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Do Accounting Quality Characteristics Attract Different Types of 

Institutional Investors? 
 

 

Abstract 
 

I investigate whether institutional investors are attracted to invest in firms with specific 

accounting quality attributes. Institutional investors hold over two-thirds of the equity in U.S. 

publicly traded corporations and wield considerable power and influence in today’s U.S. market. 

An understanding of these entities and their investment strategies will provide a clearer picture of 

the way the market operates as a whole. I find that transient investors tend to invest in firms with 

lower levels of accounting quality. Further, I find that transient institutions have a much higher 

concentration of their shares in firms with high stock price delay, relative to dedicated 

institutions. Finally, I find that dedicated institutions slightly decrease their percentage of 

holdings in a restatement firm from the pre-statement quarter to the post-statement quarter while 

transient institutions significantly increase their percentage of holdings.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 



Do Accounting Quality Characteristics Attract Different Types of 

Institutional Investors? 
 

I. INTRODUCTION 

In this study, I investigate whether institutional investors are influenced by accounting 

quality characteristics when making choices about investment. A substantial body of past 

research has looked at institutional ownership and its subsequent effect on accounting quality. 

For example, institutional ownership has been linked to higher firm values, higher stock prices, 

and increased overall profitability (Hartzell and Starks, 2003; Gugler et al, 2008; Lee and Park, 

2009). On the flip side, some studies have associated institutional ownership with myopic firm 

behavior and lower firm values such as cutting research and development expenses to meet 

earnings targets (Lang and McNichols, 1997; Bushee, 1998, 2001). The common thread behind 

each of these studies is that they focus on supply of accounting quality once institutions acquire a 

stake in the firm. While extensive research has looked at the effect that institutional ownership 

has on accounting quality, limited research has explored whether institutions demand a specific 

type of accounting quality. This study further explores this question and investigates whether 

institutional investors are attracted to invest in firms with specific accounting quality attributes. 

Institutional investors are entities such as large bank trusts, insurance companies, mutual 

funds, and pension funds that invest and manage equity on behalf of others. Their role in the 

economy is to act as highly specialized investors who attempt to generate positive cash flows for 

their clients. Institutions are a dominant force in today’s U.S. economy as they hold over 67% of 

equity in U.S. publicly traded corporations (Blume and Keim, 2012). Additionally, they own 

over 73% of the outstanding equity in the 1,000 largest U.S. corporations (SEC Conference 

Board Report). This percentage of equity holding has increased considerably over the past 

several years and continues to increase. For example, in 1950, institutions held a mere 7% of 



equity in U.S. companies and in 1995 they held 45% (Blume and Keim, 2012). Institutional 

investors have also been shown to have a tremendous influence on the solvency of individual 

companies because they wield so much financial power (Kim, 1993). The power and influence 

that these institutions hold over the U.S. market warrants extensive research and investigation as 

an understanding of these entities will provide a more focused picture of the way the market 

operates as a whole (Hribar et. al, 2004). 

Given their significant equity holdings in U.S. corporations, institutions have the 

potential to be a considerable threat or opportunity for a firm. Institutions could pose a threat by 

using the power and leverage from their shareholding to pressure management and garner 

benefits for themselves (Bhorjraj and Sengupta, 2003). Contrastingly, institutions could serve as 

an experienced monitor who provides stability to a firm as it pursues its long-term goals (Chen 

et. al, 2007). An inherent problem exists, however, when lumping institutions into one aggregate 

group as these entities tend to have varying investment strategies and varying equity holdings. 

Institutions may prefer well governed or poorly performing firms depending on their orientation 

(Gillan and Starks, 2003). Certain institutions are guided by principles of safe and secure 

investing and prefer well performing firms and better governed firms (Bushee, 2001). On the 

other hand, some activist institutions may prefer to invest in poorly managed firms trusting their 

ability to restructure the firms and extract the hidden value (Bushee, 2001). Combining all 

institutions into one collective group provides a diluted view of these entities as the behavior of 

one type of institution could be mitigated by the behavior of another (Bushee, 1998). I, therefore, 

break down these institutional investors into three specific groups to better analyze their behavior 

and achieve a greater and more focused understanding of their investment strategies. These three 

groups of institutions are transient, dedicated, and quasi-indexing. I find that transient investors, 

have a higher share of equity holdings in firms with low accounting quality, relative to other 



institutions. Additionally, I find that dedicated institutions tend to remain relatively stable in their 

investment, regardless of accounting quality.  

Prior research has studied information imperfections such as asymmetric information and 

incomplete information in the U.S. stock market system. (Hvidkjaer and O’Hara 2002; Lambert 

et. al, 2007; Akins et. al, 2012). These information imperfections have been shown to 

significantly reduce the quality of accounting information in financial reporting (Akins et. al, 

2012). Poor accounting quality of available information leads investors and analysts to 

erroneously forecast stock prices (Callen et. al, 2000). These inaccurate forecasts hinder timely 

price discovery and are associated with delayed stock price adjustment to information (Callen et. 

al, 2013). This observed phenomenon, referred to as stock price delay, has received little 

research in regards to its relationship with institutional ownership. Thus, this paper specifically 

analyzes institutional investors’ reaction and approach to stock price delay. In regards to stock 

price delay, I find that transient institutions have a higher concentration of their shares in firms 

with high delay, relative to dedicated institutions. This evidence seems to indicate that transient 

institutions target their investments in high delay firms which are associated with poor 

accounting quality.    

My paper lastly covers the relationship between institutional investors and firm 

restatements. The overall number of financial restatements by U.S. public companies has 

decreased over the last four years. However, restatements from large companies have risen by 

33% from 2010 to 2012 (Financial Restatements Comparison Report). Also, recall that 

institutions concentrate the majority of their holdings in the largest U.S. corporations so this 

topic is particularly relevant for these entities. The need to restate financial figures can result 

from a variety of different reasons such as noncompliance with GAAP, fraud, or a simple clerical 

error (Hribar et. al, 2004). An institution’s reaction to these restatements will provide excellent 



insight into the behavioral strategy of institutional investors as it will allow me to determine if 

institutions adjust their holdings when a restatement has occurred. Therefore, this paper 

examines the before and after effects of firm restatements on institutional holdings and attempt to 

identify any patterns or trends in behavior. I find that the reaction of institutions to firm 

restatements differs greatly. Specifically, I find that transient institutions increase the percentage 

of their holdings in a restatement firm from the pre-statement quarter to the post-statement 

quarter while dedicated institutions slightly decrease their percentage of holdings. 

This paper contributes to past research in a number of ways. First, it further explores the 

association between institutional ownership and firm quality. This paper provides an in-depth 

look at the strategies of institutions and how they select the firms in which they intend to invest. 

Additionally, this study is one of the first to investigate institution’s reaction to stock price delay. 

Prior research has linked poor accounting quality with stock price delay but my study furthers 

this research by exploring the response of institutional investors. Lastly, this paper contributes to 

the research on the association of institutional ownership and firm restatements. Specifically, my 

paper investigates the before and after behavior of institutions when firm restatements occur.  

 
II. BACKGROUND AND HYPOTHESIS DEVELOPMENT 

 
Past research has argued that institutional investors have an excessive focus on short-term 

performance that leads corporate managers to make decisions that boost short-term earnings at 

the expense of long-run value (Jacobs, 1991; Lavetry, 1996). Under this theory, managers feel 

pressure from institutions to maximize near-term earnings and forego long-term decisions that 

would be in the best interest of the firm (Porter, 1992). This quest for short-term performance 

leads to the adoption of more aggressive trading strategies at the expense of traditional buy-and-

hold strategies based upon firm fundamentals (Lowenstein, 1988). Following the work of Bushee 

(1998), I classify institutions as transient, dedicated, or quasi-indexing depending on their 



expected investment horizon; this allows me to more closely analyze the investment strategies of 

institutions and note any trends or patterns of behavior.  Transient institutions are characterized 

as having high portfolio turnover and highly diversified portfolio holdings. Dedicated institutions 

are characterized by large average investments in portfolio firms and extremely low turnover and 

a commitment to provide long-term patient capital. Lastly, quasi-indexing institutions are 

characterized by low turnover, but they tend to have diversified holdings, consistent with a 

passive, buy-and-hold strategy of investing portfolio funds in a broad set of firms. 

Transient institutions demonstrate an active and aggressive trading strategy with the goal 

of achieving short-term profits at the expense of long-run value for the firm (Ke and Petroni, 

2004; Bushee 2001). Maffet (2012) notes similar findings regarding transient investors when he 

explores institutions and their association with firm opacity. He defines firm opacity as the extent 

of financial transparency within a firm; thus, the higher the opacity level is in a firm, the lower 

the financial transparency within the firm. In his research, Maffett finds that firm opacity is more 

strongly related to transient institutions as they tend to have a higher concentration of holdings in 

highly opaque firms with low accounting quality.  

In contrast to transient institutions, dedicated investors are characterized by having low 

turnover and large holdings in a small number of firms. These institutions exhibit a strategy 

known as relationship investing as they maintain their holdings through the ups and downs of a 

firm. Prior research has noted that because these institutions have large, long-term holdings in 

just a few firms, they are likely to monitor managers very closely and assess their performance 

(Porter, 1992). Furthermore, dedicated institutions are characterized as being more conservative 

and preferring to invest in safe and well-performing firms (Chen et. al, 2007). Similar to 

dedicated institutions, quasi-indexing investors possess a long-term investment horizon but also 

maintain diversified holdings. This strategy spreads risk across a broad set of companies as the 



losses of one firm are likely to be mitigated by the gains of another. However, prior research 

indicates that quasi-indexers tend to have myopic investment behavior because their passive, 

fragmented ownership leads them to gather little information on the company or monitor 

managers (Porter, 1992). 

In his study on institutional ownership and earnings quality, Kim (1993), proposes the 

“private benefit hypothesis” as explanation of institutions’ investment behavior. This hypothesis 

suggests that institutional investors are likely to enjoy certain benefits such as private 

information, which can be exploited for trading purposes; consequently, institutions might not be 

as inclined to encourage management to report high quality earnings as they hope to garner 

benefits for themselves. Burns, Kedia, and Lipson (2010) investigate the accuracy of this 

hypothesis and find that greater institutional ownership in a firm is associated with an increased 

likelihood of misreporting. However, the researchers note that this misreporting is driven almost 

entirely by transient investors and the aggressive strategy that they exhibit. As previously 

discussed, transient institutions have been proven to have a substantial concentration of their 

holdings in high opacity firms which are associated with poor accounting quality (Maffett, 

2012). Furthermore, the advantage of private information sharing by institutions in highly 

opaque firms has been demonstrated to be economically significant (Maffett, 2012). This 

provides a substantial incentive for institutions to exploit the poor quality of financial reporting 

and reap short-term financial benefits. To test for the relationship between institutions and 

accounting quality, I use the accounting quality metric of discretionary accruals. I predict that 

transient institutions target firms with lower accounting quality which leads me to my first 

hypothesis:  

H1: Transient institutions have a higher share of equity holdings in firms with low 

accounting quality, relative to other institutions. 

 



As mentioned earlier, stock price delay occurs when imperfect information and poor 

accounting quality lead investors and analysts to erroneously forecast stock prices (Callen et. al, 

2000). These inaccurate forecasts hinder timely price discovery and delay stock price adjustment 

to true prices (Callen et. al, 2013). Prior studies have shown that sophisticated investors, such as 

institutional investors, are more capable than the average investor of accurately interpreting 

earnings announcements (Hand, 1990; Schipper, 1989). Additionally, firms with a high delay in 

stock price have significantly higher future stock returns relative to other firms (Callen et. al, 

2000). These high returns in high delay firms provides an excellent opportunity for institutions to 

benefit from these companies that exhibit low accounting quality. 

As already discussed, the investment strategies of transient and dedicated institutions are 

vastly different. Transient institutions are aggressively focused on short-term earnings while 

dedicated institutions are long-term oriented with an emphasis on forming a relationship with 

their firms. Because the investment strategies of these institutions are substantially unalike, I 

anticipate that the respective institution’s approach to stock price delay will be greatly different. 

Therefore, following the model first used by Callen et. al (2013), my second hypothesis is as 

follows: 

H2: There is a statistical difference in the behavior of transient and dedicated 

institutions toward high delay firms. 

 
 
My last hypothesis addresses the relationship between institutional ownership and firm 

restatements. Prior research has proven that institutional investors are able to better predict the 

occurrence of accounting restatements in comparison to average individual investors (Hribar et. 

al, 2004). The ability for institutions to better predict firm restatements is due in large part to 

their sophistication and specialization as an investor (Griffin, 2003). It can also be credited to 

power and leverage that they hold within a firm as they have more access to private information 

than the average investor (Burns, et. al, 2006). For example, institutions have been shown to 



recognize earnings management prior to the release of 10-Qs by drawing on sources of 

information such as conference calls and private conversations with management (Balsam, 

2002). Their trading behavior also appears to predict corporate events such as dividend increases, 

and breaks in consecutive positive earnings surprises (Ke and Petroni 2004). Therefore, 

examining the before and after trading behavior of institutional investors allows me to 

investigate whether institutions trade on superior information and possess an economically 

significant information advantage. 

My study looks specifically at the different strategies that institutions utilize when 

managing accounting restatements. In particular, I investigate changes in institutional holdings 

before and after restatement occurs to determine the different approaches that are used in regards 

to restatements. Past research has shown that transient investors, in their attempt to maximize 

short-term profits, predict restatements one quarter prior to the restating quarter (Hribar et. al, 

2004). Additionally, transient institutions are associated with an increase in the use of 

discretionary accruals and an increase in both the likelihood and severity of a restatement (Burns 

et. al, 2010). While past research demonstrates transient institutions to have a high concentration 

of holdings in restatement firms, the more conservative dedicated institutions exhibit a low 

concentration of holdings in these restatement firms (Hribar et. al, 2004). Thus, based upon the 

diverse investment strategies, I predict that there will be a statistical difference in the way 

dedicated and transient institutions react to firm restatements. Following the statistical model of 

Hribar et. al (2004), I test the following hypothesis: 

H3: There is a systematic difference in the before and after behavior of transient 

and dedicated investors toward firm restatements. 

 

 

III. METHODOLOGY 

Measuring Accounting Quality 



Following Callen et. al (2013), I define accounting quality as the precision with which 

financial reporting conveys information to equity investors about the firm’s expected cash flow. 

Consistent with this definition, I use the proxy of accrual quality to capture the uncertainty in the 

mapping between current financial statement figures and future cash flows. Accruals are the non-

cash component of earnings that result from timing differences between the delivery or 

consumption of goods and services and the receipt or payment of cash for those goods and 

services (Francis et al, 2005). The value of the accrual subsequently reverses once cash is 

ultimately received or disbursed. Therefore, accrual quality (AQ) is defined as the uncertainty 

associated with the mapping of accruals to cash flows (Callen et. al, 2013). There has been ample 

past evidence that links the occurrence of accruals with accounting quality. For example, Doyle 

et. al (2007) demonstrate that firms with poor internal controls have high AQ while Hutton et. al 

(2009) provide evidence that versions of AQ are associated with a higher likelihood material 

misstatements and restatements of financial reports. This evidence suggests that accruals are 

strongly associated with accounting quality and thus, are a suitable means of measuring 

accounting quality.  

To capture AQ, we use the model originally developed by Francis et al. (2005). Under 

this empirical model, AQ is measured as the variability of accruals unexplained by the Dechow 

and Dichev (2002) model. Specifically, the Dechow-Dichev cross-sectional model is as follows: 

CAcct = γ1,t + γ2,tCFOt-1 + γ3,tCFOt-1 + γ4,tCFOt-1 + γ5,t Δrevt + γ6,tPPEt + εt 

where CAcc is current accruals or the change in working capital, CFO is operating cash flows, 

Δrev is the change in revenues, PPE is property, plant and equipment, and all variables are scaled 

by total assets. Thus, AQ is measured as the standard deviation in year t, over the last five years, 

of a firm’s unexplained current accruals (the residuals from the Dechow-Dichev model). A high 



value of AQ implies a strong uncertainty in the accrual to cash flow mapping, so a high (low) 

AQ represents poor (strong) accounting quality. 

 
 

Measuring Firm-Level Opacity 

 To measure the level of opacity within a firm, I adhere to the model originally developed 

by Maffett (2012). Under this model, I use three variables to account for the availability of firm-

specific information – Analyst Following, Forecast Accuracy, and Forecast Diversity. I define 

Analyst Following as the number of analysts issuing a forecast of the firm’s quarterly earnings. 

Past research has suggested that analysts play a pivotal role in the oversight and information 

processing of a firm (Lang et. al, 2004). Therefore, a smaller (larger) analyst following is taken 

to be indicative of a greater (lower) level of firm opacity. Next, I use Forecast Accuracy as my 

second measure of firm opacity. Lang and Lundholm (1996) suggest forecast accuracy captures 

both the information acquisition activities of analysts and the disclosure policies of firms. Thus, a 

firm with a lower (higher) degree of forecast accuracy will indicate a higher (lower) level of firm 

opacity. My third and final measure of firm opacity is Forecast Diversity. I define this measure 

as the extent to which analyst’s forecasts differ from each other. Prior research has argued that 

the level of forecast diversity is indicative of specific firm hidden information that is not made 

available to every analyst (Jin and Myers, 2006). Therefore, a higher (lower) level of forecast 

diversity will indicate a higher (lower) degree of firm opacity.  

 Based upon this information, I calculate firm-level opacity as the average scaled 

percentile rank of these three variables. Analyst Following is calculated as the number of unique 

analysts making a forecast of the firm’s quarterly earnings. Forecast Accuracy is computed as 

the percentile-ranked residual value from a regression of Raw Accuracy on Earnings Surprise 

and Forecast Bias where Raw Accuracy is the absolute value of the forecast error multiplied by -

1, scaled by the stock price. Lastly, Forecast Diversity is calculated as the percentile-ranked 



residual value from a regression of Raw Diversity on Earnings Surprise and Forecast Bias where 

Raw Diversity is calculated as the standard deviation of analysts’ forecasts in the following year, 

normalized by the mean forecast and then divided by the square root of the number of analysts 

following that firm.  

 
Measuring Stock Price Delay 

To measure stock price delay, I follow the model originally developed by Hou and 

Moskowitz (2005). I calculate the average delay with which information is impounded into stock 

prices by regressing stock returns for each firm. I regress on four simultaneous and lagged 

marker returns presented as follows: 

ri,t = αi + βiRm,t +∑n = 1-4 δi,nRm,t-n + εi,t 

where ri,t is the return on stock i and Rm,t is the market return in week t. If the stock responds 

immediately to market news, then βi will be significantly different from zero, but none of the δi,n 

will differ from zero. However, if the stock’s price responds with a delay, then some of δi,n will 

differ from zero and lagged returns will add explanatory power to the regression. Using the 

formula above, we can calculate the value of an unrestricted and restricted regression. 

Unrestricted regression assumes that the stock price responds with a delay and thus, some of the 

δi,n  will differ significantly from zero. Contrastingly, the restricted regression is a benchmark 

analytical tool that assumes a perfectly efficient market and, consequently, no stock price delay. 

Under this restricted regression, all of the δi,n will be zero as the stock price responds perfectly to 

market news. Therefore, Delay is calculated as one minus the ratio of the restricted to the 

unrestricted R2: 

 Delay = 1 - (
R   restricted

2

R   unrestricted
2 ) 

 



The measurement of Delay is similar to an F-test on the joint significance of the lagged variables 

scaled by the amount of total variation explained simultaneously (Hou and Moskowitz 2005). 

The larger the value of Delay, the more return variations is captured by lagged returns. Thus, a 

high value of Delay will indicate a strong stock price lag to available market news.  

 
Firm Restatements 

My last empirical model tests H3 as I analyze institutional investor’s response to firm 

restatements. Accounting restatements occur when a company's previous financial statements 

require revision due to material inaccuracy in financial figures (Easley, et. al, 2002). The need to 

restate financial statements can result from accounting errors, noncompliance with GAAP, fraud, 

or a simple clerical error (Hribar et. al, 2004). An institution’s reaction to these restatements will 

provide excellent insight into the behavioral strategy of institutional investors as it will allow me 

to determine if institutions adjust their holdings when a restatement has occurred. 

Following Hribar et. al (2004), I examine three holding variables for institutional investors 

and their relation to firm restatements. These three institutional holding variables include: the level 

of institutional ownership by a certain group of institutions (INSTITUTIONj,q), mean-adjusted 

change in institutional holdings by a certain group of institutions (ΔADJ_INSTITUTION j,q), and the 

weighted mean of a firm in a portfolio held by a certain group of institutions 

(PW_INSTITUTIONj,q).  

To analyze the change in institutional holdings in response to a firm restatement, I 

compute the percentage of holdings one quarter prior and one quarter after the restatement occurs 

across heterogeneous groups of institutions. I then compare the mean-adjusted change in 

holdings surrounding a firm restatement for transient, dedicated, and quasi-indexing institutions. 

By comparing the mean-adjusted change in holdings, I am able to examine the response to firm 

restatements by each type of institutional investor. This will allow me to determine the accuracy 



of H3 as I analyze whether there is a statistical difference between the reaction of transient and 

dedicated institutions to accounting restatements. 

 
IV. SAMPLE AND DESCRIPTIVE STATISTICS 

Sample 

The sample includes all firm-years between the years of 1987 and 2007 with available 

data. Additionally, the sample consists of the five years of data before the period of interest 

which is required to calculate accounting quality. Furthermore, the sample includes all data from 

a firm’s 1-year formation period prior to the period of interest which is required for the 

calculation of price delay. I obtained firm’s annual and quarterly accounting data from the 

COMPUSTAT database to aid in my calculation of accounting quality. From the CRPS database, 

I gathered the trading information of firms as well as their stock price data. Next, I obtained 

firm’s actual EPS data as well as information related to earnings surprises from the IBES 

database. Lastly, I collected institutional ownership data from the Thomson Financial database 

and firm restatements announcement data from the U.S. General Accounting Office (GAO).  

It should be noted that much of the data from the COMPUSTAT and the CRSP databases 

overlap, resulting in a substantial reduction in overall sample size. However, despite this 

reduction, the overall sample size remained quite large, consisting of 3,228,809 institution-years 

of holdings on individual firms. The sample also included 234,820 institutional-quarters of 

holdings on individual firms related to firm restatements. From this sample of quarterly holdings, 

it was determined that 1787 firm restatements occurred from 1987 to 2007 due to a firm’s 

material accounting irregularities and/or fraud.  

 
Descriptive Statistics 

Institutions are classified based upon their investment horizon using a factor analysis and 

cluster analysis. Following the model originally developed by Bushee (1998), I generate nine 



variables that characterize an institution’s investment behavior. The first four of these variables 

will test for the extent of portfolio diversification for each type of institutional investor. The 

average percentage holding variable (APH) measures the average size of the institution’s 

ownership position in its portfolio firms. The level of portfolio concentration (CONC) measures 

the average percentage of an institution’s total equity holdings invested in each firm. Next, the 

LBPH variable measures the percentage of the institution’s equity that is invested in firms where 

it has greater than 5% ownership. Lastly, the HERF variable is a Herfindahl measure of 

institution concentration that is calculated using the squared percentage ownership in each 

portfolio firm. 

The next two variables in this model account for the degree of portfolio turnover among 

institutions. Portfolio turnover (PT) measures the absolute change in the institution’s ownership 

positions over a quarter, scaled by the change in total equity of the institution. The relative 

stability of the institution’s holdings in its portfolio firms (STAB) measures the percentage of the 

institution’s total equity invested in firms that it has continually held for two years.  

Finally, the last three variables of the model measure the institution’s trading sensitivity 

to current earnings. The first variable. CETS1, measures the interaction between changes in an 

institution’s holdings in a firm over a quarter and that firm’s seasonal change in quarterly 

earnings announced during the quarter. Thus, the value of CETS1 should be higher (lower) if the 

institution invests more heavily in firms with large positive (negative) earnings changes and 

divests more heavily of firms that report negative (positive) earnings. This previous variable 

assumes for a linear relationship between the magnitude of the change in holdings and the 

earnings change. This measure alone is unlikely to fully capture the intricacy of the market as 

there are consistent fluctuations and variations in holdings and earnings. Thus, I included two 

additional measure to the model that will account for nonlinear relationships. The second 



variable, CETS2, measures the difference between the average earnings change of firms in which 

the institution increased its holdings and the average earning change of firms in which the 

institution reduced its holdings. The third and final variable, CETS3, measures the difference 

between the total change in holdings of firms with positive earnings changes and the total change 

in holdings of firms with negative earnings changes.  

It should be noted that many of the model characteristics are very similar and are thus, 

are closely linked with each other. This fact makes it difficult to draw conclusions based on one 

variable or to include multiple characteristics in the same analysis. To mitigate this problem I, 

once again, follow the methodology originally developed by Bushee (1998). Under this model, I 

prepare a principal factor analysis with an oblique rotation to identify and interpret any common 

factors. By doing this, I reduce the dimensionality of the data by joining the nine variables into a 

set of liner groupings that explain the shared variance among the multiple characteristics. This 

procedure allows me to identify common factors which I then use to calculate standardized factor 

scores for my subsequent cluster analysis. 

Table 1, Panel A depicts the results of the factor analysis which produced three common 

factors – BLOCK, PTURN, and MOMEN. The BLOCK factor measures the average size of an 

institution’s stake in its portfolio firms. A high (low) BLOCK score indicates the institution has a 

portfolio characterized by large (small) average investments in their portfolio firms. The PTURN 

factor examines the degree of portfolio turnover in institutions. A high (low) PTURN score 

indicates institutional investors who trade more (less) frequently and are less (more) likely to 

hold any given firm in their portfolio continuously for two years. Lastly, the MOMEN factor 

captures the trading sensitivity to current earnings news. Institutions with high MOMEN scores 

are momentum traders who tend to increase (decrease) their holdings in stocks with positive 

(negative) current earning news. Contrastingly, a low MOMEN score depicts institutions who are 



unorthodox traders and tend to increase (decrease) their holdings in stocks with negative 

(positive) current earning news.  

 I next performed a k-means cluster analysis on the factor scores in order to separate the 

institutions into their respective grouping. This cluster analysis combines the factor scores into 

groups so that institutions are more similar to other institutions in the same cluster than they are 

to institutions in other clusters. Panel B depicts the results of the cluster analysis, displaying a 

three-cluster solution that matches the definitions of transient, dedicated, and quasi-indexing 

institutional investors. After analyzing the mean factor scores for each cluster, it can be seen that 

transient institutions maintain high portfolio diversification (small BLOCK), generate the highest 

equity turnover (PTURN), and exhibit the strongest momentum strategies (MOMEN). 

Contrastingly, dedicated institutions report consistent investment portfolios, low turnover, and 

almost no trading sensitivity to current earnings. Lastly, quasi-indexers exhibit high portfolio 

diversification, low turnover, and very little sensitivity to the movement of current earnings. 

These results are consistent with Bushee’s (1998) classification of institutional investors and I 

therefore, carry them forward to my empirical testing. 

 
V. RESULTS 

 
Transient Institutions and Accounting Quality 

To test the accuracy of H1, I attempt to analyze the relationship between accrual quality 

(AQ) and institutional investors. I rank the AQ of firms into quintiles to more closely examine 

any associations in the data. Following the results from the descriptive statistics, institutions are 

classified into either transient, dedicated, or quasi-indexing depending on their trading behavior 

and investment horizon. Panel A of table 2 provides the results of the quintile ranking of AQ and 

its association to institutional investors. Based on the statistical results, it can be seen that as the 

value of AQ increases, the percentage of total shares in a firm held by institutions also increases. 



As previously discussed, a high score of AQ indicates poor accounting quality in a firm. Thus, 

this evidence suggests that institutional investors, overall, increase their equity holdings in firms 

as accounting quality declines. When examining further, it can be seen that transient institutions 

have the largest percentage of their shares held in firms with lower accounting quality. Transient 

investors have over 33% of their shares in the highest accrual quality quintile which is a greater 

percentage of shares than both dedicated and quasi-indexing institutions. This indicates that 

transient investors, on average, have a higher share of equity holdings in firms with low 

accounting quality, relative to other institutions.  

Panel B of table 2 displays a comparative analysis between dedicated and transient 

institutions. In this analysis, the difference in the percentage of holdings between dedicated and 

transient institutions is examined for each quintile. When analyzing the fourth and fifth quintile, 

it can be seen transient institutions have a higher percentage of their equity holdings in low 

accounting environments when compared to dedicated investors. Additionally, dedicated 

institutions have a higher percentage of holdings in the first, second, and third quintiles. These 

results suggest that transient institutions tend to prefer to invest in firms with poor accounting 

quality while dedicated institutions tend to hold more of their ownership in safer firms with 

higher accounting quality. 

To further examine the relationship between dedicated and transient institutions, I 

performed a high-low test where the difference in the percentage of holdings between the high 

and low quintiles for each investor group was analyzed. After studying the data, it can be seen 

that transient institution’s percentage increase in their equity holdings from the lowest quintile to 

the highest quintile is statistically significant and also significantly greater than the other two 

institutions. In addition, dedicated institution’s percentage increase from the lowest quintile to 

the highest quintile is statistically insignificant as they exhibit the lowest percentage increase in 



their equity holdings. These results are consistent with the classification of intuitional investors 

as transient institutions are described as aggressive institutions with high turnover while 

dedicated institutions adhere to traditional investing strategies and have much lower turnover. 

Taken together, this evidence suggests that transient institutions increase their relative holdings 

in firms with poor accounting quality while dedicated institutions tend to remain consistent in 

their investing and do not alter their holdings as accounting quality changes.  

To further test the accuracy of H1, I analyze the relationship of firm-opacity and 

institutional investors. To examine this relationship, I rank the level of firm-opacity into quintiles 

and attempt to identify any patterns or trends in the data. Panel A of table 3 provides the results 

for the firm-opacity quintile rankings and their relationship to institutional investors. After 

analyzing the data, it can be seen that the results for firm-opacity are similar to the results found 

in accrual quality. The evidence reveals that transient institutions have a higher percentage of 

their shares in the highest quintile of firm-opacity (38%), compared to dedicated and quasi-

indexing institutions. These results are consistent with what was found in analyzing accrual 

quality as transient institutions tend to invest in firms with more opaque financial environments 

and lower accounting quality.  

I next performed a comparative analysis and high-low test between dedicated and 

transient institutions based upon my results from firm opacity. In these two tests, I find similar 

results to what was discovered when analyzing accrual quality. When analyzing the highest 

quintile, it can be seen transient institutions have a significantly higher percentage of their equity 

holdings in low accounting environments when compared to dedicated investors. Additionally,  

it can also be seen that transient institutions increase the percentage of their shares from the 

lowest quintile to the highest quintile by over 30% while dedicated institutions increase their 

holdings by only 10%. These results indicate that transient investors tend to concentrate the 



majority of their equity holdings in firms with higher levels of opacity which is associated with 

lower firm accounting quality while the holdings of dedicated institutions remain relatively 

stable as opacity increases. 

 
Stock Price Delay Results 

Stock price delay occurs when imperfect information and poor accounting quality lead 

investors and analysts to erroneously forecast stock prices (Callen et. al, 2000). These imprecise 

predictions obstruct timely price detection and delay stock price adjustment to true prices (Callen 

et. al, 2013). Therefore, to test my prediction in H2, I examine the relationship between 

institutional investors and stock price delay to note if institutions differ in their approach to stock 

price delay. Similar to my previous testing, I rank the level of a firm’s stock price delay into 

quintiles and analyze its association to institutional ownership. Panel A of Table 4 provides the 

results of the quintile analysis. The results indicate that as Delay in firms increases, the 

percentage of total shares held by institutions in those firms also increases. However, when 

examining the data more closely, it can be seen that there are substantial differences between 

dedicated and transient institutions regarding stock price delay. Transient institutions have over 

36% of their shares in the highest delay quintile as opposed to dedicated institutions who only 

hold 23%. As previously discussed, a higher degree of Delay in a firm is indicative of lower 

accounting quality. Thus, this evidence demonstrates that transient institutions tend to 

concentrate a higher percentage of their equity holdings in firms with lower accounting quality, 

relative to dedicated institutions.  

Similar to my previous testing, I next perform a comparative analysis and high-low test to 

further examine the relationship between dedicated and transient investors. After studying the 

data from the comparative analysis, it can be seen that transient institutions have a higher share 

of their equity holdings in the fourth and fifth quintile; accordingly, dedicated institutions have a 



higher share of their holdings in the first three quintiles. The high-low test demonstrates that 

transient institution’s increase in holdings from the lowest to highest quintile is statistically 

significant as they experience an increase of over 24% in equity holdings. Conversely, dedicated 

institutions experience a statistically insignificant increase in holdings from the lowest to highest 

quintile as they only increase about 3.5% of their holdings.  Taken together, this evidence 

supports my previous findings that transient institutions tend to target their equity holdings in 

firms with poor accounting quality while dedicated institutions tend to remain consistent in their 

investments, regardless of the level of accounting quality.  

 
Results for Firm Restatements 

 In my final analysis, I test the accuracy of my prediction in H3. Specifically, I examine 

whether different types of institutions respond differently in the presence of a firm restatement. 

To test this relationship, I calculate the change in the percentage of total shares in firm K held by 

institutions from the quarter prior to a restatement to the quarter immediately following the 

restatement. Table 4 provides the mean-adjusted change in holdings surrounding a firm 

restatement for transient, dedicated, and quasi-indexing institutions. As evidenced by the data, 

there is a clear systematic difference in the before and after reaction of transient and dedicated 

institutions toward firm restatements. Transient institutions increase the percentage of their 

holdings in a restatement firm from the pre-statement quarter to the post-statement quarter. 

Contrastingly, dedicated institutions are seen to slightly decrease the percentage of their holdings 

following the announcement of a restatement. Additionally, it should be noted that the t-value for 

transient investors of 6.41 holds statistical significance while the t-values for dedicated and 

quasi-indexing institutions are statistically insignificant. 

 Past research has consistently linked firm restatements to poor accounting quality as 

restatements are associated with items such as material inaccuracies, noncompliance of GAAP, 



the use of discretionary accruals, and fraud (Anderson and Yohn, 2002; Burns et. al, 2010; 

Hribar et. al, 2004). Thus, it is interesting to note the differences in behavior of transient and 

dedicated institutions in regards to the management of firm restatements. The evidence indicates 

that, upon the announcement of a restatement, the dedicated institutions begin to move a small 

percentage of their shares out of the restatement firm. This behavior is consistent with the 

expected behavior of dedicated institutions as they are long-term oriented investors who are 

characterized by very little turnover in their holdings; however, they are also characterized as 

conservative investors who typically own shares in safe and well-performing firms, so it is not 

surprising that they would reduce a small percentage of their holdings in these firms with low 

accounting quality. Transient institutions, on the other hand, move a significant percentage of 

their shares to these restatement firms with low accounting quality. This result is consistent with 

what has been confirmed in both H1 and H2 – that transient institutions tend to target their 

investments in firms with low accounting quality. Bushee (2001) argues that transient institutions 

may prefer to invest in poorly managed firms, trusting in their ability to restructure the firms and 

extract the hidden value.  This argument is of particular significance in regards to firm 

restatements as transient institutions have an excellent opportunity to reform a firm after the 

occurrence of a restatement and secure financial benefits. I did not test for the economic impact 

of increasing the percentage of holdings in restatement firms so it is difficult to determine if this 

argument is statistically accurate. Future research in this area could focus on calculating the 

financial significance of the change in institutional holdings in restatement firms. This would 

greatly aid in the study of institutional investors and allow researchers to draw even more 

concrete conclusions regarding the behavior of institutions.  

 
VI. CONCLUSIONS 



This study provides direct evidence on the behavioral strategy of institutional investors in 

their approach to the accounting quality of firms. I find that transient institutions tend to have a 

higher share of equity holdings in firms with high accrual quality, relative to dedicated and 

quasi-indexing institutions. Additionally, I find that transient investors tend to concentrate the 

majority of their holdings in firms with higher levels of opacity. Based on the results of my 

comparative and high-low tests, I find there to be significant differences between the behavior of 

transient and dedicated institutions. This evidence suggests that transient institutions increase 

their relative holdings in firms with poor accounting quality while dedicated institutions tend to 

remain consistent in their investing and do not alter their holdings as accounting quality changes. 

Secondly, I find a sizeable statistical difference between the behavioral strategies of 

dedicated and transient investors toward stock price delay. In comparison to dedicated 

institutions, transient institutions have a much higher concentration of their shares in firms with 

high stock price delay. In my comparative analysis and high-low test, I find that transient 

institutions tend to target their equity holdings in firms with high stock price delay. Conversely, I 

find that the holdings of dedicated institutions tend to remain relatively stable as delay in a firm 

increases. This higher degree of Delay is indicative of lower accounting quality within the firm. 

Thus, this evidence demonstrates that transient institutions tend to concentrate a higher 

percentage of their equity holdings in firms with lower accounting quality, relative to dedicated 

institutions. 

 Lastly, I find a statistical and systematic difference in the before and after reaction of 

transient and dedicated institutions toward firm restatements. Specifically, I find that transient 

institutions increase their percentage of the holdings in a restatement firm from the pre-statement 

quarter to the post-statement quarter while dedicated institutions slightly decrease their 

percentage of holdings. Prior research has argued that transient institutions prefer to invest in 



poorly managed firms as they have faith in their ability to restructure the firm and locate hidden 

value (Bushee, 2001). Future research on this topic should focus on the analysis of this theory by 

testing for the financial significance of the change in institutional holdings in restatement firms. 

Overall, the results of this paper indicate that transient investors are aggressive institutions who 

invest in firms with low accounting quality while dedicated institutions tend to be more 

conservative in their equity ownership and maintain relatively stable in their investments, 

regardless of accounting quality.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



____________________________________________________________________________ 

TABLE 1  

Institutional Investor Descriptive Statistics 

 

                                    Panel A: Factor Analysis 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 

Note – Factors are estimated using principal factor analysis with an oblique rotation.  

 

 

 
TABLE 1 (Continued)  

Institutional Investor Descriptive Statistics 

 

              Panel B: Clusters Based on Factor Scores 

 

 

 

 

 

Note - Clusters are formed using k-means cluster analysis. The factor scores are generated from the factors in Panel 

A. N represents the number of institution-years in each cluster.  

 

  Factors 

       

Variable  BLOCK  PTURN  MOMEN 

APH  0.807  0.045  0.000 

LBPH  0.820  0.023  -0.001 

HERF  0.448  -0.123  0.002 

CONC  -0.015  -0.009  0.000 

PT  -0.018  0.504  0.000 

STAB  0.036  -0.486  -0.004 

CETS1  0.000  -0.002  0.993 

CETS2  0.001  -0.001  0.993 

CETS3  -0.023  -0.185  0.012 

    Mean Factor Scores 

Cluster  N  BLOCK  PTURN  MOMEN 

Quasi-Indexer  13,620  -0.280  -0.495  0.007 

Transient  15,929  0.059  0.433  0.364 

Dedicated  984  3.197  -0.322  0.005 



 
TABLE 2  

Institutional Investors and Accounting Quality 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 Dedicated  Quasi-indexer  Transient   

AQ Quintile Mean % Held  Mean % Held  Mean % Held   

Low 0.008 14.21  0.008 12.61  0.008 10.17%   

2 0.015 18.03  0.015 16.90  0.015 14.53   

3 0.022 20.77  0.022 19.17  0.022 18.37   

4 0.032 21.86  0.032 23.06  0.032 23.49   

High 0.062 25.14  0.062 28.25  0.061 33.43   

  100%   100%   100%   

       

 Dedicated  Transient  Comparative Analysis 

AQ Quintile % Held  % Held  % Held Diff t-value 

Low 14.21  10.17  4.04% 1.23 

2 18.03  14.53  3.50% 1.90 

3 20.77  18.37  2.40% 0.96 

4 21.86  23.49  -1.63%        2.16 *** 

High 25.14  33.43  -8.29%        2.53 *** 

 100%  100%    

 High-Low Differential 

Dedicated         10.93%      

Quasi-Indexing  15.64%     ** 

Transient     23.26%     *** 

Panel A: Accrual Quality of Institutional Investors 

 Analysis Variable: the average percentage of total shares in a firm held by an institution in year t 

 

Panel B: Dedicated and Transient Comparative Analysis 

Analysis Variable: the difference in percentage of holdings between dedicated and transient institutions 

 

Panel C: High-Low Analysis 

Analysis Variable: the difference between high and low quintiles for each investor group 

 

Note: ***, ** and * indicate significance at the .01, .05 and .10 respectively using two-tailed tests. 



TABLE 3  

Institutional Investors and Transparency of Financial Environment 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 Dedicated  Quasi-indexer  Transient   

 Firm-level 

Opacity Quintile Mean % Held  Mean % Held  Mean % Held   

Low -0.640 15.12  0.650 10.47  0.008 7.93   

2 0.160 19.19  0.160 17.80  0.015 15.57   

3 0.670 19.42  0.670 19.37  0.022 17.75   

4 1.170 20.93  1.170 20.94  0.032 20.70   

High 2.040 25.35  2.020 31.41  0.061 38.05   

  100%   100%   100%   

       

 Dedicated  Transient  Comparative Analysis 

Firm-level 

Opacity Quintile % Held  % Held  % Held Diff t-value 

Low 15.12  7.93  7.19%        2.37 *** 

2 19.19  15.57  3.62% 1.90 

3 19.42  17.75  1.67% 0.96 

4 20.93  20.70  0.23%        3.59 *** 

High 25.35  38.05  -12.70%        5.52 *** 

 100%  100%    

 High-Low Differential 

Dedicated         10.23%      

Quasi-Indexing        20.94%     * 

Transient     30.12%     *** 

Panel A: Institutional Investors and Firm Opacity 

 Analysis Variable: the average percentage of total shares in a firm held by an institution in year t 

 

Panel B: Dedicated and Transient Comparative Analysis 

Analysis Variable: the difference in percentage of holdings between dedicated and transient institutions 

 

Panel C: High-Low Analysis 

Analysis Variable: the difference between high and low quintiles for each investor group 

 

Note: ***, ** and * indicate significance at the .01, .05 and .10 respectively using two-tailed tests. 



TABLE 4  

Institutional Investors and Stock Price Delay 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 Dedicated  Quasi-indexer  Transient   

Delay Quintile Mean % Held  Mean % Held  Mean % Held   

Low 0.006 19.13  0.008 14.06  0.008 11.97   

2 0.015 19.29  0.015 16.37  0.015 14.62   

3 0.026 19.18  0.022 17.83  0.022 15.95   

4 0.046 19.73  0.032 21.35  0.032 21.27   

High 0.180 22.67  0.062 30.39  0.061 36.18   

  100%   100%   100%   

       

 Dedicated  Transient  Comparative Analysis 

Delay Quintile % Held  % Held  % Held Diff t-value 

Low 19.13  11.97  7.16% 0.75 

2 19.29  14.62  4.67% 2.95 

3 19.18  15.95  3.23% 0.88 

4 19.73  21.27  -1.54% 0.34 

High 22.67  36.18  -13.51%        6.28 *** 

 100%  100%    

 High-Low Differential 

Dedicated          3.54%      

Quasi-Indexing          16.33%      

Transient     24.21%     ** 

Panel A: Firm Delay and Institutional Investors 

 Analysis Variable: the average percentage of total shares in a firm held by an institution in year t 

 

Panel B: Dedicated and Transient Comparative Analysis 

Analysis Variable: the difference in percentage of holdings between dedicated and transient institutions 

 

Panel C: High-Low Analysis 

Analysis Variable: the difference between high and low quintiles for each investor group 

 

Note: ***, ** and * indicate significance at the .01, .05 and .10 respectively using two-tailed tests. 



 

TABLE 5 

Institutional Investors and Firm Restatements 
 
 

Note - N represents the number of institution-years in each institution classification. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Analysis Variable: Δ in percentage of total shares in firm K held by institutions from the quarter 

prior to a restatement to the quarter immediately following the restatement. 

 

   

 

 

Investor Type N Mean Standard Deviation T-Stats  

Quasi-indexer 92,532 0.0000015 0.0061289 0.08  

Dedicated 2,356 -0.0002565 0.0238778 -0.52  

Transient 47,361 0.0001166 0.0039595 6.41  
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