)

Check for
updates

Governance and Financial Constraints as
Moderating the Relationship Between Cash
Holdings and Firm Value

Adilah Permananingrum 1

'National University, Jakarta, Indonesia
adilahpermana@gmail.com

Abstract. The relationship between the ideal amount of cash a company holds
and the firm value produces varying results. This research, therefore,
contributes to this relationship by looking at the role of corporate governance
and financial constraints. The sample was taken using a purposive sampling
technique, and a company sample of 219 companies was obtained with an
observation period of 10 years (2012-2021 period). The analysis used is the
Ordinary Least Square (OLS) estimation method with the help of STATA
15.1. The results support the agency theory that excess cash the company
holds reduces firm value. None of the governance variables significantly
moderate cash holding and firm value. In contrast to the company's financial
condition, a company increasingly experiencing financial constraints will
strengthen the decreasing effect of increased cash holding on firm value.
Companies must try to set cash holdings in an ideal amount, not to reduce firm
value. Likewise, companies must also try to prevent financial constraints from
occurring in order to maintain firm value stability.
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1 Introduction

In carrying out their activities, companies always need cash holdings as a transaction,
precautionary, or speculation motive. Asymmetric information and agency costs trigger
problems when companies need cash holdings (Opler et al., 1999), resulting in problems with
the composition of cash holdings (CH). The consequence of cash holdings is flexibility in
increasing agency conflict, which leads to managers as agents having more policies to
accumulate cash holdings than shareholders (Habib et al., 2021). Managers as agents and
shareholders as principals differ in seeing the benefits and costs of cash holdings (Asante-
Darko et al., 2018). Trade-offs in the cash holdings determinant theory can identify cash
holdings in terms of shareholder prosperity (Frésard et al., 2007) so that when the costs and
benefits of cash holdings are optimal, it will increase the firm value (TQ). Firm value will
decrease if cash holdings are above or below the optimal level (Afifa et al., 2021).

Agency theory explains that managers prefer CH beyond the company's operational
needs to maximize personal gain, which reduces the firm value so the manager can take over
the company (Vo, 2018). The implications of agency theory are governance (Luo & Hachiya,
2005) and financial constraints (FC) (Zhang et al., 2020). Maximum governance will ensure
efficiency in CH so that the company has optimal assets, resulting in increased firm value
(Zhang et al., 2020). Governance reflected in ownership, such as managerial, institutional, and
foreign ownership, is often cited as a moderator of the CH-firm value relationship (Theissen et
al., 2023). However, the results of these moderation studies still vary widely. Managerial
ownership does not moderate the relationship between CH and TQ (Novaresh et al., 2018). In
contrast, according to Sumiati (2020), managerial ownership weakens the influence of CH and
TQ. In institutional ownership and foreign ownership, foreign ownership increases cash
holdings (Ilyas et al., 2022; Vo, 2018), and this excess cash holding is driven by good
governance of foreign ownership due to high investor protection (Ilyas et al., 2022).

© The Author(s) 2024

A. Farabi et al. (eds.), Proceedings of the International Conference on Business, Management, Accounting and
Sustainable Economy (ICBMASE 2023), Advances in Economics, Business and Management Research 275,
https://doi.org/10.2991/978-94-6463-394-8_13


mailto:adilahpermana@gmail.com
https://doi.org/10.2991/978-94-6463-394-8_13
http://crossmark.crossref.org/dialog/?doi=10.2991/978-94-6463-394-8_13&domain=pdf

Governance and Financial Constraints as Moderating the Relationship 133

Foreign ownership increases cash holdings, which increases firm value, especially in
companies that are unlikely to experience financial constraints (Ilyas et al., 2022). This
statement suggests that financial constraints on companies will weaken or strengthen the firm
value-cash holdings realtionship (Nguyen et al., 2016). Companies with financial constraints
cannot access equity from third parties (Opler et al., 1999), so companies must maintain cash
holdings. Companies with financial constraints should have high cash holdings because this
can reduce agency contflicts and restrain managerial behavior that enriches themselves (Afifa
etal., 2021).

From a cash-holding perspective, managers' and shareholders' motivation is a unique
and severe problem because it influences firm value. Scholars have researched the connection
between cash holdings and firm value, and these results can be positive (Zen & Sofie, 2023),
unrelated (Lismawati et al., 2022), or negative (Firmasnyah et al., 2020) to firm value
(Theissen et al., 2023). These varying results can be due to the influence of existing
interactions, such as governance (Theissen et al., 2023) and financial constraints (Nguyen et
al., 2016). Previous research has also revealed that governance, as demonstrated by a good
ownership structure, will be more positive for cash holdings in companies that experience
more financial constraints (Chang et al., 2017). Furthermore, financial constraints influence
the relationship between CH and firm value (Ilyas et al., 2022; Nguyen et al., 2016).
Therefore, this research fills the gap by including two moderating variables, governance
(proxied by ownership) and financial constraints in the cash holdings — firm value
relationship.

2 Hypothesis Development
2.1  Cash Holdings and Firm Value

Agency theory emphasizes that excessive cash holdings in a company give managers the
freedom to be out of control and tend to be self-interested, so management is less effective,
and managers are often less innovative in their management (Theissen et al., 2023).
Mitigating the risk of misuse results in missed opportunities to gain profits from investments
(Habib et al., 2021). The decrease in cash holdings diverted to investment will become a
return on investment and the company's non-operating income. The firm value increases as
the company's non-operating income increases through fixed assets at book value (Zhang et
al., 2020).

Yun et al. (2021) prove that cash holding must benefit shareholders because it will
increase firm value. This company's appropriate proportion of cash holdings is a concern for
cash-performance relationship research (Theissen et al., 2023). Several studies support that
the smaller the company holding cash, the more significant the firm value increased, or it
could be interpreted that the relationship between CH and TQ has a negative direction
(Firmasnyah et al., 2020; Jabbouri & Almustafa, 2021). This statement is per having large
cash holdings, which means eliminating the company's opportunity to make a profit so that it
will be actively related to its operational performance, and investors are very tied to the
opportunity to make a profit (Aslam et al., 2019).

H1: Cash holding has a negative effect on firm value.

2.2 Governance: Ownership Structure

Managers tend to spend cash holdings for expansion to reduce future investment capacity
(Jabbouri & Almustafa, 2021). On the other hand, shareholders as principals have the
authority to supervise managers who have the potential to commit fraud, which results in a
decrease in firm value. Supervision activities by shareholders are an effort to improve
corporate governance (Martinez-Sola et al., 2013). Sumiati (2020) found managerial
ownership weakens the negative impact of cash holding on firm value. Meanwhile, foreign
ownership is negative for cash holdings, and this increases firm value (Loncan, 2020). Luo
and Hachiya (2005) prove that cash holding negatively affects firm value in companies with
higher institutional ownership.

H2a: Institutional ownership weakens the negative influence of cash holding on firm

value.

H2b: Managerial ownership weakens the negative influence of cash holding on

company value.

H2c: Foreign ownership weakens the negative influence of cash holding on company



134

A. Permananingrum

2.3  Financial Constraint

Zhang et al. (2020) prove that cash holding in companies with financial constraints weakens
the relationship between cash holding and firm value. That is because companies with
financial constraints view cash holding as very valuable. Companies with financial constraints
are considered to need more capital, need access to the capital market, and have an unstable
financial condition.

Faulkender et al. (2006) examined companies with financial constraints by focusing
on agency conflicts by applying cash holding and firm value. Jabbouri and Almustafa (2021)
found that agency conflicts occur when companies experience financial constraints with high
risks and shareholders do not get the benefits of cash holding. That causes the company to
experience a decline in value due to the lack of benefits from cash holding (La Rocca &
Cambrea, 2019).
H3 Financial constraints weaken the negative influence of cash holding on firm value.

2.4  Research Model

Governance
i
H2
Cash Holdings 2 H: =¥ Firm Value
H3

Financial Constraint

Source: Author Work
Fig. 1. Research mode

3 Methodology

3.1  Sample and Data Collection

The sample in this research is company shares selected using purposive sampling and listed
on the Indonesia Stock Exchange (BEI) during the 2012-2021 period. Data sources come from
Thomson Reuters, financial reports, and Osiris. This research is quantitative, using panel data.
The analysis technique in this research uses the STATA application version 15.1, and the
estimation method uses Ordinary Least Square (OLS). In choosing an OLS estimation model,
namely fixed effects, random effects, or pooled least squares, it is necessary to test which
method will be chosen. This research chooses an estimation model with the OLS estimation
method using the Lagrange Multiplier Test, Chow Test, and Hausman Test.

Table 1. Election Sample Study
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Criteria Amount
Total company Which recorded in BEI 810
Amount company finance (105)
Amount company Which IPO after year 2012 (365)
Amount company Which No list (121)
ownership institutional
Amount company non finance in BEI Which active 219
period 2012-2021
Period observation 10 year
Amount observation 2190

Source: data secondary and processed, 2022.

Table 1 shows a sample that has been chosen in a manner of purposive sampling. The
data excludes the financial sector because this sector's calculations are different from other
sectors, so data cannot be entered into the sample.

3.2 Measurement

The definition of operational variables in the study is mapped in the following table.

135

Variable Proxy Acronim Estimation
Dependent Firm Value  Tobin’s Q market value;
TQie=—F—F7—"
(TQ) ’ book value ;,
where:

market value ;
= equity market value ; ;
+ liabilities market value ; ¢
book value; ; = equity book value; ,
+ liabilities book value;

Independent  Cash CH cash;, + securities;,
Holdi CHye =
olding ’ total asset;;
) Institutional K institutional ownership;
Governance  Ownership it = total stock .,
(XD :
. managerial ownership;
Managerial KM, = g Pit
Ownership total stock;;
(KM) . ;
KA = foreign ownership;,
Foreign w total stock;;
Ownership
(KA)
Finansial FC Use dummy variable to classified the constraint.
Constraint dummy 1 to company that have financial
constraint.

dummy 0 to company that didn’t have financial
constraint.
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Variable Proxy Acronim Estimation
Control Profitabilty = Return on ROA.. = earning after tax;,
Asset (ROA) Y7 total asset;,
Investment  INV INV;,
Policy = total asset from cash and expenditure;

3.3 ' Data analysis

Calculating financial constraints using multivariate classification objects in classify is a
company's financial constraint or not (Kaplan & Zingales, 1997). The calculation Logistic
regression aims to confirm whether the company is classified as affected by financial
constraints or not. The equality used in Logistic regression:

Lo=L I I—PLP M=a+ fra ROA+ B pp,DPL + B sSLACK + B Sk + ¢/
— It

Information:

pi : probability financial constraints (in matter This dummy dividend)

o And : parameter constants and coefficients

ROA : profit operation shared with total assets

PLB : change in profit, dummy value 1 for positive, 0 for others slack ((cash And
investment period short + supply + debt) — debt short term) divided by total
assets)

SL : profit detained shared total asset

This research model is formulated as follows:

TQi¢ = ag + BeuCHy p + BopkiCHy XK1 ¢ + BengmCH eXKM; ¢

+ BeugaCHi KA ¢+ + BoypcCHy pXFCp & Bp 4ROA; 4

4 RESULTS

This research first examines whether the company has or has no financial constraints with a
multivariate classification of objects. Logistic regression test results for financial constraints
are as follows:

Variable Statistic test
result
Constant -0,252%**
(0,089)
ROA 5,630%**
(0,564)
PLB -0,060
(0,088)
SLACK 1,088%**
(0,166)
LD 0,355%**
(0,067)
R-square 0,119
ObsDiv=0 989
ObsDiv=1 1156

Total obs 2145
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Table 3 shows the company's financial constraints or not, which are proven by logistic

regression. The following table explains the conclusion of financial constraint classification

distinguished between predictions and observation.

Table 4 Total Prediction and Observation of Financial Constraint Comparion

Category Low (1) High (0) Total
Prediction 1114 1076 2190
Observation 1156 989 2145

data secondary and processed, 2022.
Variables Means Median Maximum Minimum Std. Dev Obs
TQ 1.3445 0.9824 41.1291 0.0000 2.8751 2189
CH 0.1181 0.0572 0.9124 0.0000 0.1286 2189
KI 0.0554 0.0176 0.9673 0.0000 0.1087 2189
km 0.0341 0.0432 0.8123 0.0000 0.5433 2189
ka 0.0032 0.0123 0.0872 0.0000 0.3611 2189
FC_Div 0.5120 1,0000 1,0000 0.0000 0.4981 2189
FC_CF 0.4192 1,0000 1,0000 0.0000 0.4612 2189
FC_BM 0.2391 1,0000 1,0000 0.0000 0.4521 2189
FC_Debt 0.3310 1,0000 1,0000 0.0000 0.4816 2189
FC total 0.4122 0.0001 1,0000 0.0000 0.4901 2189
ROA 0.0456 0.0452 17.9283 -3.5831 0.4046 2189
INV 0.1715 0.1421 0.9872 0.0000 0.1387 2189

Table 4 shows the difference in the number of predictions and observations related to

dividend classification for companies with or without financial constraints. Kindly predict that
the company amount, which owns a low dividend classification, with dummy value one, is

1114; however, it turns out that based on observations, the number is 1156. That shows that in

terms of observations, low dividend classifications outnumber predictions. Whereas for
classification dividend, which is tall, with mark dummy 0 shows that in prediction, the
number is 1076, but in observation, it is lower, namely, 989.

Variable Mean Median Maximum Minimum Std. Dev Obs

TQ 1,3445 0,9824 41,1291 0,0000 2,8751 2189
CH 0,1181 0,0572 0,9124 0,0000 0,1286 2189
KI 0,0554 0,0176 0,9673 0,0000 0,1087 2189
KM 0,0341 0,0432 0,8123 0,0000 0,5433 2189
KA 0,0032 0,0123 0,0872 0,0000 0,3611 2189
FC Div 0,5120 1,0000 1,0000 0,0000 0,4981 2189
FC CF 0,4192 1,0000 1,0000 0,0000 0,4612 2189
FC_BM 0,2391 1,0000 1,0000 0,0000 0,4521 2189
FC_Debt 0,3310 1,0000 1,0000 0,0000 0,4816 2189
FC_total 0,4122 0,0001 1,0000 0,0000 0,4901 2189
ROA 0,0456 0,0452 17,9283 -3,5831 0,4046 2189
INV 0,1715 0,1421 0,9872 0,0000 0,1387 2189

Source: data secondary and processed, 2022.

Table 5 Results Statistics Descriptive
Source: data secondary and processed, 2022.
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Table 5 gives results analysis of descriptive data from variables in this research. The
TQ variable gives the company's performance state, reflecting firm value. Variables TQ
shows that the firm value average is 1.3445. This value above 1,000 means the company has a
good market performance ratio. The minimum and maximum TQ values for each are 0.000
and 41.1291, with a standard deviation of 2.8751. The standard deviation value is higher than
the average value, meaning the data vary. Independent variables such as CH, KI, KM, and KA

also have a standard deviation value higher than the average value, meaning the data vary.
This study uses Ordinary Least Square (OLS) estimation, and then we have to choose
one of the model approaches in OLS, i.e., common, fixed, or random effects. We must use a
method approach in estimating OLS panel data for test model estimate, namely the Chow
Test, Lagrange Test Multiplier, or Haussman's Test. The LM test shows a smaller F value than
alpha (0.024 <0.050), so a random effect is chosen. Haussman's test shows a smaller F value
than alpha (0.000 <0.050), so a fixed effect is selected. The Chow test shows an F value
smaller than alpha (0.000 < 0.050), so the chosen fixed effect. So, the study uses a fixed

effects approach.

Table 6 Statistic Test Result

Variabel Coef
(t-statistic)
Constant 1.087***
(14.008)
CH -2.079%**
(-2.757)
CH*KI 0.091
(0.181)
CH*KM 0.986
(1.982)
CH*KA 2.097
(1.901)
CH*FC 14.627***
(2.918)
ROA -0.219**
(-2.762)
INV 1.892%%*
(3.186)
Obs. 2190
R-squared 0.682

Source: data secondary and processed, 2022.

Note: coefficients are presented above brackets; t-statistics are presented in parentheses; t-
statistics are based on the significance levels below.

*** significant at level 1%

** significant at level 5%

* significant at level 10%

Based on the results of data processing, the test values obtained as a research model are
as follows:

TQit =1.087 — 2.079CHi: + 0.091CHixKIit + 0.986CHicxKMi:
+ 2.097CHitxKAir + 14.627CHiexFCit — 0.219R0Ai
+ 1.892INVi: + it

Table 6 gives results of testing variable cash holdings (CH) influential negative to firm
value (TQ). Results test statistics cash holdings (CH) to mark company (TQ) show a value
coefficient of -2,079 And t-statistic as 0.787. Value probability CH is small compared to the
alpha value of 1% (0.003 < 0.010), so the CH variable has a TQ-significant effect at the 1%
significance level. This result means that the firm value increases more when cash holdings
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are low. Results show that the cash holdings variable has a significant effect on reducing the
value of the company due to agency problems. The first hypothesis (H 1) proposed is
supported.

Statistic results test from Table 6 show that variable governance, which covers
institutional, managerial, and foreign ownership, shows that governance cannot moderate the
influence of cash holding on firm value. Statistical results test show institutional ownership
(KI) has a coefficient of 0.091 and a t-statistic value of 0.181. Mark the probability of CH*KI
is greater than the alpha value of 5% (0.831 > 0.05). Statistical test results show managerial
ownership (KM) own coefficient as 0.986 and the value of t-statistic as 1982. The probability
value of CH¥*KM is above compared to the alpha value base of 5% (0.8646>0,05).

The statistical results test shows that foreign ownership (KA) has a coefficient of 2,097
and a t-statistic of 1,901. The probability value CH*KA is 0,7118, exceeding the specified
alpha limit, namely 0.05. That means the governance variable in the manner of whole
ownership (institutional ownership (KI), managerial ownership (KM), and foreign ownership
(KA)) is not significant in moderating the relationship between cash holdings and firm value.
Hypothesis second (H 2A), (H 2B), And (H 2C), which was submitted in the study, is not
supported.

Table 6 above shows that financial constraints can moderate the relationship between
cash holdings and firm value. Results test statistics show the coefficients is 14,627 and mark t-
statistics as big as 2,918. The probability value for CH*FC is smaller than the alpha 1%
(0.004 < 0.001), so the interaction CH*FC significantly moderates the relationship between
cash holdings and firm value at a significance level of 1%. That means the connection
between cash holding and firm value will weaken when moderated by financial constraints.
‘When cash holdings are low, the firm value will be higher if there are financial constraints.
Results test shows that financial constraints have a significant effect in moderating the
relationship between cash holdings and company value agency problems—the third
hypothesis (H3) proposed in the research supported.

Table 6 also shows the influence of control variables in the study: profitability (ROA)
And investment (INV). The coefficient value of ROA is -0.219, and the t-statistic value is -
2.762. The ROA probability value is 0.034, smaller than 0.050, so ROA significantly
influences firm value. It means that the lower the ROA, the higher the firm value. The
coefficient value for INV is 1.892, and the t-statistic value is 3.186. So, this control variable
INV is influential and significant to firm value. It means the higher the investment, the higher
it is firm value.

5 Discussion

The relationship between CH and TQ provides varying results. These varying results
are based on different perspective. Under agency theory, excessive cash that a company holds
will decrease the firm value (Firmansyah et al., 2020) because it leads to managers' conflicts
of interest, making managers allocate resources ineffectively (Vo, 2018). Meanwhile, viewed
from the perspective of behavioral theory in companies, cash holdings can have a positive
effect on firm value because it can provide funding that creates an innovation environment by
avoiding external funding (Aslam et al., 2019), enabling actors who compete in the company
to coexist harmoniously by implementing their ideas (Theissen et al., 2023). This research
proves that CH have a negative effect on TQ. So, this research confirms and supports the
agency theory that holding excessive cash will lead to agency conflicts, which impact
reducing firm value.

Variations in the CH-TQ relationship can vary significantly due to the moderating
effect (Theissen et al., 2023). As in the relationship between CH and TQ, corporate
governance has a vital role in how excess cash held by the company will positively or
negatively impact company value (Dittmar & Mahrt-Smith, 2007). Companies with good
governance will be fine with excess cash holdings, which will not reduce firm value (Ilyas et
al., 2022). In contrast, in companies with poor governance, excess cash holdings will only be
a wasted resource and ultimately reduce firm value (Dittmar & Mahrt-Smith, 2007). However,
the results of this research were unable to show support for the influence of governance on the
relationship between CH and TQ. Governance in this research is based on company
ownership proxies, namely institutional, managerial, and foreign. These three types of
ownership have yet to be proven to be able to moderate the relationship between CH and TQ.
These results align with several studies examining the interaction of ownership in CH with
TQ, such as state ownership does not moderate the relationship between CH and TQ (Nhan &
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Ha, 2016). Likewise, the interaction between managerial ownership and CH was insignificant
in firm value (Novaresh et al., 2018).

This research supports the interaction of financial constraints and cash holding on firm
value. The interaction results show a positive direction, so companies experiencing financial
constraints will strengthen the negative influence of CH on TQ. These results align with and
support that companies without experience or have a slight possibility of financial constraints
and excess cash will not reduce their firm value (Ilyas et al., 2022). The more a company
experiences financial constraints, the stronger the excess cash will reduce firm value.

6 Conclusion

Cash holdings have a significant negative effect on firm value. Governance, proxied by
institutional, managerial, and foreign ownership, does not significantly moderate CH-TQ
relationship. Finally, financial constraints have been proven to significantly moderate the
negative influence of CH on TQ.

6.1  Research implications

Companies, investors, researchers, and practitioners can benefit from the results of this
research, that a conflict of interest with excess cash will reduce the firm value. The type of
ownership, such as institutional, managerial, or foreign, cannot influence the relationship
between excess cash and firm value. Company managers must be careful in having cash and
also if they experience financial constraints. Companies must find the ideal amount of cash
they have and must also try to avoid experiencing financial constraints.

6.2  Limitations of research and suggestions

This research still discusses the relationship between cash holdings and firm value in a linear
model. At the same time, several studies have proven the existence of a U-shaped relationship
in this relationship. Therefore, future research should include this model by linking it to
moderating ownership and financial constraints. The research results showing that the control
variables proved to be significant is the second limitation of this research. The significance of
the control variable makes the research results biased. Therefore, it is necessary for further
and deeper studies that include this variable as part of the research concerning the variables
studied.
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