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Identifying and Attracting the “Right” Investors:
Evidence on the Behavior of Institutional Investors
by Brian Bushee, University of Pennsylvania’s Wharton School

In our opinion, outside pressures too often tempt companies to sacriﬁce long-term opportunities
to meet quarterly market expectations… If opportunities arise that might cause us to sacriﬁce
short-term results but are in the best long-term interests of our shareholders, we will take these
opportunities…We would request that our shareholders take the long-term view.
—Larry Page and Sergey Brin, Google’s founders 1

After the IPO, they [Google’s management] are going to have to think in terms of predictable
quarterly results and momentum.
—Gordon Eubanks, who took Symantec Corp. public in 1989 2

T

he entry of Google Inc. into the public equity
market has rekindled the debate over the extent
to which U.S. capital markets encourage shortsighted decisions by corporate managers. In the
above statement from their “‘Owner’s Manual’ for Google’s
Shareholders,” the company’s founders declared their intent
to avoid the “numbers game” in which companies guide and
then try to meet Wall Street’s quarterly earnings projections,
in many cases by “managing” earnings.3 The second statement
reﬂects the widespread skepticism that Google can simply opt
out of the numbers game. But there are several recent examples
of companies trying to do just that. Coca-Cola has stopped
issuing quarterly earnings forecasts because management felt
that the practice was drawing attention away from its emphasis on long-term strategy.4 Gillette, AT&T
AT&T, and PepsiCo have
done much the same.5 In such cases, managers say they are
trying to attract investors whose primary concern is long-run
value creation and not the next quarter’s earnings.

But how do companies ﬁnd the “right” investors? And
having identiﬁed them, how do they persuade them to buy
the ﬁrm’s shares without attracting the “wrong” investors?
In an ideal world, managers would have farsighted investors that insulate the ﬁrm’s operations from undue pressure
for short-term performance and from excess stock price
volatility. With such investors, corporate managers might
be better able to avoid market overreactions to earnings
surprises, especially the negative price responses that often
lead to lawsuits and can limit companies’ ability to raise
capital for promising investment opportunities.6
While many observers believe that at least some U.S.
companies would beneﬁt from less pressure for short-term
performance, there is no clear consensus about which kinds
of investors provide more “patient” capital. Some investor
relations consultants recommend the targeting of individual
investors. Others urge the recruiting of foreign institutional
investors, and still others advise corporate IR departments to

1. Quoted in Larry Page and Sergey Brin, “Letter from the Founders: ‘An Owner’s Manual’ for Google’s Shareholders,” Google Inc. Form S-1 SEC ﬁling, pp. i-vi, 4/29/2004.
2. Quoted in Michael Liedtke, “Google Files Its Long-Awaited IPO Plans,” Associated
Press, 4/29/2004.
3. See “The ‘Numbers Game,’” speech by SEC Chairman Arthur Levitt to the NYU
Center for Law and Business, 9/29/1998 (http://www.sec.gov/news/speech/speecharchive/1998/spch220.txt).
4. See “Coke, Quarterly Estimates and ‘The Numbers Game,’” Knowledge@Wharton,

1/29/2003 (http://knowledge.wharton.upenn.edu/index.cfm?fa=viewArticle&id=706).
5. In this issue of the Journal, the Treasurer of Progressive Insurance discusses how
its management refuses to give earnings guidance and values accuracy over smoothing,
even at the expense of more volatile earnings. See “Making Financial Goals and Reporting
Policies Serve Corporate Strategy: The Case of Progressive Insurance.”
6. For lawsuit evidence, see Jennifer Francis, Donna Philbrick, and Katherine Schipper, “Shareholder Litigation and Corporate Disclosures,” Journal of Accounting Research
(Autumn 1994), pp. 137-64.
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focus their efforts on investors holding the shares of comparable ﬁrms.7 Thus, it is not obvious which set of investors
would provide managers more leeway in avoiding pressure
for short-term performance.
Researchers have produced persuasive evidence that
institutional investors as a group are more sophisticated
than retail investors in the sense that they are more likely to
see through obvious earnings management.8 They are also
easier to target. But if institutions as a group are better able
to understand value drivers beyond reported earnings, there
is also evidence that institutions react more aggressively to
short-term events, thereby creating excess price volatility.9
Moreover, institutional investors are not a homogeneous
group—they differ greatly in terms of investment styles
(such as preferences for value or growth stocks), trading
frequency, competitive pressures, and legal restrictions, all
of which affect their sensitivity to the short-term performance of their portfolio companies.
For the past seven years, I have been conducting
research that aims to answer a number of questions about
institutional investors. First, what are the signiﬁcant differences among institutional investors in time horizon and
other trading practices, and can such investors be classiﬁed
into types on the basis of their behavior? Second, do corporate managers respond differently to the pressures created
by different types of investors—and, by implication, are
certain kinds of investors more desirable from corporate
management’s point of view? Third, what kinds of companies tend to attract each type of investor, and how does a
company’s disclosure policy affect that process?
In this article, I summarize my main ﬁndings and
discuss their implications for managing a company’s investor base through strategic disclosure. I begin by presenting
my method of classifying institutional investors based
on their trading behavior. My approach identiﬁes three
categories of institutional investors: (1) “transient” institutions, which exhibit high portfolio turnover and own small
stakes in portfolio companies; (2) “dedicated” institutions,
which provide stable ownership and take large positions
in individual ﬁrms; and (3) “quasi-indexers,” which also
trade infrequently but own small stakes (similar to an index
strategy).
Next, I discuss research ﬁndings on the inﬂuence of
each category of institution on corporate management’s
decision-making. The disproportionate presence of transient
institutions in a company’s investor base appears to intensify

pressure for short-term performance while also resulting in
excess volatility in the stock price. My research also suggests
that transient investors are attracted to companies with
investor relations activities geared toward forward-looking
information and “news events,” like management forecasts,
that constitute trading opportunities for such investors. By
contrast, quasi-indexers and dedicated institutions are largely
insensitive to short-term performance and their presence is
associated with lower stock price volatility. Quasi-indexers
are attracted to companies with “high-quality” annual and
quarterly report disclosure, whereas dedicated institutions
appear to be insensitive to the quality of disclosure.
My research suggests that managers who focus their
disclosure activities on historical information that helps
investors to monitor corporate performance (as opposed to
earnings forecasts, which seem to invite speculative trading)
will attract quasi-indexers instead of transient investors,
thereby reducing the sensitivity of their stock price to shortterm developments. Such a change in investor base should
encourage managers to make the best decisions for long-run
value with less concern about short-term consequences.

7. See, respectively, Editorial Staff, “Targeting Retail Investment Can Help Buoy a
Stock,” Investor Relations Bulletin (July 2002), p. 1; John Byrne, “When Capital Gets
Antsy: How Stock Churning is Reshaping Corporate America,” BusinessWeek (Sept. 13,
1999), p. 72; and Peggie Elgin, “Strategic Pairings Uncork Blessings for Investors, Issuers,” Corporate Cashﬂow (Sept. 1992), p. 7.
8. For an example, see John Hand, “A Test of the Extended Functional Fixation Hypothesis,” The Accounting Review (Oct. 1990), pp. 740-63.

9. See Gordon Potter, “Accounting Earnings Announcements, Institutional Investor Concentration, and Common Stock Returns,” Journal of Accounting Research (Spring 1992),
pp. 146-155; and Richard Sias, “Volatility and the Institutional Investor,” Financial Analysts
Journal (Mar./Apr. 1996), pp. 13-21.
10. See Diane Del Guercio, “The Distorting Effect of the Prudent-Man Laws on Institutional Equity Investments,” Journal of Financial Economics (Jan. 1996), pp. 31-62.
11. See Mark Lang and Maureen McNichols, “Institutional Trading, Corporate Earnings,
and Returns,” Working paper, Stanford University (Oct. 1997).
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Classifying Institutional Investors
A common approach to classifying institutions is by their
legal type. For example, bank trusts may invest differently
than insurance companies, and the investment practices
of both may differ signiﬁcantly from those of investment
companies and advisers (including mutual funds) and
pension funds. Each of these types is governed by different ﬁduciary responsibility laws. Bank trusts and pensions
are subject to more stringent ﬁduciary standards than
investment advisers and so tilt their portfolios toward
safer stocks.10 In addition, the competitive pressures faced
by each type differ. Investment advisers encounter much
more “churn” in their sources of funds than pensions and
endowments, which results in trading that is more sensitive
to the current performance of portfolio companies.11 The
advantage of this classiﬁcation scheme is that legal type is
readily available in most databases of institutional investor
holdings. The key disadvantage is that there is tremendous
variation within these groups in terms of investment horizons and sensitivity to short-term news.
My approach is to classify institutional investors based
on their observed investment and trading behavior. This
approach was inspired by Michael Porter’s comparison of
the behavior of U.S. investors with that of German and
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Table 1

Portfolio Characteristics for a Representative Institution in Each Category
of Institutional Investors (Using 2001 Averages)
Numeric Investors
(Transient)

Berkshire Hathaway
(Dedicated)

CaIPERS
(Quasi-Indexer)

Ownership stability
Quarterly portfolio turnover (market value of sales/beginning
total portfolio market value)

73.7%

0.6%

8.0%

Percent of portfolio stocks held continuously for past two years

25.1%

75.0%

98.1%

Average percentage ownership in portfolio ﬁrms

0.4%

10.9%

0.8%

Percent of portfolio stocks that are large block holdings
(greater than 5%)

0.0%

52.5%

0.1%

Average investment size in portfolio ﬁrms (millions)

$6.0

$1,065.5

$21.6

Number of stocks in portfolio

501.1

26.2

1,988.3

Ownership stake size

Japanese investors.12 Porter observed that U.S. institutional
investors tend to make small investments in a large number
of companies, which they either turn over frequently or
passively ignore (e.g., indexers). By contrast, German and
Japanese markets are dominated by investors that own large,
long-term equity stakes, which provide companies with
patient capital as well as effective governance. While this
argument tends to overlook the presence of U.S. “value”
investors like Berkshire Hathaway (as well as major shortcomings of the German and Japanese governance systems),
it does provide the insight that important differences among
investors can be represented by two key variables: (1) ownership stability and (2) the size of the ownership stake. I use
these two factors to classify U.S. institutional investors.
Here is how the method works. First, I calculated
various measures of both ownership stability and stake
size using publicly available information on institutional investor portfolio holdings. To measure stability, I
computed quarterly portfolio turnover (measured as the
total market value of sales during the quarter divided by
the total market value of the portfolio at the beginning
of the quarter) and the percentage of the institution’s
portfolio stocks that have been held continuously for
the past two years. To measure stake size, I calculated the
average percentage ownership in portfolio companies, the
percentage of the portfolio stocks in large block holdings
(that is, greater than a 5% stake), and the average dollar

investment in portfolio ﬁrms.13 I then used factor analysis to combine these portfolio characteristics into the two
“common factors,” ownership stability and stake size.
Next I used a grouping technique called cluster analysis to
form three groups of institutions based on where they rank on
both factors. As mentioned earlier, I have labeled the groups
“transient,” “dedicated,” and “quasi-indexer.” Transient institutions, which accounted for 31% of all institutions during
the period 1983–2002, are characterized by low ownership
stability and small stakes. Table 1 provides a representative
example of a transient investor, Numeric Investors L.P., which
describes itself as “an active quantitative manager of U.S. and
international equity portfolios offering investment strategies with aggressive investment objectives.”14 Using quarterly
averages for the year 2001, the table shows that Numeric sold
almost 75% of its total portfolio market value every quarter
and that only 25% of its portfolio holdings were in stocks that
had been held continuously for two years. Numeric’s average
percentage ownership in its portfolio companies was less than
1%, it held no blocks greater than 5%, and its average investment size was $6 million per portfolio ﬁrm. Given such high
portfolio turnover and small stake sizes, transient investors
like Numeric clearly have short investment horizons and
likely have little incentive to understand drivers of long-run
value.
Dedicated institutions, which amounted to 8% of all
institutions during the same 20-year period, are character-

12. Michael Porter, “Capital Choices: Changing the Way America Invests in Industry,”
Journal of Applied Corporate Finance (Summer 1992), pp. 4-16.
13. In practice, I used multiple measures of each of these variables to reduce the error in the methodology. For more details on the exact variables used, interested readers

should consult my article, “Do Institutional Investors Prefer Near-Term Earnings Over LongRun Value?,” Contemporary Accounting Research, Vol. 18 (2001), pp. 207-46.
14. Source: Numeric Investors L.P. web site (www.numeric.com).
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Figure 1
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ized by stable ownership and large stakes. Table 1 provides
a representative example of a dedicated investor, Berkshire
Hathaway, the insurance/holding company managed by
Warren Buffett. The table shows that, in 2001, Berkshire
Hathaway sold less than 1% of its portfolio market value
each quarter and had held 75% of its portfolio holdings
continuously for at least two years. Its average ownership in
its portfolio companies was over 10%, and it owned greater
than a 5% block in over half (52.5%) of its portfolio ﬁrms.
As these numbers suggest, dedicated investors like Berkshire
Hathaway follow a “relationship investing” strategy of buying
and holding large stakes in a small number of companies.
Quasi-indexer institutions, a category that encompassed 61% of all institutions for the period 1983-2002,
are identiﬁed by their high ownership stability and small
ownership stakes. The representative example in Table 1
is the California Public Employees’ Retirement System
(CalPERS). In 2001, CalPERS sold about 8% of its portfolio market value each quarter while having held 98% of
its portfolio companies for at least two years. Its average
ownership of portfolio ﬁrms and percentage of large block
investments were both less than 1%. As these statistics
suggest, quasi-indexers tend to make buy-and-hold investments in a broad set of companies and trade only when
there is a major change in a given ﬁrm.
Figure 1 shows what happens when my classiﬁcation
scheme is imposed on each of the different legal types of
institutions. Apart from the somewhat lower-than-average

Dedicated 7%
Investment Advisers

Dedicated 7%
Pensions and
Endowments

representation of transient investors among banks, the three
types of investment styles appear to be distributed fairly
evenly across legal types. Thus, grouping institutions by
whether they are banks or investment advisers would be only
a weak proxy for whether the institutions create pressures
for managers to focus on short-term results. In the next
section, I provide evidence on how these different categories
of institutions are associated with a key aspect of managerial
decision making—earnings management.
Does Investor Behavior Inﬂuence Managers?
My classiﬁcation method allowed me to come up with
a direct test of Michael Porter’s assertion that transient
ownership creates incentives for managers to sacriﬁce
long-term investment to avoid a decline in current earnings. As described in a study published in the Accounting
Review in 1998, I began by identifying all the companies
that, during the period 1983–1994, were in a position
to reverse an expected decline in earnings (relative to the
prior year’s) by cutting research and development (R&D)
expenditures.15 I found that managers with higher total
institutional ownership were less likely to cut R&D to
meet their earnings targets. My interpretation of this ﬁnding is that institutional investors, because of their greater
sophistication, are more likely than individual investors
to understand that an increase in earnings achieved by
cutting productive R&D would be bad news, deterring
managers from taking this step.

15. See my article, “The Inﬂuence of Institutional Investors on Myopic R&D Investment
Behavior,” Accounting Review, July 1998.
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It was in the second part of this study that my classiﬁcation scheme for institutional investors came into play. Here
I found that, in cases where a company’s investor base was
dominated by transient institutions, managers were signiﬁcantly more likely to cut R&D to avoid an earnings drop
than if the investor base was dominated by quasi-indexers
or dedicated institutions. Thus, managers faced with a high
proportion of transient institutional ownership appear to
cut investment in order to avoid an earnings decline that
could trigger large-scale selling by such institutions.
In later work, researchers Bin Ke and Kathy Petroni
used my classiﬁcation method to examine what happens
to companies whose earnings fall relative to their expected
trend. Their own previous study (with Steve Huddart)
had reported negative price reactions to breaks in strings
of positive earnings growth, both at the announcement of
the break and during the 30 days leading up to it.16 When
they then examined the patterns of institutional trading
around the earnings breaks using my classiﬁcation method,
they found it was primarily the transient institutions that
bought heavily during strings of earnings increases—and
that when a break in the string became imminent, transient
investors began dumping the stock, often up to a quarter
before the break was announced.17 In contrast, quasi-indexers and dedicated institutions tended to hold the stock
during the quarters before, during, and after the break in
the earnings sequence.
These studies have two implications. First, they provide
additional evidence that my institutional investor classiﬁcation approach can help companies identify the institutions
that are more likely to create pressure on managers to
manipulate earnings. More important, and contrary to the
conventional wisdom, they imply that a corporate policy
that aims to create continuous earnings growth is likely to
be a double-edged sword. Such earnings “momentum” will
attract transients who may drive up the stock price for a
time; but their tendency to sell at the ﬁrst sign of a downturn
will make for a bumpy ride down, and management may
be better off avoiding the artiﬁcial creation of such earnings
strings in the ﬁrst place.18
This brings us to the question of how managers can
avoid attracting transient institutional investors to their
stock, which I address in the next section.
What Attracts Institutional Investors?
In a study published in 2001, I attempted to determine
what kinds of companies are more likely to attract each of
the different categories of institutional investors.19 More
16. See Bin Ke, Steve Huddart, and Kathy Petroni, “What Insiders Know about Future
Earnings and How They Use It: Evidence from Insider Trades,” Journal of Accounting &
Economics (Aug. 2003), pp. 285-314.
17. See Bin Ke and Kathy Petroni, “How Informed Are Actively Trading Institutional
Investors? Evidence from Their Trading Behavior before a Break in a String of Consecutive

32

Journal of Applied Corporate Finance

speciﬁcally, the study began by testing whether some groups
of institutional investors focus more on expected near-term
earnings than on long-run value in making their investment
decisions. After putting together all companies followed by
Value Line between 1980 and 1992, I used a valuation model
that decomposed each ﬁrm’s year-end market value into three
components: (1) its accounting book value, (2) its expected
earnings over the next one-to-four years, and (3) expected
long-term earnings (beyond four years out). The second and
third components were estimated using Value Line forecasts
of future earnings, dividends, and book values.
I found that transient institutions invest more heavily
in companies with larger proportions of their value in nearterm earnings and a lower proportion in long-run value.
Such companies typically have relatively high earnings and
persistent earnings growth, in contrast to ﬁrms with low
and volatile earnings whose market value stems primarily
from expected long-run performance. Companies with
more persistent earnings growth also tend to have larger
price reactions to earnings surprises, providing greater
potential trading proﬁts for transient investors speculating
on upcoming earnings news. In contrast, quasi-indexers
and dedicated institutions are fairly insensitive to earnings
volatility and the amount of ﬁrm value that will be realized
in future earnings.
Transient institutions also prefer companies with greater
liquidity (generally larger ﬁrms with high share turnover),
low dividend yields, and good past performance in terms
of both stock returns and earnings. Liquidity is important
to transient investors because it allows them to move in and
out of stocks without having their trading proﬁts eroded by
round-trip transaction costs. Since dividends are theoretically a substitute for higher capital gains, high dividend
yields tend to mean lower potential proﬁt from short-term
capital appreciation. The preference for good past performance reﬂects the momentum strategies employed by many
transient investors. In contrast, quasi-indexers tend to prefer
large, mature ﬁrms that are part of the S&P 500 index
and have higher dividend yields and lower risk. Dedicated
institutions show similar preferences for mature, low-risk,
dividend-paying ﬁrms. But the fact that my regression model
explained very little of the variation in dedicated investor
ownership suggests that dedicated investors pay less attention to ﬁnancial variables per se than to intangible factors
such as the quality of management.
These results suggest that managers might be able to
inﬂuence the composition of their company’s investor base
by changing some corporate characteristics. Perhaps the
Earnings Increases,” Journal of Accounting Research (2004, forthcoming).
18. This sentiment is echoed in the philosophy of Progressive Insurance, as described
in the previous article in this issue.
19. See my 2001 article, cited earlier (fn. 13).
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most important step that managers could take would be to
discourage transient ownership by refusing to manage (that
is, smooth) reported earnings (see the Progressive Insurance
case that precedes this article). Such a step, when combined
with changes in disclosure policy discussed below, could
also conceivably affect the investor base by reducing the
liquidity of its stock.
In the next section, I discuss some recent research that
examines the link between disclosure policy and institutional ownership.
How Does Disclosure Policy Affect
Institutional Investors?
Many studies have found important beneﬁts from better
disclosure, including a lower cost of capital, increased liquidity, a stronger analyst following, and greater institutional
ownership.20 In a study I co-authored with Christopher Noe,
we investigated whether different categories of institutional
investors are more or less sensitive to a company’s disclosure
practices.21 We were particularly concerned about the possibility that certain kinds of disclosure—more speciﬁcally, what
tends to be viewed in the business and analyst communities
as “higher-quality” disclosure—could lead to greater liquidity and hence more transient ownership. If this were the case,
there could be an important unintended consequence from
more disclosure: greater stock price volatility.
We measured disclosure “quality” using security
analysts’ ratings from the Association for Investment
Management and Research (AIMR).
AIMR). From 1979 to 1996,
AIMR
the AIMR produced annual assessments of disclosure
quality based on consideration of annual reports, interim
reports, and investor relations activities (using criteria
such as the accessibility and cooperativeness of company
contacts, the timeliness of presentations to analysts, and
the frequency of meetings with management). We found
that higher disclosure quality was associated with higher
ownership by both transient institutions and quasi-indexers. We attributed these results to transient institutions’
preference for the liquidity that tends to accompany a
high level of disclosure. For quasi-indexers, we suggested
that greater disclosure reduces their costs of monitoring a
large portfolio of stocks. Dedicated investors appeared to
be largely insensitive to disclosure quality, at least as rated
by the AIMR. The most likely explanation of this ﬁnding
is that, because of the size of their ownership stakes, such
investors will typically supplement required disclosure
with their own research—and in many cases their ownership block may entitle them to an insider role, including a
seat on the board of directors.

Our study also found that transient institutions focus
speciﬁcally on investor relations activities and interim reports,
which help companies maintain continuously high liquidity.
In addition, IR activities such as conference calls and management forecasts provide transient investors with “information
events” that present opportunities for speculative trading. In
contrast, quasi-indexers tend to be most concerned with the
quality of interim and annual reports, which reduce the cost
of their ongoing monitoring activity. Since such investors are
generally not looking to trade in the short term, management forecasts of quarterly earnings and other timely investor
relations activities are relatively unimportant to them.
In sum, companies that provide more forthcoming and
detailed disclosures of historical information in their annual
reports are likely to attract more stable, quasi-indexer ownership. Companies with extensive investor relations activities,
especially forward-looking information centered on nearterm forecasts and news events, tend to attract transient
investors. And as suggested earlier, the presence of transient
investors could increase the volatility of the stock price, a
possibility I take up in the next section.
Does Disclosure Affect Stock Price Volatility?
To provide evidence on the link between disclosure quality and stock price volatility, the study I co-authored with
Christopher Noe examined the volatility consequences of
attracting different categories of institutional investors. We
began by arguing that differences in disclosure could have
both direct and indirect effects on volatility. The expected
direct effect of more disclosure is to lower volatility by
reducing what academics refer to as information “asymmetries”—loosely speaking, gaps in information about a
company’s prospects between managers and outside investors, as well as among different groups of outside investors.22
At the same time, however, more disclosure could also
have the opposite (“indirect”) effect of raising volatility by
attracting transient investors.
We deﬁned stock price volatility three ways: (1) the standard
deviation of daily stock returns over a year; (2) the standard
deviation of daily stock returns in the ﬁve days surrounding
each earnings announcement; and (3) the number of days in a
year with stock price drops larger than 1%. The ﬁrst measure is
relevant because it affects the market’s perception of the ﬁrm’s
normal level of risk, which in turn should be incorporated
into investors’ required returns and the ﬁrm’s cost of capital.
The last two measures matter because large stock price drops
in response to information events could trigger lawsuits or at
least temporarily limit the ﬁrm’s ability to raise capital (possibly
foreclosing a time-sensitive investment opportunity).

20. See Amy Hutton, “Beyond Financial Reporting—An Integrated Approach to Disclosure,” in this issue.
21. See Brian Bushee and Christopher Noe, “Corporate Disclosure Practices, Institutional Investors, and Stock Return Volatility,” Journal of Accounting Research, Vol. 38

(2000), pp. 171-202.
22. See Mark Lang and Russell Lundholm, “Cross-Sectional Determinants of Analysts
Ratings of Corporate Disclosures,” Journal of Accounting Research (Autumn 1993).
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Figure 2

Summary of the Relationships Between Disclosure Quality, Institutional Investors,
and Stock Return Volatility
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Indirect effects of disclosure
• Higher level of disclosure (especially investor relations) leads to greater ownership by transient
institutions, which in turn increases stock return volatility
• Higher level of disclosure (especially annual reports) leads to greater ownership by quasiindexer institutions, which in turn reduces stock return volatility

As expected, we found that the direct effect of disclosure on volatility is negative; that is, more disclosure is
generally associated with lower return volatility.23 At the
same time, we found that a higher percentage ownership
by transient institutions was associated with incrementally
higher stock price volatility using all three measures, and
that higher percentage ownership by quasi-indexers and
dedicated institutions was associated with lower volatility.
As shown in Figure 2, we found that the volatility-increasing effect of greater disclosure resulting from transient
investors was largely offset by its volatility-dampening
effect of attracting quasi-indexers. But we also discovered
that when a company made a major “improvement” in
disclosure (as measured by the AIMR
AIMR), transient investors reacted more quickly than quasi-indexers, leading to

a temporary increase in volatility (lasting generally until
quasi-indexers responded to the change, typically over the
next year or two).
These results also differed in predictable fashion
across the different aspects of disclosure rated by the
AIMR. For example, we found that the increased volatility associated with the attraction of transient owners was
most pronounced in the case of improvements in investor
relations activities. In other words, more timely investor relations activities can actually increase volatility by
attracting short-term-focused institutional investors with
a preference for aggressive trading. At the same time,
the reduction in volatility resulting from an increase in
ownership by quasi-indexers was most evident in the case
of improvements in the annual report.

23. This result is consistent with Progressive’s experience after introducing monthly
disclosures (see the article in this issue).
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Implications For Corporate Disclosure
One potentially troubling implication of these ﬁndings
is that certain kinds of disclosure activities—while generally serving to reduce the cost of capital and increase the
liquidity of the ﬁrm’s stock—can create a series of shortterm “news” events that facilitate the numbers game,
attract transient investors, and destabilize the stock price.
Without careful consideration of their company’s potential to attract transient investors and the format and type
of its investor relations activities, managers may be exposing the ﬁrm to signiﬁcant costs stemming from excess
price volatility.
The ﬁrst step for managers is to examine their investor base and determine whether their company is likely to
attract transient investors. Large companies with persistent
earnings, high liquidity, low dividend yields, and strong past
performance tend to fall into this category. Such companies
may want to redesign their investor relations activities to
downplay the signiﬁcance of quarterly earnings reports and
avoid creating additional news events. For example, managers might want to consider dropping quarterly forecasts
and bundling conference calls or analyst presentations with
earnings announcements.
As part of their effort to shift investor focus from
quarterly earnings to questions of longer-run value, managers should be sensitive to the information demands of their
longer-term investors, both quasi-indexers and dedicated
institutional investors. Improving the quality of annual
report disclosure will attract more quasi-indexers, whose
low propensity to trade will dampen return volatility
around news events. By orienting more of their disclosure

activities toward historical information that helps investors
in monitoring performance (as opposed to forecasts, which
tend to invite speculation), managers may be able to attract
quasi-indexers to take the place of transients. Also, because
transient investors react more quickly than quasi-indexers
to changes in disclosure practices, most companies should
be cautious about making major changes in many disclosure practices all at once—since the likely effect is a spike
in transient ownership. Finally, managers should consider
the possibility of cultivating dedicated investors with the
aim of turning them into blockholders. But to be conﬁdent enough to entrust investors with what amounts to an
insider role, management must have a credible strategy,
an effective means of communicating it, and a sufﬁciently
sophisticated and well-capitalized investor group to take
the long view.
In sum, my research suggests that changes in disclosure practices have the potential to shift the composition
of a ﬁrm’s investor base away from transient investors and
toward more patient capital. This shift will remove some
of the external pressures for short-term results and encourage managers to return their focus to establishing a culture
based on long-run value maximization.

Journal of Applied Corporate Finance

A Morgan Stanley Publication / Volume 16 Number 4 • Fall 2004

brian bushee

is Assistant Professor of Accounting at the University of Pennsylvania’s Wharton School. Before coming to Wharton, he
was Assistant Professor at the Harvard Business School and Visiting
Assistant Professor at the University of Chicago. He received his Ph.D. in
Business Administration from the University of Michigan.

35

Journal of Applied Corporate Finance (ISSN 1078-1196 [print], ISSN
1745-6622 [online]) is published quarterly on behalf of Morgan Stanley by
Blackwell Publishing, with ofﬁces at 350 Main Street, Malden, MA 02148,
USA, and PO Box 1354, 9600 Garsington Road, Oxford OX4 2XG, UK. Call
US: (800) 835-6770, UK: +44 1865 778315; fax US: (781) 388-8232, UK:
+44 1865 471775, or e-mail: subscrip@bos.blackwellpublishing.com.
Information For Subscribers For new orders, renewals, sample copy requests, claims, changes of address, and all other subscription correspondence, please contact the Customer Service Department at your nearest
Blackwell ofﬁce.
Subscription Rates for Volume 17 (four issues) Institutional Premium
Rate* The Americas† $330, Rest of World £201; Commercial Company Premium Rate, The Americas $440, Rest of World £268; Individual Rate, The
Americas $95, Rest of World £70, Ð105‡; Students**, The Americas $50,
Rest of World £28, Ð42.
*Includes print plus premium online access to the current and all available
backﬁles. Print and online-only rates are also available (see below).
†

Customers in Canada should add 7% GST or provide evidence of entitlement
to exemption
‡

Customers in the UK should add VAT at 5%; customers in the EU should also
add VAT at 5%, or provide a VAT registration number or evidence of entitlement to exemption
** Students must present a copy of their student ID card to receive this
rate.
For more information about Blackwell Publishing journals, including online access information, terms and conditions, and other pricing options, please visit
www.blackwellpublishing.com or contact our customer service department,
tel: (800) 835-6770 or +44 1865 778315 (UK ofﬁce).
Back Issues Back issues are available from the publisher at the current singleissue rate.
Mailing Journal of Applied Corporate Finance is mailed Standard Rate. Mailing to rest of world by DHL Smart & Global Mail. Canadian mail is sent by
Canadian publications mail agreement number 40573520. Postmaster
Send all address changes to Journal of Applied Corporate Finance, Blackwell
Publishing Inc., Journals Subscription Department, 350 Main St., Malden, MA
02148-5020.

Journal of Applied Corporate Finance is available online through Synergy,
Blackwell’s online journal service which allows you to:
• Browse tables of contents and abstracts from over 290 professional,
science, social science, and medical journals
• Create your own Personal Homepage from which you can access your
personal subscriptions, set up e-mail table of contents alerts and run
saved searches
• Perform detailed searches across our database of titles and save the
search criteria for future use
• Link to and from bibliographic databases such as ISI.
Sign up for free today at http://www.blackwell-synergy.com.
Disclaimer The Publisher, Morgan Stanley, its afﬁliates, and the Editor cannot
be held responsible for errors or any consequences arising from the use of
information contained in this journal. The views and opinions expressed in this
journal do not necessarily represent those of the Publisher, Morgan Stanley,
its afﬁliates, and Editor, neither does the publication of advertisements constitute any endorsement by the Publisher, Morgan Stanley, its afﬁliates, and
Editor of the products advertised. No person should purchase or sell any
security or asset in reliance on any information in this journal.
Morgan Stanley is a full service ﬁnancial services company active in the securities, investment management and credit services businesses. Morgan Stanley
may have and may seek to have business relationships with any person or
company named in this journal.
Copyright © 2004 Morgan Stanley. All rights reserved. No part of this publication may be reproduced, stored or transmitted in whole or part in any form
or by any means without the prior permission in writing from the copyright
holder. Authorization to photocopy items for internal or personal use or for the
internal or personal use of speciﬁc clients is granted by the copyright holder
for libraries and other users of the Copyright Clearance Center (CCC), 222
Rosewood Drive, Danvers, MA 01923, USA (www.copyright.com), provided
the appropriate fee is paid directly to the CCC. This consent does not extend
to other kinds of copying, such as copying for general distribution for advertising or promotional purposes, for creating new collective works or for resale.
Institutions with a paid subscription to this journal may make photocopies for
teaching purposes and academic course-packs free of charge provided such
copies are not resold. For all other permissions inquiries, including requests
to republish material in another work, please contact the Journals Rights and
Permissions Coordinator, Blackwell Publishing, 9600 Garsington Road, Oxford
OX4 2DQ. E-mail: journalsrights@oxon.blackwellpublishing.com.

