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公司盈餘平穩化行為與盈餘資訊性之關係－合格
境外機構投資者角色之檢測

Qualified Foreign Institutional Investors and the Earnings 
Informativeness of Income Smoothing

摘 要

本研究以非平衡式追蹤資料檢測合格境外機構投資者 (QFIIs) 在我國上市櫃公司進行盈
餘平穩化對盈餘資訊性影響中所扮演的角色，亦測試該角色是否因我國管制機關解除
此類型投資者之股權限制而改變。實證結果顯示：合格境外機構投資者高持股之公司，
在解除股權管制後，其盈餘平穩化的盈餘資訊性降低，意味解除合格境外機構投資者
的股權管制在某種程度助長其在公司盈餘報導的投機性角色。進一步檢測顯示此實證
發現與合格境外機構投資者的持股高波動性有關，此結果支持合格境外機構投資者的
短期交易策略影響公司盈餘報導決策之觀點。

【關鍵字】 合格境外機構投資者、盈餘平穩化、盈餘資訊性、解除管制

Abstract

This study uses the unbalanced-panel data to establish empirical regression and examines the 
role of qualified foreign institutional investors (hereafter QFIIs) in earnings informativeness 
of firms with income smoothing. We also examine whether the role of QFIIs in earnings 
informativeness for firms with income smoothing has changed since the deregulation of 
QFIIs’ ownership restrictions. The empirical result reveals that high QFIIs’ ownership 
weaken the informativeness of earnings for firms with income smoothing in the post-
deregulation period. It suggests that the deregulation of QFIIs’ ownership accelerates the 
opportunistic role of QFIIs, in turn, reduces the informative component of earnings for firms 
with income smoothing. We also find that the result is sensitive to the high QFIIs’ 
shareholdings volatility case. The result supports the opportunistic role of QFIIs in firm’s 
income smoothing, yet, is related to QFIIs’ trading strategy.
【Keywords】QFIIs, income smoothing, earnings informativeness, deregulation 
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1. Introduction
Prior studies (e.g., DeFond and Park, 1997; Tucker and Zarowin, 2006) document that 

the underlying motivation for managers’ income smoothing is to communicate private 
information about future earnings. This hypothesis suggests that income smoothing can 
improve the forecasting capability of current earnings, while at the same time, it also 
increases the earnings informativeness. Note that Tucker and Zarowin (2006) have shown 
strong evidence on the positive association between income smoothing and earnings 
informativeness, and support the notion that income smoothing could enhance earnings 
informativeness. We extend this stream of research to examine the role of institutional 
investors, i.e., QFIIs, on the earnings informativeness for firms with income smoothing.

Institutional investors are capable of analyzing financial statements more proficiently 
than other investors to protect their magnitude of wealth invested (Velury and Jenkins, 2006). 
Carlson and Bathala (1997) suggest that a difference in institutional ownership can provide 
an explanation for income smoothing from the standpoint of informational asymmetry, 
monitoring and control processes. Prior studies also provided evidence that firms with higher 
institutional ownership are less likely to manage earnings (e.g., Bushee, 1998; Jiambalvo, 
Rajgopal, and Venkatachalam, 2002; among others). This study conjectures the 
informativeness of earnings for managers’ income smoothing is associated with the firm’s 
institutional ownership and/or institutional investors’ trading strategies. If institutional 
investors are better monitors of managerial opportunistic earnings reporting, the quality of 
earnings enhances with the increases in the magnitude of institutional shareholdings (denoted 
as the monitoring hypothesis). However, recent studies also highlight the importance of 
explicitly considering the short-term oriented investing behavior of institutional investors 
(denoted as the opportunism hypothesis) when investigating the association between 
institutional ownership and managerial earnings reporting (Bushee, 1998; Koh and Hsu, 
2005; Velury and Jenkins, 2006; Koh, 2007; Yan and Zhang, 2009; among others). Thus, the 
role of institutional investors on the informativeness of earnings for firms with income 
smoothing remains an open question.

QFIIs were allowed to participate in Taiwan’s stocks market in 1991, yet, were 
restricted to owning shares and capitals at the initial stage of openness. As the trading 
restrictions on QFIIs have been relaxed in 2003, the trading volume by these institutional 
investors has increased. QFIIs are typically well funded and have better investment 
capabilities than other investors. When QFIIs trade in an emerging capital market, such as 
Taiwan, they are big fish playing games in small ponds and create significant influences in 
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the operation of capital market. Hence, the role of QFIIs has garnered a great deal of 
attention from practitioners, researchers, and regulators in Taiwan’s capital market. Stulz 
(1999) predicts that foreign institutional investors can play a special role in corporate 
monitoring in the presence of large shareholders’ expropriation. This is because large 
shareholders can potentially use their influence on managerial earnings reporting to pursue 
exclusive benefits. However, it is possible that QFIIs may play an opportunistic or a trading 
role in firm’s earnings reporting because they are unfamiliar with the target stocks market 
and use short-term oriented trading strategies. Thus, this study is motivated to use Tucker 
and Zarowin’s (2006) model as a framework in discriminating the informative component of 
earnings, and examines the role of QFIIs in earnings informativeness for firms with income 
smoothing in Taiwan. Moreover, because the regulations for QFIIs were loosened in 2003 in 
Taiwan, this study further examines whether the role of QFIIs in earnings informativeness 
for firms with income smoothing has changed since the deregulation of QFIIs’ ownership 
restrictions.

Based on the unbalanced-panel data, the empirical results reveal that high QFIIs’ 
ownership weakens the informativeness of earnings for firms with income smoothing. When 
incorporating the QFIIs’ shareholdings volatility into consideration, the result is sensitive to 
the high QFIIs’ ownership with high shareholdings volatility case. This result suggests that 
QFIIs with a short-term oriented trading strategy reveals the opportunistic earnings 
component for firms with income smoothing. This finding supports the opportunism 
hypothesis of QFIIs’ behavior, yet, is explicitly conditional on QFIIs’ shareholdings volatility 
which to some extent is related to their short-term oriented trading strategy. Further 
examination documents that the opportunistic role of QFIIs is only supported in the post-
deregulation subperiod. It suggests that the deregulation of QFIIs accelerates the 
opportunistic role of QFIIs in a firm’s strategic income smoothing decision, which in turn, 
reduces the earnings informativeness. This study demonstrates some diagnostic checks and 
provides evidence that the results are robust to the various specifications.

To the best of our knowledge, this is the first article that focuses on examining the role 
of QFIIs on the informativeness of earnings for firms with income smoothing. According to 
the firm-level QFIIs’ ownership data, this study extends the very limited research on the 
association between QFIIs’ behavior and managerial income smoothing decision in the 
emerging markets. In particular, incorporating the deregulation of QFIIs into the empirical 
model to examine the informativeness of earnings provides some insights on income 
smoothing research from the regulating perspective. Besides, reporting behavior may differ 
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markedly between firms due to unobservable firm-specific traits (Henderson and Kaplan, 
2000). With unbalanced-panel data analysis, especially as the estimation focuses on within-
firm variations, omitted variables bias and survivorship bias are avoided, allowing this study 
to gain confirmatory empirical results to support our conjectures.

This paper is organized as follows: Section 2 describes the institutional characteristics, 
related studies, and develops the empirical hypotheses; Section 3 presents the empirical 
design; Section 4 presents and discusses the empirical results; Section 5 presents the 
robustness test; and Section 6 concludes the study.

2. Institutional Characteristics, Related Research and Hypotheses
2.1 Institutional Characteristics

Like many emerging Asian capital markets, Taiwan has experienced rapid economic 
development in past decades. According to the published data provided by the Taiwan Stock 
Exchange Corporation, the percentage of trading dollar amounts by QFIIs increased from 
5.9% in 2001 to an impressive 18.4% in 2010. Consequently, the role of QFIIs in Taiwan’s 
capital market has garnered a great deal of attention. Taiwan has weak corporate governance, 
inadequate shareholder protection, and heightened stock market volatility (Bekaert and 
Harvey, 2003). This institutional characteristic provides an adaptive circumstance to breed 
managerial strategic earnings reporting, such as income smoothing. It is worth a try to 
understand the role of QFIIs on a firm’s income smoothing decision in Taiwan.

Starting in 1991, QFIIs were allowed to participate in Taiwan’s stock market and since 
then, QFIIs have been denoted as qualified foreign institutional investors. QFIIs were 
restricted to owning 5% of shares for each stock at the beginning of the deregulation. The 
fraction of ownership by each QFII for each stock was increased to 50% in 1999. There was 
further deregulation in 2003. Following the gradual deregulation of QFIIs’ ownership 
restrictions, trading volume by these investors has increased. The annual firm level month-
average ownership ratios by the QFIIs have gradually been increasing between the years 
2000~2007, yet the QFIIs only account for a 7.027% of firm-level ownership on average. 
This relatively low ownership to some extent imposes restriction on the monitoring role 
played by the QFIIs. Moreover, some degrees of herding among QFIIs were also expected, 
(Lien, Tseng, and Wu, 2013) for they are unfamiliar with the Taiwan capital market. For 
example, Chen, Wang, and Lin (2008) found that QFIIs follow and/or herd each other into 
and out of the same securities in Taiwan’s stock market. They also found that characteristic 
herding and investigative herding explain QFIIs’ trading behavior in Taiwan. Recently, Ting 
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(2013) documented that institutional investors acquire significant positive (negative) 
abnormal returns from the block trades of net buy (sell). Consequently, QFIIs’ trading 
activities can provide credible signals to other investors and generate significant impacts on 
market returns for large cap stocks (Lu, Fang, and Nieh, 2012; Lien et al., 2013). QFIIs’ role 
is consistent with the informational advantage of sophisticated investors and continues to 
play an important role in the Taiwan stock market. Meanwhile, it is likely that the majority of 
QFIIs’ trading strategies in Taiwan can be classified as short-term oriented investing 
behavior.

2.2 Related Research
Income smoothing can be denoted as the utilization of accounting discretion to reduce 

earnings variability (Fudenberg and Tirole, 1995). In past years, the accounting community 
has given the issue of income smoothing a high priority. For example, Graham, Harvey, and 
Rajgopal (2005) documented that more than 96% of the respondents indicate that they prefer 
a smooth earnings path, which is one of the most important factors for income smoothing. 
Fudenberg and Tirole (1995) model managerial earnings management behavior and suggest 
that concern of job security creates an incentive for managers to smooth earnings. The 
implication from their theory suggests that when current earnings performance is poor, 
managers have an incentive to shift future earnings into the current period in order to 
decrease the possibility of dismissal. In this setting, managers borrow earnings from the 
future to artificially embellish current earnings performance upward in difficult times. On the 
other side, when current earnings are relatively high, managers may make accounting 
choices effectively by saving current earnings for the possible use in the future. Empirical 
studies (e.g., DeFond and Park, 1997) support the theoretical explanation of Fudenberg and 
Tirole (1995). We note that the smoothed earnings may be more informative if the accrual-
based system better reflects fundamental performance than do other choices (Tucker and 
Zarowin, 2006). In this informative school, Subramanyam (1996) finds that discretionary 
accruals are positively associated with stock returns, future earnings, and operating cash 
flows, suggesting that discretionary accruals may communicate information about future 
benefits. Tucker and Zarowin (2006) further suggest that income smoothing is one way for 
managers to communicate private information and support the notion that income smoothing 
could enhance earnings informativeness. However, extant studies suggest alternative 
explanation for managers’ income smoothing behavior, i.e., firms may seek to temporarily 
deceive investors by opportunistically manipulating accounting numbers and then to 
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decrease the informativeness of the current earnings (e.g., Fudenberg and Tirole, 1995; Arya, 
Glover, and Sunder, 1998). DeFond and Park (1997) pointed out that current earnings are 
associated with income smoothing, yet, this association is much more powerful when 
expected future relative performance is considered. Namely, a firm’s accounting choices may 
be opportunistically motivated in the depressed period, because it borrows future earnings to 
improve current failing earnings but does not have explicitly brilliant performance in the 
future. Thus, the earnings informativeness for firms with income smoothing can be taken as 
an empirical issue. Consequently, we firstly use the model suggested by Tucker and Zarowin 
(2006) to distinguish the informative or opportunistic role of managerial income smoothing 
in Taiwan. Having done that, we will examine our hypotheses.

As for the institutional ownership literature, institutional investors depending on their 
investing horizons can either encourage short-term managerial behavior (e.g., Bhide, 1993; 
Porter, 1992) or actively monitor firms, thus constraining managerial discretion (e.g., 
Bushee, 1998). Institutional investors are presumably interested in using all types of value-
relevant financial information to establish and evaluate their investments. Brous and Kini 
(1994) have documented evidence consistent with the active monitoring hypothesis, such as 
improvement in stock price performance, firm profitability, and earnings management. 
Bushee (1998) states that institutional investors monitoring can occur explicitly through 
corporate governance practices or implicitly through information gathering and correctly 
pricing the impact of managerial decisions. Recently, Velury and Jenkins (2006) further find 
that when the level of institutional ownership is sufficiently high, such monitoring arguably 
discourages managers from providing financial reports that are “noisy”. 

However, Bhojraj and Sengupta (2003) suggest that concentrated institutional 
ownership could result in institutions influencing firm decisions that could prove costly to 
other providers of capital (private benefits hypothesis of blockholding). Bhide (1993) also 
argues that the frequent trading strategy and fragmented shareholdings by institutional 
investors discourage them from becoming actively involved in the corporate governance of 
their invested firms. This school of thought holds that institutional investors are inherently 
short-term oriented traders. Consistent with this stream of research, Bushee (2001) 
documented that transient institutional investors exhibit a strong preference for near-term 
earnings and are sensitive to current earnings with aggressive earnings management. This 
argument is supported by studies such as Koh (2003), Koh and Hsu (2005), and Yan and 
Zhang (2009). However, Koh (2005) finds that transient institutional ownership is not 
systematically associated with aggressive earnings reporting and that it is evident only 
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among firms that manage earnings to meet/beat their earnings benchmarks. The author 
indicates that transient institution-associated managerial myopia may not be as prevalent as 
suggested by other research. Therefore, it is fair to conclude that the monitoring or 
opportunistic role of institutional investors to some extent depends on their investing 
horizons and/or trading strategy.

Together with a firm’s income smoothing behavior and the role of QFIIs on earnings 
reporting, it is expected that high QFIIs’ ownership with short-term oriented trading strategy 
weaken the earnings informativeness of income smoothing. Alternatively, the opportunistic 
role is mitigated for QFIIs with a long-term oriented investing strategy. Thus, by 
incorporating QFIIs’ ownership and their trading strategies into an empirical model, this 
study can provide evidence to understand the role of QFIIs in the informative earnings 
component of managerial income smoothing decision. 

2.3 Hypotheses 
Theoretical analysis (e.g., Shleifer and Vishny, 1986; Kahn and Winton, 1998) 

highlights the choice institutional investors face between exerting monitoring effort for 
shared gain versus simply trading for private gain. Institutional investors have incentives to 
monitor managerial financial reporting. When the magnitude of institutional ownership is 
sufficiently high, such monitoring arguably discourages managers from providing intended 
deceptive accounting information. Prior studies provide confirmatory evidence to support 
that institutional investors are playing an active role in monitoring and disciplining 
managerial discretion, as well as improving information efficiency in the capital market 
(Bushee, 1998; Koh, 2003; Velury and Jenkins, 2006; Hadani, Goranova, and Khan, 2011). 
Yet, some institutional investors might focus on information gathering and trading, choosing 
not to expend effort on influencing management (Parrino, Sias, and Starks, 2003). This 
hypothesis argues that institutional investors are more likely to enjoy certain benefits such as 
access to private information, which can be exploited for trading purposes (Velury and 
Jenkins, 2006; Bhojraj and Sengupta, 2003). Thus, the relation between institutional 
ownership and the informative component of income smoothing would depend on the 
monitoring or trading role of institutional investors.1

1 Within a cost-benefit framework, Chen, Harford, and Li (2007) documented that only independent institutions 
with long-term investments will specialize in monitoring, yet, the trading institutions will not monitor.
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QFIIs are typically well funded and have better investment capabilities than other 
investors in Taiwan capital markets. However, QFIIs also have disadvantage in home-court 
familiarity (e.g., sharing the same culture and language) and result in a higher monitoring 
cost; consequently, they may focus on the short-term trading and exert less monitoring 
efforts. For example, Chen et al. (2008) documented that characteristic herding and 
investigative herding can explain QFIIs’ trading behavior using post-deregulation QFIIs 
trading data. Recently, Huang and Chan (2010) found that foreign institutions attempt to 
influence closing prices of Taiwanese stocks on the expiration days of index futures. The 
above evidence reveals that QFIIs in Taiwan capital markets are likely to simply focus on 
information gathering and trading for private gain. In addition, extant economic theory posits 
that geographic distance between the firm and a monitoring institutional investor impacts 
institution’s cost of acquiring monitoring information (Chen et al., 2007; Ayers, 
Ramalingegowda, and Yeung, 2011). QFIIs have greater resources to acquire and process 
information. However, take higher information acquisition costs due to lack of geographic 
proximity and less readily exposed to local media. Note that information acquisition and 
processing costs are important when it comes to managerial strategic earnings reporting 
because information asymmetry is a prerequisite for opportunistic financial reporting (Ayers 
et al., 2011). Titman and Trueman (1986) argued that managers engage in opportunistic 
discretion only when it is difficult for investors to detect it. Thus, the unfavorable monitoring 
condition resulted from the distance of geographic proximity, to some extent, reduces the 
motivations of QFIIs to monitor and/or perform monitoring tasks. We noted that there are 
new QFIIs members who started participating in the Taiwan stock market after the 
deregulation, and may use a short-term oriented investing strategy and/or herding behaviors 
because they are unfamiliar with this emerging capital market. It also suggests that these new 
QFIIs are unlikely to monitor (to some extent to encourage) managerial opportunistic 
earnings reporting. 

Tucker and Zarowin (2006) found that the change in the current stock price of high 
income smoothing firms contain more information about their future earnings (denoted as 
FERC) than does the change in the stock price of low income smoothing firms. This finding 
empirically supports the belief that managers use financial reporting discretion to reveal 
more information about firms’ future earnings. However, we conjecture that the informative 
component of income smoothing on current earnings is an empirical issue and must reflect 
differential facets of a firm’s ownership characteristics. By incorporating a firm’s 
institutional ownership, i.e., QFIIs, into consideration, this study conjectures that the 
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informative component of earnings for managers’ income smoothing should reveal 
differential patterns. Based on the incremental monitoring costs resulted from QFIIs’ 
disadvantage in home-court familiarity and the distance of geographic proximity, we 
conjecture that QFIIs should focus on the short-term trading and therefore forego the 
monitoring of managerial opportunistic earnings reporting. Prior studies (e.g., Bhide, 1993; 
Koh, 2007; Yan and Zhang, 2009) find that frequent trading and the fragmented ownership 
by institutional investors discourage such investors from becoming actively involved in the 
corporate governance of their portfolio firms. The excessive focus on current earnings by 
such institutions creates incentives for managers to aggressively manage earnings (Porter, 
1992). Consequently, firms with higher QFIIs ownership are likely to reduce the informative 
component of earnings with income smoothing. Accordingly, this study develops the first 
hypothesis as follows:
Hypothesis 1:  Ceteris paribus, the earnings informativeness for firms with income 

smoothing is reduced when the firms have high QFIIs’ ownership.

However, Chen et al. (2007) argued that examining total institutional ownership by 
various types of institutions masks important variation in the subset of trading or monitoring 
institutions. They documented that the long-term institutional investors can specialize in 
monitoring and influencing efforts rather than trading profit. Koh (2007) also finds that long-
term institutional investors constrain accruals management among firms that manage 
earnings to meet/beat earnings benchmarks. Thus, the trading behavior (long-term vs. short-
term oriented) of QFIIs is likely to be an important issue in examining the role of these 
institutions on managerial earnings reporting. We use QFIIs’ shareholdings volatility to 
measure QFIIs’ trading behavior and conjecture that the more shareholdings volatility, the 
more possible the QFIIs are short-term oriented traders. This study conjectures that the short-
term oriented trading QFIIs, which is proxied by the high QFIIs’ shareholdings volatility, 
will play a less monitoring role, in turn, deteriorates the informative component of earnings 
for firms with income smoothing. However, in the low QFIIs shareholdings volatility case, 
the long-term oriented investing strategy may enhance the monitoring role of QFIIs and it 
may improve the informative component of earnings for firms with income smoothing. In 
other words, the negative association between earnings informativeness for firms with 
income smoothing and high QFIIs’ ownership (i.e., Hypothesis 1) will be supported in the 
high shareholdings volatility, yet, will be mitigated for firms with low shareholdings 
volatility. According to the above, this study establishes the following hypotheses:
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Hypothesis 2a:  Ceteris paribus, the negative associat ion between earnings 
informativeness of smoothed firms and high QFIIs’ ownership is 
supported in high shareholdings volatility case.

Hypothesis 2b:  Ceteris paribus, the negative associat ion between earnings 
informativeness of smoothed firms and high QFIIs’ ownership is 
mitigated in low shareholdings volatility case.

3. Research Design
3.1 Data and Sample Selection 

The years 1997~2007 are chosen as the observation periods. The year of 1997 is chosen 
as the starting year because the data of QFIIs ownership is available and we require six years 
of financial data from which to calculate the income smoothing measure.2

The sample period ends in 2007 because we need the future three years’ earnings and 
stock returns to examine the earnings informativeness. The empirical data are retrieved from 
the Taiwan Economic Journal (TEJ) database. Table 1 reports the sample selection process in 
the study.

The total observations on the TEJ database from 1997~2007 are 14,437 firms/year. 
Consistent with extant literature, finance-related institutions (Code 28) are excluded since 
they are subject to different disclosing requirements. We also exclude 679 observations 
which are classified into other industries (Code 99) for their diverse characteristics and 131 
observations for belonging to regulated industries (Code 97). To compute discretionary 
accruals, industries with fewer than ten observations in a year are excluded (Dechow, Sloan, 
and Sweeney, 1995; Jones, 1991) in the coefficients estimating of the non-discretionary 
accruals model. This study further deletes 5,588 observations for data unavailable in 
calculating the income smoothing measure and 1,188 observations for data unavailable for 
the QFIIs related variables. Further exclusions include 844 observations with data 
unavailability for other control variables. The final sample consists of 5,766 observations in 
empirical analysis.

2 Following the study of Tucker and Zarowin (2006), we need six years to compute the continuous five years 
correlation between the change in discretionary accruals and the change in pre-discretionary income using the 
current year’s and past four years’ observations. For example, we use years from 1992~1997 to calculate the 
discretionary accruals variable, and then use the five years change in discretionary accruals (1993~1997) to 
calculate the income smoothing measure in the year 1997.
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Table 1 Sample Selection
Descriptions N

Firms listed on TEJ during 1997~2007 (Exclude finance-related institutions) 14,437

Less: 

Firm in diversified industrial (Code No.99) (679)

Firms belonged to regulated industry (Code No.97) (131)

Industries with less than ten firm-year observation (241)

Firms’ data unavailable for calculating income smoothing (5,588)

Firms’ data unavailable for QFII variables 1,188

Firms’ data unavailability for other control variables (844)

Final empirical samples 5,766

3.2 Variables Measurement 
Dependent Variable: 
Stock Return (R):

The quality of earnings information helps users to increase the likelihood of correctly 
forecasting the outcome of past or present events (SFAC No.2). If income smoothing 
improves earnings informativeness, stock prices impound more information about future 
earnings (Tucker and Zarowin, 2006). This study follows Collins, Kothari, Shanken, and 
Sloan (1994), Lundholm and Myers (2002) as well as Tucker and Zarowin (2006), and uses 
ex-dividend annual stock return in year t (Rt

) as the dependent variable, subsequently 
examines whether managerial income smoothing behavior embedded in the current stock 
price reflects the information about future earnings.

Pivotal Explanatory Variables: 
Income Smoothing Measure (IS): 

To measure the income smoothing, this study follows the procedures suggested by 
Tucker and Zarowin (2006). First, we estimated the discretionary accruals (DA) from the 
cross-sectional modified Jones model of Kothari, Leone, and Wasley (2005). The pre-
discretionary income (NDE) is calculated by subtracting discretionary accruals (DA) from 
net income. This study uses the current year and the observations of the past four years to 
calculate the correlation between the change in discretionary accruals (ΔDA) and the change 
in pre-discretionary income (ΔNDE). Second, we measure a firm’s reversed fractional 
ranking of the correlation coefficient (between 0 and 1) within its industry-year and refer to 
it as the income smoothing measure (IS). This measure implies that there is an underlying 
pre-managed income series and that managers use discretionary accruals to make the 
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reported series smooth (Tucker and Zarowin, 2006). Thus, a more negative correlation 
between ΔDA and ΔNDE represents the more income smoothing.

Magnitude of Qualified Foreign Institutional Investors Ownership (QFIIs):
The QFIIs’ ownership is proxied by the total number of shares held by the QFIIs 

divided by the total number of shares outstanding. This study further calculates the monthly 
average of QFIIs’ ownership for sample firms in each calendar year, respectively. Thus, the 
proxy for QFIIs ownership in the analysis is the mean of a firm’s monthly QFIIs ownership.3

Dummy Variable for Firms with High QFIIs’ Ownership and Low QFIIs Shareholdings 
Volatility (HL): 

Institutional ownership is likely to be influential in any firm when it owns at least five 
percent of the stockholdings (Bushee, 1998). A firm is classified as a high QFIIs’ ownership, 
if the QFIIs ownership is more than or equal to 5% to ensure the influential and informative 
role of the QFIIs. In addition, this study uses the coefficient of variation (CV) of QFIIs 
ownership to proxy qualified foreign institutional shareholdings volatility (QFII (CV)). The 
QFII (CV) is measured as the standard deviation of a firm’s monthly QFIIs’ shareholdings of 
the calendar year divided by the mean of the QFIIs’ shareholdings. A firm is classified as 
long-term oriented QFIIs which are proxied by low QFIIs shareholdings volatility (i.e., QFII 
(CV) is less than the median of the industry-year QFII (CV)). Thus, QFII_HL is denoted as 1 
for a firm which is classified as having both high QFIIs’ ownership and low QFIIs’ 
shareholdings volatility, and 0 otherwise. 

Dummy Variable for Firms with High QFIIs’ Ownership and High QFIIs Shareholdings 
Volatility (HH):

In the same manner, a firm is classified as having high QFIIs shareholdings volatility if 
QFII (CV) is more than or equal to the median of the industry-year QFII (CV). This type of 
QFIIs, to some extent, can be classified as short-term oriented traders. Thus, the dummy 

3 The three major types of institutional investors in the Taiwan Stock Exchange are qualified foreign 
institutional investors, securities investment trust companies and dealers. Chang (2010) finds that local 
institutional investors seem to follow QFIIs, increasing (decreasing) holdings in a particular sector in the same 
and periods subsequent to positive (negative) QFII order flows. Huang and Shiu (2009) also argue that local 
institutional investors may be more knowledgeable than foreign institutional investors about the local 
environment or local firms, yet, foreigners may have better human expertise/experience or resources in 
Taiwan.
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variable QFII_HH is denoted as 1 for a firm which is classified as having both high QFIIs’ 
ownership and high QFIIs’ shareholdings volatility, and 0 otherwise.

Control Variables:
As the variation of the firm’s earnings increases, an increasing risk of association 

related to the violation of debt covenants arises. To avoid a debt covenant violation, 
managers of these firms are more likely to adopt aggressive earnings management reporting. 
It provides an incentive for a firm to smooth its reported income, which in turn can affect 
earnings persistence (Carlson and Bathala, 1997). This study uses leverage (LEV), defined as 
total liabilities divided by total assets, to proxy for default risk. We also incorporate market-
to-book ratio (MB), which is calculated by the market value of the common equity to book 
value of the common equity at the end of the calendar year into regressions to proxy for 
growth opportunities (Collins and Kothari, 1989). Finally, we include firm size (SIZE), 
which is calculated by the natural logarithm of the market value of common equity to control 
for the potential effects of omitted variables (Becker, DeFond, Jiambalvo, and 
Subramanyam, 1998).

3.3 Model Specification
Financial reporting may differ markedly between firms due to unobservable firm-

specific traits (Henderson and Kaplan, 2000). With panel data analysis, especially as the 
estimation focuses on within-firm variations, omitted variables bias is avoided, provided it is 
reasonable to assume that the omitted variable is constant over the time frame of the study. 
However, the balanced panel analysis requires consistently reported data across every year of 
the panel, thus, it falls into trouble for the potential sample attrition and survivorship bias. 
Consequently, we use the unbalanced-panel regression which controls for the firm and the 
year fixed effect in the following examinations.

We follow the earnings informativeness model suggested by Tucker and Zarowin 
(2006) to construct the preliminary regression. Namely, this study uses Equation (1) as a 
benchmark model to understand the role that managerial income smoothing plays in the 
forecasting capability of past and current earnings onto future earnings, or in other words, 
earnings informativeness.
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where,
R

t
: a firm’s ex-dividend annual stock return in year t;

X
t-1

:  a firm’s earnings per share in year t-1, deflated by the stock price at the 
beginning of year t; 

X
t
:  a firm’s earnings per share in year t, deflated by the stock price at the beginning 

of year t; 
X

t3
:  a firm’s sum of earnings per share for year t+1 through t+3, deflated by the stock 

price at the beginning of year t; 
R

t3
: a firm’s sum of annual stock returns for year t+1 through t+3;

IS
t
: a firm’s income smoothing measure; 

LEV
t
:  a firm’s leverage measured as total debts divided by total assets of the sample 

firms at the end of the calendar year;
MB

t
:  a firm’s market-to-book ratio measured as the market value of equity divided by 

book value of equity at the end of the calendar year;
SIZE

t
:  a firm’s size measured by the natural logarithm of market value of common 

equity at the end of the calendar year;
ε

t
: the error term.

In Equation (1), the coefficient in IS
t
*X

t3
 is expected to be positive to reflect the 

earnings informativeness of firms with income smoothing (Tucker and Zarowin, 2006). 
We use the following equations to test the hypotheses. Firstly, this study expands 

Equation (1) by incorporating the pivotal variable (QFII
t
), the interactive variable of income 

smoothing (IS
t
) and the three future years’ earnings (X

t3
). The equation is presented as 

follows: 
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where,
QFII

t
: the monthly average of QFIIs ownership for the sample firm in calendar year t. 

The definitions of the remaining variables are the same as Equation (1).
As discussed above, Hypothesis 1 conjectures the excessive focus on current earnings 

by QFIIs creates incentives for firm managers to aggressively manage earnings, 
subsequently, firms with higher QFIIs ownership are likely to reduce the informative 
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component of earnings with income smoothing. Thus, the coefficient on QFII
t
*IS

t
*X

t3
 will be 

negative to reflect the reducing earnings informativeness of income smoothing income 
smoothing for firms have higher QFIIs’ ownership.

Secondly, Equation (3) is a variant model of Equation (2). We further incorporate the 
QFIIs’ shareholdings volatility into the empirical model to examine whether the earnings 
informativeness conveyed by income smoothing for the firms with higher QFIIs’ ownership 
is affected by the QFIIs’ trading behaviors. We expand Equation (2) by incorporating two 
dummy variables for QFIIs’ shareholdings volatility, QFII_HH and QFII_HL, and two 
interactive variables between ISt

*X
t3
 and QFIIs’ shareholdings volatility variables (QFII_HH

t 

*IS
t
*X

t3
 and QFII_HL

t
*IS

t
*X

t3
). The equation is presented as follows:

R
t
 = β

0
 + β

1
X

t-1
 + β

2
X

t
 + β

3
X

t3
 + β

4
R

t3
 + β

5
IS

t
 + β

6
IS

t
*X

t-1
 + β

7
IS

t
*X

t
 + β

8
IS

t
*X

t3
 

       + β
9
IS

t
*R

t3
 + β

10
QFII_HH

t
 + β

11
QFII_HL

t
 + β

12
QFII_HH

t
*IS

t
 + β

13
QFII_HL

t
*IS

t

       + β
14
QFII_HH

t
*X

t3
 + β

15
QFII_HL

t
*X

t3
 + β

16
QFII_HH

t
*IS

t
*X

t3

       + β
17
QFII_HL

t
*IS

t
*X

t3
 + β

18
LEV

t
 + β

19
MB

t
 + β

20
SIZE

t
 + ε

t

where,
QFII_HH

t
:   a dummy variable denoted as one for any firm with high QFIIs ownership 

and high QFIIs shareholdings volatility, 0 otherwise; 
QFII_HL

t
:  a dummy variable denoted as one for any firm with high QFIIs ownership 

and low QFIIs shareholdings volatility, 0 otherwise. 
The definitions of the remaining variables are the same as Equation (1).
According to Hypothesis 2a, the coefficient on QFII_HH

t
*IS

t
*X

t3
 is expected to be 

negative for the short-term oriented QFIIs, while in turn, to reduce the earnings 
informativeness of managerial income smoothing. In the low QFIIs’ shareholdings volatility 
case (H2b), the coefficient in QFII_HL

t
*IS

t
*X

t3
 is expected to be positive or to be 

statistically insignificantly negative, since the long-term oriented QFIIs will mitigate the 
negative effect on the earnings informativeness of firms with income smoothing.

4. Empirical Results
4.1 Descriptive Statistics and Correlation Analysis

Table 2 presents the descriptive statistics for the related variables in this study. The 
mean (median) annual stock return in year t (R

t
) is 0.050 (0.027) and reveals positive annual 

returns in the samples, on average. The mean (median) income smoothing measure (IS
t
) is 

(3)
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0.501 (0.500) to reflect the fractional ranking of the correlation coefficient (between 0 and 
1). The mean (median) QFIIs’ ownership (QFII%) is 7.486% (2.506%), which is 
approximately the same as the mean QFIIs’ ownership of all listed firms (i.e., 7.027%). This 
result suggests that the QFIIs’ ownership is relatively small and QFIIs focus on some 
internationally visible listed firms in Taiwan. Since the standard deviation of our empirical 
variables is somewhat large, this study adopts White’s (1980) heteroskedasticity consistent 
covariance matrix estimator to correct estimates of the coefficient covariances in the possible 
presence of heteroskedasticity in all empirical regressions.

Table 2 Descriptive Statistics of Related Variables (N = 5,766)
Variables Mean SD Min Q1 Med. Q3 Max

Rt 0.050 0.174 -0.546 -0.044 0.027 0.113 1.555

Xt-1 -0.027 0.432 -13.280 0.007 0.048 0.082 1.860

Xt 0.002 0.330 -6.606 0.004 0.045 0.091 4.444

Xt3 0.048 0.798 -27.226 -0.037 0.104 0.257 3.480

Rt3 0.196 0.310 -0.761 0.016 0.146 0.313 3.968

ISt 0.501 0.287 0.001 0.253 0.500 0.748 1.000

QFII%t 7.486 11.524 0.000 0.380 2.506 8.875 73.956

QFII(CV)t 0.494 0.648 0.000 0.077 0.246 0.649 3.464

LEVt 0.395 0.166 0.016 0.272 0.393 0.502 0.972

MBt 1.658 1.535 0.070 0.820 1.240 1.960 31.800

SIZEt 8.181 1.478 4.205 7.123 8.033 9.006 14.371

Legends:
1.  Rt: a firm’s ex-dividend annual stock return in year t. Xt-1: the earnings per share in year t-1, deflated 

by the stock price at the beginning of year t. Xt: the earnings per share in year t, deflated by the 
stock price at the beginning of year t. Xt3: the sum of earnings per share for year t+1 thuough t+3, 
deflated by the stock price at the beginning of year t. Rt3: the annually compounded monthly returns 
for year t+1 thuough t+3. ISt: income smoothing measure. QFII%t: the percentage of qualified foreign 
institutional shareholdings. QFII(CV)t: the coefficient of variation of shareholdings. LEVt: firm’s 
leverage. MBt: market-to-book ratio. SIZEt: natural logarithm of market value of common equity in 
year t.

2. “a” and “b” denote the significance on 1% and 5% levels respectively, based on two-tailed tests.

Table 3 presents the correlations between related variables. It reveals that QFIIs’ 
ownership are significantly positive-associated with past, current, and future earnings. This 
result suggests that firms with high QFIIs ownership have better earnings performance. It is 
surprising to find that the correlation between the annual stock returns (R

t
) and the income 
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smoothing measure (IS
t
) is statistically insignificant and suggests few earnings 

informativeness of income smoothing in our analysis. Consequently, this study divides the 
entire observation into two exclusive subsamples basing on the median of QFII ownership, 
and re-calculates the correlation coefficients. The untabulated result reveals that IS

t
 is 

marginally positively-associated with the annual stock returns (R
t
) in the low QFII ownership 

subsample (r = 0.022, 10%), yet is significantly negatively-associated with R
t
 in the high 

QFII ownership subsample (r = -0.038, 5%). This result provides the preliminary evidence to 
support the conjecture that QFIIs play an important role in firm’s earnings informativeness of 
income smoothing, yet is conditional on the magnitude of QFIIs ownership. Consistent with 
prior research (e.g., Jiambalvo et al., 2002; Velury and Jenkins, 2006; among others), we find 
that QFIIs’ ownership is positively correlated with firm size. While most of the independent 
variables are highly correlated with the others, the variance inflation factors (VIF) of the 
pivotal interactive explanatory variables, i.e., QFII

t
*IS

t
*X

t3
, QFII_HH

t
*IS

t
*X

t3
, and QFII_

HL
t
*IS

t
*X

t3
 in the specified regressions are 1.398, 1.122, and 1.197, respectively, and do not 

suggest severe multi-collinearity problems (Neter, Wasserman, and Kutner, 1989).

Table 3 Pearson/Spearman Correlation Matrix (N = 5,766)
Variable Rt Xt-1 Xt Xt3 Rt3 ISt QFII%t LEVt MBt SIZEt

Rt -0.056a -0.079a -0.028b -0.126a -0.003 -0.036a -0.066a 0.079a -0.015

Xt-1 0.026b 0.462a 0.403a -0.060a 0.046a 0.079a -0.263a -0.065a 0.219a

Xt 0.019 0.547a 0.434a -.100a -0.022 0.071a -0.249a 0.117a 0.239a

Xt3 0.100a 0.389a 0.557a -.082a 0.023 0.051a -0.155a 0.026b 0.148a

Rt3 -0.176a -0.123a -0.111a -0.065a -0.038a -0.045a 0.041a -0.127a -0.142a

ISt 0.001 0.075a 0.035a 0.045a -0.047a -0.046a 0.087a -0.096a -0.107a

QFII%t -0.023 0.085a 0.103a 0.059a -0.040a -0.062a -0.099a 0.206a 0.438a

LEVt 0.036a -0.178a -0.167a -0.102a 0.012 0.098a -0.100a -0.085a -0.152a

MBt 0.055a 0.239a 0.365a 0.198a -0.197a -0.075a 0.252a -0.136a 0.397a

SIZEt 0.013 0.226a 0.280a 0.177a -0.106a -0.101a 0.484a -0.127a 0.517a

Legends: 
1. The definition of variables see Table 2.
2.  The upper triangular of matrix presents Pearson correlation coefficients, and the lower triangular of 

matrix presents Spearman correlation coefficients.
3. “a” and “b” denote the significance on 1% and 5% levels respectively, based on two-tailed tests.
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4.2 Prelimentary Association Analysis
This study conjectures that the earnings informativeness of income smoothing is 

associated with high QFIIs ownership. It implies that managers know QFIIs’ trading 
objectives and/or behaviors and consequently, a large amount of QFIIs’ participation results 
in the reporting of distinctive income smoothing. To gain preliminary evidence to support 
this conjecture, this study firstly constructs a zero-cost portfolio return to show the 
informative component of income smoothing would depend on the monitoring or 
opportunistic role of QFIIs played in the managerial earnings reporting. We carry out a two-
way sequential sorting. Firstly, we sort firms into three groups based on earnings (Xt3

), which 
is denoted as low X

t3
, middle X

t3
, and high X

t3
 groups, respectively. Secondly, within each 

tercile, first sort income smoothing, then sequentially sort on QFIIs’ participation level. This 
procedure results in nine subsamples (3*3) from the low income smoothing with low QFII 
ownership to the high income smoothing with high QFII ownership in each earnings tercile. 
We then form three types of zero-cost portfolio return for the high income smoothing with 
high QFII ownership (the ninth subsample) to their counterpart subsamples. If the zero cost 
portfolio return is negative (or positive) and statistically significant, then the results will 
support the notion that QFIIs’ participation somewhat induces firms’ earnings manipulation 
(or informativeness) behavior, resulting in information distortion (or reinforcement). The 
result is presented in Table 4.

From Table 4, the annual stock returns (Rt
) for the high income smoothing with high 

QFIIs ownership subsample are 0.0325, 0.0258, and 0.0608 in each earnings (X
t3
) tercile, 

positive and statistically significant. In Panel A, the annual stock returns (R
t
) for the high 

income smoothing with low QFII ownership subsample (the seventh subsample) are 0.0796, 
0.0495, and 0.0777 in each earnings (X

t3
) tercile, positive and statistically significant. The 

zero cost portfolio yields negative annual stock returns of -0.0471 (p = 0.0099), -0.0247 (p = 
0.0729), and -0.0169 (p = 0.1011) in the earnings tercile, respectively. The significantly 
negative returns to the zero-cost portfolio in the low X

t3
 and middle X

t3
 are consistent with 

notion that QFIIs’ participation somewhat induces firms’ earnings manipulation behavior, 
resulting in information distortion. In Panel B, it also revealed that the zero cost portfolio, 
which is constructed for the high income smoothing with high QFII and low income 
smoothing with low QFII subsamples, yields negative annual stock returns in the respective 
earnings tercile. In Panel C, the high/low income smoothing with high QFII yields negative 
annual stock returns in the respective earnings tercile, yet is only marginally significant in 
the low earnings (X

t3
) tercile. These results to some extent support our conjecture, i.e., the 

earnings informativeness of income smoothing is associated with QFII ownership.
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Table 4 Results of the Role of QFIIs in Earnings Informativeness of Income
             Smoothing-Zero Cost Portfolio Return Examinations

Xt3_1 (low Xt3)
(n = 1,922)

Xt3_2 (middle Xt3)
(n = 1,922)

Xt3_3 (high Xt3)
(n = 1,922)

Panel A:  Return Difference for High Income Smoothing/High QFII Group (9) and High Income 
Smoothing/Low QFII Group (7)

H_IS_H_QFII return (9) 0.0325 0.0258 0.0608

H_IS_L_QFII return (7) 0.0796 0.0495 0.0777

Zero-cost-portfolio return (9-7) -0.0471*** -0.0247* -0.0169

Panel B:  Return Difference for High Income Smoothing/High QFII Group (9) and Low Income 
Smoothing/Low QFII Group (1)

H_IS_H_QFII return (9) 0.0325 0.0258 0.0608

L_IS_L_QFII return (1) 0.0619 0.0286 0.0859

Zero-cost-portfolio return (9-1) -0.0294* -0.0028 -0.0251**

Panel C:  Return Difference for High Income Smoothing/High QFII Group (9) and Low Income 
Smoothing/High QFII Group (3)

H_IS_H_QFII return (9) 0.0325 0.0258 0.0608

L_IS_H_QFII return (3) 0.0616 0.0259 0.0645

Zero-cost-portfolio return (9-3) -0.0291* -0.0001 -0.0037

Legends:
1.  The portfolio is carried out by a two-way sequential sorting. Firstly, the firms are sorted into three 

groups based on earnings (Xt3), which is denoted as low Xt3, middle Xt3, and high Xt3 groups, 
respectively. Secondly, within each tercile, first sort income smoothing, then sequentially sort on 
QFIIs’ participation level. This procedure results nine subsamples (3*3) from the low income 
smoothing with low QFII ownership to the high income smoothing with high QFII ownership in each 
earnings tercile.

2.  “***”, “**”, and “*” denote the significance on 1%, 5%, and 10% levels respectively, based on one-
tailed tests.

4.3 Regression Results 
The estimation process of this study begins with least-squares regression of the pooled 

data followed by an assessment of the validity of the pooled model’s assumption of a single, 
overall intercept term. The Lagrange Multiplier Statistic (LM test) rejects the pooled model 
(which implies heterogeneous intercepts), thus panel data models, as conjectured, offer a 
more powerful approach. Subsequently, the estimation proceeds to panel data analysis and a 
choice between the fixed effect and random effect. The Hausman specification test 
(Hausman, 1978) reveals the potential for omitted variables bias and the importance of firm-
specific effects in this setting (x2 = 631.47 in IS model, x2 = 649.60 in IS_QFII model, and x2 
= 660.57 in IS_HH_HL model), thus we anticipate the need to use the fixed-effect approach 
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(Greene, 2004) to examine the influences QFIIs on the earnings informativeness for firms 
with income smoothing.

This study firstly examines the regression suggested by the Tucker and Zarowin (2006) 
as a benchmark model. Table 5 reports the benchmark regression results (hereafter, we 
denoted them as the IS model). From Table 5, it is found that the coefficient of IS

t
*X

t3
 is 

0.045 (t = 2.90), which is statistically significant at the 1% level in the IS model. This result 
is consistent with the findings documented by Tucker and Zarowin (2006). Thus, income 
smoothing is one way for managers to communicate private information and supports the 
notion that income smoothing could enhance earnings informativeness. Definitely, the model 
specification of Tucker and Zarowin (2006) provides this study with a unique setting to 
further examine the role of QFIIs in regard to earnings informativeness for firms with 
income smoothing using the case of Taiwan stock market.

Incorporating the role of QFIIs into consideration, the coefficient of QFIIt
*IS

t
*X

t3
 is 

-0.004 (t = -1.93) and statistically significant at the 10% level in the IS_QFII model. This 
result suggests that the more that income smoothing associates with higher QFIIs’ 
ownership, the more that the earnings informativeness of income smoothing is reduced. This 
empirical result falls in line with the opportunistic role of QFIIs in earnings informativeness 
of income smoothing and supports the hypothesis. Thus, QFIIs are likely to access the 
private information and adopt self-interested behavior, which in turn, reduces the informative 
component of earnings for firms with income smoothing in the Taiwan stock market. The 
coefficient of QFIIt

*X
t3
 is 0.004 (t = 2.20) and it is statistically significant at the 5% level. It 

implies that QFIIs enhance the informativeness of past and current earnings about future 
earnings for firms without income smoothing. The coefficients of IS

t
*X

t3
, IS

t
*X

t
 and IS

t
*R

t3
 

are 0.061 (t = 2.83), -0.056 (t = -2.58), and -0.067 (t = -2.02) in the IS_QFII model, which 
are statistically significant at the 1%, 1% and 5% levels, respectively. These results are 
approximately the same as the benchmark IS model.4

4 This study further divides observations with positive discretionary accruals and negative discretionary 
accruals and examines whether the earnings informativeness of income smoothing is different between these 
two distinct types of manage earnings up and/or down. The coefficients of IS

t
*X

t3
 are 0.016 (t = 1.80) and 

0.028 (t = 1.68) in the positive and negative discretionary accruals subsamples, and both statistically 
significant at the 10% level in the IS model. The coefficients of QFII

t
*IS

t
*X

t3
 are -0.004 (t = -2.19) and -0.005 

(t = -2.39) in the positive and negative discretionary accruals subsamples, and both are statistically significant 
at the 5% level in the IS_QFII model. It is fair to conclude that the empirical results are unlikely to confound 
by the discretionary accruals between IS and QFIIs on the earnings informativeness.
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Table 5 Results of the Role of QFIIs in Earnings Informativeness of Income
             Smoothing

Rt = β0 + β1Xt-1 + β2Xt + β3Xt3 + β4Rt3 + β5ISt + β6ISt*Xt-1 + β7ISt*Xt + β8ISt*Xt3 + β9ISt*Rt3

       + β10QFIIt + β11QFIIt*ISt + β12QFIIt*Xt3 + β13QFIIt*ISt*Xt3 + β14LEVt + β15MBt 
       + β16SIZEt* + εt

Rt = β0 + β1Xt-1 + β2Xt + β3Xt3 + β4Rt3 + β5ISt + β6ISt*Xt-1 + β7ISt*Xt + β8ISt*Xt3 + β9ISt*Rt3

       + β10QFII_HHt + β11QFII_HLt + β12QFII_HHt*ISt + β13QFII_HLt*ISt 
       + β14QFII_HHt*Xt3 + β15QFII_HLt*Xt3 + β16QFII_HHt*ISt*Xt3 + β17QFII_HLt*ISt*Xt3

       + β18LEVt + β19MBt + β20SIZEt + εt

Model IS IS_QFII IS_HH_HL 

Variables β (t-value) β (t-value) β (t-value)

Constant
-0.037

(-0.25)
-0.053

(-0.36)
-0.057

(-0.38)

Xt-1

0.002
(0.26)

0.005
(0.51)

0.006
(0.61)

Xt

-0.014
(-0.79)

-0.013
(-0.82)

-0.012
(-0.78)

Xt3

-0.017
(-1.16)

-0.029c

(-1.70)
-0.024

(-1.31)

Rt3

-0.094a

(-2.68)
-0.095a

(-2.68)
-0.098a

(-2.60)

ISt

0.023c

(1.86)
0.029b

(1.98)
0.033b

(2.47)

ISt*Xt-1

0.005
(0.18)

0.001
(0.04)

-0.002
(-0.06)

ISt*Xt

-0.054b

(-2.22)
-0.056a

(-2.58)
-0.057b

(-2.54)

ISt*Xt3

0.045a

(2.90)
0.061a

(2.83)
0.055b

(2.54)

ISt*Rt3

-0.069b

(-2.13)
-0.067b

(-2.02)
-0.064c

(-1.85)

QFIIt ---
-0.001

(-1.41)
---

QFIIt*ISt ---
-0.000

(-0.48)
---

QFIIt*Xt3 ---
0.004b

(2.20)
---

QFIIt*ISt*Xt3 ---
-0.004c

(-1.93)
---
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Model IS IS_QFII IS_HH_HL 

Variables β (t-value) β (t-value) β (t-value)

QFII_HHt --- ---
-0.027

(-1.53)

QFII_HLt --- ---
-0.015

(-0.80)

QFII_HHt*ISt --- ---
-0.020

(-0.79)

QFII_HLt*ISt --- ---
-0.024

(-1.19)

QFII_HHt*Xt3 --- ---
0.052b

(2.04)

QFII_HLt*Xt3 --- ---
0.066

(1.57)

QFII_HHt*ISt*Xt3 --- ---
-0.055

(-1.47)

QFII_HLt*ISt*Xt3 --- ---
-0.075

(-1.45)

LEVt

0.086a

(2.72)
0.091a

(2.81)
0.090a

 (2.77)

MBt

0.018b

(2.38)
0.018a

(2.65)
0.017b

(2.27)

SIZEt

0.005
(0.26)

0.007
(0.38)

0.008
(0.42)

N 5,766 5,766 5,766

Adj_R2 33.14% 33.37% 33.55%

F_value 3.58a 3.60a 3.61a

Legends:
1.  Rt: a firm’s ex-dividend annual stock return in year t. Xt-1: the earnings per share in year t-1, deflated 

by the stock price at the beginning of year t. Xt: the earnings per share in year t, deflated by the 
stock price at the beginning of year t. Xt3: the sum of earnings per share for year t+1 thuough t+3, 
deflated by the stock price at the beginning of year t. Rt3: a firm’s sum of annual stock returns for 
year t+1 thuough t+3. ISt: income smoothing measure. QFIIt: the percentage of qualified foreign 
institutional shareholdings. QFII_HHt: dummy variable (1 if the firm with high qualified foreign 
institutional shareholdings and high qualified foreign institutional shareholdings volatility, 0 
otherwise). QFII_HLt: dummy variable (1 if firms with high qualified foreign institutional 
shareholdings and low qualified foreign institutional shareholdings volatility, 0 otherwise). LEVt: firm’s 
leverage. MBt: market-to-book ratio in year t. SIZEt: natural logarithm of market value of common 
equity in year t.

2. “a” and “b” denote the significance on 1% and 5% levels respectively, based on two-tailed tests.



23

臺大管理論叢 第27卷第4期

Incorporating the QFIIs’ trading strategies into regression (the IS_HH_HL model), the 
coefficients of QFII_HH

t
*IS

t
*X

t3
 and QFII_HL

t
*IS

t
*X

t3
 are -0.055 (t = -1.47) and -0.075 (t = 

-1.45), both negative and statistically insignificant. It is unlikely that the earnings 
informativeness of income smoothing is affected by the QFIIs’ shareholding volatility. 
However, it is worthy to mention that there were ceilings for each foreign investor’s 
shareholding in individual firms as well as for total foreign shareholdings in individual firms 
before the year 2000 in Taiwanese listed firms. Futhermore, these shareholding restrictions 
have declined steadily over time and there was complete deregulation after 2003. Whether 
these somewhat surprising results can be attributed to the restrictions of QFIIs’ ownership 
will be discussed in the following section.

4.4 The Effect of QFIIs Regulations Examination
To examine the effect of regulations on QFIIs on the earnings informativeness for firms 

with income smoothing, this study divides the entire observation period into two exclusive 
subperiods, i.e., pre-deregulation (1997~2002) versus post-deregulation (2003~2007).5 The 
results are presented in Table 6.6 From IS_QFII model in Table 6, the coefficients of 

5 We note that using the two exclusive subsamples based on year 2003 is likely contaminated because of the IS 
measure and increases the difficulty of interpretation about the association between income smoothing and 
earnings informativeness after the QFIIs deregulation. Thus, this study uses both the variance of the residuals 
from the regressions of the change in net income before extraordinary items and the change in operating cash 
flow on variables, which are estimated by Lang, Raedy, and Wilson (2006) to measure the variability of 
change in net income (ΔNI*) and the variability of change in operating cash flow (ΔCFO*) to understand 
whether managerial accruals management has be changed after the QFIIs deregulation. We use two measures, 
i.e., the variability of ΔNI* and the variability of ΔNI* over ΔCFO*, to examine whether the income 
smoothing behaviors had been changed after the QFIIs deregulation. The untabulated results revealed that the 
variability of ΔNI* is 0.058 and 0.104 in the pre-deregulation period versus post-deregulation period, 
respectively. The mean ratio of the variability of ΔNI* to ΔCFO* measure is 0.898 and 1.195 in the pre-
deregulation period versus post-deregulation period, respectively. Both the variability measures are 
statistically significant at the traditional level. We also turn back to look our initial discretionary accruals (DA) 
estimation and find that average discretionary accruals is -0.0052 and 0.0018 in the pre- versus post-
deregulation period, respectively. The mean difference of discretionary accruals is statistically significant at 
the 5% level (t = 2.28). These results to some extent revealed distinctive pattern of managerial income 
smoothing behaviors after the QFIIs deregulation.

6 To control for the residuals may be correlated, we rerun Regression (1), (2), and (3) and compute standard 
errors clustered by industry (Petersen, 2009). The results do not qualitatively change the primary findings.
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QFII
t
*IS

t
*X

t3
 are -0.002 (t = -0.60) and -0.005 (t = -2.12) in the pre- and post-deregulation 

subperiods, the latter coefficient is statistically significant at the 5% level. It suggests that the 
influence of QFIIs on the earnings informativeness for firms with income smoothing in 
Section 4.3 can be attributed to the subperiod after the QFIIs deregulation. It is also found 
that the coefficients of QFII_HH

t
*IS

t
*X

t3
 and QFII_HL

t
*IS

t
*X

t3
 in the IS_HH_HL model are 

-0.128 (t = -4.30) and -0.063 (t = -1.20) in the post-deregulation period. The former 
coefficient is negative and statistically significant at the 1% level and supports Hypothesis 
2a.7 The negative and statistically insignificant coefficient of QFII_HL

t
*IS

t
*X

t3
, as 

conjectured, suggests that the opportunistic role of QFIIs in earnings informativeness of 
income smoothing is mitigated for low QFIIs’ shareholdings volatility and supports 
Hypothesis 2b. On the other hand, the coefficients of QFII_HH

t
*IS

t
*X

t3
 and QFII_

HL
t
*IS

t
*X

t3
 in the IS_HH_HL model are 0.011 (t = 0.10) and -0.124 (t = -1.98) in the pre-

deregulation period. The latter coefficient is negative and statistically significant at the 5 % 
level. In the QFIIs with low shareholdings volatility case, this surprising result suggests that 
QFIIs’ ownership with long-term oriented investing strategy reduced the earnings 
informativeness of income smoothing in the pre-deregulation subperiod. However, it is found 
that the coefficients of IS

t
*X

t3
 are 0.022 (t = 1.04) and 0.027 (t = 1.38), which are both 

statistically insignificant in the IS_QFII and IS_HH_HL models in this subperiod 
examination. Thus, this unexpected result may be attributed to the relatively small magnitude 
of earnings informativeness being contained by the income smoothing during the pre-
deregulation period. Nevertheless, the negative impact of earnings informativeness of 
income smoothing raised by the QFIIs with low shareholdings volatility is indeed mitigated 
in the post-deregulation period. In the QFIIs with high shareholdings volatility case, the 
deregulation of QFIIs significantly reduces the earnings informativeness of income 

7 We winsorize the top and bottom 0.5% of outlier samples based on the R
t
 and X

t
 variables and reexamine the 

equations. The untabulated results reveal that the coefficients of QFII_HH
t
*IS

t
*X

t3
 and QFII_HL

t
*IS

t
*X

t3
 in 

the IS_HH_HL models are -0.114 (t = -2.83), -0.046 (t = -1.26) in the post-deregulation period. The former 
coefficient is negative and statistically significant at the 1% level. The empirical findings are again confirmed 
by the additional test of this refined sample.
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8 Corporate governance mechanism is a framework of legal, institutional, and cultural factors shaping the 
patterns of influence that stakeholders exert on managerial decision-making (Weimer and Pape, 1999). The 
board of directors are viewed as the most important internal control mechanism responsible for disciplining 
the actions of insiders (Fama and Jensen, 1983). As opposed to inside directors, outside directors have a duty 
to monitor managers and help reduce the agency problem (Cheung, Chung, Tan, and Wang, 2013). Foreign 
directors can often weaken a board’s monitoring effectiveness, and thus lead to greater agency problems 
between managers and shareholders and ultimately poorer firm performance. However, foreign directors can 
enhance the advisory capability of boards, especially those with major foreign operations or aspirations to 
expand internationally (Masulis, Wang, and Xie, 2012). This study incorporates additional control variables 
which are the proportion of outside directors and supervisors on the board (OUTt) and the proportion of 
foreign directors and supervisors on the board (FOREIGN

t
). To consider the company risk, this study also 

includes the CAPM beta (BETA
t
) in the empirical regressions. The observations are reduced to 5,601 in this 

further examination. We rerun our analyses and compute standard errors clustered by industry (Petersen, 
2009). The results again support our primary findings.

9 Extant studies reveal that income smoothing firms will likely have lower earnings surprises. We note that 
earnings surprises are positively related to stock returns. This study thus controls for earnings surprises and 
reruns the equations. The additional diagnoses do not qualitatively change the primary results.

smoothing in the post-deregulation period. These results suggest that QFIIs with short-term 
oriented trading strategies exacerbated the opportunistic role after the deregulation of QFIIs. 
Thus, the deregulating effect of the QFIIs’ ownership restriction is considered to influence 
the role of QFIIs in earnings reporting and suggests that it does take place, which in turn, 
affects the informative component of earnings for firms with income smoothing.8,9
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Table 6 Results of the Role of QFIIs in Earnings Informativeness of Income 
             Smoothing-The Deregulation of QFIIs Examination

Rt = β0 + β1Xt-1 + β2Xt + β3Xt3 + β4Rt3 + β5ISt + β6ISt*Xt-1 + β7ISt*Xt + β8ISt*Xt3 + β9ISt*Rt3

       + β10QFIIt + β11QFIIt*ISt + β12QFIIt*Xt3 + β13QFIIt*ISt*Xt3 + β14LEVt + β15MBt 
       + β16SIZEt* + εt

Rt = β0 + β1Xt-1 + β2Xt + β3Xt3 + β4Rt3 + β5ISt + β6ISt*Xt-1 + β7ISt*Xt + β8ISt*Xt3 + β9ISt*Rt3

       + β10QFII_HHt + β11QFII_HLt + β12QFII_HHt*ISt + β13QFII_HLt*ISt 
       + β14QFII_HHt*Xt3 + β15QFII_HLt*Xt3 + β16QFII_HHt*ISt*Xt3 + β17QFII_HLt*ISt*Xt3

       + β18LEVt + β19MBt + β20SIZEt + εt

Pre-deregulation Post-deregulation

Model IS_QFII IS_HH_HL IS_QFII IS_HH_HL 

Variables β (t-value) β (t-value) β (t-value) β (t-value)

Constant
-0.054

(-0.25)
-0.059

(-0.27)
-0.163

(-1.53)
-0.177

(-1.52)

Xt-1

0.029
(1.08)

0.028
(1.01)

-0.009
(-0.87)

-0.010
(-1.04)

Xt

-0.036
(-1.24)

-0.037
(-1.31)

0.005
(0.39)

0.005
(0.38)

Xt3

-0.020
(-1.28)

-0.016
(-1.09)

-0.051b

(-1.97)
-0.046b

(-2.03)

Rt3

-0.205b

(-2.18)
-0.205b

(-2.19)
-0.198c

(-1.73)
-0.202c

(-1.76)

ISt

0.049
(1.28)

0.034
(1.11)

0.011
(1.05)

0.023b

(2.14)

ISt*Xt-1

0.032
(0.34)

0.035
(0.36)

-0.005
(-0.14)

-0.002
(-0.05)

ISt*Xt

-0.089b

(-2.01)
-0.093b

(-2.31)
-0.060b

(-1.97)
-0.059c

(-1.79)

ISt*Xt3

0.022
(1.04)

0.027
(1.38)

0.104a

(3.52)
0.097a

(3.39)

ISt*Rt3

-0.153a

(-2.64)
-0.148b

(-2.52)
-0.009

(-0.20)
-0.003

(-0.06)

QFIIt

-0.001
(-0.41)

---
-0.000

(-0.17)
---

QFIIt*ISt

0.000
(0.01)

---
-0.001

(-0.88)
---

QFIIt*Xt3

0.004a

(4.43)
---

0.003
(1.51)

---
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Pre-deregulation Post-deregulation

Model IS_QFII IS_HH_HL IS_QFII IS_HH_HL 

Variables β (t-value) β (t-value) β (t-value) β (t-value)

QFIIt*ISt*Xt3

-0.002
(-0.60)

---
-0.005b

(-2.12)
---

QFII_HHt ---
-0.060b

(-1.98)
---

-0.005
(-0.32)

QFII_HLt ---
-0.041

(-1.11)
---

0.034a

(2.98)

QFII_HHt*ISt ---
0.054a

(3.96)
---

-0.038
(-1.29)

QFII_HLt*ISt ---
0.033

(0.93)
---

-0.071b

(-2.55)

QFII_HHt*Xt3 ---
-0.012

(-0.18)
---

0.087a

(4.07)

QFII_HLt*Xt3 ---
0.081a

(3.40)
---

0.032
(1.07)

QFII_HHt*ISt*Xt3 ---
0.011

(0.10)
---

-0.128a

(-4.30)

QFII_HLt*ISt*Xt3 ---
-0.124b

(-1.98)
---

-0.063
(-1.20)

LEVt

0.080
(1.44)

0.083
(1.50)

0.129a

(5.21)
0.126a

(4.45)

MBt

0.033a

(3.44)
0.033a

(3.38)
0.006c

(1.87)
0.006

(1.36)

SIZEt

0.005
(0.19)

0.007
(0.27)

0.024b

(1.99)
0.025c

(1.92)

N 2,170 2,170 3,596 3,596

Adj_R2 48.82% 48.92% 28.55% 28.70%

F_value 4.50a 4.49a 2.37a 2.37a

Legends:
1.  Rt: a firm’s ex-dividend annual stock return in year t. Xt-1: the earnings per share in year t-1, deflated 

by the stock price at the beginning of year t. Xt: the earnings per share in year t, deflated by the 
stock price at the beginning of year t. Xt3: the sum of earnings per share for year t+1 through t+3, 
deflated by the stock price at the beginning of year t. Rt3: a firm’s sum of annual stock returns for 
year t+1 through t+3. ISt: income smoothing measure. QFIIt: the percentage of qualified foreign 
institutional shareholdings. QFII_HHt: dummy variable (1 if the firm with high qualified foreign 
institutional shareholdings and high qualified foreign institutional shareholdings volatility, 0 
otherwise). QFII_HLt: dummy variable (1 if firms with high qualified foreign institutional 
shareholdings and low qualified foreign institutional shareholdings volatility, 0 otherwise). LEVt: firm’s 
leverage. MBt: market-to-book ratio in year t. SIZEt: natural logarithm of market value of common 
equity in year t.

2. “a” and “b” denote the significance on 1% and 5% levels respectively, based on two-tailed tests.
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5. Robustness Test
5.1 Alternative Measure of Income Smoothing

The discretionary accrual estimation model might be misspecified (Kothari et al., 2005). 
Thus, our income smoothing measure may suffer from potential measurement error 
problems. To address this concern, we follow Chaney and Lewis (1998) and use the variance 
ratio (VR) to measure income smoothing. The variance ratio is the ratio of the variance of 
cash from operations to the variance of net income and is presented as follows:

VRi = 
Var(CFit)
Var(NIit)

 (4)

Var(CF
it
) and Var(NI

it
) are the sample variance of cash from operations and of net 

income for firm i during the current and prior four sample years based on year t, respectively. 
To control for industry and time effects, we also use a firm’s reversed fractional ranking of 
variance ratio and refer to it as the VR variable. This study thus uses the VR variable to 
replace the initial IS measure and reruns Equations (1), (2), and (3). The extracted results are 
reported in Panel A of Table 7.

From Table 7, the coefficients of QFII
t
*VR

t
*X

t3
 in the VR_QFII model are 0.005 (t = 

0.58) and -0.005 (t = -1.82) in the pre-versus post-deregulation period, respectively. Only the 
coefficient in the post-deregulation model is statistically significant at the 10% level. These 
results again support the initial findings. It also reveals that the coefficients of QFII_
HH

t
*VR

t
*X

t3
 and QFII_HL

t
*VR

t
*X

t3
 are -0.038 (t = -0.83) and -0.092 (t = -2.09) in the post-

deregulation period, and that they are both negative and the latter coefficient is statistically 
significant at the 5% level. In the pre-deregulation period, the coefficients of QFII_
HH

t
*VR

t
*X

t3
 and QFII_HL

t
*VR

t
*X

t3
 are -0.014 (t = -0.12) and -0.091 (t = -0.93), which are 

both negative, yet statistically insignificant in the VR_HH_HL model. Except for the results 
from VR_HH_HL model in the post-deregulation period, the findings again support that 
deregulation accelerates the opportunistic role of QFIIs and reduces the informative 
component of earnings for firms with income smoothing.
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Table 7 Results of the Role of QFIIs in Earnings Informativeness of Income 
             Smoothing-Robustness Tests

Panel A: Using Variance Ratio to Measure Income Smoothing

Pre-deregulation Post-deregulation

Model VR_QFII VR_HH_HL VR_QFII VR_HH_HL

Variables β(t-value) β(t-value) β(t-value) β(t-value)

QFIIt*VRt*Xt3

0.005
(0.58)

---
-0.005c 

(-1.82)
---

QFII_HHt*VRt*Xt3 ---
-0.014 

(-0.12)
---

-0.038 
(-0.83)

QFII_HLt*VRt*Xt3 ---
-0.091 

(-0.93)
---

-0.092b 
(-2.09)

Panel B: Alternative Influential Cutoff Point of QFII Examinations

Pre-deregulation Post-deregulation

Model IS_QFII IS_QFII IS_HH_HL IS_QFII IS_QFII IS_HH_HL

Cutoff rate 5% Median Median 5% Median Median

QFIIt*ISt*Xt3

-0.090 
(-1.44)

0.041
(0.53)

---
-0.074c 

(-1.72)
-0.109a 

(-3.07)
---

QFII_HHt*ISt*Xt3 --- ---
-0.007 

(-0.26)
--- ---

-0.142a 
(-6.31)

QFII_HLt*ISt*Xt3 --- ---
-0.007 

(-0.13)
--- ---

-0.106b 
(-2.06)

Panel C: Using Shareholdings Turnover to Proxy QFIIs Volatility

Pre-deregulation Post-deregulation

Cutoff criteria 5% Median 5% Median

QFII_HHt*ISt*Xt3

-0.008
(-0.07)

0.112
(1.24)

-0.083c

(-1.81)
-0.134a

(-3.37)

QFII_HLt*ISt*Xt3

0.052b

(2.21)
0.123

(1.34)
-0.067

(-1.59)
-0.102a

(-2.89)

Panel D: Endogenous Determination of Institutional Shareholdings Examination

Model IS_QFII Pre-deregulation Post-deregulation

ISt*Xt3

0.057a 
(2.89)

-0.020 
(-0.46)

0.118a

(3.60)

QFIIt*ISt*Xt3

-0.003 
(-0.54)

0.010
(1.18)

-0.010a 
(-3.19)

Legends:
1.  Xt3: the sum of earnings per share for year t+1 thuough t+3, deflated by the stock price at the 

beginning of year t. ISt: income smoothing measure. VRt: variance ratio to proxy for income 
smoothing. QFIIt: the percentage of qualified foreign institutional shareholdings. QFII_HHt: dummy 
variable (1 if the firm with high qualified foreign institutional shareholdings and high qualified foreign 
institutional shareholdings volatility, 0 otherwise). QFII_HLt: dummy variable (1 if firms with high 
qualified foreign institutional shareholdings and low qualified foreign institutional shareholdings 
volatility, 0 otherwise). QFITt : the percentage of qualified foreign institutional shareholdings.

2. “a” and “b” denote the significance on 1% and 5% levels respectively, based on two-tailed tests.

^

^
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5.2 Alternative Influential Criteria of QFIIs’ Shareholdings Examinations
This study uses the continuous variable to measure the influential power of QFIIs on a 

firm’s earnings reporting in the IS_QFII model. A potential concern is whether the QFIIs 
with small ownership can play a role with their influential power on firms’ income 
smoothing strategies. Therefore, this study uses a dummy variable for the QFIIs with high 
ownership to replace the initial continuous variable for QFIIs’ownership in Equation (2) and 
reruns the regressions. To gain confirmatory support for the initial results, this study uses 
both 5% and industry-year median cutoff criteria to measure QFIIs’ influential power. 
Namely, the dummy variable of QFIIs is denoted as 1 for firms with QFIIs’ ownership of 
more than (or equal to) 5% (or the industry-year median), otherwise 0. The extracted results 
are reported in Panel B of Table 7 (denoted as IS_QFII model (5%) and IS_QFII model 
(median)). From Table 7, the coefficients of QFIIt

*IS
t
*X

t3
 in the 5% and industry-year 

median cutoff rate models are -0.074 (t = -1.72) and -0.109 (t = -3.07) in the post-
deregulation subperiod, and they are negative and statistically significant at the 10% and 1% 
levels. The coefficients of QFII

t
*IS

t
*X

t3
 in the pre-deregulation subperiod are again 

statistically insignificant. Thus, the findings are unlikely to be impacted by the influential 
power measurement of QFIIs’ ownership.

We also use the industry-year median as alternative cutoff criteria to calculate the 
dummy variable of HH and HL. The QFII_HH (QFII_HL) variable is denoted as firms with 
high QFIIs’ ownership which are more than the industry-year median with high (low) 
shareholdings volatility. The extracted results are denoted as the IS_HH_HL model (median) 
and reported in Table 7. It is found that the coefficients of QFII_HH

t
*IS

t
*X

t3
 and QFII_

HL
t
*IS

t
*X

t3
 are -0.142 (t = -6.31) and -0.106 (t = -2.06) in the post-deregulation subperiod, 

respectively, and are negative and statistically significant at the 1% and 5% levels. 
Hypothesis 2a (2b) is again supported (not supported) in the post-deregulation subsample 
testing. The result in the low shareholdings volatility case to the extent can be attributed to 
the inherent characteristic (i.e., focusing on information gathering and trading for private 
gain) after the deregulation. The coefficients of QFII_HH

t
*IS

t
*X

t3
 and QFII_HL

t
*IS

t
*X

t3
 are 

-0.007 (t = -0.26) and -0.007 (t = -0.13) in the pre-deregulation subperiod, both statistically 
insignificant. Thus, the deregulation of QFIIs’ ownership restrictions does indeed enhance 
the opportunistic role of QFIIs and reduces the informative component of earnings for firms 
with income smoothing.
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5.3 Alternative QFIIs Volatility Measure Examinations
This study uses the QFIIs’ shareholdings turnover rate to measure QFIIs’ shareholdings 

volatility and reruns Equation (3).10 The turnover rate is measured as the average of the total 
number of shares purchased and the sale of sample firms by the QFIIs scaled by the total 
number of shares outstanding each year. In this setting, year 2000 is chosen as the starting 
year because the turnover rate is available for that year from the TEJ. Consequently, the 
observations are reduced to 4,535 in this further examination. In the 5% cutoff models, the 
variable QFII_HL (QFII_HH) is denoted as one for a firm in which the QFIIs’ ownership is 
at least 5% and their turnover rate is less than or equal to (more than) the industry-year 
median turnover rate. Alternatively, in the industry-year median model, the variable QFII_
HL (QFII_HH) is denoted as one for a firm in which QFIIs’ ownership are more than (or 
equal to) the industry-year median and their turnover rate is less than or equal to (more than) 
the industry-year median turnover rate. The extracted results are presented in Panel C of 
Table 7.

In the post-deregulation subperiod, the coefficients of QFII_HHt
*IS

t
*X

t3
 in the 5% and 

industry-year median model are -0.083 (t = -1.81) and -0.134 (t = -3.37), respectively, and 
they are negative and statistically significant at the 10% and 1% levels. It is found that the 
coefficients of QFII_HL

t
*IS

t
*X

t3
 are -0.067 (t = -1.59) and -0.102 (t = -2.89) in the 5% and 

industry-year median model. However, the coefficients of QFII_HH
t
*IS

t
*X

t3
 are statistically 

insignificant in the pre-deregulation subperiod. These results are approximately the same as 
the initial findings. It is interesting to find that the coefficients of QFII_HL

t
*IS

t
*X

t3
 are 

positive and statistically significant in the 5% cutoff setting. We note that only three years 
(2000~2002) of data was available to regress the models in the pre-deregulation subperiod. 
Thus, the inconsistency found in the above results may be triggered by the limitation of 
sample years.

This study also uses the change of monthly QFIIs’ ownership (ΔQFIIs) in calculating 
the coefficient of variation (CV) of ΔQFIIs ownership to proxy QFIIs shareholdings 
volatility (ΔQFII (CV)) and reruns Equation (3). A firm is classified as long-term (short-
term) oriented QFIIs which is proxied by low (high) QFIIs shareholdings volatility (i.e., 

10 Institutional investors have different investment goals and philosophies (Bushee, 1998). As the number and 
type of institutions increase, the chance for goal and strategy conflicts increases, and the synergy that 
institutional investors experience in monitoring management may be lost (Khan, Dharwadkar, and Brandes, 
2005). This study also uses the change in the total number of QFIIs to measure QFIIs’ shareholdings volatility 
and reruns Equation (3). The results do not qualitatively change the primary findings.
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11 This study follows Jiambalvo et al. (2002) and uses the institutional investors (QFIIs in this study) ownership 
as the dependent variable in the regression. The explanatory variables include: firm’s size which is measured 
by the natural logarithm of the market value of equity at the end of the calendar year (SIZE

t
); firm’s market-

to-book ratio at the end of the calendar year (MB
t
); a dummy variable for firm with high liquid at the end of 

the calendar year t, which is 1 if the firm’s stock price is greater than $10, otherwise 0 (LIQ
t
); firm’s stock 

return during the t-1 calendar year (R
t-1

); firm’s shareholdings turnover rate at the end of the calendar year t, 
which is measured by the trading volume scaled by the total number of shares outstanding for year (TURN

t
). 

ΔQFII (CV) is less (larger) than the median of the industry/year ΔQFII (CV)). In this setting, 
the observations are reduced to 2,085 and 3,569 in the pre- vs. post-deregulation subperiod, 
respectively, for additional omitted data. The untabulated results reveal that in the IS_QFII 
model, the coefficients of ΔQFII

t
*IS

t
*X

t3
 is -1.000 (t = -2.68), -0.270 (t = -0.93), and -0.962 

(t = -1.87) in the entire pre- and post-deregulation subperiod, respectively, and they are 
negative and statistically significant in the entire and post-deregulation periods. Moreover, in 
the IS_HH_HL model, the coefficients of ΔQFII_HH

t
*IS

t
*X

t3
 and ΔQFII_HL

t
*IS

t
*X

t3
 are 

-0.086 (t = -3.50), and -0.015 (t = -0.29) in the post-deregulation period. It means that high 
QFIIs ownership with high volatility revealed less informativeness for firms with income 
smoothing. In the pre-deregulation subperiod, the coefficients of ΔQFII_HH

t
*IS

t
*X

t3
 and 

ΔQFII_HL
t
*IS

t
*X

t3
 are 0.064 (t = 0.97) and -0.136 (t = -1.41), which are both statistically 

insignificant in the ΔQFII (CV) model. The additional diagnoses do not qualitatively change 
the primary results. It is fair to conclude that our main results are robust to the alternative 
measure of QFIIs’ shareholdings volatility.

5.4 Endogenous Determination of Institutional Shareholdings
Institutional shareholdings are influenced by the economic characteristics of the firm 

and the institutional investors may seek to invest in firms with richer information 
environments (e.g., Jiambalvo et al., 2002; Velury and Jenkins, 2006). To control for such 
endogeneity, this study follows Jiambalvo et al. (2002) to establish the first stage regression 
and estimate the fitted value of QFIIt (and which is denoted as QFIIt

).11 This study then uses 
QFII

t
 to replace the pivotal explanatory variable (QFII

t
) and reruns Equation (2). This study 

also examines the influence of QFIIs deregulation on the earnings informativeness of firm’s 
income smoothing behavior (pre- vs. post-deregulation subperiod). The extracted results are 
presented in Panel D of Table 7.

It is found that the coefficients of QFII
t
*IS

t
*X

t3
 are -0.003 (t = -0.54), 0.010 (t = 1.18), 

and -0.010 (t = -3.20), in the IS_QFII, pre-deregulation, and post-deregulation models, 

^

^

^
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respectively. The coefficient of QFII
t
*IS

t
*X

t3
 is negative and statistically significant at the 

1% level in the post-deregulation subperiod. It suggests that, after controlling the 
endogeneity of institutional shareholdings, the Hypothesis 1 has gained empirical supports in 
the post-deregulation subperiod. In other words, the deregulation of QFIIs definitely 
accelerates the opportunistic role of QFIIs in firm’s strategic income smoothing, which in 
turn, reduces the earnings informativeness of income smoothing.

To control the joint effect of IS and QFIIs on the earnings informativeness, this study 
further uses an equation in which the QFIIs variable is regressed by the IS variable, to gain 
the residual of QFIIs which reflects the components of QFIIs without IS. We replace the 
initial QFIIs by the residual value of QFIIs (denoted as QFII_RES) and rerun Equation (2). 
The untabulated results reveal that the coefficients of ISt

*QFII_RES
it
*X

t3
 are -0.005 (t = 

-2.20), -0.003 (t = -0.85), and -0.006 (t = -2.22), in the IS_QFII, pre-deregulation and post-
deregulation models, respectively. It is fair to conclude that the empirical results are unlikely 
confounded by the endogenous relationship between IS and QFIIs on the earnings 
informativeness.

In summary, we present evidence consistent with the trading role of QFIIs in the 
informativeness of earnings for firms with income smoothing. Except for the empirical 
findings from the IS_HH_HL model, which are sensitive to the variable measurement, the 
major findings are robust in the additional tests.

6. Conclusion
This study examines the role of QFIIs in earnings informativeness for firms with 

income smoothing. The empirical results support the opportunistic role of QFIIs in 
managerial income smoothing decisions. However, this opportunistic role of QFIIs, to some 
extent, is conditioned on their short-term oriented trading behaviors. Importantly, the 
opportunistic role of QFIIs became more pronounced after the deregulation of investment 
restrictions for QFIIs, which in turn, reduces the earnings informativeness for firms with 
income smoothing. 

The participation of QFIIs may decrease the earnings informativeness with income 
smoothing because it signals that the blockholders are more likely to access the private 
information and adopt self-interested behavior. From the regulating perspective, this 
deregulation of capital markets for the QFIIs exacerbates the opportunistic role of qualified 
foreign institutional investors. These findings should be of interest to the Securities and 

^
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Futures Bureau of Taiwan in its ongoing initiative against listed firms’ strategic earnings 
reporting. Moreover, although Tucker and Zarowin (2006) provide positive association 
between income smoothing and earnings informativeness, this relationship, to some extent is 
conditioned on the firm’s ownership characteristics, e.g., QFIIs’ ownership. Thus, the 
argument that managers’ income smoothing behavior is to communicate private information 
about future earnings is contingent and reflects differential facets of a firm’s ownership 
characteristics. It implies that appropriate supervision of managers’ discretionary accounting 
choices is necessary. This finding also provides evidence for the Financial Accounting 
Standards Board in Taiwan which could be used for their proposed changes designed to set 
into action a more principle-based rather than rule-based approach to standards setting.

The findings are subject to a number of limitations and should be interpreted with 
caution. First, our analysis is based on the stylized cross-sectional Jones model (Kothari et al. 
(2005)) to calculate the discretionary accruals, which in turn, are to measure the income 
smoothing proxy and therefore, the usual caution with joint model fitting and QFIIs’ 
ownership effect should be employed in interpreting the results. Second, there is a lack of 
sufficient samples for some industries to estimate the regression coefficients of the Jones 
model which may lead to possible bias in the measurement of regression coefficients which, 
therefore, unavoidably limits the generalization of this study. Finally, the measurement of 
income smoothing requires that the listed firms should have at least five consecutive years of 
data, and thus, survivorship bias remains a concern.
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