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Global economy brings new challenges for policy erakaiming at
regulating particular economic, social and politispheres of life. In
recent years we can document a rapid growth inrnatenal trade,
foreign direct investments, migration, etc. A tudmi economic
development educes threats, but also offers oppities. New tendencies
have brought unexpected insights on some traditeo@nomic theories,
too. The paper focuses on recent changes in the afrenternational
harmonization of accounting through the adoptiontr@ International
Financial Reporting Standards (IFRS), migration &odeign direct
investments with the emphasis on their mutual dgpendencies.

Mutual relationship of capital and labor in economc
theory and reality

Labor and capital in economic theory

The globalization of the world economy is accompdnby the
changes in volume and structure of internatioreddy capital flows and
human migration. Countries are engaged in the daterected global
markets, both for the trading of goods and the it of capital.
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Empirical data on actual economic development rdevateresting
evidence on the validity of some economic theomeplaining the
relations between labor and capital.

The traditional mainstream models consider therlam capital as
substitutes moving in the inverse direction. Caestr with low
productivity of labor are supposed to have low vgaged thus relatively
higher returns on capital, thus impelling peoplarigrate to the richer
countries and simultaneously attracting foreignesters to pour money
in the local, more profitable, projects. Contrageyi developed countries
with relatively high level of accumulated -capitaluffer from
uncompetitive high salaries and decreasing yietdsfcapital. Under
perfectly competitive markets, the differences abdr and capital
productivity should be eliminated by free movemehltabor and capital.
Capital should flow to the poor countries, and latmoce is expected to
leave poor countries and migrate to rich countrieghe long-term, the
differences between marginal products of labor magginal products of
capital in rich and poor countries ought to dinmis

The economic theory calls this interdependence abital and
migration flows as “the basic law of migration” (&g, 1995). According
to this basic law of migration different wage levétiue toe.g. different
ratios of capital per labor) induce the migratidewfs. Nevertheless, in
the long run, assuming that the mobility of capaatl labor is allowed,
market forces tend to converge to a new equilibrivhere wages have
the same levels in all regions.

Fig. 1. The basic law of migration — the initial phase
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Source: Oberg (1995, p. 2)
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The figure below illustrates the process descrédsalve, but also explains
how already established equilibrium states can ibeutbed and how a

new equilibrium is re-achieved.

Fig. 2: The basic law of migration — the entire process

Countries A and B
have the same ratio of
capital per labor.

In the country A there
IS an increase in capitg
(e.g.a new big factory
is opened).
In consequence:
— migration from B
to A increases;
— capital decreases
in the country A
(transfetothecountry
B or some companie

In the country A the
\lamount of capital
lowers and the amount
of labor increases.

In the country B capita
increases and the
amount of labor
decreases. The capita
per labor ratios is equg

U)

|

again in both countries.

go bankrupt).

Capital per labor ratio

Source: authors

Empirical evidence shows, although, a differentyie. Analyzing data
on development of foreign direct investments (FDhflows and
immigration into OECD countries, we can find thataming FDI and
labor force have moved in the same direction castr20 years.

FDI incoming to OECD countries experienced a sinplattern as the
inflows of labor force to the group of OECD couasi We can document
a steadily increase of FDI until year 2000 (witcdbmaximum of 1 513
billion USD), then a sharp decrease with a locatdm of 406 billion
USD in 2003. Another steep increase ended in ydd}7 2with a

subsequent drop until

now (sem. 3).
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Fig. 3: Incoming foreign direct investments to OECD countres

in 1990-2010 (in USD millions)
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Fig. 4. Immigration, emigration and net migration to OECD

countries in 1990-2009 (in thousands)
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As far as immigration to OECD countries concerhs,first peak came in
years 2001/2002. After a significant fall, both ggaand net immigration
steadily increased with local maximums in years 720008. In recent
years, the number of immigrants has been fallingrd(seerig. 4).

The parallel movement of labor and capital in tHeQD area can be
supported also by the simple correlation coeffigigrhich (based on the
OECD data from 1990 to 2009) is 0.64 and thus sheovedatively strong
positive relationship.

Paper’s aims

The paper tries to explore why the assumptions @dclassical
economic theory on the mutual relationship betwlebor and capital do
not correspond to the empirical evidence outlinédva. Moreover,
macroeconomic consequences of the worldwide IFRftazh and their
influence on foreign direct investments will be lexated. Exploring the
possible impacts of the IFRS adoption on capitavd (represented by
FDI) and labor flows (representing by immigratiesmjhe main novelty of
this research.

The paper is intended to be the first phase of mpbex project
scrutinizing actual trends in labor and capital smoents between the
European Union and Eastern European countriessdlaéion of research
hypotheses in this paper will therefore rest oroaerview and detailed
analysis of literature relating to the particulasues already described.
The expected final output of the project is the posal of
recommendations for the policy makers, how theyregulate the effects
of migration. The tentative set of recommendatiaisbe introduced in
Conclusion and they will serve as the proposalhef future research in
the area.

Possible explanations to the research hypothesessed
on the literature review

The literature review shall address the answerswvto chief issues
described in the previous chapter. Firstly, we goeng to refer to the
theories explaining, whether labor and capital agbstitutes or
complements in the international perspective. Selgpnve are going to
find the evidence in what extent the worldwide adop of the
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International Financial Reporting Standards hascaéid the development
of international capital flows in the form of fogs direct investments.

Relationship labor-capital

The empirical evidence on a rather surprising nutoi@vement of
FDI and immigration into the developed countrievided by OECD
statistics (se€ig. 3 andFig. 4), is consistent with Lucas’ (1990) findings.
Lucas firstly empirically challenged the neoclaakiparadigm on the
opposite flows of labor and capital. The quest®nvhy capital flows to
rich countries (75% of all FDI flew to OECD coumsiin the period of
1990-2010),i.e. why capital moves in the same direction as therlab
force (OECD countries experienced an average anmumaigration of 3.2
million of people over the same period).

There are several possible explanations of this\gimenon. Firstly,
neoclassical model assumes that both labor andatagpihomogenous,
which is not true obviously. Different people hadéferent skills,
knowledge and experience. Therefore, it shouldisinduished between
skilled and unskilled labor force, the former oseable to contribute to
the economic output at a greater extent than ther Iéigration of highly
skilled people from developing countries increaste® marginal
productivity of labor in developed countries. Theib drain effect is
supposed to be one of decisive factors, which lzamegative impact on
the economic performance of developing countriese Dutflow of
skilled workers lowers the stock of human capitaséndingi(e. usually
developing) country and increases the productivityreceiving {.e.
usually developed) countries (Checchi et al., 200/)e distinction
between migration of skilled and unskilled laborais important factor,
which changes the original assumption about oppdkitv of labor and
capital.

There are also severe objections to the assumpfidromogenous
capital. Market imperfections (Arbatli, 2011) su@s political and
economic instability, low protection of investoet¢. levy the additional
costs on capital and particularly the long-termestments in developing
countries. Due to these restrictions and imperdestirelatively higher
returns on capital disappear.

Inspired by the Lucas’ pioneer work, the reseaieh doncentrated on
the cardinal issue in the field of immigration aR@®I; what is the
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contemporaneous relationship between internatior@lements of labor
and capital (Foad, 2009).

Empirical studies mostly work with time-series daBaoznik (2003)
provided evidence with reference to the U.S. datangyration and FDI;
labor and capital flew in the same direction betwd®50 and 1997.
Similar findings can be found in Javorcik et al0@8), who replaced the
aggregate data in Groznik’s (2003) model by datebiateral flows of
FDI and migration between U.S. and foreign coustrlelevs & de Melo
(2008) assert that if exports are low-skill inteesiemigration of high-
skill labor leads to positive FDi.e. migration and FDI are complements.
The assertion is supported by the cross-sectiamlysis using FDI and
emigration data for 103 migration-sending countr@ger the period
1990-2000. Finally, the study of Foad (2009) canéirprevious findings.
In contrary to other studies, Foad (2009) doeswurk with data at the
national level, but he developed a model using aatathe regional
distribution of FDI and immigration within the U.She validity of
studies referring to national level data is impaitey the fact that the
flows of capital can be influenced by many factevhjch simultaneously
affect immigration, too. The suggested regionalyamis helps in holding
all determinants influencing immigration and FDIntemporaneously
constant.

The aforementioned studies revealed another impontéece of
knowledge. The findings about negatively correlabesnigration and
FDI flows on country-by-country level are valid grfior the short-run.
But in the long-run, skilled migration leads to piee future FDI. This
fact is explained through the creation of so-callednigrant social
networks, which assist in building up a businesgrenment favorable
for foreign investments (by reducing the obstackassing the immobility
of capital). The importance of immigrants’ networks FDI flows is
documentee.g.by Kugler and Rapoport (2005).

The results of empirical studies bring new insighte the brain drain
issue. It has turned out that the immigration oillestk and educated
people from developing countries has negative t&ffealy in the short-
run. However, in the long-term sending countrieqdbieé from the
previous emigration of the elites (Stark, 2004)edén findings raise new
challenges to theories exploring the mutual retetibetween labor and
capital. The effects of migration and capital flodiffer in the short and
long-term and a general theory is needed.
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D’Agosto et al. (2006) developed a theoretical ndased on the
expected lifetime income differential between desdion and sending
countrieshumarcapital FDI andthecostof migration.Themodel assumes
that FDI can affect the individual decision to naigy, although, some
factors can have opposite impacts. FDI are expettelde negatively
correlated with migration through domestic labomdad effect. On the
other hand, FDI are supposed to be positively taad through
migration cost effect and human capital efficieetfect. D’Agosto et al.
(2006) tested the validity of the model on OECD awndhe developing
countries. Empirical results prove that FDI areifpeedy correlated with
migration, i.e. complementarity effect prevails. In addition, FBdve a
positive influence on human capital stock. ConsatiyeFDI produce an
indirect negative effect on the migration rate, ethimeans that the
substitution effect is significant in the long-term

Influence of the IFRS adoption on foreign direct ivestments

The worldwide harmonization of financial reportirigrough the
International Financial Reporting Standards is ecpanting response to
the integration of world capital markets. The existe of significant
differences among various national accounting systecauses an
information asymmetry of local investors at expews$eforeign ones,
which do not possess detailed knowledge of locahemic and political
environment. Consequently, prohibitive informatibobstacles to cross-
country investments occur (Pagano et al., 2002); faneign investors
have to pay a “penalty premium” in transactionshwiite local investors
(Gordon & Bovenberg, 1996). The importance of gaamctounting
practice as an important factor increasing the chaof cross-country
investments is evidenced by Rossi & Volpin (2004).

The gradual adoption of the IFRS all around theldvoeduces and
eliminates the costs of gaining information for thecision-making, as
companies (mainly listed) use the same system r@n@ial reporting
standards regardless their legal domicile. In tiny, the IFRS as high-
guality accounting standards contribute to the gsmdanctioning of
global capital markets and shall promote the fl@figoreign capital to
adopting countries. Despite this important feattines research analyzes
the benefits from the IFRS implementation only fronvestors’,i.e.
microeconomic, perspective. Among other, studieBaif (2006), Daske
— Gebhart (2006), Barth et al. (2008), and Armgrenal. (2010) shall be
reminded.
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Macroeconomic consequences of the IFRS adoptigralih®ugh, on
the edge of accounting research. The research #fuble of the IFRS
adoption on foreign direct investments is relagvaew and just few
studies relate to issues under scrutiny by thisepa@he first
comprehensive analysis of the effects of IFRS ohWw&s performed by
Marquéz-Ramos (2008) on the sample of EU countfies.author uses a
gravity model. The results provide evidence that HRRS adoption has
positively influenced FDI. Marquéz-Ramos (2008)eskhe assumption
that the accounting harmonization is a workablatsgy to attract foreign
investors by reducing their risks for investing .

A different approach was adopted by Farooque e{(24l09) who
studied the interdependence of corporate governande=DI inflows on
the sample of twelve year data of 173 countriegifTiesearch comprises
also the evaluation of IFRS adoption and legal iorign FDI and
governance. Their findings show that IFRS have ngieo effect on
governance rather on FDI. However, through an sssd quality of
governance, the IFRS allows free movement of chaitaind the world.

Beneish et al. (2010) found that the IFRS adopiiothe European
Union has significant impact on attracting foreiggbt investment. The
effect on foreign equity investments is relativalynall. However, the
results of the study are impaired because onlyionrEU countries were
used as control factors.

Chen et al. (2011) investigated the effect of widlead adoption of
IFRS on bilateral FDI within the OECD countries.efhfound that the
shift from local accounting standards to IFRS dbuoted positively to the
FDI growth during the period between 2001 and 2005.

The cardinal challenge to all sorts of empiricaearch focusing on
the role of IFRS adoption on FDI development is ftet that the IFRS
are spread almost over all around the world. Exémpsome casesall

! Only two major economies (namely the U.S. andn&hihave not implemented the
IFRS. However, the general accepted accountingiptes used by American listed
companies are highly harmonized with the IFRS a®sult of the Convergence
Process run by the IASB and the FASB. In additfoneign private issuers on the
U.S. markets may use IFRS as issued by the IASBalllyj the U.S. SEC should
determine whether to proceed with rules requiring.Upublic companies to file
financial statements prepared in accordance wigslby 2014. China is also heading
to the IFRS implementation. So far, the Chinese oloting Standards contain
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important world economies have already adoptedIBRS, which are

required or allowed for the use by listed compaaied even also by non-
listed companies in certain jurisdictions. Secondiggulated capital
markets are differently developed in various caestr While esp. in

Anglo-American region companies apply for the ficag via stock

exchanges quite commonly, this way of raising fuisdsot very frequent
in other regions, where more effort is headed lier dttraction of brown-
field investments.

Different pattern of raising capital by companiegoas countries
requires a more sophisticated approach to detepepy the influence of
the IFRS adoption on mutual relation of labor aadi@l. With reference
to literature cited above, we propose to refinelével of IFRS adoption
in each country depending on the scope of compafuew/hich financial
statements based on IFRS are relevarg. the amendment of Czech Act
on accounting, which — from 2011 — allows certaom-fisted companies
to select the IFRS as the basis for preparatiomaividual financial
statements accepted for statutory purposes may Iatveduced a
supportive factor boosting the inflow of foreigrratit investments into
the Czech Republic. For this reason, further amalstsould not focus on
adoption of the IFRS by listed companies only, the possibility to
apply the IFRS by non-listed companies should kertanto account too.

Conclusion

Available statistics about international flows abbr and capital in recent
years have raised the interest of economic resedrbk traditional
neoclassical model using the assumption of purestdution effect
between labor and capital has been replaced by Is)agleich work with
social networks. The migration of high-skilled laldorce explains the
flows of migration and FDI in the same direction thre short-run. In
addition, the immigrants’ networks create favora@teironment, which
reduces the barriers to capital movement by elitimgathe information
and transaction costs. Therefore, FDI are supptsdtbw to sending
countries in the long-term perspective.

The new evidence moderates the negative percepticfbrain drain
effect”, which turns to be “brain gain”. According Checchi et al.

significant part of the IFRS guidance. Moreover #inistry of Finance plans to
eliminate the remaining differences.
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(2007), there are three channels how the emigratickilled labor force
may bring benefits not only to receiving countriesi also to sending
countries. The most important is that skilled miigra may contribute to
the growth of sending country through the techngplagd know-how
transfer, trade and finally through the foreigredirinvestments. The FDI
to originally sending countries induced by sociatworks are often
accompanied with the (temporal or permanent) redbfiemigrants.

Previous conclusion offers an interesting optiancantrolling the effects
of migration flows so that both sending and reggjvicountries may
benefit from the brain drain. Properly regulatedyration,e.g.by “green
cards” for particular professions, valid only fdretrestricted period of
time, may enhance the economic growth in both cassupposing that
sending countries are able to improve the instihai environment.
Beside general factors.@.political stability, law enforcement, protection
of their investments) and financial factors.q. taxation, stability of
financial sector), the investors are interestefiormational factors, with
the quality of financial reporting on the top dtli

Adoption of the IFRS can attract more foreign dirécvestments.
Marquéz-Ramos (2008) shows that the macroeconoemefits of the
IFRS adoption are higher in developing countridse Teason beyond is
that the shift to the IFRS is connected with imantt changes in
informational environment and improvement of cogtertransparency.
Similarly, Chen et al. (2011) conclude that the reaconomic benefits of
the IFRS adoption impel the policy makers in nopngohg countries to
join the adopters. The improvement of financialorpg relieves the
barriers to FDI inflows. The quality of accountingformation is a
relevant factor in FDI decision-making as the IFR®er transaction
costs and better transparency of financial repgrttfowever, the success
depends on quality of the IFRS implementation frone side of
companies. Appropriate education of accountantpgomeg the IFRS
financial statements is a necessary condition ofccessful
implementation. This area represents another &iefzbssible cooperation
between developed and developing countries.

To conclude, the paper summarized relevant litegatan two issues,
which are not addressed by the research jointljoaljh they are
significantly interconnected. The chief reasontfus separation may be
that mutual interdependence of labor and capitallgect of interest in
economic theory. On the other hand, the influencé~BS on capital
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markets and FDI is scrutinized by accounting redeafs the start of a
new research project, the paper tried to outlingside links among the
triangle consisting of “IFRS adoption — FDI flows migration” with
reference to the existing literature in both stsaafiresearch.

The future work on this project shall specify théerconnections among
all three factors in detail. Based on these sp=tifins, a theoretical
model explaining the mutual relationships will bevdloped. For the
empirical testing of model’s validity, the sampltantprising the European
Union and Eastern European (or post-communisticnit@ms not
belonging to the EU), from which a significant nuenkof immigrants
come to the EU, will be utilized. Bilateral data DI flows between
those two groups of countries will be employed tfe development of
model. For this purposes, a measure proposed by &iml. (2005) will
be adapted and used. In addition, a proxy measgrelescribed in the
previous chapter, capturing the level and qualftyhe IFRS adoption in
each country will be incorporated in the model.

The ultimate findings of the research shall be wisafso for the policy

makers, both in the area of migration policy angutation of financial

reporting. To provide really exploitable resultse tmain constraints shall
be taken into account. Firstly, it should be remaohdhat migration takes
several forms and its regulation is problematiceesly for the sending
countries (Prochazkova llinitchi, 2010). Moreovére adoption of the
IFRS is the first step in a more complex procedg.@ecause of cultural
differences, the discrepancies in the actual quabf the IFRS

implementation in companies’ financial statementsoss different

countries exist. Finally, though the IFRS may bipftu in attracting of

FDI, legal approval of the IFRS as financial repatsystem in particular
country is not the sole factor influencing the dem of investors,

whether or not to allocate their scarce resour@ésis country.
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ABSTRACT

The globalization of the world economy is accompdniby changes in
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