correlation
between exchange rate variability and internaticagital mobility across countries. The proxy foe t
exchange rate is the IMF’'s SDR rate, which comparesuntry’s currency to the Special Drawing
Rights [SDRs]. SDRs are fiduciary reserve assetated by the IMF in 1970 as a supplement to
existing reserve assets. The value of one SDRi&rdaed by the weighted average of a basket of the
currencies of the five countries with the largdstire of world exports of goods and services - tBe U
dollar, the Japanese yen, the British pound, aadEtivo (representing France and Germany). The data
source for these is the IMF’s International Finah8tatistics. Exchange rate variability is caloeda
as the standard deviation of the exchange rateetivby its mean using monthly data from 1995 to
2001.

The risk-adjusted market return captures the pedoice of the country’s stock market and hence its
investment opportunities (Ahearne, Griever, & Waikgd®004). Higher risk-adjusted market returns
will probably attract larger foreign investmentshigh can foster international capital mobility.
Therefore, we expect a positive relationship bebhwtbe risk-adjusted market return and international
capital mobility across countries. The risk-adjdstearket return, denominatdRET, is calculated
according to previous literature as the mean ofidleadjusted monthly market return normalized by
its standard deviation based on data from 1995081 2The monthly stock market returns for each
country were collected from the IMF’s Internatiof@hancial Statistics, except for Belgium, Canada,
Denmark and Norway, since the data of these caswwere not available from this source. For these
countries, we computed the returns based on aasei@ble in the Compustat Global Vantage®
which were traded at least in 50 of the 84 montbs1f1995 to 2001.

Currently, the two main legal systems in the wanld the Civil Law and the Common Law systems
(Messitte, 1999). For historical reasons, ContiakBurope, Latin America, a large portion of Africa
and several countries in Central Europe and Asi laalopted the Civil Law system, whereas the US,
the UK and countries that formerly belonged to Brgish Empire have adopted the Common Law
system. The origins of the Civil Law system lieaimcient Roman Law and it is characterized by being
organized or coded under the form of civil coded by having its application strongly based on the
interpretation of the coded doctrine. On the otheend, the origins of the Common Law system stem
from the British Empire and is characterized byngebased on customs. The origin of a country’s
legal system can indicate a series of institutiartaracteristics that can affect the country’s tedpi
mobility (Bushman, Piotroski, & Smith, 2004). Thexee studies showing that in countries where the
Common Law system prevails there is stronger Iggatection for foreign investors, whereas in
countries where the Civil Law system holds thistgction is weaker. Based on previous literature, we
generate a binary variableEGAL) indicating whether a country’s legal system isdzhon Civil or
Common Law. For countries where the legal systebased on Common Law, this variable is set to
1, whereas for those where the legal system isdbaseCivil Law it is set to zero (La Porta, Lopes-
De-Sillanes, Shleifer, & Wishny, 1997). We expectpasitive correlation betweehEGAL and
international capital mobility.
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The number of domestic firms listed on stock marketr capita(LIST) indicates a country’s level
of economic development and the size of its stoekket (Young & Guenther, 2003). Since both
developed economies and large capital marketstteatiract higher investment volumes, we expect a
positive relationship between this variable and theasure of international capital mobility. The
variable is computed as the average number of @ydisted firms divided by the country’s total
population based on annual data from 1995 to 2GKent from The World Bank's World
Development Indicators [WDI].

With respect to shareholder protection, previouslies have found that regulations established with
this purpose, especially with regard to minorityagholders, are essential for the development of
larger and more liquid capital markets (La Patal, 1997). Foreign investors are generally minority
shareholders and hence bear more risk of beingopripted by managers or controlling shareholders
(Young & Guenther, 2003). A legal system protectmigority shareholders’ interests can reduce the
risk they bear and increase their confidence aakihation to invest in a foreign country. As a pyox
for shareholder protection, we used an indicateeliped in previous work, which establishes five
levels of protection of shareholders’ rights, wheexo indicates the lowest and five the highest
protection level (La Port@t al, 1997). We expect a positive relationship betw#des variable,
denominatedPROT, and international capital mobility.

ANALYSIS OF RESULTS

Since most economic time series are non-stationagystarted by carrying out unit-root tests on the
data series prior to performing the regression yeesal associated with the consumption-based
measure. The Augmented Dickey-Fuller [ADF] - testedted unit roots in most variables, which
required differentiation in order to obtain statoity. Accordingly, equation (3) was differencedcten
prior to estimation. Among the 22 consumption regi@ns performed, one for each country, fihe
coefficients estimated for 17 regressions were dawnbe significant at the 5% level and 5 at th&10
level. According to the estimatdils, the countries with the highest capital mobiline Mexico,
Ireland and Sweden, whereas those with the lowapitat mobility are Brazil, Denmark and
Germany, as depicted in th& 2olumn of Table 3. Stock price and market capitaion data of firms
established in the sampled countries, as well exast rates on US Treasury Bills and Brazil's
country risk, are necessary to compute the medmsged on the international CAPM. In order to get
stock prices and market caps, we initially colldctdl assets available on Compustat® for all
countries, which totaled 19.030 assets. From thé®pwe selected assets traded at least in 5@ 8#th
months from 1995 to 2001, totaling 9.965 assets. @dnchmark portfolio’s market cap was obtained
by summing up the market caps of these assets.h@fepgerformed the 9,327 regressions, 4,676 of
which were considered valid after carrying out ADRit root, Durbin-Watson’s autocorrelation,
Student’s t, Bera-Jarque’s normality, and Whitegsehoscedasticity tests.

The measure of capital mobility based on Directeltpr Investment [DFI] is proxied by the Pearson
correlation coefficient betweddF| and the Gross Fixed Capital Formation. ResultdHir variable
are shown in the8column of Table 3. According to this measure, ¢thentries with the highest
international capital mobility are the US, the UKdalreland, whereas the countries with the lowest
international capital mobility are Switzerland, 8ouAfrica and Germany. After computing the
measures of international capital mobility we perfed a factor analysis in order to extract the
principal component. The results for the three messs together with the principal component
obtained from the factor analysis are depicted aiold 3.

The measure of capital mobility based on the isteéonal CAPM, represented by the absolute value
of the median of the regressions’ intercepk for all sampled countries is shown in tHeeblumn of
Table 3. According to theory, if perfect capital bridy holds, o should be equal to zero. Heness
other than zero indicate the existence of barriersnternational capital mobility. Based on this
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measure, we found that the countries with the ghmernational capital mobility are Spain, Firdan
and the UK, whereas the countries with the lowapital mobility are Argentina, Brazil, and Japan.

Table 3: Measures of International Capital Mobility and Principal Component

DFI-Based CAPM-  Principa
Consumption-Based Measure Based Factor
Country measur e M easure Score

Ireland 1.3512 0.8194 -0.0105 1.2844
United Kingdom 0.7223 0.8287 -0.0070 1.1889
Mexico 1.5037 0.7859 -0.0141 1.122§
United States 0.7579 0.8316 -0.0093 1.0786
Sweden 1.2880 0.4364 -0.0089 1.002p
Spain 0.2329 0.7658 -0.0056 0.9789
Canada 0.6279 0.7561 -0.0093 0.9490
Norway 0.5713 0.4606 -0.0108 0.574%
Finland -0.5761 0.6670 -0.0059 0.4843
Netherlands 0.4923 0.1662 -0.0078 0.4423
Italy 1.0918 -0.1474 -0.0089 0.3908
Belgium 0.8180 -0.4847 -0.0096 -0.0823
Argentina 0.7116 0.3060 -0.0248 -0.2989
Australia 0.3585 -0.4743 -0.0111 -0.3771
New Zealand -0.5347 0.2621 -0.0151 -0.3851
France -0.7564 -0.2835 -0.0075 -0.5375
Switzerland -0.6124 -0.6661 -0.0071 -0.7901
Denmark -1.5149 -0.3183 -0.0074 -0.9338
Germany -1.1394 -0.4940 -0.0118 -1.1576
Japan -0.6201 -0.4892 -0.0224 -1.5094
South Africa -1.0303 -0.5148 -0.0186 -1.5131
Brazil -2.0426 -0.3006 -0.0204 -1.9125

Source: prepared by the authors.

The degree of Disclosure of Relevant Accountingimiation is based on a list of 15 disclosure
items where it is verified, for each country, wretHocal regulations impose their disclosure
(compulsory disclosure). An item is set to 1 whids mandatory and to zero otherwise. The 1993, the
2001 and the average 1993/2001 indexes are shotie Bf, 4", and §'columns of Table 4.

The indicator of the conformity of financial anctaccounting rules is a measure of relevance of the
accounting information. The classification relatteethe 19 non-Latin American countries was taken
from Young and Guenther (2003), whereas the claatifn for the Latin-American countries
(Argentina, Brazil and Mexico) was prepared basedtlte International Accounting Summaries
(Coopers & Librand, 1993). These figures are shimithe 2 column of Table 4. We can see that the
countries with low conformity of financial and taaccounting are Argentina, Australia, Canada,
Denmark, the UK, Ireland, Mexico, Netherlands, NaywNew Zealand, the US and South Africa,
whereas the countries with high alignment of finahand tax accounting are Finland, France, Italy,
Japan, Sweden, Switzerland, Germany, Belgium, Brazd Spain.
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Table 4: Accounting I nfor mation Relevance and Control Variables

Country FT' DISC 93 DISC 01 DISC M* ERV® RET® LEGAL’ LIST® PROT®
IAustrali 1 14 14 14.0 0.1065 0.1943 1 653 4
United States 0 14 14 14.0 0.05892872 1 285 5
Canada 0 13 13 13.0 0.0367 0.1827 1 443 4
Denmark 0 13 13 13.0 0.0948 0.1888 0 430 3
New Zealan 1 13 13 13.0 0.1449 0.0403 1 377 4
Ireland 1 12 13 12.5 0.0653 0.2641 1 210 3
United Kingdom 0 12 13 12.5 0.6580.3165 1 3438 4
South Africa 1 12 12 12.0 0.25131103 1 149 4
Spain 1 11 12 11.5 0.0902 0.2098 0 171 2
Belgium 1 11 11 11.0 0.0928 0.2174 0 153 g
Finland 0 11 11 11.0 0.0918 0.1422 0 236 2
Netherland 1 10 12 11.0 0.0937 0.2351 0 134 2
Norway 1 9 12 10.5 0.0837 0.0746 0 416 3
France 0 9 10 9.5 0.0838 0.1838 0 125 2
Mexico 0 7 12 9.5 0.1044 0.1204 0 20 g
Japan 0 9 9 9.0 0.0859 -0.1083 0 191 3
Brazil 0 7 9 8.0 0.3123 0.1135 0 30 3
IArgentine 1 6 9 7.5 0.0591 -0.0823 0 38 4
Germany 0 6 8 7.0 0.0911 0.1206 0 10.0 1
Sweden 1 5 9 7.0 0.1009 0.1748 0 292 2
Switzerland 1 4 8 6.0 0.08231338 0 330 1
Italy 1 4 7 5.5 0.0726 0.1652 0 45 0

! Financial-tax accounting alignment (0 = high; llow); ? Disclosure 19932 Disclosure 2001# Average
disclosure (1993/20015;Exchange rate variability; Risk-adjusted stock market retufriegal system (0 = Cix
Law; 1 = Common Law} Number of listed firmper capita;® Shareholder protection.

Source: prepared by the authors.

The search for a relationship between internatioapltal mobility and the measures of relevance of
information accounting was controlled by a setiwé fvariables identified in previous studies asgei
relevant in co-explaining international capital ntityp We computed the Pearson's and the
Spearman’s correlation coefficients between thetalamobility factor, the measures of relevance of
accounting information and the five control vareblin order to assess whether the signs of the
correlation coefficients are according to expectesiwell as to assess which explanatory variables
present high correlation with the dependent vagiabhe expected signs of the correlations are shown
in Table 5. We found that the correlations betwdenexplanatory variables and the capital mobility
variable CAPMO are according to theory except for shareholdeteation, which showed a weak
and negative correlation. With respect to the Vdem linked to the relevance of accounting
information, the Degree of Disclosure of Accountimformation of 2001 DPISC_03 showed to be
more strongly correlated ©APMQ Among the control variables, the exchange rat@bdity (ERV)
and the risk-adjusted stock market rettRET) presented the strongest correlations.

We began the first set of tests on the impact ef disclosure of accounting information on
international capital mobility by running three Ol&gressions based on equation (1), where the
Degree of Disclosure of Accounting Information wadculated in three alternative ways: based on
1993 data PISC_93, based on 2001 dat®ISC_03, and calculated as the average of the two
(DISC_M.
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Table 5: Expected Signsfor the Correlations between CAPM O and the Explanatory Variables

Dependent Variable Expected Sign Explanatory Variables
DISC
FT°
ERV
RET
LEGAL®
LIST
+ PROT
T International capital mobility” Disclosure of Accounting Informatiori;Financial tax alignmenf; Exchange rate
variability; ° Risk-adjusted stock market retuti;aw system? Number of listed firmper capita ® Shareholder protection.

CAPMO

+ |+ [+ [+ ]+

Tables 6, 7 and 8 present the results of thesessigns. Both the coefficients BISC and of the
control variable exchange rate variabilit)R\) were found to be significant. In the regressions
involving DISC_93 and DISC_M three countries had to be removed since theiresponding
residuals were found to be outliers: Denmark, Sweztel Mexico. Thé, coefficients obtained from
the three regressions, having as explanatory as@3dSC_93 DISC_01andDISC_M respectively,
are positive and significant at the 1% level, adowy to expected, indicating that the higher thgree
of disclosure of relevant accounting informatiome tigher is international capital mobility. The
coefficients obtained for the three regressionsp@ated with the control variablEERV are negative
and significant at the 1% level, which is also aehe with theory. The three regressions presented
Adjusted Rs of 0.5728, 0.4694 and 0.6092, respectively. Resé three regressions, the diagnostic
tests (Durbin-Watson, Bera-Jarque, and White) db indicate signs of serial correlation, non-
normality, and heteroscedasticity, respectivelyhat5% significance level.

The results show that the level of disclosure acmgintries in 2001DISC_0J presents a better
relationship with capital mobility, as can be segrithe absence of outliers.

Table 6: Regression Results for DISC_93

Coefficients t-Satistics p-value
o -0.1748 -0.4053 0.6906
B1(DISC_93 0.1163 2.9866 0.0087
B2 (ERV) -10.0009 -6.5068 0.0000
B3 (dummy — Denmark) -1.2961 -6.7096 0.0000
B4(dummy — Sweden) 1.5931 6.5690 0.0000
Bs(dummy — Mexico) 1.5007 8.0734 0.0000
Statigtics
F 6.6307 0.0016
Adj. R? 0.5728
DW 2.0948
BJ 1.9467 0.3778
w 3.6258 0.8217

Table 7: Regression Results for DISC_01

Coefficients t-Statistics p-value

o -0.8037 -1.1661 0.2580

B1(DISC_02 0.1613 2.8142 0.0111

B2 (ERV) -9.5857 -8.9187 0.0000

Statistics

F 10.2875 0.0009
Adj. R 0.4694
DW 2.3718

BJ 0.3927 0.8217

W 4.0794 0.3954
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Table 8: Regression Results for DISC_M

Coefficients t-Statistics p-value
o -0.6780 -1.2735 0.2210
B1(DISC_M 0.1559 3.3045 0.0045
B2 (ERV) -9.8135 -6.3002 0.0000
B3(dummy — Denmark) -1.3251 -7.2821 0.0000
B4 (dummy — Sweden) 1.5677 7.0854 0.0000
Bs(dummy - Mexico) 1.3176 8.8911 0.0000
Statistics

F 7.5479 0.0008

Adj. R 0.6092

DW 2.1493
BJ 1.1197 0.5713
w 3.56362 0.8314

The second test was devised to assess whetherottfiermity of tax accounting and financial
accounting ET) affects international capital mobility across otiies. With this purpose, equation (2)
was submitted to regression by OLS and its resuésshown in Table 9. BesidE$'s coefficient, we
found that both control variables, exchange rat@abdity (ERV) and the risk-adjusted stock market
return RET) have significant coefficients. In this regressi@enmark and Sweden were removed
from the sample since their residuals were foundeooutliers. The regression’s coefficigby,
associated t&T, is significant at the 5% level and positive apeoted. The regression coefficiefits
and 33, associated with the control variablERV and RET, respectively, are significant at the 1%
level. B, is negative, whereds; is positive, which are both according to expecidte regression’s
Adjusted R is equal to 0.6920. The diagnostic tests (F, Dulldatson, Bera-Jarque, and White)
indicate that the results are statistically rolaust consistent with respect to the underlying hypsis.

Table 9: Regression Resultsfor FT

Coefficients t- Statistics p-value
o -0.02864 -0.1254 0.9017
B1(FT) 0.5901 2.156( 0.0466
B2 (ERV) -8.5334 -9.7367 0.000d
B3(RET) 3.979( 5.9034 0.000d
B3(dummy — Denmark) -1.4104 -8.2725 0.000d
B4(dummy — Sweden) 1.1849 5.1844 0.0001
Statistics
F 10.4374 0.0001
Adj. R 0.692(
DW 1.9547
BJ 0.532§ 0.7663
w 9.0354 0.2501

CONCLUSIONS

In this study we examine whether differences inite&pnobility across countries are related to the
financial reporting regulations prevailing in eaabuntry. Prior research has found that internationa
capital mobility is positively related to two meassi of a country’s financial reporting environment,
after controlling for factors that may affect a oty’s capital mobility (Young & Guenther, 2003).
However, perhaps because of their relatively smafiital markets, Latin-American countries and
markets have not attracted much attention fromarebers interested in international capital maohilit
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Attempting to fill this void, our study aims to doibute to the literature on the relationship betwe
capital mobility and financial accounting regulaisoin Latin-American countries and assessing how
these countries fit into the more general globetype.

In general, we confirm previous findings that calpihobility is positively influenced by the degree
of disclosure of accounting information across ¢oas, as expected. We also find that the confgrmit
of financial and tax accounting has a negative ohpa capital mobility, as previously documented.
Therefore, both hypotheses &hd H, set previously in this study are confirmed.

Regarding the three Latin-American countries ingeséd, Mexico, Brazil and Argentina appear
respectively as 15 17" and 18' with respect to the degree of disclosure of actingrinformation,
among the 22 countries. With respect to capitalilipbMexico, Argentina and Brazil are ranked as
34 13" and 22¢ respectively. So it seems that apart from Mexibe, low levels of disclosure are
more or less consistent with the poor performanderms of international capital mobility. Possibly
Mexico’s high rank in capital mobility despite #geak disclosure position can be explained by the
country’s proximity to the US and its participationthe NAFTA, which certainly boosts its capital
mobility, regardless of its low disclosure standing

With respect to the conformity between financiadl &ax accounting, Argentina and Mexico appear
among the group with low conformity, whereas Brédmlongs to the high conformity group. Brazil
also has the highest exchange-rate variability apatincountries, whereas Mexico and Argentina rank
as %" and 19, respectively. Since this variable has a negatffect on capital mobility, Brazil and
Mexico do not stand very well in this aspect. Inme of risk-adjusted market return, the ranks & 1
for Mexico, 17" for Brazil, and 2T for Argentina, which are also poor performancesg&ding the
rankings of listed firms per capita, Argentina, Brsand Mexico are in the three last positions,
respectively. Finally, with regard to shareholdeotpction, Argentina is within the"2best group,
Brazil is within the middle group, and Mexico istiin the group with the lowest shareholder
protection level.

The overall picture seems to point out that thenditays of the three largest Latin-American
countries in terms of disclosure of financial aguong information are not very bright. However,
although Argentina and Brazil suffer the effectdladse lower standings on capital mobility, Mexico
appears as an exception, possibly as a resulillavep effects from the US and NAFTA.

Finally, we recognize that the paper has sevenaitdtions, such as: a) small sample size; b)
omission of other potentially relevant control edoles, e.g. country risk, political and social
instability, interest rate level and volatility,rcoption level, tax burden, infrastructure anditngibnal
factors, etc; and c) the fact the two sources fafrimation on accounting disclosure across countries
used are discontinuous and available only for 12882001.
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