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,QWURGXFWLRQ

The recent �nancial crisis is known as
liquidity crisis which in uence widely the
�nancial market as well as each company.
7KLV F LVLV OHG WR WKH ZR OG VWRF PD HWV

fallen, large �nancial institutions collapsed,
the international �nancial markets became
G VIXQFWLRQDO DQG F HGLW FRQGLWLRQV WLJKWHQHG

signi�cantly. This situation has renewed
LQWH HVW LQ FR SR DWH OLTXLGLW PDQDJHPHQW

since �rms’ access to external �nancing was
a major factor of �rms’ survival during this
SH LRG

Under the light of trade off theory,
DJHQF WKHR DQG SHF LQJ R GH WKHR D

wide range of �rm-level determinants of
FR SR DWH OLTXLGLW KD H EHHQ LQ HVWLJDWHG

ERWK WKHR HWLFDOO DQG HPSL LFDOO 7KLV

SDSH S R LGHV D H LHZ RI H[LVWLQJ OLWH DWX H

HODWHG WR WKH GHWH PLQDQWV RI FDVK KROGLQJ

so as to �nd directions for further research
in this topic in context of the global �nancial

crisis. Literature summary will �rstly cover
WKH FR SR DWH OLTXLGLW R LJLQDO WKHR DQG

WKHQ GLJ GHHSH LQWR LWV GHWH PLQDQWV ZKLFK

in uence corporate liquidity and �nally shed
OLJKW RQ WKH FR SR DWH OLTXLGLW EHKD LRX

7KHR RI FR SR DWH OLTXLGLW

,Q WKH ZR OG RI SH IHFW FDSLWDO PD HWV

WKH OH HO RI FDVK KROGLQJV LV L HOH DQW 7KDW

means the level of cash held by a �rm has
no impact on the value of that �rm. If cash
ow is unexpectedly low, such that a �rm has

EVWUDFW

The 2008-9 �nancial crisis has renewed interest in the way in which �rms manage liquidity,
because �rms’ access to external �nancing was a major determinant of �rms’ survival during
this period. Yet, research on determinants of corporate liquidity is an old topic and has been
discussed at least since Keynes’ (1936) General Theory. This paper aims to provide the critical
point of existing literature related to the determinants of cash holding in order to �nd directions
for further research in this topic.
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WR DLVH IXQG WR PDLQWDLQ RSH DWLQJ DFWL LWLHV

DQG WR LQ HVW ZLWK ]H R FRVW 6LQFH WKH H LV QR

OLTXLGLW S HPLXP LQ SH IHFW FDSLWDO PD HWV

FDVK KROGLQJV KD H QR RSSR WXQLW FRVW

7KH HIR H VKD HKROGH V ZHDOWK LV XQFKDQJHG

if a �rm borrows money and invests it in
OLTXLG DVVHWV :KHQ ZH HOD[ LPSH IHFWLRQV

WKH H D H WK HH WKHR LHV ZKLFK FDQ EHVW H[SODLQ

FR SR DWH OLTXLGLW WKH W DGH RII WKHR WKH

DJHQF WKHR DQG WKH SH LQJ R GH WKHR

UDGH WKH U US UDWH LTXLGLW

7KH W DGH RII WKHR IRFXVHV RQ WKH FRVWV

and bene�ts of holding cash. As for the costs
RI KROGLQJ FDVK DQG FDVK HTXL DOHQW LI ZH

DVVXPH WKDW PD[LPLVLQJ VKD HKROGH V ZHDOWK

is manager’s target, then the cost of holding
FDVK LV WKH ORZH HWX Q HD QHG RQ LW HODWL H

WR RWKH LQ HVWPHQW RI WKH VDPH LV 7KLV FRVW

is known as the cost of carry that reduces �rm
DOXH 7KH FRVW RI FD LV GHWH PLQHG E WKH

GLIIH HQFH EHWZHHQ WKH HWX Q RQ FDVK DQG

the interest that the �rms would have to pay
WR DLVH DQ DGGLWLRQDO DPRXQW RI FDVK ,I ZH

HOD[ WKH DVVXPSWLRQ RI VKD HKROGH V ZHDOWK

PD[LPLVDWLRQ WKH FRVWV RI KROGLQJ FDVK

LQF HDVH EHFDXVH PDQDJH V KD H RSSR WXQLW

WR HQJDJH LQ ZDVWHIXO FDSLWDO VSHQGLQJ

.H QHV

The bene�ts of holding cash balances
GH L H I RP WZR PRWL HV WKH W DQVDFWLRQ

FRVWV PRWL H DQG WKH S HFDXWLRQD PRWL H

FFR GLQJ WR WKH W DQVDFWLRQ FRVWV PRWL H

.H QHV KLJKOLJKWV WKDW W DQVDFWLRQ

PRWL H IR FDVK KROGLQJ D LVHV I RP WKH FRVW RI

converting cash substitutes into cash. Under
LPSH IHFWLRQ FDSLWDO PD HWV WKH H D H FRVWV

to buying or and selling �nancial and real
assets. It is a fact that a �rm short of liquid
DVVHWV KDV WR DLVH IXQGV LQ FDSLWDO PD HW

OLTXLGDWH H[LVWLQJ DVVHWV GHF HDVH GL LGHQGV

DQG LQ HVWPHQW R VRPH FRPELQDWLRQ RI WKHVH

actions. Unless the �rm has assets that can

EH OLTXLGDWHG DW ORZ FRVW LW S HIH V WR XVH WKH

FDSLWDO PD HWV +RZH H LW LV FRVWO WR DLVH

funds whether the �rm does so by selling
assets or using the capital markets. The �xed
costs of accessing the external �nancing
induce the �rm to raise funds infrequently,
DQG WR XVH FDVK DQG OLTXLG DVVHW KROGLQJV DV D

EXIIH V D HVXOW IR D JL HQ DPRXQW RI GHEW

�nancing, there is an optimal amount of cash,
DQG FDVK LV QRW VLPSO QHJDWL H GHEW

5HFHQWO D QXPEH RI SDSH V KD H VWXGLHG

WKH W DQVDFWLRQV PRWL H IR FR SR DWH OLTXLGLW

7KHVH LQFOXGH .LP HW DO 2SOH HW

DO OPHLGD HW DO DQG %R OH

DQG *XWK LH 7KHVH SDSH V VKRZ WKDW

�nancially constrained �rms tend to hold
OLTXLGLW GHWH PLQHG E WKH HODWL H DOXHV

RI FX HQW DQG S RVSHFWL H IXWX H LQ HVWPHQW

RSSR WXQLWLHV )L PV ZLWK EHWWH LQ HVWPHQW

RSSR WXQLWLHV D H H[SHFWHG WR KROG PR H FDVK

EHFDXVH WKH RSSR WXQLW FRVW RI ORVW LQ HVWPHQW

LV OD JH IR WKHVH FRPSDQLHV VLPLOD O ZH

expect �rms with more volatile cash ows to
KROG PR H FDVK WR S RWHFW DJDLQVW WKH KLJKH

OL HOLKRRG RI FDVK VKR WIDOOV 7KH OH HO RI

FDSLWDO VSHQGLQJ VKRXOG DOVR EH SRVLWL HO

HODWHG ZLWK OH HOV RI OLTXLGLW LI LW FDSWX HV

investment needs. When cash ows are higher,
on the other hand, �rms need to hold less cash
to meet future investment needs. Finally, �rms
WKDW SD GL LGHQGV FDQ DOZD V FXW WKHP WR DLVH

PR H IXQGV DQG WKH D H WKH HIR H H[SHFWHG WR

KROG IHZH OLTXLG DVVHWV 7KH DOVR D JXH WKDW

RSWLPDO OLTXLGLW LV GHF HDVLQJ LQ WKH DWH RI

HWX Q RQ FX HQW LQ HVWPHQW RSSR WXQLWLHV

7KH S HFDXWLRQD PRWL H IR KROGLQJ

FDVK LV EDVHG RQ WKH LPSDFW RI DV PPHW LF

LQIR PDWLRQ RQ WKH DELOLW WR DLVH IXQGV DQG

DJHQF FRVW RI GHEW )L VW WKH H[LVWHQFH RI

asymmetric information between �rms and
investors make external �nancing costly.
In order to raise necessary funds, �rms may
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KD H DFFHVV WR WKH FDSLWDO PD HWV KRZH H

DW D SD WLFXOD SRLQW LQ WLPH WKH PLJKW QRW

FKRRVH WKLV ZD EHFDXVH WKH VHFX LWLHV WKH

D H SODQQLQJ WR LVVXH D H XQGH DOXH ZKH HDV

LQ HVWR V ZDQW WR PD H VX H WKDW WKH VHFX LWLHV

WKH SX FKDVH D H QRW R H S LFHG DQG GLVFRXQW

WKHP 0 H V DQG 0DMOXI D JXH WKDW

�rms can overcome this problem by building
up �nancial slack, which they de�ne as
cash, cash equivalents, and unused risk-free
ER RZLQJ FDSDFLW QWXQR LFK IX WKH

argues that “�rms with higher information
DV PPHW LHV ZLOO KD H D J HDWH GLVSH VLRQ

of slack”, because it is dif�cult for these �rm
WR DFFHVV FDSLWDO PD HWV :KHQ LQIR PDWLRQ

asymmetries are important, a cash ow
shortfall forces �rms to reduce investment,
DQG KHQFH LQ RO HV J HDWH FRVWV FFR GLQJ WR

Opler and Titman (1994), the cost of �nancial
distress is lager for �rms with high research
and development (R&D) expenses. Since �rms
ZLWK KLJK 5 H[SHQVHV D H PR H XQFOHD

WKH OH HO RI 5 WR VDOHV LV D JRRG S R[ IR

asymmetric information. Consequently, �rms
ZLWK KLJKH 5 H[SHQVHV D H H[SHFWHG WR

KROG PR H OLTXLG DVVHW

0 H V DQG 0DMOXI DOVR D JXH WKDW LQ

the presence of asymmetric information �rms
tend to followa peckingorder in their �nancing
SROLFLHV LQ WKH VHQVH WKDW WKH S HIH LQWH QDO

over sensitiveexternal�nance.Theasymmetric
LQIR PDWLRQ S REOHP LV PR H LPSR WDQW IR

�rms whose values are determined by growth
options. If a �rm has investment opportunities
that would increase its value, however it �nds
LWVHOI EHLQJ VKR W RI FDVK LW PD KD H WR JL H

XS VRPH RI WKHVH LQ HVWPHQWV +HQFH LW LV OHVV

likely that �rms will have to pass up valuable
investment opportunities if �rms hold greater
DPRXQW RI FDVK 0R HR H :LOOLDPVRQ

DQG +D LV DQG 5D L QRWLFH

that �rms with greater growth opportunities

D H H[SHFWHG WR LQFX KLJKH EDQ XSWF FRVWV

VLQFH J RZWK RSSR WXQLWLHV LV LQWDQJLEOH DQG

their value falls rapidly in �nancial distress
and bankruptcy. Therefore, �rms with greater
J RZWK RSSR WXQLWLHV KD H PR H LQFHQWL HV WR

avoid �nancial distress and bankruptcy, in turn
KROG PR H FDVK DQG PD HWDEOH VHFX LWLHV

7R VXP XS DFFR GLQJ WR W DGH RII WKHR

�rms set their optimal level of cash holding
E ZHLJKWLQJ WKH PD JLQDO FRVWV DQG PD JLQDO

bene�ts of holding cash. The main bene�ts
RI KROGLQJ FDVK D H PLQLPLVLQJ WKH FRVW RI

DLVLQJ H[WH QDO IXQGV SX VXLQJ WKH RSWLPDO

investment policy even in the �nancial
FRQVW DLQWV VLWXDWLRQ :KLOH PD JLQDO FRVW RI

KROGLQJ FDVK LV DVVRFLDWHGZLWK WKH RSSR WXQLW

FRVW RI WKH FDSLWDO RZLQJ WR WKH ORZ HWX Q RQ

OLTXLG DVVHWV

JHQ WKH U US UDWH LTXLGLW

:KHQ LW FRPHV WR DJHQF FRVWV RI GHEW

these costs increase when there are con icts of
LQWH HVW EHWZHHQ VKD HKROGH V DQG GHEWKROGH V

DQG SRVVLEO EHWZHHQ D LRXV FODVVHV RI

GHEWKROGH V WKHPVHO HV %HFDXVH RI WKHVH

costs, highly leveraged �rms �nd it dif�cult
DQG H[SHQVL H WR DLVH DGGLWLRQDO IXQGV LQ

FDSLWDO PD HWV 6RPHWLPHV LW LV LPSRVVLEOH

for these �rms to renegociate existing debt
DJ HHPHQW WR S H HQW GHIDXOW DQG EDQ XSWF

HQVHQ DQG 0HF OLQJ KLJKOLJKW WKDW

KLJK OH H DJH FRPSDQLHV KD H KLJK LQFHQWL HV

WR HQJDJH LQ DVVHW VXEVWLWXWLRQ VR WKDW GHEW

ZLOO EH H[SHQVL H ERWK LQ WH P RI WKH HTXL HG

S RPLVH LHOG DQG LQ WH P RI WKH FR HQDQWV

DWWDFKHG WR WKH GHEW 6XFK FRPSDQLHV DOVR

SRVVLEO IDFH WKH XQGH LQ HVWPHQW S REOHP

,Q SD WLFXOD DLVLQJ IXQGV WR LQ HVW PD

bene�t debtholders but not shareholders, so
WKDW VKD HKROGH V GR QRW S HIH WR LQ HVW H HQ

though the �rm has valuable projects.
V D HVXOW ZKHQ WKH DJHQF FRVWV RI
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debt are so high, �rms cannot raise funds to
�nance their activities and invest in valuable
projects. Obviously, �rms want to avoid these
VLWXDWLRQV DQG FKRRVLQJ D ORZ OH HO RI OH H DJH

is considered as one option. However, �rms
KD H LQ HVWPHQW RSSR WXQLWLHV ZKLFK WKH FRVW

RI DLVLQJ IXQGV LV KLJK VKRXOGKROGPR H OLTXLG

DVVHWV EHFDXVH WKH FRVW RI EHLQJ VKR W RI IXQGV

LV KLJKH ,Q DGGLWLRQ 6PLWK DQG :DWWV

and Jung et al. (1996) argue that the market-
to-book ratio is used as a proxy for investment
RSSR WXQLWLHV *L HQ WKH FRQVWDQW GHJ HH RI

LQIR PDWLRQ DV PPHW EHWZHHQ PDQDJH V

and investors, �rms with high market-to-book
DWLR D H H[SHFWHG WR KROG PR H FDVK VLQFH

when the �nancial condition worsens the
FRVWV WKH LQFX D H KLJKH )X WKH PR H LI

�rms invest a lot and investment expenditures
occur discretely, one would expect such �rms
WR KROG PR H FDVK VR DV WR SD IR LQ HVWPHQW

H[SHQGLWX HV 7KH HIR H OLTXLG DVVHWV D H

expected to increase with the market-to-book
DWLR DQG FRQW RO LQ HVWPHQW H[SHQGLWX HV

H NLQJ UGHU WKH U US UDWH LTXLGLW

7KH SHF LQJ R GH WKHR GH HORSHG E

0 H V LV DQ DOWH QDWL H FDSLWDO VW XFWX H

WKHR FFR GLQJ WR WKH SHF LQJ R GH WKHR

a �rm’s capital structure is driven by the �rm’s
preference to �nance. Internal �nancing is
preferred over external �nancing to fund new
investments. Thus, �rms �nance investment
�rstly with retained earnings, then with safe
debt and risky debt, and �nally with equity.

FFR GLQJ WR WKH SHF LQJ R GH WKHR RI

FR SR DWH OLTXLGLW 2SOH HW DO VXJJHVW

WKDW WKH H LV QR RSWLPDO OH HO RI FR SR DWH

OLTXLGLW VLQFH FRPSDQLHV GR QRW PD H

OLTXLGLW GHFLVLRQ 7KH OH HO RI FDVK LV WKH

outcome of investment and �nancing decision
made by �rm corresponding to pecking
order theory of �nancing. Under this view,
�rms decide to build up or draw down cash

balances depending on its level of pro�tability,
LWV GL LGHQG SROLF DQG LQ HVWPHQW QHHGV

7KH HIR H FDVK EDODQFHV D H D HVXOW RI RWKH

GHFLVLRQV QRW DQ LQGHSHQGHQW GHFLVLRQ DQG

�nancing choices are a response to all of these
IDFWR V

If �rms have high cash ow, one expects
�rms to pay dividends, repay debt and
accumulate liquid assets. Otherwise, �rms
with low cash owwould issue debt to �nance
investment, they limit using equity �nancing
XQGH QR PDO FL FXPVWDQFH EHFDXVH HTXLW

LV WRR FRVWO 7KH HIR H DLVLQJ DQG IDOOLQJ

RI OLTXLG DVVHWV GHSHQG RQ WKH IR WXQHV RI WKH

�rms. Thus, if holding cash has no costs for
WKH VKD HKROGH V WKH H LV FOHD O QR HDVRQ IR

them to reject if the �rm has the high level of
FDVK KROGLQJ DW WLPHV

7KH GLVWLQFWLRQEHWZHHQ W DGHRII WKHR DQG

SHF LQJ R GH WKHR RI FR SR DWH OLTXLGLW LV

not clear. In the �nancing perking order view,
�rms with high cash ow will have more
cash. As argued by Shyam-Sunder and Myers
(1999), it is often the case that �rms with high
cash ow also have a high market-to-book
ratio because these �rms can be expected to
be pro�table in the future. Hence, �rms with
a high market-to-book ratio have more cash;
WKDW LV QRW LQFRQVLVWHQW ZLWK WKH W DGH RII

WKHR

7KH PDMR GLIIH HQFH EHWZHHQ WZR WKHR LHV

is that the trade-off theory claims a positive
HODWLRQVKLS EHWZHHQ LQ HVWPHQW LQ FDSLWDO

H[SHQGLWX H DQG 5 DQG OH HO RI FDVK

KROGLQJ ZKLOH WKH SHF LQJ R GH WKHR

FODLPV D QHJDWL H VLJQ :LWK WKH SHF LQJ R GH

theory, a �rm that invest more should have
IHZH LQWH QDO HVRX FHV WKXV DFFXPXODWH OHVV

FDVK ,Q FRQW DVW ZLWK WKH W DGH RII WKHR

�rm with more capital expenditures and
5 LQ HVWPHQWV KD H PR H OLTXLG DVVHWV

0R HR H WKH SHF LQJ R GH LHZ FRQVLGH V



5 6 5 21 2120 1 17 5 7 21

( 7(51 / ( 2120 6 5( ( 1r

GHEW DQG FDVK VLPSO DV RSSRVLWH VLGHV RI WKH

VDPH FRLQ

(PSLULFDO VWXGLHV RI FRUSRUDWH OLTXLGLW

&RQWHPSR D FR SR DWH OLTXLGLW

OLWH DWX H KDV ORQJ EHHQ LQWH HVWHG LQ WHVWLQJ

WKH DFFX DF RI FODVVLF WKHR LQ WKH PRGH Q

EXVLQHVV H DOXDWLQJ KRZPXFK WKH GHWH PLQHG

factors in uence corporate cash holding, and
GH HORSLQJ WKH FR SR DWH OLTXLGLW WKHR

deeply in the speci�c �nancial situation.
SD WLDO OLVW RI SDSH V LQFOXGHV .LP HW DO

)D]]D L +XEED G DQG 3HWH VHQ

2SOH HW DO 3LQ RZLW] DQG:LOOLDPVRQ

LWWPD HW DO 2] DQ DQG

2] DQ OPHLGD HW DO )H HL D

DQG 9LOHOD *XQH HW DO %DXP

HW DO ) HVD G S R LGH DQ XVHIXO

H LHZ RI WKLV E DQFK RI OLWH DWX H

:KHQ LW FRPHV WR WKH GHWHUPLQDQWV

US UDWH LTXLGLW .LP HW DO VKHG

WKH OLJKW RQ GHWH PLQLQJ WKH RSWLPDO DPRXQW

of liquidity. They test on US industrial �rms
with a large panel. Their �ndings support
W DGH RII WKHR WKDW WKH RSWLPDO FDVK KROGLQJ

LV GHWH PLQHG E D W DGH RII EHWZHHQ WKH ORZ

return earned on liquid assets and the bene�t
of reducing the external �nancing needs. The
PRGHO VKRZV WKDW WKH RSWLPDO FDVK KROGLQJ LV

increasing in the cost of external �nancing,
the variance of future cash ows and the pro�t
RI IXWX H LQ HVWPHQW RSSR WXQLWLHV ZKLOH LW LV

GHF HDVLQJ LQ WKH HWX Q GLIIH HQWLDO EHWZHHQ

the �rm’s physical assets and liquid assets.
2SOH HW DO H[DPLQH WKHGHWH PLQDQWV

DQG LPSOLFDWLRQV RI KROGLQJ FDVK DQG FDVK

equivalents by US �rms in the 1971-1994
SH LRG ,Q WLPH VH LHV DQG F RVV VHFWLRQ PRGHOV

WKH H LGHQFH S R LGHV VXSSR W IR D VWDWLF W DGH

RII PRGHO RI FDVK KROGLQJ 7KHL HVXOWV VKRZ

WKDW FDVK KROGLQJ D H QHJDWL HO HODWHG WR

VL]H QHW ZR LQJ FDSLWDO OH H DJH GL LGHQG

SD PHQW DQG JR H QPHQW HJXODWLRQZKLOH WKH

are positively related to the cash ow-to-assets
ratio, the capital expenditures-to-assets ratio,
industry volatility and the R&D-to-sales ratio.
They conclude that �rms with better growth
opportunities, �rms with riskier activities, and
small �rms hold more cash than other �rms
whereas larger �rms that have better access to
FDSLWDO PD HW KROG OHVV FDVK

For the sample of UK �rms, Ozkan and
2] DQ FRQGXFW WKH HVHD FK HODWHG WR

WKH HPSL LFDO GHWH PLQDQWV RI FR SR DWH FDVK

KROGLQJ LQ WKH SH LRG I RP WR 7KH

determine that �rms’ growth opportunities,
cash ows, liquid assets, leverage and bank
GHEW D H LPSR WDQW IDFWR V IR GHWH PLQLQJ

FDVK KROGLQJV 7KHL HVXOW VXJJHVWV WKDW

�rms’ ownership structure plays a vital role in
determining cash holding of UK companies.
Thus, their �ndings reveal the relationship
EHWZHHQ PDQDJH LDO RZQH VKLS DQG FDVK

KROGLQJ 0R HR H E XVLQJ G QDPLF SDQHO

GDWD HVWLPDWLRQV WKH S R LGH H LGHQFH WKDW

cash ow and �rm’s growth opportunities
KD H SRVLWL H LPSDFWV RQ FDVK KROGLQJ ZKLOH

OH H DJH DQG EDQ GHEW KD H QHJDWL H LPSDFWV

)H HL D DQG 9LOHOD LQ HVWLJDWH WKH

GHWH PLQDQWV RI FR SR DWH FDVK KROGLQJV XVLQJ

a sample of 400 �rms in 12 Economic and
Money Union of the European Union (EMU)
FRXQW LHV LQFOXGLQJ *H PDQ XVW LD ) DQFH

Greece, Italy, Netherlands, Portugal, Spain,
%HOJLXP , HODQG )LQODQG DQG /X[HPEX J

for the period 1987-2000. They �nd that
cash holdings are positively in uenced
by investment opportunities and �rm cash
ows. Whereas, assets liquidity, leverage,

�rm size and bank debt negatively affect
the cash holdings. In addition, �rms in
FRXQW LHV ZLWK KLJKH LQ HVWR S RWHFWLRQ DQG

FRQFHQW DWHG RZQH VKLS KROG WKH ORZH OH HO

RI FDVK KROGLQJV



5 6 5 21 2120 1 17 5 7 21

( 7(51 / ( 2120 6 5( (1r

LWWPD HW DO H[DPLQH WKH ROH RI

FR SR DWH JR H QDQFH LQ GHWH PLQLQJ WKH

FR SR DWH FDVK KROGLQJV 7KH GDWD RI PR H WKDQ

11,000 �rms collected from 45 countries for
WKH HD D H XVHG WR XQ WKH HJ HVVLRQ

PRGHO 7KH H LGHQFH LQGLFDWHV WKDW DJHQF

S REOHPV D H WKH S LPD IDFWR LQ GHWH PLQLQJ

FDVK KROGLQJV 7KLV HVHD FK VXSSR WV DJHQF

FRVW K SRWKHVLV 7KXV LQ WKH FRXQW LHV

where shareholders are well protected, �rms
WHQG WR SD DWWHQWLRQ WR WKH W DQVDFWLRQ FRVW

PRWL H ZKH HDV LQ WKH FRXQW LHV ZKH H WKH

are not protected, �rms tend to hold more
FDVK HVH H ,Q WKH FDVH RI ORZ VKD HKROGH

S RWHFWLRQ WKH IDFWR V GHWH PLQLQJ FR SR DWH

FDVK KROGLQJ VXFK DV LQ HVWPHQW RSSR WXQLWLHV

DQG DV PPHW LF LQIR PDWLRQ EHFRPH OHVV

LPSR WDQW

,Q ) HVD G FRQW LEXWHV WR WKH

FRQWHPSR D HPSL LFDO VWXGLHVE WKH HVHD FK

HODWHG WR WKH HIIHFWV RI FDVK KROGLQJ RQ WKH

product market outcomes. Based on �rm-
level data from a panel of 105 well-de�ned
S RGXFW PD HWV D LDEOHV HVWLPDWHV S R LGH

strong evidence that a �rms’ cash reserve is
DVVRFLDWHG ZLWK IXWX H PD HW VKD H H[SDQVLRQ

at the expense of industry rivals. The �ndings
�rstly show that a company with higher
J RZWK RSSR WXQLWLHV PLJKW KROG PXFK OD JH

FDVK EDODQFHV WKDQ FRPSHWLWR V 6HFRQGO WKH

current cash reserve appears to signi�cantly
OLPLW WKH HQW RI SRWHQWLDO FRPSHWLWR V DQG

distort rivals’ investment and acquisition
GHFLVLRQV 7KH KLJKH OH HO RI FDVK KROGLQJ

before the 2008 crisis might well bene�t from
the �nancial distress by gaining a leading
SRVLWLRQ LQ WKHL S RGXFW PD HW 7KL GO WKH

�nancial strength contributes positively to
�rm value and operating performance. Hence,
WKH HVXOW VXSSR WV WKH LGHD WKDW WKH PD HW

S LFHV DQG WKH H[SHFWHG PD HW VKD H JDLQV

DVVRFLDWHG ZLWK FDVK KROGLQJ

,Q WH PV RI �rms’ cash holding behaviour
DV LQLWLDOO S RSRVHG E .H QHV WKH

PDLQ DG DQWDJH RI D OLTXLG DVVHWV LV WKDW LW

allows �rms to undertake valuable investment
RSSR WXQLWLHV .H QHV DOVR D JXHV WKDW WKH

LPSR WDQFH RI EDODQFH VKHHW OLTXLGLW LV

DIIHFWHG E WKH D DLODELOLW WR DFFHVV H[WH QDO

capital markets. When �rms have unrestricted
R XQFRQVW DLQW DFFHVV WR FDSLWDO PD HWV

FR SR DWH OLTXLGLW EHFRPH L HOH DQW VLQFH

WKH H LV QR QHHG WR S RWHFW DJDLQVW IXWX H

investment needs. In contrast, when �rms face
�nancial constraints, liquidity management
EHFRPH D H LVVXH IR FR SR DWH OLTXLGLW

7KH VWXG RI )D]]D L +XEED G DQG 3HWH VHQ

(1996) shows that when �rms have �nancially
FRQVW DLQWV LQ DFFHVVLQJ WR H[WH QDO FDSLWDO

PD HWV LQ HVWPHQW H[SHQGLWX H ZLOO D

ZLWK WKH D DLODELOLW RI LQWH QDO IXQGV DWKH

WKDQ ZLWK WKH D DLODELOLW RI SRVLWL H QHW

S HVHQW DOXH S RMHFWV 7KDW OHDGV WR HDVLO

LJQR H DOXDEOH LQ HVWPHQW RSSR WXQLWLHV

,Q 3LQ RZLW] DQG :LOOLDPVRQ

LQ HVWLJDWH WKH HIIHFW RI EDQ SRZH RQ FDVK

KROGLQJ 7KH WHVW LV VHW IR WKH VDPSOH RI

different industrial �rms from three countries:
Japan for the period 1974-1995, Germany for
1984-1994 and the United States for 1971-
1994. The cross-country analysis indicates
that Japanese �rms tend to hold more cash than
WKHL PH LFDQ R *H PDQ FRXQWH SD WV GR

:KLOH FDVK KROGLQJ OH HO ZDV VLPLOD DF RVV

German and US �rms, the ordinary least
VTXD H HVWLPDWR V DQDO VLV H HDO WKDW DSDQHVH

cash balances are signi�cantly in uenced by
WKH PRQRSRO SRZH RI WKH EDQ V 7KLV LV

QRW LQFRQVLVWHQW ZLWK WKH IDFW WKDW KLJK FDVK

KROGLQJV PHDQ KLJKH HQWV ZLWKG DZQ E

WKH EDQ V GX LQJ WKH SH LRGV ZKHQ WKH KD H

FH WDLQ SRZH LQ WKH FR SR DWH OHQGLQJ V VWHP

5HFHQWO OPHLGD HW DO LQ HVWLJDWH

the link between �nancial constraints and a
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�rm’s demand for liquidity. They use cash-
cash ow sensitivities test by using the
sample of non-�nancial publicly listed �rms
in the period 1971-2000. Their �ndings
indicate that “�nancially constraints �rms
VKRXOG LQF HDVH WKHL S RSHQVLW WR HWDLQ FDVK

IROORZLQJ QHJDWL H PDF RHFRQRPLF VKRF V

while unconstraint �rms should not”. They
also highlight that the cash ow sensitivity of
FDVK LV D XVHIXO D LDEOH LW LV FR HODWHG WR WKH

D DLODELOLW RI H[WH QDO IXQGV

*XQH HWDO FD RXWDQLQ HVWLJDWLRQ

into �rms’ cash holding behaviour of different
FRXQW LHV 7KH GDWD LV FROOHFWHG IR

companies of �ve countries, namely, France,
Germany, Japan, the United Kingdom and
the United States during the period 1996-
2006. They �nd out that the link between
JHD LQJ DQG FDVK KROGLQJV LV QHJDWL H WR WKH

extent that �rms’ leverage acts as a proxy for
their ability to issue debt. However, if �rms
increase their leverage, �rms may accumulate
OD JH FDVK HVH HV LQ R GH WR PLQLPLVH WKH

risk of �nancial distress and bankruptcy cost.
V D HVXOW D SRVLWL H HODWLRQ EHWZHHQ FDVK

KROGLQJ DQG OH H DJH H[LVWV DW KLJK OH HO RI

gearing. Their result shows a signi�cant non-
OLQHD HODWLRQVKLS EHWZHHQ FDVK KROGLQJ DQG

OH HO RI JHD LQJ 0R HR H WKH VXJJHVW WKDW

WKH VW HQJWK RI WKH LPSDFW RI OH H DJH RQ FDVK

holdings depends on some speci�c factors
VXFK DV F HGLWR S RWHFWLRQ VKD HKROGH

S RWHFWLRQ DQG RZQH VKLS FRQFHQW DWLRQ

%DXP HW DO LQ HVWLJDWH WKH

HODWLRQVKLS EHWZHHQ WKH RSWLPDO OH HO

of non-�nancial �rms’ liquid assets and
XQFH WDLQW GHWH PLQDQW RI FR SR DWH OLTXLGLW

They use a panel of non-�nancial US �rms
FR H LQJ WKH SH LRG WR WHVW WKHL

K SRWKHVLV 7KHL HVXOW S R LGHV H LGHQFH

VXSSR WLQJ IR WKH S HFDXWLRQD PRWL H RI

holding liquid assets. They �nd that there

D H SRVLWL H HIIHFWV RI ERWK PDF RHFRQRPLF

and special uncertainty determinant on �rms’
cash holding behaviour. Thus, �rms increase
WKHL OLTXLGLW DWLR LQ PR H XQFH WDLQ WLPHV

:KHQ WKH PDF RHFRQRPLF HQ L RQPHQW LV

OHVV S HGLFWDEOH FRPSDQLHV EHFRPH PR H

FDXWLRXV DQG LQF HDVH WKHL OLTXLGLW DWLR

They conclude that “during recessionary
periods �rms generally are more sensitive
WR DV PPHW LF LQIR PDWLRQ S REOHPV FDVK

KRD GLQJ ZLOO H[DFH EDWH WKHVH S REOHPV DQG

delay an economic recovery.”

RQFOXVLRQ

7KH OLWH DWX H H LHZV S R LGH WKHR HWLFDO

DQG HPSL LFDO EDF J RXQGV RI FR SR DWH

liquidity. According to trade off theory �rms
VHW WKHL RSWLPDO OH HO RI FDVK KROGLQJ E

ZHLJKWLQJ WKH PD JLQDO FRVWV DQG PD JLQDO

bene�ts of holding cash. The main bene�ts
RI KROGLQJ FDVK D H PLQLPLVLQJ WKH FRVW RI

DLVLQJ H[WH QDO IXQGV SX VXLQJ WKH RSWLPDO

investment policy even in the �nancial
FRQVW DLQWV VLWXDWLRQ :KLOH PD JLQDO FRVW RI

KROGLQJ FDVK LV DVVRFLDWHGZLWK WKH RSSR WXQLW

FRVW RI WKH FDSLWDO RZLQJ WR WKH ORZ HWX Q RQ

OLTXLG DVVHWV :KLOH WKH DJHQF WKHR VKRZV

WKDW JL HQ WKH FRQVWDQW GHJ HH RI LQIR PDWLRQ

DV PPHW EHWZHHQ PDQDJH V DQG LQ HVWR V

�rms with high investment opportunities are
H[SHFWHG WR KROG PR H FDVK VLQFH ZKHQ WKH

�nancial condition worsens the costs they
LQFX D H KLJKH :KH HDV WKH SHF LQJ R GH

WKHR RI FR SR DWH OLTXLGLW LQGLFDWHV WKDW

WKH H LV QR RSWLPDO OH HO RI FR SR DWH OLTXLGLW

VLQFH FRPSDQLHV GR QRW PD H OLTXLGLW

GHFLVLRQ 7KH OH HO RI FDVK LV WKH RXWFRPH RI

investment and �nancing decision made by
�rm corresponding to pecking order theory of
�nancing. Firms decide to build up or draw
GRZQ FDVK EDODQFHV GHSHQGLQJ RQ LWV OH HO RI

pro�tability, itsdividendpolicyand investment
QHHGV 7KH HIR H FDVK EDODQFHV D H D HVXOW RI
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RWKH GHFLVLRQV QRW DQ LQGHSHQGHQW GHFLVLRQ

and �nancing choices are a response to all of
WKHVH IDFWR V

H HORSLQJ I RP WKHVH WK HH WKHR LHV VXFK

HPSL LFDO VWXGLHV IRFXV RQ WKH GHWH PLQDQW RI

FR SR DWH FDVK KROGLQJ DQG WKH FDVK KROGLQJ

EHKD LRX V IR WKH GHWH PLQDQW RI FR SR DWH

OLTXLGLW .LP HW DO 2SOH HW DO

2] DQ DQG 2] DQ DQG )H HL D DQG

9LOHOD FRQFOXGH WKDW FDVK KROGLQJ D H

QHJDWL HO HODWHG WR VL]H QHW ZR LQJ FDSLWDO

OH H DJH GL LGHQG SD PHQW DQG JR H QPHQW

HJXODWLRQ ZKLOH WKH D H SRVLWL HO HODWHG WR

the cash ow and �rm’s growth opportunities.
LWWPD HW DO DOVR VKHG WKH OLJKW RQ

WKH ROH WKH ROH RI FR SR DWH JR H QDQFH LQ

GHWH PLQLQJ WKH FR SR DWH FDVK KROGLQJV

7KH H LGHQFH LQGLFDWHV WKDW DJHQF S REOHPV

D H WKH S LPD IDFWR LQ GHWH PLQLQJ

FDVK KROGLQJV ,Q DGGLWLRQ ) HVD G

FRQW LEXWHV WR WKH FRQWHPSR D HPSL LFDO

VWXGLHV E WKH HVHD FK HODWHG WR WKH HIIHFWV RI

FDVK KROGLQJ RQ WKH S RGXFW PD HW RXWFRPHV

7KH HVXOWV VKRZ WKDW WKH PD HW S LFHV DQG

WKH H[SHFWHG PD HW VKD H JDLQV DVVRFLDWHG

ZLWK FDVK KROGLQJ

:LWK HJD G WR FR SR DWH OLTXLGLW EHKD LRX

VXFK VWXGLHV RI )D]]D L +XEED G DQG 3HWH VHQ

3LQ RZLW] DQG :LOOLDPVRQ

OPHLGD HW DO *XQH HW DO DQG

%DXPHWDO LQ HVWLJDWH WKH.H QHV WKHR

They conclude that �nancially constraints �rms
VKRXOG LQF HDVH WKHL S RSHQVLW WR HWDLQ FDVK

IROORZLQJ QHJDWL H PDF RHFRQRPLF VKRF V

while unconstraint �rms should not. In addition,
WKH VXJJHVW WKDW WKH VW HQJWK RI WKH LPSDFW RI

OH H DJH RQ FDVK KROGLQJV GHSHQGV RQ VRPH

speci�c factors such as creditor protection,
VKD HKROGH S RWHFWLRQ DQG RZQH VKLS

FRQFHQW DWLRQ *XQH HW DO

Such �nancial economists have devoted
FRQVLGH DEOH DWWHQWLRQ WR WKH IDFWR V ZKLFK

in uence corporate liquidity, to the relation
between the �nancial choice and subsequent
HWX QV DQG WR GHWH PLQLQJ WKH OH HO RI FDVK

holding of each �rm, not much is known about
H DOXDWLQJ WKH HIIHFW RI FR SR DWH OLTXLGLW RQ

VKD H SH IR PDQFH +HQFH IX WKH HVHD FK

FDQ EH SX VXHG LQ H[DPLQLQJ KRZ FR SR DWH

liquidity affects �rm performance and the
H[WHQW WR ZKLFK WKH FKDQJH LQ OLTXLGLW SROLF

in uences stock return during the recent
�nancial crisis.q
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