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ABSTRACT

This paper examines the relation between accounting choice and U.S. in-
stitutional investor ownership in non-U.S. firms. We predict that U.S. investors
exhibit home bias in their preference for accounting methods conforming to
U.S. Generally Accepted Accounting Principles (GAAP) because such meth-
ods are more familiar, reduce information processing costs, and are perceived
as higher quality. We find that firms exhibiting higher levels (changes) of
U.S. GAAP conformity have greater levels (changes) of U.S. institutional own-
ership. Lead-lag regressions suggest that increases in U.S. GAAP conformity
precede increases in U.S. investment, but changes in U.S. institutional hold-
ings do not precede changes in accounting methods. We also find that the
positive relation between U.S. GAAP conformity and U.S. investment holds
regardless of a firm’s visibility to U.S. investors (e.g., American Depositary Re-
ceipt listing, stock index membership, analyst following, firm size). However,
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we find that U.S. GAAP conformity has a significantly greater impact among
firms already visible to U.S. investors.

1. Introduction

This paper examines the relation between accounting method choice
and investment by U.S. institutional investors in non-U.S. firms. This rela-
tion could be driven by at least two factors. First, prior research examining
the relatively low level of investment made outside of domestic markets sug-
gests that informational factors, such as low visibility of the firm to foreign
investors and lower credibility of the financial information, are a potential
source of this “home bias” (Ahearne, Griever, and Warnock [2004], Suh
[2001]). As a primary source of information regarding the firm, the ac-
counting system affects how outsiders perceive and use the firm’s financial
information. Greater conformity with accounting practices familiar to for-
eign investors reduces information processing costs, which allows for more
thorough analyses and increases the credibility of the financial information
(Barth, Clinch, and Shibano [1997], Sunder [2002]). Second, many sources
consider U.S. Generally Accepted Accounting Principles (GAAP) to be one
of the highest quality sets of financial reporting standards in the world (Dye
and Sunder [2001], Ashbaugh and Davis-Friday [2002], Bradshaw and Miller
[2003], Krishnan [2003]). Thus, it is likely that investors, particularly those
from the U.S., perceive firms that use a large number of accounting meth-
ods allowed under U.S. GAAP as having higher accounting quality. Based
on these two factors, we predict that U.S. institutional investors exhibit a
preference for firms using accounting methods that conform to U.S. GAAP.

We find a higher level of U.S. institutional ownership in non-U.S. firms
that use a greater number of accounting methods conforming to U.S. GAAP.
This association exists in both levels and changes. We partition the sample
based on the visibility of the firm to U.S. investors (e.g., American Depositary
Receipt [ADR] cross-listing) and find that the association holds regardless
of firm visibility but is significantly stronger for more visible firms. Lead-lag
regressions provide evidence that increases in conformity with U.S. GAAP
are positively associated with future increases in U.S. institutional invest-
ment, but changes in U.S. institutional ownership do not lead to changes in
accounting methods.

We collect data on accounting method choices for non-U.S. firms from
the Worldscope database. We examine the 13 accounting choices identified
by Bradshaw and Miller [2003] as having some options allowed under U.S.
GAAP and some not. Note that we are interested in choices made within the
set of permissible local standards that also conform to U.S. GAAP rather than
the complete adoption of U.S. GAAP. We compute a U.S. GAAP conformity
ratio as the fraction of accounting choices that conform to U.S. GAAP. To
ensure that our results are not driven by lack of disclosure, we compute the
conformity ratios based both on the total number of choices and on the
number of disclosed choices. Because flexibility in accounting choices varies
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across countries, we adjust individual firm ratios by the median level for the
firm’s country.

We use the Spectrum database to identify U.S. institutional investment in
non-U.S. firms. We focus our analysis on institutional investors because they
are less likely than retail investors to be affected by institutional frictions
that inhibit international investing. Furthermore, U.S. institutions have be-
come the largest source of capital in the world; extensive data exists on
their holdings in non-U.S. firms; and, as sophisticated investors, they are
the class of U.S. investors most likely to base their investment decisions
on a detailed analysis of financial statements. We measure U.S. institu-
tional investment three ways: (1) an indicator variable for the existence
of any investment, (2) the log of the number of institutional owners, and
(3) the percentage of ownership by institutions. We also country-adjust
these variables and all control variables to ensure that country-specific fac-
tors do not drive the results. Thus, our analyses examine within-country
relations between accounting choice and U.S. investment in non-U.S.
firms.

We use cross-sectional levels and contemporaneous changes analyses to
examine the relation between conformity with U.S. GAAP and U.S. institu-
tional holdings in the firm. In all specifications, we find a significant posi-
tive association between the U.S. GAAP conformity ratios and investment by
U.S. institutions. For contemporaneous changes, we find that increases in
the conformity ratios are associated with increases in U.S. investment, but
decreases in conformity are unrelated to changes in investment. This result
suggests that U.S. GAAP conformity is an important factor in choosing to
invest in a firm, but once a U.S. institution has invested in, and developed
a familiarity with, a non-U.S. firm, its sales decisions are based on factors
other than accounting choice, such as firm performance metrics. We also
estimate lead-lag regressions to investigate the causality of the association.
We provide evidence that increases in conformity with U.S. GAAP lead to fu-
ture increases in U.S. institutional ownership, consistent with the results for
contemporaneous changes, but that changes in U.S. institutional ownership
do not influence future conformity with U.S. GAAP. Finally, we confirm that
all of these results hold with industry-adjustments and with country fixed-
effects models.

Clearly, for accounting choice to affect investment, potential investors
must first be interested enough in the firm to analyze the company’s finan-
cial statements. Prior research indicates that one of the primary causes of
the home bias phenomenon is the inability of many foreign firms to attract
the initial attention of investors. Proxies for greater firm visibility, such as
firm size, inclusion in a stock index, analyst following, and having an ADR
listing, have all been shown to increase U.S. investment in a firm (Kang and
Stulz [1997], Covrig, Lau, and Ng [2001], Edison and Warnock [2003]).
We examine the impact of each of these items on the association between
accounting choice and U.S. investment. We find that each of these visibil-
ity attributes significantly increases the impact of U.S. GAAP conformity
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on U.S. investment. Despite the requirement that cross-listed ADR firms
provide a reconciliation of their home-country GAAP to U.S. GAAP, we
find that listing an ADR and U.S. GAAP conformity act as complements.
Additionally, we find that U.S. GAAP conformity ratios still have a statisti-
cally significant impact on U.S. investment for firms lacking these visibility
attributes.

We also examine whether our within-country results are robust to country-
level factors such as legal tradition (common law vs. code law), the level of
overall disclosure, the degree of statutory flexibility in accounting choices,
and earnings quality. We find that, in every partition of these factors, the
relation between the level of U.S. institutional ownership and U.S. GAAP
conformity is significant. Thus, the within-country association between
U.S. investment and accounting choices is robust to these country-level
factors.

Our findings contribute to the literature in several ways. First, we show that
changes in accounting methods precede changes in investment, suggesting
that accounting choice affects foreign investment decisions. This is the first
study that we are aware of to directly examine this relation. Second, our evi-
dence that diversity in accounting choice reduces international investment
contributes to the substantial debate regarding the benefits of international
harmonization of accounting standards. Our study suggests that reducing
this diversity could reduce barriers to cross-country investment. Third, we
show that accounting choice has greater impact once attention has been
drawn to the firm through another mechanism. Although prior research at-
tributes most of the informational issues of international underinvestment
to a lack of knowledge that the firms exist (consistent with Merton [1987]),
our results indicate that the informational issues that affect international
investment choices are multileveled and at least partially due to reporting
decisions made by the firm’s managers.

Our findings and contributions are subject to several caveats. First, under
rule 13(f ), U.S. institutions are only required to list holdings in non-U.S.
firms that trade as ADRs. We find that many institutions also list holdings
in non-U.S. firms that are not traded in the U.S., but these disclosures are
voluntary and almost certainly incomplete. Thus, we cannot determine the
magnitude of home bias in our sample. As long as institutions are not strate-
gic in their reporting, this incomplete data should add noise, but not bias,
to our tests. To ensure that the incomplete reporting does not affect our
results, we confirm that our results hold in both ADR and non-ADR sub-
samples. However, if institutions systematically report (omit) investments in
firms that use (do not use) U.S. GAAP methods, our results would suggest
that U.S. GAAP conformity is associated with a reporting bias rather than
an investment preference. Second, our data limit us to studying investors in
only one country—the United States. Single-country studies are common in
the international investment literature (e.g., Kang and Stulz [1997] is based
completely on Japanese data). Moreover, the U.S. is the most frequently
studied country (e.g., Foerster and Karolyi [1999], Ahearne, Griever, and
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Warnock [2004], Doidge, Karolyi, and Stulz [2004], and Dahlquist et al.
[2003]). However, it is possible that our results do not generalize to in-
vestors in other countries, particularly if their local accounting standards
are of low quality and our results simply reflect a general preference for
higher quality standards, such as U.S. GAAP.

In the next section, we motivate our predictions about the relation be-
tween accounting choice and U.S. investment. Section 3 provides a descrip-
tion of the sample and variables used in the empirical tests and reports
descriptive statistics. Section 4 reports results of our analyses, and section 5
provides a summary and conclusion.

2. Motivation and Hypotheses

2.1 ACCOUNTING CHOICE AND HOME BIAS

Prior research documents a pervasive home bias in investment portfolios,
in which investors overweight portfolios with firms domiciled in their home
countries and underweight portfolios with firms located outside of their
home countries (French and Poterba [1991], Cooper and Kaplanis [1994],
Tesar and Werner [1995], Lewis [1999]). Although institutional factors such
as restrictions on foreign investments account for a portion of the home bias,
the literature concludes that most of the bias stems from informational is-
sues, including lack of knowledge that the firm exists, an inability to monitor
the firm, and poor quality or low credibility of financial information (Kang
and Stulz [1997], Ahearne, Griever, and Warnock [2004], Covrig, Lau, and
Ng [2001], Suh [2001], Edison and Warnock [2003]). This home bias in-
dicates that non-U.S. firms attract relatively low investment from U.S. insti-
tutions. Given the magnitude of capital controlled by U.S. institutions, this
lower level of available capital could have economic impacts on firms desir-
ing external capital. For example, firms with fewer foreign investors typically
face a higher cost of capital because the economy-specific risk is borne pri-
marily by in-country investors (Foerster and Karolyi [1999], Doidge, Karolyi,
and Stulz [2004]).

The prior literature finds that international differences in accounting
standards are highly related to differences in information environments. For
example, market-based tests indicate that German firms that prepare finan-
cial reports using either U.S. GAAP or international accounting standards
(IAS), both of which are designed to communicate to external stakeholders,
have lower information asymmetries than do firms that prepare their reports
using German GAAP (Leuz and Verrecchia [2000]). Adopting U.S. GAAP
or IAS also has been shown to make firms more likely to be a target for inter-
national mergers and acquisitions (Ashbaugh and Davis-Friday [2002]). In
a study of international disclosure practices, Hope [2003a] shows that firms
providing detailed disclosures of the accounting method choices used in
preparing their financial statements have more accurate analysts’ forecasts.
These findings suggest that an understanding of the accounting choices
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being employed can assist outsiders in interpreting the firm’s accounting
information.

Foreign investors are likely to find financial information more useful if
a firm uses accounting methods that are familiar to these investors and
discloses those choices prominently. Such conformity with foreign prac-
tice allows outside investors to use their current expertise to analyze and
evaluate the accounting information.1 A greater understanding of account-
ing choices underlying financial data reduces informational issues and thus
could reduce home-bias frictions among investors familiar with the account-
ing methods being employed.

2.2 ACCOUNTING CHOICE AND PREFERENCES FOR HIGHER
QUALITY FINANCIAL INFORMATION

Prior research suggests that institutional investors exhibit a preference for
high-quality financial information when making international investments.
Gillian and Starks [2003] argue that the decision by CalPERS to eliminate
investments in Indonesia, Malaysia, and Thailand is due in part to financial
transparency. Furthermore, Mitton [2002] provides evidence that firms with
higher quality disclosures were less affected by the East Asian financial crises,
suggesting that voluntary disclosures helped insulate them from concerns
regarding their domestic institutional structures. As the accounting system is
an important aspect of a firm’s information environment, foreign investors
likely prefer accounting choices perceived to be high quality.

Many sources consider U.S. GAAP to be among the highest quality sets
of financial reporting standards in the world, frequently classifying them
as one of the few globally accepted accounting standards (Dye and Sunder
[2001], Ashbaugh and Davis-Friday [2002], Dechow and Schrand [2003],
Glaum and Street [2003], Krishnan [2003]). Additionally, U.S. GAAP is
widely accepted by non-U.S. exchanges around the world (Bradshaw and
Miller [2003]). Given the high-quality status accorded to U.S. GAAP, U.S.
investors are likely to perceive accounting choices allowed under U.S. GAAP
as creating higher quality financial statements.

Practitioner surveys provide anecdotal evidence of such a preference.
Gavin, Anderson & Company, an international investor relations consulting
firm, interviewed 48 U.S. portfolio managers, analysts, and research asso-
ciates from 37 institutions regarding factors that influence international
investment. Every investor polled stated that U.S. GAAP is very important
or important in making investment decisions (Bank of New York [2002]).
Similarly, McKinsey’s [2002] survey of factors affecting international invest-
ment stated that 90% of global investors surveyed would prefer one set of

1 Barth, Clinch, and Shibano [1997] make a similar argument when considering the impact
of international variation in accounting standards. They provide a model showing that harmo-
nizing accounting standards will reduce costs of acquiring foreign expertise, thus facilitating
international investment.
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global standards. Among North American respondents, 76% favored U.S.
GAAP as this standard.2

Based on the discussion of accounting choice and home bias in section
2.1 and the discussion in this section regarding a preference for quality
accounting, we predict that firms employing accounting methods that con-
form more closely to U.S. GAAP will have a higher level of investment from
U.S. institutions:

H1: The amount of ownership by U.S. institutional investors in a firm
is positively associated with the degree of conformity of the firm’s
accounting choices with U.S. GAAP.

2.3 ACCOUNTING CHOICE, VISIBILITY, AND ADRS

Although familiar accounting methods can make information more un-
derstandable to foreign investors, outside investors must first be interested
in reviewing the firm’s financial statements for accounting to influence in-
vestment decisions. Prior research suggests that firms that list an ADR, are
included in a stock index, have large analyst following, or are simply large
in size attract more foreign investment (Kang and Stulz [1997], Ahearne,
Griever, and Warnock [2004], Covrig, Lau, and Ng [2001], Edison and
Warnock [2003]). Accordingly, we expect that conformity of accounting
method choice with U.S. GAAP will be more strongly associated with U.S.
institutional investment for firms that have these attributes and thus are
more likely to be reviewed by a large number of U.S. institutions:

H2: The positive association between the amount of ownership by U.S.
institutional investors in a firm and the degree of its accounting
choice conformity with U.S. GAAP will be greater for firms that are
more visible to U.S. investors.

This hypothesis is potentially confounded for firms with ADRs. In addition
to attracting attention to the firm, listing as an ADR affects the accounting
information provided by the firm. ADR firms are required to file a form 20-F
that reconciles their local GAAP information to U.S. GAAP for selected fi-
nancial statement categories. This requirement provides U.S. investors with
some accounting information that is similar to that which they normally
use in making investment decisions. Moreover, after an ADR listing, firms’
accounting information in their home-country financial statements exhibits
properties more similar to U.S. GAAP firms than to non-ADR firms in their

2 It is interesting that although 59% of Latin American respondents favored U.S. GAAP, 78%
of Western European and 65% of Asian respondents favored IAS. Similarly, a KPMG survey of
European firms found that their assessment of the quality of IAS and U.S. GAAP depended
on the type of GAAP they employ, leading KPMG to conclude that “it is likely that individual
responses were influenced by a respondent’s familiarity with their own adopted GAAP” (KPMG
[2000, p. 11]). Combined, this survey evidence suggests that respondents are more favorably
inclined toward the GAAP with which they are most familiar, consistent with the arguments
made in section 2.1 regarding home bias.
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home-country (Lang, Raedy, and Yetman [2003]). This finding suggests
that listing an ADR results in changes in the accounting information en-
vironment similar to those that we predict will increase U.S. investment.
Finally, an exchange-traded ADR listing also subjects the firm to Securities
and Exchange (SEC) regulatory oversight, which can boost the confidence
of investors using financial statement information.3 Using this argument,
Edison and Warnock [2003] provide evidence consistent with an absence
of home bias in emerging market firms that list as an ADR. Thus, an ADR
listing likely affects the quality of financial information provided (at least
for U.S. investors) and the credibility of that information.

However, there are several reasons the form 20-F may not act as a sub-
stitute for accounting choice in the primary financial statements. First, the
20-F filed by ADR firms does not provide a full set of U.S. GAAP financial
statements. Second, the reconciliations are only provided annually, whereas
most firms provide quarterly or semi-annual financial reports. Third, the
20-F is frequently not provided in as timely of a manner as the initial earnings
announcement. Finally, management’s supplementary disclosures, such as
the Management Discussion and Analysis, will be focused on explaining
trends and expectations for the information provided in the primary state-
ments, not the 20-F. These features of the 20-F reconciliation suggest that
it provides a partial and less timely solution for investors using accounting
information to monitor ADR firms.

The preceding discussion indicates that our predicted relation between
U.S. investment and accounting choice is likely affected by the presence of
an ADR for the firm, but the exact direction of this effect is difficult to pre-
dict. If accounting choices are only effective in mitigating underinvestment
once the ADR has garnered attention for the firm or increased the credibil-
ity of the information the firm is providing, the ADR listing and accounting
method choice would serve as complements in attracting U.S. investment.
On the other hand, if an ADR listing draws attention to the firm and the
20-F provides sufficient accounting information to overcome any remaining
informational issues, the accounting choice in the domestic statements of
ADR firms should not be associated with the magnitude of investment by
U.S. institutions (i.e., accounting method choice and ADRs are substitutes).
We investigate these various possibilities by performing separate analyses of
firms with and without ADRs.

Combined, our summary of the prior literature and related predictions
suggest the following investment model for U.S. institutions investing in-
ternationally. First, U.S. institutions choose a subset of firms to analyze. We
expect that characteristics such as country, industry, size, and growth play

3 The degree to which such oversight actually occurs is an open empirical question. Siegel
[2005] examines a group of Mexican firms cross-listed on U.S. exchanges and finds that “U.S.
law enforcement neither deterred nor punished” the expropriation of billions of dollars. Fur-
thermore, he provides evidence that very few SEC actions have ever been taken against foreign
registrants. On the Stanford Securities listing of class action law suits, only 14 of the more than
1,500 lawsuits listed as of May 2002 involve foreign registrants.
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an important role in identifying this subset. In addition, the home bias lit-
erature suggests the subset is related to informational factors that initially
attract U.S. investor attention, such as an ADR listing, analyst following, and
inclusion on a country index.

Regardless of how this initial subset is constructed, the second step is to
analyze these companies. Accounting is a primary input into such analyses.
Accordingly, the accounting choices that generate the financial statement
information become important at this point in the investment process if
the buy-side analyst views accounting choices more similar to U.S. GAAP as
higher quality, more familiar, more credible, or lower cost to analyze. Even
if the primary analyst is entirely comfortable with non-U.S. GAAP choices,
accounting choice would still matter if the analyst knows he or she must
provide the analysis to a superior, such as a U.S.-based fund manager, who is
more comfortable with U.S. GAAP. In either case, accounting choice affects
the ability to use accounting information in analyzing a firm and thus the
final investment decision. Note that although we argue accounting choice
plays a primary role in the analysis underlying that investment decision,
we do not expect that accounting choice is the first-order determinant of
investment in non-U.S. firms.

3. Sample and Descriptive Statistics

3.1 SAMPLE

Our sample consists of 89,078 firm-year observations between 1989 and
1999. This sample represents all firms with nonmissing market, financial
statement, and accounting choice data that are not domiciled in either
the United States or Canada.4 We refer to this sample as the full sample.
We are able to obtain U.S. institutional investor holdings data for 4,798
firm-year observations in this sample between 1989 and 1999. For the re-
mainder of the firms in the full sample, we assume that U.S. institutional
holdings are zero. To ensure that this assumption does not bias our results,
we also perform our analysis on the sample of 4,798 observations with at
least one U.S. institutional investor. We refer to this sample as the restricted
sample.

We obtain market, financial statement, and accounting choice data from
Worldscope. This database covers most large firms traded on the world cap-
ital markets and collects financial statement data from regulatory agencies
(such as the Japanese Ministry of Finance) and from the companies directly.5

4 We exclude Canadian firms from our sample because of the Multijurisdictional Disclosure
System in place between the U.S. and Canada during part of our sample period and because
of the high level of conformity between U.S. and Canadian GAAP.

5 As of 1999, Worldscope covered over 95% of the total value of worldwide capital markets,
representing 22,000 companies in 53 countries. Worldscope employs multilingual corporate
data analysts that meet accounting and financial qualifications. These analysts undergo ex-
tensive training prior to making substantive contributions to the actual database. As of 1999,
Worldscope employed over 300 people in four primary collection centers (Bangalore, India;
Holbury, U.K.; Shannon, Ireland; and Manila, Philippines).
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Worldscope also retrieves some data from sources such as stock exchanges
(e.g., market price information) and other data services such as ExShare
(e.g., dividends, mergers, restructurings, etc.). The earliest data available
on Worldscope are from 1980; however, we use data starting in 1989 be-
cause of limited data availability in earlier years.

We obtain data on analyst following from IBES. Worldscope provides IBES
tickers, which allow us to download the number of analysts providing a one-
year-ahead earnings forecast as of December and match the data to the
Worldscope data. We obtain data on ADR securities from the May 2002
listing on the Bank of New York Depositary Receipt Web site.

We collect data on U.S. institutional holdings from the Thomson Finan-
cial Spectrum database. We match the Spectrum data to the Worldscope data
using CUSIP numbers when available on Worldscope. For firms with miss-
ing CUSIP numbers, we attempt to match with name-matching algorithms.
Finally, we attempt to hand match the remaining firms.

The Spectrum data are based on the rule 13(f ) quarterly holdings infor-
mation filed with the SEC. Rule 13(f ) requires institutions managing more
than $100 million in equity to file a quarterly report with the SEC of all eq-
uity holdings greater than 10,000 shares or $200,000 in market value. This
rule does not require firms to include securities traded on markets outside
the United States. Thus, with the exception of exchange-traded ADR shares,
institutions voluntarily report holdings in securities of non-U.S. firms.6 As
a result, our data likely understate institutional investment in some non-
U.S. firms and thus cannot quantify the extent of home bias in our sample.
However, the focus of our study is to explain the cross-sectional variation in
reported investments to examine the relation between accounting choice
and U.S. investment. Bias may occur only if the decision to report a security
on a 13(f ) is systematically related to the degree of U.S. GAAP conformity.
For example, if institutions that ignore accounting choices systematically fail
to report foreign holdings, whereas institutions that use accounting choice
systematically report foreign holdings, our results would overweight the im-
portance of accounting choice. Even in this case, accounting choice would
still matter for many institutions and our conclusions would still hold. Alter-
natively, if institutions do not actually use accounting choice in making the
investment decision, but for some reason only report holdings in firms with
relatively high U.S. GAAP conformity in their accounting choices, our re-
sults would suggest that institutions believe accounting choice is important
in justifying investments but not in actually making the investments. We do
not believe either reporting bias is likely driving our results.

6 A review of the Spectrum data shows that 75% of the non-U.S. firms in our sample represent
direct holdings in securities traded on foreign exchanges, as evidenced by CUSIP International
Numbering System numbers (instead of CUSIPs) and the ORD indicator to denote ordinary
shares (as opposed to ADR shares). In section 4.5, we verify that our results are present in both
ADR and non-ADR subsample to ensure that voluntary reporting is not driving our results.
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3.2 VARIABLES

Table 1 provides definitions of all variables used in the empirical tests.
We use three measures of U.S. institutional ownership. First, we define an
indicator variable, DIH , to equal 1 if a firm has at least one U.S. institutional
owner and 0 if we were unable to find any U.S. institutional owner. Next, we
measure the percentage ownership of U.S. institutions in the firm (PIH ),
defined as total market value of shares owned by U.S. institutions divided by
the total market value of the firm. This construct is the most commonly used
proxy for institutional ownership (e.g., see Bushee [1998, 2001], Gompers
and Metrick [2001]). A drawback of this measure is that it requires data on
total shares outstanding or total market value, which is missing for some
firms in our sample.7 Finally, we use the log of the number of U.S. insti-
tutional investors that have nonzero holdings in the stock (LNIH ). This
measure has also been used in prior research as a proxy for institutional
following (e.g., O’Brien and Bhushan, [1990], Walther [1997]) and has the
advantage that it does not require data on total shares outstanding. In ad-
dition, in the presence of restrictions on foreign ownership magnitudes,
differing levels of free float across countries, or large block investments, this
measure can provide a cleaner proxy for U.S. institutional interest in a stock
than does PIH .

We measure conformity with U.S. GAAP based on accounting method
choice data from Worldscope. Following Bradshaw and Miller [2003], we
obtain data on 13 accounting method choices and identify whether each
choice is allowable under U.S. GAAP. The appendix provides a listing of the
13 accounting choices we use, the method(s) classified as conforming with
U.S. GAAP, and a tabulation of the overall conformity with U.S. GAAP for all
non-U.S. and non-Canada firm-years from 1989 to 1999.8 Our goal in using
these 13 choices is to create a proxy for the overall conformity of the firm’s
accounting choices with those allowed in the United States. We do not view
these 13 choices as representing either a comprehensive list of all choices or
as the 13 choices that investors would view as most important. Rather, they

7 Computing this measure is confounded when firms have multiple share classes. If market
value is available for all share classes, we simply sum the market value of all share classes as
the denominator. If price is missing but shares outstanding is reported, we divide total shares
held by U.S. institutions in all share classes by total shares outstanding in all classes. We must
do this for approximately 10% of the sample. For 5% of sample firms, total shares outstanding
is missing and we must delete the observation from the test. For ADRs, we use the appropriate
translation factors, which are embedded in the Spectrum data on price and shares outstanding.

8 The accounting method choices selected represent those for which there is at least one
method that can be identified as inconsistent with U.S. GAAP. For example, we do not include
the accounting method choice for depreciation because almost all possible depreciation meth-
ods coded by Worldscope are acceptable under U.S. GAAP. Unlike Bradshaw and Miller [2003],
we do not consider price-level adjustments to be conformant with U.S. GAAP because, even
though they are technically allowed in the case of a hyperinflationary period, they would not
be observed in the United States during our sample period. However, our results are virtually
identical if we consider these adjustments to be conformant with U.S. GAAP.
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are as comprehensive a set of accounting choices as the Worldscope data
allow us to compute.

We compute two measures of conformity with U.S. GAAP. RATIO1 is cal-
culated as the percentage of the 13 accounting method choices that con-
form to U.S. GAAP. The numerator of this ratio includes only choices that
are disclosed and consistent with U.S. GAAP. As a consequence, nondis-
closure of any accounting choice is treated as not consistent with U.S.
GAAP. Even if the firm were using methods consistent with U.S. GAAP,
the lack of disclosure would result in U.S. investors being unaware of this
choice. Accordingly, RATIO1 equates nondisclosure with disclosure of a
nonconsistent accounting method in measuring the degree to which the
firm is conveying financial information that is familiar to U.S. investors.
However, nondisclosure can result from nonapplicability (e.g., accounting
for research and development). Moreover, Hope [2003a] finds disclosure
of accounting choices per se can affect a firm’s information environment.
Thus, we compute a second conformity measure (RATIO2) that does not
“penalize” for nondisclosure. RATIO2 is calculated as the percentage of
the disclosed accounting choices that conform to U.S. GAAP. Both ratios
are bounded by the interval [0, 1], but RATIO2 will mechanically have a
higher sample mean because we are limiting the calculation to the number
of disclosed accounting method choices rather than dividing by the full set
of 13.

We confirm the validity of our U.S. GAAP conformity ratios by examining
ADR reconciling items. Firms sponsoring ADRs on U.S. exchanges are re-
quired to reconcile local GAAP to U.S. GAAP, and Worldscope provides both
sets of data. If RATIO1 and RATIO2 capture the closeness of non-U.S. firms’
local financial reporting to U.S. GAAP, firms with higher (lower) conformity
ratios should exhibit lower (higher) ADR reconciling adjustments. For all
firms with available data on Worldscope, we compute the absolute value of
the reconciling adjustments for operating income, net income, and total as-
sets as the difference between each line item from the local GAAP financial
statements and the amount from the ADR filing, scaled by the firm’s market
value (all amounts in US$). All correlations between the conformity ratios
and the reconciling adjustments are negative and significant, confirming
that our ratio variables capture meaningful differences in financial state-
ments between non-U.S. and U.S. GAAP.9 Moreover, Bradshaw and Miller
[2003] examine a sample of non-U.S. firms that voluntarily adopt U.S. GAAP
for local reporting. Using the same 13 accounting choices, they document
a significant increase in the conformity ratios upon adoption of U.S. GAAP.
They also document a structural shift in the behavior of accounting system

9 The Spearman (Pearson) correlations of the RATIO variables with the absolute value of
reconciling adjustments for operating income, net income, and total assets range between
−0.17 and −0.22 (−0.05 and −0.21). All of the correlations except one are significant at or
below the .001 level.
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outputs for U.S. GAAP adopters. They demonstrate that, before adoption
of U.S. GAAP, the sample firms exhibit large negative correlations between
accruals and cash flows, statistically equivalent to correlations for matched
foreign firms. However, after adoption of U.S. GAAP, the large negative cor-
relations attenuate for the sample firms, becoming statistically equivalent to
those of matched U.S. firms. These findings further validate the accounting
choice data.

We include several variables to control for other factors that likely ex-
plain U.S. institutional ownership in non-U.S. firms. We use five variables
to proxy for the degree of visibility and richness of the information en-
vironment of non-U.S. firms. We include an indicator variable (ADR) for
whether the firm has an ADR listed on a U.S. exchange (i.e., level II or III
ADRs), which make these firms more visible to U.S. investors than non-U.S.
firms not listed in the United States and which subject these firm to SEC
review (Ahearne, Griever, and Warnock [2004]). We also include the log of
the number of years the firm has had a level II or III ADR listed on a U.S.
exchange (ADRTIME). We add an indicator variable for whether a firm is
listed on any stock index (DSI ), either on its home-country exchange or
on another non-U.S. exchange (e.g., FTSE 100, Nikkei 225, Hang Seng).
Presumably, U.S. investors seeking to invest in a certain country will be-
gin their search with firms listed on a major stock index in the country
(Covrig, Lau, and Ng [2001]).10 Because Khanna, Palepu, and Srinivasan
[2004] find that U.S. disclosure practices are associated with U.S. product
market interactions, we include an indicator variable for the presence of
U.S. sales (USSALES) using Worldscope segment data. If a firm does not
disclose segment data, we assume the firm has no U.S. sales.11 Finally, we
include the log of the number of analysts providing forecasts of the firm’s
earnings (LNAL). Prior research finds that this measure is associated with
institutional following both in the United States and in the international
community because of the contribution of analysts to a firm’s visibility and

10 This variable is only available for the most current year of Worldscope data. We set this
indicator equal to 1 (0) for all years a firm is in the sample if it is listed (not listed) on an index
in the most recent year. Thus, this measure is likely a noisy measure of index membership
in the early sample years. However, our main results are not sensitive to the inclusion of this
variable.

11 Geographic segments are only identifiable for 11% of the Worldscope segment sales data.
We assume that any identifier including the U.S. comprises U.S. sales, but this is a noisy mea-
sure because the United States is often combined with other areas in the segment definition,
such as Canada, Mexico, South America, Australia, and even Thailand. For this reason, we do
not use the magnitude of U.S. sales; however, if we do use this measure, the RATIO variables
remain significant. The results also are not sensitive to our assumption that no segment disclo-
sures mean no U.S. sales; if we restrict the sample to only firms disclosing segment data, the
RATIO variables remain significant. Finally, in addition to using a U.S. sales measure, research
also examines an indicator for U.S. assets (Khanna, Palepu, and Srinivasan [2004]). In the
Worldscope data, only 15 firms report U.S. assets but no U.S. sales; therefore, the U.S. assets
measure is subsumed by U.S. sales in our sample.
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information environment (O’Brien and Bhushan [1990], Covrig, Lau, and
Ng [2001]).12

We also include variables to control for well-documented preferences of
institutional investors for size, growth, performance, and risk characteristics
among U.S. firms. Institutions tend to invest more in larger firms because
of liquidity, information environment, and fiduciary concerns (Kang and
Stulz [1997], Bushee [2001], Gompers and Metrick [2001]). We proxy for
firm size using the log of the firm’s market value of equity in U.S. dol-
lars (LMVUS). Fiduciary concerns also can lead institutions to have prefer-
ences for firms with better accounting performance and lower risk (Bushee
[2001]). We proxy for accounting performance with sales growth over the
prior year (SGR) and with return on equity (ROE). We proxy for risk with
the leverage ratio, debt to assets (DTA). We use this measure instead of beta
or systematic risk because of their limited availability on Worldscope. In-
stitutions tend to adopt consistent investment styles based on growth and
income attributes; therefore, we also include three proxies for firm funda-
mentals: the earnings-price ratio (EP), the book value–price ratio (BP), and
dividend yield (DP) (Bushee [2001]).13 Prior research documents an institu-
tional investor preference for firms with recent strong market performance
(Bushee [2001], Gompers and Metrick [2001]); therefore, we include the
firm’s raw return over the prior year (RET). Finally, we include an indicator
for whether the firm is audited by a Big 5 auditing firm or their predeces-
sors (BIG5) to control for U.S. investor preferences for assurance services
from auditing firms with strong reputations in the United States (Aggarwal,
Klapper, and Wysocki [2002]).

3.3 DESCRIPTIVE STATISTICS

Panel A of table 2 presents mean and median values of the variables used
in our empirical analyses.14 Column 1 presents values for the full sample. In
our sample, 5.4% of the firm-year observations have some U.S. institutional
ownership, and the mean number of institutions per firm is 1.12. Confor-
mity with U.S. GAAP is fairly low across the full sample. The mean value of
RATIO1 shows that only 42.1% of the accounting choices, on average, are

12 O’Brien and Bhushan [1990] model the number of analysts and the number of institu-
tions as a simultaneous system of equations. We do not use such an approach because analyst
following is not our main focus and because the limited set of financial variables available on
Worldscope would make simultaneous equations modeling problematic. We exclude LNAL
from the analysis and find no differences in inferences for our main variables.

13 These three ratios, as well as ROE and DTA, are likely to be affected by both a firm’s
economics and its accounting choices. In the latter case, including these ratios potentially biases
against our finding a relation between U.S. institutional ownership and a firm’s accounting
choices.

14 For variables with extreme outliers (e.g., LMVUS, SGR , ROE , DTA, EP , BP , DP , RET), we
winsorize the extreme 1% of each tail. We also estimated all of the models using ranked values
of all continuous variables. The RATIO variables remained statistically significant in each model
using this specification.
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consistent with U.S. GAAP. The mean value of RATIO2 is 71.2%, suggesting
that nondisclosure of accounting choices explains a significant part of the
low mean for RATIO1. Only 1.7% of the full sample has an exchange-listed
ADR, and 52.3% are listed on a non-U.S. stock index. These full sample
statistics indicate that Worldscope covers a broad set of firms and does not
overtly skew its coverage toward firms with a significant U.S. presence.

Columns 2 and 3 of panel A compare firms without any U.S. institutional
ownership with our restricted sample (i.e., firms with at least one U.S. in-
stitutional investor). The mean (median) number of U.S. institutions per
non-U.S. firm is 21 (4), which is far below the comparable number for U.S.
firms: 113 (58) (from Walther [1997]). Similarly, the mean percentage of
U.S. institutional ownership is only 3.4% in non-U.S. firms, compared with
36% to 39% in the United States (as reported in Walther [1997] and Bushee
[2001]). Although some of these differences may be attributable to the vol-
untary nature of non-ADR reporting on form 13(f ), the large magnitude
of the differences is consistent with the common finding of relatively low
foreign investment by U.S. investors.15 The degree of conformity with U.S.
GAAP is significantly higher in the restricted sample than in the sample
with no U.S. institutional ownership, providing univariate support for the
prediction that U.S. investors prefer firms with higher conformity with U.S.
GAAP. U.S. institutions also invest more heavily in ADR firms, firms listed on
a stock index, and firms with Big 5 auditors. Finally, U.S. institutions exhibit
preferences for firms with greater analyst following, larger market capital-
ization, higher sales growth and ROE, and higher stock returns, consistent
with evidence from U.S. data.

The last two columns of panel A compare firms that have exchange-listed
ADRs with firms that only trade on non-U.S. exchanges. ADR firms attract
significantly more U.S. institutional ownership, with 87% (4%) of ADR (non-
ADR) firms having at least one U.S. institutional investor. The U.S. GAAP
conformity ratios are significantly higher for ADR firms, but still far below
one. These two findings indicate the importance of controlling for ADRs
when examining the relation between U.S. institutional ownership and U.S.
GAAP conformity. Almost all ADR firms are listed on a stock index and
audited by Big 5 firms. They also have significantly greater analyst following,
firm size, accounting performance, and market performance.

Panel B of table 2 presents the number of firms in each country repre-
sented in our full sample, as well as statistics on mean institutional owner-
ship, percentage of firms with ADRs and stock index membership, mean U.S.
GAAP conformity ratios, and the standard deviation of conformity ratios for
each country. Japan and the United Kingdom have the largest representa-
tion in the sample, followed by France, Germany, and Australia. Average

15 Given the lack of mandatory reporting of U.S. holdings in non-U.S. firms, it is difficult to
find reliable data on how much U.S. investment there is in non-U.S. firms. However, Dahlquist
et al. [2003] report that 91.3% of all equity investment by U.S. investors is in U.S. firms, and in
1999, only 7% of mutual funds on Spectrum reported international as an investment objective.
Thus, it is likely that the percentage of non-U.S. firms with some U.S. investment is not a great
deal higher than what we report in our sample.
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U.S. GAAP conformity varies significantly across countries, from a low of
19% (51%) for RATIO1 (RATIO2) to a high of 59% (94%). Similarly, there
is a high degree of variation in the standard deviation of the RATIO variables
across countries, reflecting differences in flexibility of accounting choices
across countries. We examine the impact of these differences on our tests
in a later section.

Panel C of table 2 presents a correlation matrix for the variables used in
our analysis. There are a few highly correlated pairs of variables in our data,
namely, ADR − ADRTIME , LMVUS − DSI , LMVUS − LNAL, ROE − EP , and
EP − DP . Multicollinearity diagnostics using variance inflation factors on
yearly regressions suggest that these correlations do not adversely affect our
analyses (i.e., all variance inflation factors are less than three).

4. Results

4.1 LEVELS ANALYSIS

We test the hypothesis that U.S. investment in non-U.S. firms is associated
with a higher degree of U.S. GAAP conformity by regressing our measures
of U.S. institutional investment on the U.S. GAAP conformity ratios and
control variables. We use the following model for our tests:

IHit = αt + β1t RATIOit + β2t ADRit + β3t ADRTIMEit + β4t DSIit

+ β5t USSALESit + β6t LNALit + β7t LMVUSit + β8t SGRit

+ β9t ROEit + β10t DTAit + β11t EPit + β12t BPit + β13t DPit

+ β14t RETit + β15t BIG5it + εt , (1)

where IH = indicator for U.S. institutional ownership (DIH ), log of number
of U.S. institutional investors (LNIH ), or percentage of U.S. institutional
ownership (PIH ); RATIO = RATIO1 or RATIO2; i = firm; and t = year.

When DIH is the dependent variable, we estimate equation (1) using a
logistic regression; for LNIH and PIH , we use ordinary least squares. We
estimate each regression twice: once with RATIO1 and once with RATIO2.
To mitigate the influence of cross-sectional correlation, we estimate the re-
gressions yearly and report mean coefficients across years, with significance
levels based on a standard error computed from the distribution of the yearly
coefficients (Fama and Macbeth [1973]). We adjust the standard errors us-
ing the serial correlation adjustment in Abarbanell and Bernard [2000]. For
the RATIO variables, the significance tests are based on one-tailed p-values.
Two-tailed tests are used for all other variables. As a control for correlated
omitted variables associated with legal, economic, or cultural factors, we ad-
just every continuous variable for the median level of the variable within the
country (dropping any country-year with fewer than three observations).
Thus, our results should be interpreted as explaining cross-sectional varia-
tion within countries rather than across countries.16

16 We also estimated all of our analyses using unadjusted variables with fixed or random
effects for country. Our results are significant at similar levels under these approaches.
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Table 3 presents results for our levels analysis. The first six columns present
results for the full sample, in which firms with no Spectrum data are assumed
to have no U.S. institutional investment. For all three measures of U.S. in-
stitutional ownership—indicator, number, and percent—and for both U.S.
GAAP conformity measures, the coefficient on the U.S. GAAP conformity
ratio is positive and significant, with five (one) coefficients significant at the
.01 (.05) level. These results strongly support our first hypothesis that U.S.
investors prefer to invest in firms exhibiting greater conformity with U.S.
GAAP in their accounting choices.

The control variables indicate that this result is robust to several signif-
icant determinants of U.S. institutional investment. The results show that
U.S. institutions invest more heavily in non-U.S. firms that trade as ADRs and
have been listed as such for a long time. U.S. institutions also prefer larger
firms with higher ROE, higher leverage (DTA), lower EP ratio, lower recent
raw returns, and a Big 5 auditor. In addition, the number of U.S. institutions
is associated with the presence of U.S. sales. It is interesting that the relation
between institutional following and analyst following is positive for the indi-
cator variable and the number of institutions, consistent with O’Brien and
Bhushan [1990], but negative for the percentage of institutional ownership
(a similar pattern is found for sales growth). This result suggests that U.S.
institutions take larger positions in firms with lower analyst following, per-
haps as a result of specialized or focused information-gathering activities by
institutions. The coefficient on stock index membership also changes sign
based on the specification, which could be due to the fact that this variable
is only available for the most recent year. To confirm that these results are
not driven by multicollinearity with the RATIO variables, we omit them from
the regression and find no significant differences in results (not reported).

One potential drawback with the full sample results is that the relation
between U.S. GAAP conformity and U.S. institutional ownership could be
driven solely by the presence, rather than the magnitude, of U.S. institu-
tional ownership because of the large number of zero observations for U.S.
institutional following. As a result, we estimate equation (1) with LNIH and
PIH as dependent variables in the restricted sample, which consists of firms
with at least one U.S. institutional investor.17 The last four columns of table 3
present results from this regression. Consistent with the full sample results,
the four coefficients on the U.S. GAAP conformity ratios are all positive
and highly significant (p-value < .01). The coefficient of 0.9884 (0.0809)
on RATIO1 in the LNIH (PIH ) regression indicates that a change of six
accounting choices (i.e., a change of 0.46 in the ratio) would result in a
1.6 (3.8%) increase in the number (percentage) of U.S. institutional own-
ers. These numbers are small in absolute terms but represent a meaningful

17 We perform the median adjustment of the variables based on the full sample of firms,
rather than within the restricted sample, because of the dramatically smaller number of firms
per country in this sample. Because of this approach, the intercept is larger in magnitude in
the restricted sample than in the full sample.
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increase in U.S. institutions relative to the means and medians in table 2.
Thus, the degree of conformity with U.S. GAAP in accounting choices has
a significant influence not only on the presence but on the magnitude of
investment by U.S. institutional investors.

Although many of the control variables exhibit the same relation with
U.S. institutional ownership in the restricted sample, there are some no-
table differences. The relations between the number of U.S. institutions and
number of analysts, sales growth, and leverage change signs in the restricted
sample. A similar reversal exists for the relation between the percentage of
institutional ownership and firm size. Thus, conditional on a non-U.S. firm
having some basic attribute that attracts U.S. institutional investors (such
as an ADR), U.S. institutions favor less followed, lower dividend yield firms
among this set. Regressions omitting the U.S. GAAP conformity ratios reveal
that these relations still hold, indicating that the differences between sam-
ples are not driven by the inclusion of the conformity ratios (not reported).

We perform a number of robustness checks to examine how pervasive
these results are across countries and years (not reported). First, we exam-
ine whether countries with a small number of observations influence the
results. We drop all countries with fewer than 200 observations and con-
tinue to find a significant relation between the RATIO variables and U.S.
institutional ownership. Moreover, this relation is significant and positive in
each of the five largest countries in the sample: Japan, United Kingdom,
France, Germany, and Australia. The results are also significant when these
five countries are dropped. In examining the coefficients from the yearly
regressions, we find that the relation between the RATIO variables and U.S.
investment is positive in all 11 years for all specifications. It is interesting
that the magnitude and significance of the coefficients on the conformity
ratios are stronger in the latter half of the sample (1995–1999). This finding
suggests that deviations from U.S. GAAP have become more important as
accounting systems have moved toward greater harmonization.

To ensure that no single accounting choice is driving the results, we se-
quentially estimate the regressions dropping 1 of the 13 items from RATIO1
and RATIO2 each time. For RATIO2, the item is removed from both the
numerator and denominator. We estimate these regressions on both the
full and restricted samples for both LNIH and PIH , yielding a total of 104
regressions. In only 2 of the 104 regressions is the coefficient on the RATIO
variable not significantly greater than zero at the .05 level, and in one of
those 2 cases, the coefficient is significant at the .10 level. Thus, the evidence
suggests that the RATIO variables are not driven by one specific accounting
choice.

We also investigate whether analyses using individual accounting choices
or subsets of choices would be feasible. In the full sample, the mean
(median) bivariate correlation between individual choices is 0.71 (0.70) and
all bivariate correlations are greater than 0.50. Moreover, the Cronbach’s
alpha for the RATIO1 index is 0.96, substantially above Nunnally’s [1978]
suggested value of 0.70 for a reliable index. Thus, the high multicollinearity
among individual items would prevent us from obtaining meaningful results
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by including all 13 choices separately. Based on this, we estimate a factor
analysis on the 13 choices to explore whether there are any common factors
among the choices. The first eigenvalue is 4.72 and the second eigenvalue is
0.76, suggesting there is one factor. The scree plot also suggests one factor.
The proportion of the variance explained by the first factor is 89%, which
leaves the possibility open for a second factor. We force a two-factor solution
and examine both an orthogonal and oblique rotation. In both cases, the
groups of the items in each factor seem essentially arbitrary and suggest no
obvious underlying construct. Thus, the data strongly suggest that there are
not meaningful subsets of choices within the RATIO variables.

Next, we estimate the LNIH and PIH models in the full and restricted
samples replacing RATIO1 with each accounting choice individually. In 45
of the 52 regressions, the coefficient on the individual accounting choice is
positive and significant at the .05 level; in only two regressions is a coefficient
negative. We ranked these coefficients within each model to check whether
U.S. investors consistently place higher weights on any given choice. The
ranking differed greatly by sample and dependent variable, suggesting that
U.S. investors are not fixating on one accounting choice. Rather, because
of the high correlations among the accounting choices, each one proxies,
to some extent, for the closeness of the firm’s accounting to U.S. GAAP.

We also examine two additional controls that are available only for small
subsets of the Worldscope data. First, we include the percentage of a firm’s
stock that is closely held. Second, we proxy for financing requirements using
the absolute value of the net external financing cash flows during the year,
which include both debt and equity flows. We include these variables as
controls in the regressions for the full sample only. Both measures of U.S.
institutional ownership (LNIH and PIH ) are negatively related to the level
of closely held ownership, as expected. LNIH is negatively related to the
external financing variable, suggesting that this variable is a proxy for debt,
rather than equity, activity. In each case, the RATIO variables retain their
significance levels after the inclusion of these two controls. Thus, our results
are robust to several other potential explanations.

Finally, a firm’s decision to adopt a given accounting method is likely
driven by many factors, some of which may be related to doing business in the
United States or other issues that would affect U.S. investment. This suggests
that an analysis that jointly models accounting choice and U.S. investment
would be useful. Unfortunately, it is difficult to create a functional form for
the decision regarding even 1 accounting choice, let alone the 13 included
in this article. As an alternative, we appeal to the findings in Bradshaw
and Miller [2003], who examine the more extreme decision of non-U.S.
firms formally adopting U.S. GAAP. They compare U.S. GAAP firms with a
matched sample of firms from their home country and find the U.S. GAAP
firms are more likely to have a U.S. security, are larger, and are more likely
to be audited by a Big 5 firm. We include all characteristics Bradshaw and
Miller find significant as either control variables in the main analyses or as
a portion of the sensitivity tests mentioned earlier. In all cases, our results
regarding the U.S. GAAP conformity ratio remain significant.
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4.2 CHANGES ANALYSIS

To provide additional assurance that our levels results are not driven by a
correlated omitted variable and to gauge the sensitivity of U.S. investment to
changes in accounting choices, we test the relation between contemporane-
ous changes in U.S. GAAP conformity and in U.S. institutional investment
using the following model:

CIHit = αt + β1t CRATIOit + β2t CADRit + β3t ADRTIMEit−1 + β4t DIHit

+ β5t CUSSALESit + β6t CLNALit + β7t CLMVUSit + β8t CSGRit

+ β9t CROEit + β10t CDTAit + β11t CEPit + β12t CBPit + β13t CDPit

+ β14t CRETit + β15t CBIG5it + β16t CSHARESit + εt , (2)

where all variables starting with C represent one-year changes in the variable;
CIH = change in log of number of U.S. institutional investors (CLNIH ) or
change in percentage of U.S. institutional ownership (CPIH ); CRATIO =
CRATIO1 or CRATIO2; DIH = 1 if the firm has at least one institutional
investor, and 0 otherwise; i = firm; and t = year.

We again estimate the regression separately for CRATIO1 and CRATIO2.
All regressions are estimated yearly with country-adjusted continuous vari-
ables, and the standard errors are adjusted for serial correlation using the
Abarbanell and Bernard [2000] approach.18 We drop the stock index indica-
tor variable because it is identical for all years. We replace it with an indicator
for at least one U.S. institutional investor (DIH ) to control for the numer-
ous zero changes that are due to zero ownership. DIH is dropped in the
restricted sample results. Because the yearly change in ADRTIME would not
be meaningful, we use the prior level of the variable to proxy for any effect of
listing time. Finally, we add the change in shares outstanding (CSHARES) as
a proxy for new equity issuances. Managers wishing to raise new equity may
have incentives to expand the supply of potential investors by conforming
their accounting to U.S. GAAP to attract more U.S. investors.19

Panel A of table 4 presents results for changes in the variables for both
samples and for both conformity ratios. The requirement of an extra year
of data reduces the sample size to 79,644 (4,616) for the full (restricted)
sample. In the full sample, the coefficients on the changes in U.S. GAAP

18 In the presence of significant negative serial correlation among yearly coefficients, which
occasionally occurs with changes variables, this approach can lead to downward-biased standard
errors. As a check, we estimated every model without the adjustment for serial correlation. In
every case, the coefficients on the CRATIO variables that are significant with the correction are
also significant without the correction. Thus, there is no case in which an insignificant CRATIO
coefficient is made significant through the serial correlation adjustment.

19 The number of yearly observations with changes in ADR listing, U.S. sales, and Big 5
status are generally less than 5%. To ensure that this extreme imbalance in values does not
affect our results, we estimate the regressions with the change variables omitted and with them
replaced by levels indicators (i.e., ADR , USSALES, BIG5). We also drop ADRTIME from the
specification because it changes sign between contemporaneous and future changes, and we
replace the signed CSHARES variable with the absolute value measure. None of these alternative
specifications changes any of our inferences on the U.S. GAAP conformity ratios.
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conformity ratios are positive and significant at or below the .05 level for
both ratios and both measures of institutional ownership. In addition, the
coefficients on the changes in conformity ratios for the restricted sample
are positive and significant in all but one regression (the relation between
CLNIH and CRATIO1). These results suggest that U.S. institutions change
their holdings in response to changes in the degree of conformity with
U.S. GAAP, providing additional strong support for our hypothesis that U.S.
investors are attracted to firms using accounting choices consistent with U.S.
GAAP.20

The results for the control variables suggest that few of the significant re-
lations found in levels hold in one-year changes. The notable exceptions are
analyst following and firm size, both of which are significantly and positively
related to U.S. institutional ownership in contemporary changes. Again,
unreported results indicate that the control variable relations exist in the
absence of the CRATIO variables.

Next, we examine whether these results are present for both increases
and decreases in U.S. GAAP conformity ratios. This analysis is based on the
presumption that buying and selling decisions are intrinsically asymmetric;
the decision to buy involves assessing a large population of potential firms
and choosing among them, whereas the decision to sell is based on assessing
the much smaller population of firms currently in the investment portfo-
lio. We expect accounting choice to be one factor among many (growth,
liquidity, returns, etc.) that affects the initial decision of U.S. institutions to
invest in a non-U.S. firm. However, a change in this accounting choice is
not as likely to precipitate the selling of a currently held stock unless the
other items that led to the original purchase have changed in the same man-
ner. Furthermore, it is likely that the U.S. institution has developed some
familiarity with the non-U.S. firm while holding the company’s stock, and
the additional information provided by conforming accounting choices may
no longer be as important in monitoring the firm. Prior research provides
evidence of this asymmetry. Bushee and Noe [2000] find that institutions
exhibit asymmetric reactions to changes in disclosure practices: increases in
institutional ownership accompany increases in disclosure quality, but de-
creases in disclosure quality are not associated with decreases in institutional
ownership.

Panel B of table 4 presents results of a piecewise regression in which
the change in the U.S. GAAP conformity ratio is decomposed into positive
and negative changes in the ratio. CRATIO1+ (CRATIO1−) is set equal to
CRATIO1 if it is greater than (less than or equal to) zero and set equal to
0 otherwise (CRATIO2 is decomposed similarly). Thus, the coefficients can
be interpreted as the slopes for positive and negative values of the variables,
respectively. The results indicate that increases in U.S. GAAP conformity
are positively associated with changes in U.S. institutional ownership in all

20 We also estimated these regressions with two-year changes in all of the variables and found
similar results.



ACCOUNTING CHOICE AND HOME BIAS 825

specifications, with the coefficient significantly different from zero in seven
of the eight specifications. Conversely, decreases in U.S. GAAP conformity
are positively associated with changes in U.S. institutional ownership in only
five of the eight specifications, with none of the coefficients significantly
different from zero. Thus, U.S. institutions appear to use U.S. GAAP confor-
mity as a screen in their investment decisions but do not significantly reduce
their holdings in response to a later reduction in U.S. GAAP conformity.

One potential explanation for this result is that we include the zero
changes with the negative changes in U.S. GAAP conformity. We estimate
the regression with the zero changes included with the positive changes in
U.S. GAAP conformity and find that the increases in conformity continue
to be significant and the reductions remain insignificant. Another potential
explanation is that we use country-adjusted variables (although the decom-
position into positive and negative changes is based on the raw change).
Using unadjusted variables yields virtually identical results. Finally, we ex-
amine two-year changes in the variables and find the same results. Thus, the
asymmetric response of U.S. institutions to changes in U.S. GAAP confor-
mity ratios appears to be a robust result.

4.3 LEAD-LAG ANALYSES

Our maintained hypothesis is that U.S. institutional investors respond to
accounting choices made by non-U.S. firms. The evidence in the levels and
changes analyses supports this prediction. However, it is possible that the
prior results reflect managers of non-U.S. firms changing their accounting
choices in response to investment by U.S. institutional investors, or that the
results reflect both effects. In either case, it would still indicate that U.S.
investors prefer U.S. GAAP. To provide evidence on causality, we examine
lead-lag regressions to test whether changes in conformity ratios lead to fu-
ture changes in U.S. institutional ownership and whether changes in U.S.
institutional ownership lead to future changes in conformity ratios. Follow-
ing the results in panel B of table 4, we decompose changes in U.S. GAAP
conformity ratios into positive and negative changes.

Panel A of table 5 presents results of regressions of one-year future changes
in the number and percentage of U.S. institutional ownership on prior
one-year changes in the U.S. GAAP conformity ratios and control variables.
For parsimony, we report only results from the full sample; results for the
restricted sample are similar. The requirement of an extra year of data for
this test reduces the sample size to 67,264. The results indicate that increases
in both conformity ratios are significantly and positively related to future
changes in both the number of institutional investors and the percentage
of institutional ownership.21 Thus, changes in accounting choices lead to
future changes in the following of U.S. institutional investors.

21 If we use the continuous CRATIO variables instead of the piecewise specification, the
coefficients on both CRATIO1 and CRATIO2 continue to be significant in the future change in
percentage ownership regressions but are no longer significant in the future change in number
of institutions regressions.
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Panel B of table 5 presents results of regressions of one-year future changes
in the U.S. GAAP conformity ratios on prior one-year changes in the num-
ber and percentage of U.S. institutional ownership. We use the same control
variables as in the future change in institutional ownership regression, as
Bradshaw and Miller [2003] use similar variables to explain the adoption of
U.S. GAAP. To be consistent with panel A, we decompose changes in insti-
tutional following into positive and negative changes. In these regressions,
all of the coefficients on the changes in U.S. institutional ownership are
insignificantly different from zero. If we use continuous changes in insti-
tutional following rather than the piecewise specification, the coefficients
are all insignificant (not reported). Thus, we find no evidence of a pos-
itive relation between changes in U.S. institutional ownership and future
changes in U.S. GAAP conformity ratios, suggesting that managers do not
change accounting choices in response to changes in the presence of U.S.
institutional investors. This finding is not surprising given the evidence in
table 2 that U.S. institutions generally have a very small ownership position
in non-U.S. firms and hence are not in a strong position to enact changes
in policy through corporate governance activities.22

4.4 INDUSTRY-ADJUSTED ANALYSES

Another possible alternative explanation for a positive relation between
U.S. GAAP conformity and U.S. institutional investment is that U.S. institu-
tions tend to invest only in certain industries in foreign countries, and these
industries use accounting methods that more closely conform to U.S. GAAP.
To check this explanation, we define industries at the two-digit Standard In-
dustrial Classification (SIC) code level and estimate all of the regressions
with all continuous variables adjusted by the median for the firm’s indus-
try, instead of the firm’s country. Table 6 presents results for the industry-
adjusted analysis for the full sample. Because the coefficients on the control
variables are virtually identical when RATIO2 is included instead of RATIO1,
we present the full model for RATIO1 and only the coefficient on RATIO2.
The first two columns replicate the levels analysis in table 3. Consistent with
table 3, both RATIO1 and RATIO2 are significantly and positively associated
with the level of U.S. institutional ownership. The next two columns repli-
cate the contemporaneous changes analysis in panel B of table 4, and the
last two columns replicate the future changes in U.S. institutional owner-
ship analysis of table 5. Again, the industry adjustment does not affect our
primary conclusions, as increases in the U.S. GAAP conformity ratios are

22 It is possible that changes in conformity ratios lead to future changes in analyst following
or ADR listing, which contemporaneously attract more U.S. institutions. To ensure that the
use of lagged control variables is not driving the results, we estimate all of the tests in table 5
using future changes in control variables (i.e., changes in control variables concurrent with the
changes in dependent variables). The CRATIO variables continue to explain future changes in
U.S. institutional ownership at the same significance levels. The changes in U.S. institutional
ownership variables remain insignificant in the FCRATIO regressions.
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significantly and positively associated with current and future increases in
U.S. institutional ownership. These results also hold in the restricted sample
(not reported).

We also check whether our results are robust to joint adjustment for coun-
try and industry. First, we include industry fixed effects in addition to the
country-adjusted variables. In a separate analysis, we adjust all variables for
the median level of firms in the same industry in the same country, dropping
any country industries with fewer than three observations. We perform this
analysis only on the full sample because of the large loss in observations. In
every case, our results for the U.S. GAAP conformity ratios remained signif-
icant at or below the .10 level. Thus, industry investment patterns do not
explain our results.

4.5 ANALYSES ON SUBSAMPLES OF FIRMS BASED ON ADR STATUS
AND ON VISIBILITY PROXIES

In this section we examine the relation between U.S. GAAP conformity
ratios and U.S. institutional investment in subsamples of firms based on ADR
status and on proxies for the visibility of the non-U.S. firms to U.S. investors.
Given the importance of visibility to U.S. investors in mitigating home bias,
we expect that the relation between accounting choice and U.S. investment
will be stronger for samples of firms that are more visible to U.S. investors
and hence more likely to be in U.S. investors’ potential investment set. We
perform subsample analyses on four partitions to proxy for visibility: (1) ADR
versus no ADR, (2) listing on a stock index versus no listing, (3) high analyst
following (top decile in a given year) versus low following, and (4) large firms
(top decile in a given year) versus small firms.23 We estimate regressions of
U.S. institutional ownership on RATIO1 and the controls (see equation (1))
for both subsamples in each partition and report the coefficients and tests of
significant differences from zero in table 7. Then, we estimate a seemingly
unrelated regression model to test whether the coefficients are significantly
different from each other in the two subsamples. This significance test is
reported in the Diff column. We repeat this procedure for RATIO2 and
again report only the coefficient on this variable instead of repeating all
of the controls. To ensure a sufficient number of observations in each sub-
sample in our yearly regressions, we perform this estimation on the full
sample.

Panel A of table 7 presents results for the partition based on ADR sta-
tus. For both the LNIH and PIH regressions, the coefficients on the U.S.
GAAP conformity ratio are significant and positive, suggesting that account-
ing choices are related to U.S. institutional investment regardless of whether
the firm trades in the United States as an ADR. Moreover, the coefficients

23 Because the distribution of analyst following and firm size is highly skewed, we use only the
top decile as a proxy for high analyst following and large firms to ensure meaningful differences
between the two groups.
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on the conformity ratios are significantly greater in the ADR firm subsample,
indicating that the relation between accounting choice and U.S. investment
is stronger when the firm lists as an ADR in the United States. The co-
efficient of 2.1342 (0.1165) on RATIO1 in the LNIH (PIH ) regression in
the ADR subsample indicates that once an institution has become highly
visible to U.S. investors, a change of six accounting choices would result
in a 2.7 (5.4%) increase in the number (percentage) of U.S. institutional
owners. Consistent with our second hypothesis, these results suggest that
accounting choices complement the visibility, accounting reconciliation, or
SEC review aspects of the ADR listing in attracting more U.S. institutional
investment.24

Panels B, C, and D of table 7 report results for the partitions based
on listing on a stock index, high analyst following, and large firm size,
respectively. For each of these visibility proxies, the coefficients on the
U.S. GAAP conformity ratios are significant and positive in both subsam-
ples for both measures of U.S. institutional investment. Thus, conformity
with U.S. GAAP is an important determinant of U.S. investment regard-
less of how visible the firm is to U.S. investors. Moreover, for each of the
visibility proxies, the coefficient on the conformity ratios is again signif-
icantly greater in the higher visibility subsample, supporting our second
hypothesis that accounting choice complements visibility in attracting U.S.
investment.25

Overall, the results suggest that the degree of conformity with U.S. GAAP
in a non-U.S. firm’s accounting choices is an important, incremental factor
in mitigating home bias and attracting a higher level of investment by U.S.
institutional investors. Moreover, accounting choice conformity provides a
larger incremental effect for firms that are already visible to U.S. investors
through an ADR, listing on a stock index, high analyst following, or large
size.

4.6 ANALYSES ON SUBSAMPLES OF FIRMS BASED
ON COUNTRY-LEVEL FACTORS

Prior research documents significant differences across countries in terms
of legal traditions, levels of disclosure, and amount of earnings management

24 About 3% of the firm-year observations in the non-ADR subsample are firms that have a non-
exchange-traded ADR security offered in the U.S. market. These securities include level I ADRs,
which are not reviewed by the SEC, and rule 144A and regulation S private placements. If we
exclude these firms from the non-ADR subsample, we obtain similar results. If we include these
firms in the ADR subsample, all of the coefficients on the RATIO variables remain significant,
but the magnitudes are smaller. This suggests that non-exchange-traded ADRs provide less
visibility to U.S. institutions than exchange-traded ADRs.

25 We also estimate the changes specification (equation (2)) for all of these partitions. For
both one- and two-year changes in all variables, the coefficients on the CRATIO variable in the
high-visibility subsample are always significantly greater than the coefficients in the low-visibility
subsample at the .10 level (not reported).
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(La Porta et al. [1998], Leuz, Nanda, and Wysocki [2003]). In addi-
tion, countries differ in the degree to which their statutory accounting
rules allow conformity to U.S. GAAP. Our within-country analysis should
control for these differences. Nevertheless, we estimate our regressions
within subsamples of countries partitioned on these dimensions. These
analyses are primarily descriptive as it is not obvious how these country-
level factors should affect the within-country relation between U.S. invest-
ment and U.S. GAAP conformity. However, it is important to document
that our within-country results are robust to these important country-level
differences.

First, we divide our sample countries into code law versus common law le-
gal traditions using the classification in La Porta et al. [1998]. Ball, Kothari,
and Robin [2000] argue that common law systems are more shareholder
based, solving information asymmetries by public disclosure, whereas code
law systems are more stakeholder based, providing a larger role for pri-
vate communication. In our setting, greater U.S. GAAP conformity could
improve timeliness of information in code law countries, whereas in com-
mon law countries, U.S. GAAP conformity would be more of a familiar-
ity issue for U.S. investors. Table 8 reports results of our levels analysis
in the code and common law partitions. For parsimony, we only report
results for the full sample with LNIH as the dependent variable; similar
results are obtained in the restricted sample and with PIH as the depen-
dent variable. The coefficients on both RATIO1 and RATIO2 are signifi-
cant in all subsamples in both partitions. Thus, U.S. institutional ownership
is associated with U.S. GAAP conformity regardless of the country’s legal
tradition.

Second, we divide our sample countries into those with high and low
disclosure regimes, based on the mean Center for Financial Analysis and
Research (CIFAR) score (as reported in Hope [2003b]). It is possible that
transparency is a substitute for accounting choice so that the U.S. GAAP con-
formity ratios are less (more) important in countries that have more (less)
transparent mandatory and voluntary disclosure regimes. Table 8 shows
that the coefficients on RATIO1 and RATIO2 are positive and significant
in both partitions. It is interesting that the RATIO variables have signifi-
cantly greater coefficients in the high-disclosure countries, suggesting that
accounting choice complements other forms of corporate transparency in
attracting U.S. investment.

Third, we partition countries based on differences in statutory GAAP flex-
ibility, which could influence the potential degree of conformity with U.S.
GAAP. Hope [2003a] provides some evidence that disclosure of accounting
choice is more useful to analysts when more potential choices exist. To proxy
for statutory flexibility, we classify any country with a standard deviation of
RATIO1 above the median level for all countries to be a high-flexibility coun-
try. Table 8 reports that the coefficients on both RATIO1 and RATIO2 are
again significant in both partitions. We repeat the analyses based on the stan-
dard deviation of RATIO2 and on country means of RATIO1 and RATIO2
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and find identical results. Thus, U.S. institutional ownership is associated
with U.S. GAAP conformity regardless of the degree of flexibility allowed by
the countries’ local GAAP.

Finally, we examine whether country-level properties of accounting qual-
ity, specifically the amount of earnings management, influence the sensitivity
of U.S. investors to accounting choice. Leuz, Nanda, and Wysocki [2003]
argue that the pervasiveness of earnings management in a country is de-
creasing in the amount of outside investor protection. Thus, U.S. GAAP
conformity could be a proxy for the ability of non-U.S. managers to ex-
tract private control benefits through earnings management. We use the
aggregate country-level earnings management scores from Leuz, Nanda,
and Wysocki [2003] to split our sample countries at the median into high-
and low-earnings-management countries. Table 8 reports that RATIO1 and
RATIO2 are significant in both partitions. The coefficients on the RATIO
variables are significantly larger in the low-earnings-management countries,
suggesting that accounting choices are more important where the account-
ing numbers are more reliable.

5. Conclusions

In this article we investigate the relation between accounting method
choice and investment by U.S. institutions for a group of non-U.S. firms.
We find that firms employing accounting methods that are consistent with
U.S. GAAP attract more U.S. institutional investors and have a higher level
of investment by U.S. institutions. This relation exists for a broad cross-
section of firms after controlling for items previously documented as being
related to investment. However, its magnitude is greater once some other
mechanism, such as an ADR listing, being part of a stock index, high analyst
following, or large size, attracts U.S. investors’ attention to the firm. Finally,
we find evidence that a change toward accounting choices consistent with
U.S. GAAP leads to a subsequent increase in investment by U.S. institutions,
but we find no evidence that U.S. institutional investment leads to a change
in accounting choices.

Our analyses are subject to several caveats. First, SEC rule 13(f ) does
not require firms to report holdings in non-U.S. securities traded on non-
U.S. exchanges. We believe that a significant number of funds voluntarily
report their non-U.S. holdings and that the voluntary reporting choice is
random, which simply adds noise to our tests. However, it is possible that
institutional investors condition their voluntarily reporting decision on the
accounting choices of the company issuing the security. In that case, our
results would suggest that, although investing decisions are not sensitive
to accounting choices, reporting decisions are. Second, our study exam-
ines only U.S. investors. As with any study using only one country to study
international effects, it is possible that our results do not generalize to in-
vestors in other countries. This threat to generalizability is likely even higher
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because of the feeling by many that U.S. GAAP is among the highest quality
sets of accounting standards, which suggests U.S. investors are more biased
in favor of their home standards than would be investors in other coun-
tries. This suggests that it would be interesting for future researchers to
undertake similar studies both in countries where the home GAAP is con-
sidered high quality (such as the United Kingdom or Sweden) and in those
where the home GAAP is not designed to provide high-quality external eq-
uity valuation information (such as the Germany or France). Finally, it is
possible that some firms choose U.S. GAAP accounting as part of a more
comprehensive strategy to attract U.S. institutional investors (i.e., targeted
disclosure, road shows, etc.) and that some of the investment we observe is
due to the omitted disclosure strategy variable. Ideally, we would control for
these other targeting mechanisms in our regressions, but we are unable to
observe many of these activities given their private nature and the lack of
archival data. However, if true, this argument suggests that mangers view ac-
counting choices as a key part of attracting U.S. investors, consistent with our
arguments.

Our findings contribute to the literature in several ways. First, we show
that accounting method choices lead U.S. investment, suggesting that ac-
counting choice affects foreign investment decisions. This is the first study
that we are aware of to directly examine this relation. Second, our find-
ing that diversity in accounting choices affects the level of foreign invest-
ment provides information to the debate regarding whether attempts to
harmonize internationally accounting will affect cross-border capital flows.
Third, we contribute to the home-bias literature by demonstrating that
the accounting choice of managers affects the ability of firms to attract
international capital. We expand on this contribution by showing that ac-
counting method choice is more effective at affecting international in-
vestment once attention has been drawn to the firm through another
mechanism. Although prior research attributes most of the informational
issues of home bias to a lack of knowledge that the firms exists, our re-
sults indicate that the informational issues that affect home bias are mul-
tilevel and at least partially due to reporting decisions made by the firm’s
managers.
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