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Abstract

This study examines the portrayal of transient investors as short-termists who exploit poorly monitored firms against
the competing portrayal of transient investors as informed investors. More specifically, the study examines 1)
whether transient institutional investors directly target firms which exercise greater accounting discretion and 2)
whether the superior abnormal returns earned by transient investors are more prevalent in firms with greater
accounting discretion. The tests are performed using a linear regression model on a panel dataset. Three proxies,
adapted from prior literature, are used to measure accounting discretion, abnormal accruals, earnings smoothing, and
the incidence of small positive earnings surprises. Results are inconsistent with the short-termist portrayal of
transient investors. Transient investors are not found to invest more heavily in firms with greater accounting
discretion. Furthermore, the positive abnormal returns earned by transient investors are not more prevalent in firms
with greater accounting discretion. By providing results that contradict the portrayal of transient investors as
short-termists who exploit poorly monitored firms, the current study makes an important contribution to the debate
regarding the effects of a short-term institutional investor base on firm value.
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1. Introduction

Short-term institutional investors, otherwise known as “transient investors” are portrayed in the accounting and
finance literature in two divergent manners. The current study examines the investing behavior of short-term
(transient) institutional investors in order to determine whether this investing behavior is more aptly characterized by
the portrayal of transients as informed investors or whether the more malevolent portrayal of transients as
short-termists who exploit information asymmetries more appropriately fits this investor class. The informed investor
portrayal of transient investors describes their ability to acquire superior information and process that information to
earn abnormal returns (Yan & Zhang, 2009; Bin & Ke, 2004). The short-termist portrayal is the more malevolent
depiction of transient investors as opportunists who influence company management to focus on the near future at
the expense of long-run value. This portrayal is supported by research which shows management is more likely to
take value-destroying actions to meet short-term benchmarks when more transient investors are present (Bushee,
1998; Dikolli et al., 2009). In order to test the accuracy of the short-termist portrayal, the current study examines
whether transient investors target and exploit poorly monitored firms. Transient investors may intentionally target
poorly monitored firms in an effort to either 1) exploit an information asymmetry or 2) be able to more easily
influence management to cater to their interests. While previous research has examined the actions taken by
management in the presence of short-term investors, very few studies have examined whether transient investors
intentionally target firms exhibiting a diminished quality of financial reporting. The current study fills this gap in the
literature by examining whether transient owners directly target poorly monitored firms to earn abnormal returns.

To address the research question of whether transient institutional investors target and exploit poorly monitored firms,
I utilize a model employed by Yan and Zhang (2009). This method employs a linear regression model to determine
whether transient investors are attracted to firms with lower quality financial reporting as well as whether the higher
returns earned by transient investors are more pronounced in firms with poor reporting quality. To measure the
quality of financial reporting, I use three proxies for the degree of accounting discretion as identified by Bowen et. al.
(2008), the amount of abnormal accruals, the degree of earnings smoothing, and the incidence of small positive
earnings surprises. My results demonstrate that transient investors do not target firms with either larger abnormal
accruals, higher amounts of earnings smoothing, or more small positive earnings surprises. In fact, transient owners
appear to invest in firms that have a lower incidence of small earnings surprises. These results are inconsistent with
the portrayal of transient investors as poor monitors who seek out firms with poor financial reporting. Instead, the
results suggest transient owners may actually be attracted to firms with a higher quality of financial reporting.
Furthermore, it is shown that transient investors do not earn greater returns in firms with more accounting discretion.
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Overall, there is no evidence to support the idea that transient owners earn superior returns by exploiting poorly
monitored firms.

The current study examines the question of whether transient institutional investors truly are short-termists who
exploit firms exhibiting greater accounting discretion. The results of this study do not support this malevolent
portrayal. Instead, results support the portrayal of transient investors as informed investors who possess a superior
ability to acquire and process information. This study contributes to the literature as it is one of the first studies to
explore the degree to which transient institutions target firms which exercise greater accounting discretion.
Furthermore, it is one of the first studies to examine the relation between the superior returns earned by transient
institutions and the level of accounting discretion exhibited by the firms they hold shares in. While the results of this
study do not necessarily contradict the findings of previous studies which show transient owners do not possess the
same incentives to monitor as dedicated investors (see Liu & Peng, 2008), the findings of this analysis are important
as they show the depiction implicit in other studies that transient owners exploit the poor monitoring of the firms
they invest in is not necessarily accurate. Due to the importance of the research question, further studies should
continue to examine whether transient owners seek to exploit poor firm monitoring.

2. Background
2.1 Shareholder Investment Horizon

Shareholder investment horizon describes the length of time which a certain investor class normally holds a given
investment before selling. Bushee (1998) classifies institutional investors into three different categories; transient,
quasi-indexer, and dedicated investors. This classification is used to separate institutions into short-term versus
long-term investors. To perform this classification, Bushee (1998) starts with a large number of variables utilized in
the literature to describe trading behavior and portfolio characteristics. Principal factor analysis is then used to
generate a small number of common factors that explain the overall variance of the factors. Finally, institutions are
classified into groups using k-means cluster analysis in the factor scores. The result is a classification grouping
institutions on 1) how well diversified their portfolio is and 2) how quickly they turn the portfolio over (shareholder
investment horizon). (Note 1) Transient investors develop investment portfolios that are well-diversified and turn
these portfolios over relatively fast. Quasi-indexing institutions hold portfolios that are relatively diverse but do not
turn over their portfolios as fast as transient investors. Dedicated institutions hold concentrated portfolios and
maintain a longer investment horizon relative to transient institutions. Accounting research has examined the
implications to a firm of having shareholders fall into one of the three classes with the short-term or transient
investor class representing the most scrutinized class of institutional investors. In the literature, transient investors are
portrayed as being either informed investors who profit from superior information (Ke & Petroni, 2004; Yan &
Zhang, 2009) or as short-termists and poor monitors of management whose actions cause management to focus
solely on near-term results (Gaspar et al., 2005; Dikolli et al., 2009).

The informed investor portrayal of transient investors describes their ability to trade on private information obtained
from management. Ke and Petroni (2004) show that transient investors can predict a break in hitting earnings
benchmarks at least one quarter in advance of the event. In a follow-up study, they show this prediction ability of
transient investors has diminished in the post-Reg FD environment (Ke et al., 2008), suggesting the superior
predictive ability was accomplished via the acquisition of private disclosures from management. Yan and Zhang
(2009) also portray transient investors as being relatively more informed and find that the ability of institutional
investor trading to predict future returns (documented by Gompers & Metrik, 2001) is completely driven by the
trading behavior of transient institutions. Yan and Zhang (2009) attribute this superior ability to be the result of
private disclosures obtained from management. Hu et al. (2009), show that transient institutions sell in the event of a
small negative earnings surprise and this type of investor selling is informative as it is predictive of the following
three month abnormal return on the security. These findings again reinforce the portrayal of transient institutions as
informed investors, trading on superior information.

The second portrayal of transient investors in the literature is as shareholders solely focused on the short-term which
leads company management to make suboptimal decisions in an attempt to cater to these investors. This is the more
malevolent portrayal of transient investors. Bushee (1998) finds companies are more likely to cut research and
development spending to meet earnings estimates when there are more transient shareholders present. Dikolli et al.
(2009) find companies take into account the presence of transient shareholders when designing executive
compensation packages. They show companies are less likely to give importance to meeting short-term earnings in
compensation when there are more transient investors in the stock, indicating that companies understand the implicit
pressure to focus on the short-term when transient investors are present. Finally, Gaspar et al. (2005) demonstrate
target firms with short-term shareholders are more likely to receive an acquisition bid but get lower premiums and
they attribute this finding to the poor monitoring of management by short-term shareholders. The authors
hypothesize this poor monitoring allows managers to broker a deal for themselves that does not necessarily take into
consideration the best interests of sharecholders. The characterization of institutional investors as poor monitors does
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not apply to long-term institutions. Chen and Li (2007) show long-term institutions are more likely to engage in
monitoring and financial gains arise from these monitoring activities.

While accounting literature has portrayed transient investors as poor monitors and short-termists, few studies have
directly tested whether transient investors target firms with greater accounting discretion. Although accounting
literature has identified numerous proxies for assessing the quality of financial reporting, few studies have tested
whether transient owners truly target firms with a reduced quality of financial reporting. This test is important
because it provides evidence regarding whether transient owners actually are short-termists who leverage
information asymmetries present in poorly monitored firms.

3. Hypothesis Development

Transient investors have been shown to be informed investors who earn superior abnormal returns. These superior
abnormal returns could result from superior trading ability and the unique ability to identify firm value. Alternatively,
transient investors could merely target firms where there is an information asymmetry problem, thereby exploiting
less informed investors. A high degree of accounting discretion is indicative of a firm where management is poorly
monitored and an information asymmetry problem exists (Lin, 2006). If transient investors are short-termists who
merely desire to maximize current returns, they will target poorly monitored firms, exploiting the information
asymmetry between management and investors.

An alternative reason why transient investors may seek out firms with a higher degree of accounting discretion
relates not to a pre-existing information asymmetry problem but to the perceived ability to influence management.
Transient owners have been found to exert a short-term pressure on management (Bushee, 1998; Dikolli, 2009). To
increase their ability to be successful in exerting this pressure, transient investors may target firms with a greater
degree of accounting discretion due to the belief they can more easily influence firm management. A firm that is
poorly monitored and already engaging in questionable financial reporting should be more likely to use mechanisms
to manipulate financial reporting to appease the interests of short-term institutional investors. Thus, an alternative
reason why transient investors may be attracted to firms with greater accounting discretion, in addition to the desire
to exploit an information asymmetry problem, is the belief that these firms will be more likely to engage in
questionable reporting practices and cater to their short-term interests. Collectively, these two explanations lead to
my first hypothesis:

H1 — Transient Investors will be more likely to invest in firms with a higher degree of accounting discretion.

The second hypothesis addresses whether the higher returns associated with transient ownership are more prevalent
in firms with greater accounting discretion. Transient owners have been shown to be informed (Yan and Zhang 2009;
Ke and Petroni 2004). If returns are actually the result of collecting and processing information then there is no
reason to believe transient investors will earn higher returns in firms with greater accounting discretion. As discussed
previously, transient investors may follow a strategy of targeting firms with greater accounting discretion to 1)
exploit an information asymmetry with lesser informed investors or 2) seek out firms where they believe company
management may be more easily influenced. The goal of transient investors in engaging in these behaviors would be
to earn positive abnormal returns. An important remaining question is whether the abnormal returns earned by
transient investors are more heavily concentrated in firms with greater accounting discretion. If the returns of
transient investors are earned through exploiting poorly monitored firms, it is likely these abnormal returns will be
more heavily concentrated in firms with more accounting discretion, leading to my second hypothesis.

H2 - The association between transient ownership and positive future returns will be more pronounced in
firms with greater accounting discretion.

4. Methodology

To test my hypothesis regarding whether transient investors are more likely to hold shares of firms with greater
accounting discretion (H1) and whether superior returns earned by transient owners are more concentrated in firms
with greater accounting discretion (H2), linear regressions are utilized similar to the method of Yan and Zhang
(2009). The method employed in the current study differs from Yan and Zhang (2009) in using a panel dataset as
opposed to annual cross-sectional regressions. This allows for easier interpretation of results. H1 states that transient
investors will be more likely to hold shares in firms with a higher degree of accounting discretion. For the test of HI,
an OLS regression is run where transient ownership is the dependent variable and the independent variables of
interest are three proxies for accounting discretion. This tests whether the amount of accounting discretion in the firm
explains transient-ownership and therefore whether transient owners are attracted to firms with a greater amount of
accounting discretion. The regression is as follows:

TRA = 0; + B;ABNACC + B,SMOOTH + B;SMP + B,MKTCAP + BsAGE + BsDP + $;BM + BsPRC + B, TURN +
BioVOL + B1,SPS00 + ¢ (1a)
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The dependent variable is the percentage of transient investors (TRA). ABNACC is the average absolute value of
quarterly abnormal accruals (see Dechow, Sloan, & Sweeney, 1995) taken over the prior three year period.
SMOOTH is a measure of earnings smoothing calculated as the standard deviation of operating cash flows divided
by the standard deviation of earnings over the prior three years. SMP is a measure of the incidence of small positive
earnings surprise and is calculated as the fraction of the prior 12 quarterly earnings surprises that were small
positives. (Note 2) I expect the coefficients on all three accounting discretion variables to be positive, consistent with
transient investors targeting firms with greater accounting discretion. MKTCAP is equal to the natural log of the
firm’s market capitalization with a coefficient expected to be positive because institutions exhibit a preference for
larger firms. AGE is the number of months the firm has appeared in the CRSP database. The anticipated sign on this
variable is negative as short-term investors have been shown to have a preference for younger firms (YZ, 2009). DP
is equal to the company’s dividend yield. The coefficient expected on DP is negative as short-term investors have
been shown to prefer firms with lower dividend yields (YZ, 2009). BM is calculated as the firm’s book-to-market
value. (Note 3) It is expected that this coefficient is positive as institutions have been found to target firms with
higher book values. PRC is the firm’s share price. Due to the institutional preference for larger firms, it is expected
that this coefficient will be positive. TURN is equal to the average monthly turnover over the previous quarter. The
expected coefficient on TURN is positive as short-term institutions have been found to exhibit a strong preference
for stocks with high turnover (YZ 2009). VOL is equal to the monthly volatility of the stock over the past two years.
It is expected that the coefficient on VOL will be positive as it has been found that short-term investors invest in
volatile stocks (YZ 2009). SP500 is an indicator variable equal to 1 if the firm was a member of the S&P 500 Index.
It is unclear what the direction of this coefficient will be as transient investors have not been shown to exhibit a
preference for S&P 500 stocks. Hypothesis H1 is supported by finding positive and significant coefficients on the
three proxies for accounting discretion (ABNACC, SMOOTH, and SMP).

A specification of the same model using leading accounting discretion variables in place of current accounting
discretion variables is also utilized in an attempt to differentiate between transient investors being attracted to firms
with high current accounting discretion from transient investors being attracted to firms which will have higher
future accounting discretion. Due to the superior information of transient investors, it is likely they could identify
firms which may not be demonstrating high accounting discretion currently but may do so in the near future. This
specification using future accounting discretion is as follows:

TRA = a; + BjLEADABNACC + B,LEADSMOOTH + B;LEADSMP + B,MKTCAP + BsAGE + B¢DP + B,BM +
BsPRC + BoTURN + B;,VOL + ;;SP500 + ¢ (1b)

The “lead” transformations of each accounting discretion variable (LEADABNACC, LEADSMOOTH, and
LEADSMP) are equal to the value of the variable in year t+1. The predicted sign of the coefficients on all three of
the current and leading accounting discretion variables is positive due to the hypothesis that transient investors will
be attracted to firms with higher accounting discretion.

H2 states that the association between transient ownership and positive future returns will be more pronounced for
firms with greater accounting discretion. To test H2, a regression similar to the test of H1 is run. In this regression,
however, the three-month firm return is used as the dependent variable and transient ownership and the accounting
discretion variables are included as independent variables. (Note 4) The independent variables of interest are the
interactions between transient ownership and the accounting discretion variables. This will give an indication as to
whether the positive future returns associated with transient ownership are more heavily concentrated in firms with
greater accounting discretion. The regression is as follows:

RET3 = o, + B, TRA + B,ABNACC + B;SMOOTH + B,SMP + BsTRA*ABNACC + BsTRA*SMOOTH +
B, TRA*SMP + BsMKTCAP + BoAGE + B,,DP + B;;BM + B;,PRC + B;sTURN + B,,VOL + B;5SP500 + ¢ (2a)

Again, a specification of the same model using leading accounting discretion variables in place of current accounting
discretion variables is utilized in an attempt to differentiate between transient investors attracted to firms with high
current accounting discretion from transient investors attracted to firms which will have higher accounting discretion
in the near future. This specification using future accounting discretion is as follows:

RET3 = o; + B;TRA + B,LEADABNACC + B;LEADSMOOTH + B,LEADSMP + BsTRA*LEADABNACC +
BsTRA*LEADSMOOTH + B, TRA*LEADSMP + BsMKTCAP + BoAGE + B;,DP + B;;BM + B;,PRC + B;TURN +
BLaVOL + B1sSP500 + & (2b)

RET3 is the future three-month cumulative return on the stock. The accounting discretion variables (ABNACC,
SMOOTH, and SMP) are as defined previously with the exception that the variables in this specification are
indicator variables equal to 1 if the firm accounting discretion variable is greater than the median. For example, if a
company has ABNACC greater than the median firm for that year, ABNACC will be equal to 1 and will be 0
otherwise. All other variables are as defined previously. H2 is supported if the coefficient on any of the interaction
variables is positive and significant, demonstrating transient owners earn greater returns in companies with higher
accounting discretion.
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5. Sample Selection

The sample for my analyses contains data from CRSP, Compustat, Thompson-Reuters, and First Call databases. The
time period covers the years 1998-2007. (Note 5) Bushee (1998) classifications are utilized to categorize institutional
holdings data, as described previously. Institutional holdings data for the transient ownership variable (TRA) is
gathered from the 13f filings on the Thomson-Reuters database.

6. Results

First, I present the results for the univariate tests in Table 1. Comparing the descriptive statistics of my dataset with

those of Yan and Zhang (2009) yields interesting differences. The most striking contrast between my dataset and YZ

(2009) is my average dividend yield (0.006) is far lower than that (0.021) reported by YZ (2009). The reason for this

difference is the fact that Yan and Zhang (2009) only include dividend paying firms, as evidenced by a minimum

amount on dividend yield greater than zero, while some firm observations have cash dividends equal to zero. (Note 6)
Another difference between my dataset and that of Yan and Zhang (2009) is the average book-to-market ratio of my

firms (0.623) is lower than that of Yan and Zhang (0.74). A final difference is the average turnover of the firms used

in my sample (0.136) is higher than the level reported (0.078) in YZ (2009). Other than the differences described, the

descriptive statistics of my dataset are consistent with those of Yan and Zhang (2009).

Table 1. Descriptive Statistics

Variable N Mean Median Std. Dev. 0l Q3
TRA 24 525 0.158 0.122 0.319 0.053 0.223
ABNACC 24 525 0.713 0.197 2.130 0.068 0.499
SMOOTH 24 525 2.849 1.833 4.955 0.966 3.274
SMP 24 525 0.107 0.083 0.143 0.000 0.167
MKTCAP 24 525 19.900 19.813 1.940 18.513 21.129
COAGE 24 525 204.580 141.000 185.587 76.000 282.000
DP 24 525 0.005 0.000 0.009 0.000 0.007
BM 24 525 0.607 0.481 0.511 0.286 0.755
PRC 24 525 23.260 16.938 33.565 7.500 31.210
TURN 24 525 0.153 0.098 0.219 0.047 0.191
RETVOL 24 525 0.148 0.125 0.094 0.087 0.183
SP500 24 525 0.126 0.000 0.332 0.000 0.000

TRA -the percentage of the firm's stock owned by transient (see Bushee 1998) investors

ABNACC - abnormal accruals calculated using the modified Jones model over the prior three years

SMOOTH - earnings smoothing calculated as the std deviation of qtrly cash flows over std deviation of earnings

SMP - proportion of earnings surprises over the prior 12 quarters that were "small positive" earnings surprises

LEADABNACC, LEADSMP, and LEADSMOOTH - equal to ABNACC, SMP, and SMOOTH at year t+1

MKTCAP - the natural log of the firm's market capitalization

COAGE - the number of months the firm has been listed in CRSP

DP - equal to firm dividend yield calculated as cash dividend divided by share price

BM - the firm's book-to-market ratio calculated as common equity divided by market capitalization

PRC - equal to the price of the firm's stock

TURN - equal to the average of the previous three months turnover for the firm's stock

RETVOL - the volatility of firm stock taken as the std deviation of returns over the previous 24 months

SP500 - indicator variable equal to 1 if the firm was listed in the SP500 for the year
Next, the three proxies for accounting discretion (ABNACC, SMOOTH, and SMP) are analyzed by transient
ownership quintile in each year. TRA Q1 represents the quintile with the greatest amount of transient ownership
while TRA_Q5 represents the quintile with the least. The results are presented graphically in Figure 1. With respect
to abnormal accruals (ABNACC), it appears that firms with less transient owners appear to have a greater amount of
abnormal accruals. Specifically, in seven of the ten years analyzed, ABNACC is highest in the quintile with the
smallest amount of transient ownership (TRA QS5). The results for earnings smoothing (SMOOTH) are also
inconsistent with transient ownership being associated with more accounting discretion. In the first seven years of the
sample, greater earnings smoothing is concentrated in firms which have an average amount of transient investors.
However, in the last three years of the sample, greater earnings smoothing appears to be concentrated in the quintiles
with the lowest amount of transient ownership. With respect to small positive earnings surprises, the results
overwhelmingly indicate that the firms with the least amount of transient ownership have the greatest amount of
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small positive earnings surprises (SMP). In seven of the ten years of the sample, the two quintiles with the greatest
amount of small positive earnings surprises are Q3, Q4, or Q5. Overall, the univariate results are inconsistent with
transient owners being associated with greater accounting discretion.
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Figure 1. Accounting Discretion in Transient-Owned Firms
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Next, the results for the regression utilizing accounting discretion variables are presented in Table 2. As discussed
previously, a linear regression is run over the ten-year sample period. Results for the control variables are generally
consistent with YZ (2009). The findings are presented in Table 2. These results indicate transient owners prefer firms
that are larger, younger and have lower dividend yields and higher turnover. Inconsistent with the findings of YZ
(2009), transient ownership is not found to be significantly associated with the firm’s book-to-market ratio.

For my first test of H1, employing current accounting discretion variables (Eq. 1a), I fail to find evidence consistent
with the hypothesis that transient investors are attracted to firms with greater accounting discretion. In fact, results
indicate an opposite effect. The coefficient on ABNACC is negative and significant (coeff.= -0.00396; p-value
<.0001). Furthermore, a strong negative association is found between transient ownership and the incidence of small
positive earnings surprises. The coefficient on SMP is negative and significant (coeff. = -0.04233; p-value < .0001).
Regarding earnings smoothing, there is marginal evidence that transient investors target firms with greater earnings
smoothing. The coefficient on SMOOTH is positive (coeff. = 0.00033) and significant at the five percent level
(p-value = 0.046). In summary, the results are inconsistent with the hypothesis that transient investors are targeting
firms exercising greater amounts of accounting discretion.

Results are similar when leading accounting discretion variables replace current discretion variables (Eq. 1b).
Transient ownership is negatively associated with lead abnormal accruals (coeff. = -0.00320) and the coefficient is
highly significant (p-value < .0001). Similar to the specification using current accounting discretion variables, a
strong negative association between small positive earnings surprises and transient ownership is exhibited. The
coefficient on LEADSMP is -0.03651 and is highly significant (p-value = 0.001). Finally, the coefficient on
LEADSMOOTH is positive and significant at the five percent level (p-value = 0.041). This again is consistent with
transient owners targeting firms with greater earnings smoothing but overall, tests fail to document a positive
association between transient ownership and greater accounting discretion.

To control for the potential effects of multicollinearity among the accounting discretion variables, separate
regressions were run using only one accounting discretion variable at a time. These results are omitted for the sake of
brevity but are fully consistent with the results obtained using all three accounting discretion variables
simultaneously.

Table 2. Association Between Transient Ownership and Accounting Discretion

Dep Var=TRA

Current Discr. Variables Lead Discr. Variables

Variable Coefficent P-Value Coefficient P-Value
Intercept -0.27577 0.015 -0.25832 0.035
ABNACC -0.00396 <.0001 -0.00320 <.0001
SMOOTH 0.00033 0.046 0.00073 0.041
SMP -0.04233 <.0001 -0.03651 0.001
MKTCAP 0.02120 <.0001 0.02029 0.001
COAGE -0.00006 <.0001 -0.00007 <.0001
DP -1.23068 <.0001 -1.28939 <.0001
BM 0.00679 0.367 0.00611 0.479
PRC -0.00001 0.887 0.00001 0.925
TURN 0.14297 <.0001 0.14154 <.0001
RETVOL 0.10507 <.0001 0.11316 <.0001
SP500 -0.03283 0.033 -0.02891 0.074
N 24 525 22904

Adjusted R® 2.82% 2.65%

TRA - the percentage of'the firm's stock owned by transient (see Bushee 1998) investors

ABNACC - abnormal accruals calculated using the modified Jones model (see Kasnick 1999) over the prior three years
SMOOTH - earnings smoothing calculated as the std deviation of quarterly cash flows over the std deviation of earnings
SMP - proportion of earnings surprises over the prior 12 quarters that were "small positive" earnings surprises
LEADABNACC, LEADSMP, and LEADSMOOTH - equal to ABNACC, SMP, and SMOOTH at year t+1

MKTCAP - the natural log of the firm's market capitalization

COAGE - the number of months the firm has been listed in CRSP

DP - equal to firm dividend yield calculated as cash dividend divided by share price

BM - the firm's book-to-market ratio calculated as common equity divided by market capitalization

PRC - equal to the price of the firm's stock

TURN - equal to the average of the previous three months turnover for the firm's stock

RETVOL - equal to the volatility of firm stock taken as the std deviation of returns calculated over the previous 24 months
SP500 - indicator variable equal to 1 if the firm was listed in the SP500 for the year
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Next in Table 3, results are presented for the test of H2 which states the association between firm returns and
transient ownership will be more pronounced for firms with greater accounting discretion (Eq. 2a). This test
regresses the three-month return (RET3) of the stock on transient ownership, the three accounting discretion
variables, and a series of control variables. In this regression, the coefficient on TRA is positive and highly
significant (coeff. = 0.1756; p-value <.0001). This is consistent with prior literature which demonstrates that transient
investors generate positive abnormal short-term returns. Next, the coefficients on the accounting discretion variables
are analyzed. The coefficient on ABNACC is positive and significant (coeff. = 0.01262; p-value = 0.026). This is
consistent with literature showing that firms which engage in short-term earnings management experience higher
returns as a result of this behavior. SMOOTH is also positive and significant (coeff. = 0.02241; p-value < .0001). The
coefficient on SMP is not found to be significantly related to short-term returns.

Table 3. Association between Firm Returns and Accounting Discretion

Dep Var=RET 3

Current Discr. Variables Lead Discr. Variables

Variable Coefficent P-Value Coefficient P-Value
Intercept -0.01201 0.719 -0.02830 0.398
TRA 0.17566 <.0001 0.14764 <.0001
ABNACC 0.01262 0.026 0.02553 <.0001
SMOOTH 0.02241 <.0001 0.03022 <.0001
SMP -0.00203 0.759 0.00267 0.655
TRA*ABNACC -0.06583 0.007 -0.06933 0.002
TRA*SMOOTH -0.10853 <.0001 -0.03013 0.261
TRA*SMP -0.04581 0.148 -0.04894 0.053
MKTCAP 0.00012 0.943 0.00025 0.878
COAGE -0.00002 0.046 -0.00003 0.019
DP 0.15478 0.494 0.16453 0.466
BM 0.03132 <.0001 0.03337 <.0001
PRC -0.00006 0.356 -0.00008 0.235
TURN -0.03642 <.0001 -0.03514 <.0001
RETVOL 0.26535 <.0001 0.27739 <.0001
SP500 0.03081 <.0001 0.03143 <.0001
LAGRET3 -0.08100 <.0001 -0.08234 <.0001
LAGRET12 -0.00957 <.0001 -0.00990 <.0001
N 24 485 24 485

Adjusted R’ 2.08% 2.24%

RETS3 - the three month cumulative return on the stock

TRA - the percentage of the firm's stock owned by transient (see Bushee 1998) investors

ABNACC - abnormal accruals calculated using the modified Jones model (see Kasnick 1999) over the prior three years
SMOOTH - earnings smoothing calculated as the std deviation of quarterly cash flows over the std deviation of earnings
SMP - proportion of earnings surprises over the prior 12 quarters that were "small positive" earings surprises
LEADABNACC, LEADSMP, and LEADSMOOTH - equal to ABNACC, SMP, and SMOOTH at year t+1

MKTCAP - the natural log of the firm's market capitalization

COAGE - the number of months the firm has been listed in CRSP

DP - equal to firm dividend yield calculated as cash dividend divided by share price

BM - the firm's book-to-market ratio calculated as common equity divided by market capitalization

PRC - equal to the price of the firm's stock

TURN - equal to the average of the previous three months turnover for the firm's stock

RETVOL - equal to the volatility of firm stock taken as the std deviation of returns over the previous 24 months

SP500 - an indicator variable equal to 1 if the firm was listed in the SP500 for the year

LAGRET3 - the lagged three month cumulative return on the stock

LAGRETI2 - the lagged twelve month cumulative return on the stock
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Next, the interactions between transient ownership and the accounting discretion variables are discussed. The results
do not support the hypothesis that transient owners earn greater returns in firms with higher accounting discretion,
exhibited by a lack of positive and significant coefficients on the three interaction variables. The interaction variable
TRA*ABNACC is negative and significant (coeff. = -0.06583; p-value = 0.007). The interaction variable
TRA*SMOOTH is also negative and significant (coeff. = -0.10853; p-value <.0001). The interaction variable
TRA*SMP, however, is insignificant. Overall, the results suggest there is not a relation between the magnitude of the
returns earned by transient investors and the amount of accounting discretion demonstrated in the firm. In fact,
results depict transient investors as earning smaller returns in firms which exhibit greater accounting discretion,
inconsistent with the belief that transient investors generate returns by exploiting poorly monitored firms. (Note 7)

Next, the same test is run with the exception that lead accounting discretion variables are used in place of current
accounting discretion variables (Eq. 2b). When lead accounting discretion variables are used as the independent
variables of interest, transient ownership remains significantly related to future returns. Furthermore, the results on
the accounting discretion variables continue to show a positive and significant relation between returns and
accounting discretion. The coefficient on ABNACC is positive and significant and the coefficient on SMOOTH is
also positive and significant. The coefficient on SMP is insignificant. Concerning the interaction variables,
TRA*ABNACC is negative and significant while the coefficient on TRA*SMOOTH is insignificant. Finally, the
coefficient on TRA*SMP is found to be negative and is significant at the ten percent level. Overall, the results show
that the superior returns of transient investors are not concentrated in firms with greater accounting discretion. Again,
the findings do not support the hypothesis that transient owners intentionally target poorly monitored firms.

Separate regressions were again run using only one accounting discretion variable at a time to control for the
potential effects of multicollinearity. The unreported results are consistent with the results obtained using all three
accounting discretion variables simultaneously. This demonstrates that the superior returns earned by transient
owners are not earned by targeting firms with greater accounting discretion. (Note 8)

7. Discussion and Conclusion

This study attempts to present evidence to either substantiate or undermine the portrayal of transient investors as
short-termists who target and exploit poorly monitored firms. The study tests both the degree to which transient
investors are attracted to poorly monitored firms and the propensity with which transient investors earn abnormal
returns by trading in firms with greater accounting discretion. The results of the study are inconsistent with the
short-termist portrayal of transient investors. Transient investors are not found to be attracted to firms with larger
abnormal accruals, higher earnings smoothing, or increased incidences of small positive earnings surprises. In fact,
transient institutions tend to target firms with a reduced amount of small positive earnings surprises. These results are
inconsistent with the hypothesis that transient investors target poorly monitored firms or those where they can more
easily influence management.

With respect to the abnormal returns earned by transient owners, no association is found between these returns and
greater accounting discretion. In other words, the relatively superior returns earned by transient investors are not
more heavily concentrated in companies which exercise greater accounting discretion.

Overall, the results of my study are inconsistent with the portrayal of transient investors as short-termists who seek
out firms where they can influence company management and exploit information asymmetries. Further research
should examine this important question of whether short-term institutional investors specifically target firms with
greater accounting discretion by using different proxies for financial reporting quality. Additionally, research should
attempt to identify mechanisms through which short-termist behavior could operate and not be associated with
increased accounting discretion in firm financial reporting. Due to the importance of this research question, this
study should not be considered a definitive answer to the question of whether the short-term interests of transient
investors lead them to target firms exhibiting a monitoring deficiency. However, the current study does make an
important contribution to the transient investor debate by presenting results which call into question the oftentimes
implicit portrayal of transient owners as short-termists who earn superior returns merely by targeting firms where
they can exploit information asymmetries.
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Notes

Note 1. I would like to acknowledge Brian Bushee for making his institutional investor classifications available for
research purposes.

Note 2. A small positive surprise occurs when the change in seasonally lagged quarterly earnings after tax (Eq-Eq.4)
scaled by total assets at the end of quarter g-5 falls within the range of (0.00 to 0.0025).

Note 3. Following YZ (2009), firm book-to-market and dividend yield are winsorized at the 1™ and 99" percentile.
Note 4. This model using returns regressed on transient ownership is also adopted from Yan and Zhang (2009).

Note 5. Only firm observations with three consecutive years of data were included in my sample. This restriction
reduced my sample size from 27,188 observations to 24,525 observations.

Note 6. Missing cash dividend amounts were set to zero.

Note 7. Following Yan and Zhang (2009), I also performed tests using twelve month returns as the dependent
variable. The results did not conflict with the main tenor of my results but due to the insignificance of the
coefficients on the control variables and the variables of interest, the test results were omitted.

Note 8. The model was also run using annual cross-sectional regressions (see Yan and Zhang 2009). Results were
similar to those obtained using a panel data specification.
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