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ABSTRACT

This study seeks to examine the impact of financial constraints on the relationship between
the management and investment of excess cash held by companies. A total of 90 companies
from the companies listed in Tehran Stock Exchange In the period of 1384 to
1391 were selected for the study after some filtration. The results show that changes in
excess cash holdings influence capital expenditure of companies have no financial
constraints and the impact it has on companies with fewer financial constraints. Other
results concerning the effect of board structure and the influence being strong or weak on
spending on capital expenditure, showed that the structure of the Board had a significant
positive impact on the company so that it can be said that the strengthening the board
structure, led to an increase in the amount invested in the companies in question.

Keywords: Financial Constraints, Management And Board Of Directors Structure, Cash
Holdings, Investment.

Introduction

The amount of money held in a company inappropriate  amounts of  money

and the size of investment are the factors
that are closely related and influence the
activities on different levels. A company
without cash holdings will experience
bankruptcy. On the other hand a company
with oversized cash holdings will face
other problems such as irresponsible
spending of money and an expenditure
capital structure. So, many companies may
face financial problems holding

(Modaresi and Dianati, 1382). Planning the
cash holdings is to improve the managerial
strategy which in turn leads to
improvement of the efficiency, liquidity
power, the power to pay back the debts,
and the continuity of operation in the
company. It can be considered as one of
the most important factors in success or
failure of a company (Lee, 2007). Holding
cash increases the value of the company
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(Fost, 2004), and is a good reservoir in the
cases of unexpected disasters (Resayian et
al, 1389). Investors also, punish the
companies who hold more cash than
needed, because the cash could be
invested to benefit the investors (Swanson
and Altizer 2010). Studying the effects of
financial constraints and the structure of
the board on the relationship between
investment and cash holdings is the goal
being followed in this article.

A Review of Theoretical Literature

Cash Assets Held

One of the basic tasks a financial manager
is to do is to manage current capital or
specifically to manage the cash holdings.
Strategies in the companies are set
regarding two goals: supplying the needs
for cash payments in daily operation of the
company and decreasing the
stagnant money to a minimum. The latter
expresses the concern that if some assets
are not used properly there will be no
benefit using them. Unfortunately these
two goals can be in contrary.

Board of Directors

Corporations are managed by some
shareholders who are called board of
directors by the law. These shareholders
are representatives of the company and
how the company operates strongly
depends on these people. If the board of
directors is knowledgeable and impartial,
shareholders benefit greatly and if the
company is to lose the resources they will
call for dissolution if the company
immediately.

Financial Constraints

The most comprehensive definition of
financial constraint is the following:

companies are under financial constraint
when there is a gap between internal and
external consumption and the allocated
cash.

The Optimum Level for Investment

Equities are continually in situation for
investing some of their resources and the
decision where to put their money for the
optimum outcome. In fact investments
should be made where efficient and with
regard to the resources. But the important
matter is to choose plans and decision-
making about the opportunities by
managers which is made affected by their
personal interest.

A Review of the Literature

Bernard et al (2013) found out that
indexes in board of directors like size,
independence, and duplicity of tasks has
no significant relationship with the
predicted outcomes being more sensible.

Agnes et al (2010) studied the
relationship between company
governance and manipulation of profit
through the trades with known parties.
They concluded that the quality of
company governance can influence not
using the trades with known parties to
manipulate the profit.

Cash Assets Held

Yanto (2011) examined the relationship
between the mechanisms of company
governance and company value in
Singapore. The findings showed that the
companies with a less effective company
governance tend to keep more cash in the
company. Other findings show that due to
flexibility and also the battle between
managers and owners, and representation
theory, managers keep more cash for
caution. In addition companies with a
pyramid structure in ownership keep
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lower amounts of cash in comparison with
single owner companies and are more
valuable.

Sabramanian et al. (2011) studied the
relationship between the structure of the
company and the amount of cash being
held. The findings show that companies
with decentralized management structure
keep a significantly lower level of cash
comparing to those with centralized
structure of management. Further studies
by them showed that the reason is that
companies with decentralized
management have a more extended
relationship with other companies and the
industry so their opportunities for
investment are more, so they keep less
cash.

Officer (2010) studied the relationship
between the relationship between higher
rate of investment in cash and dividend
and found out that to fight against
difficulties of holding great deals of cash
and greats deals of investment two ways
can be followed. The first is to rebury the
company’s own share. And the other is to
divide the profit and lower the
expectations of the shareholders; this will

lower the probability of facing the
problems caused by oversized cash
holding.

Harford et al. (2008) studied the
relationship between holding oversized
cash and governance structure. Findings
show that internally managed companies
whose major ownership is internal, keep
higher amounts of cash. Meanwhile
companies with a higher quality of
company governance and more crowded
board of directors who are more
independent keep lower amounts of cash.

Geni et al. (2003) studied the behavior
by the cash. Their findings show that the
amount of cash being held in the company
is intensively affected by the law structure
and ownership structure. They found out

that higher degrees of conservatism
towards the shareholders is associated
with lower amounts of cash being held in
the company and also centralization of
ownership negatively affects the cash
remnants.

Ditmar et al (2003) conducted a
study, findings of which show that in the
countries where stockholders are not
supported strongly, the cash remnants are
significantly high. Also it is evidenced that
in these kinds of countries other factors
are less effective.

Financial Constraints

Roka et al (2004) analyzed the problems
with oversized investment. They suggested

that the potential contrary existing
between management, ownership, and
investors  affects capital structure,

company governance, and investment
policies and leads to a growing number of
inefficient decisions made by the
management and non-optimized
investments the two of which are the main
factors in over/undersized investment.

Data Gathering

To codify theoretical basis, library method
was used and to gather data field study
was the tool. Different resources namely;
CDs owned by Tehran Stock Exchange,
Tadbir pardaze software, and Tehran Stick
exchange website were used. Gathered
data were adjusted and classified by
EXCEL software and final analysis was
conducted using SPSS.19 software.

The Population and the Sample

The population in this study is all the
companies which are accepted in Tehran
Stock Exchange. To set the sample the
following conditions were created:

Investment companies, dealerships, and
insurance companies are not qualified,
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financial information for the period under
study has to clear, their fiscal year has to
finish in Esfand, and the name of the
company mustn’t be removed from Tehran
Stock Exchange and has to be accepted
before 2008. After subjecting the
population to the conditions 94 companies
were chosen for 7 years (624 company-
year) as the sample.

Variables

Dependent variables

Investment Level

According to Lee and Shi (2010) the
expenses of investment are used as an
index for investment level.

Independent variables

A) Financial constraints

To measure this variable five indexes
exist:

1. The size of the company

2. The age of the company

3. Dividend

4. Operating cash flow

5. Long-term loans.

B) Cash assets being held

To measure the variables according to
Opler’s model following steps must be
conducted:

Opler et al. (1999) method is similar to the
previous one but in this method the
summation of cash and short-term
investments are subtracted from the total
assets in denominator.

total cash and short — term investements
XCASH =

total assets — total cash and short — term investments —

The bigger this ratio gets, the larger the
amount of cash in the company grows.

C) Poor structure of board of directors
Aff Bd The number of common directors
(dependent) to all managers;

Ind_Dir the ratio of number of independent
members of the Board of Directors to all
members;

CEO_duality Is a dummy variable that is 1 if
the duties of manager is independent of
the duties of the board of director's.
Otherwise a zero value is assigned;

CCR CEO salary ratio (CEO) To the total
salaries paid to employees;

(M) Managerial entrenchment index is
Board Structure Index. To measure this
index the model based on the research by
Lee and Shiv 2010 will be used:

M anagerial entrenchment index = * Aff Bd
+ * Ind_Dir + * CEO_duality + * CCR

When the board index (M) is higher.

Control Variables

CF / Assets: The ratio of earnings before
interest and taxes minus dividends paid to
a company's assets,

NWC / Assets: The ratio of current assets,
except for cash assets of the company;
Industry Sigma: The mean standard
deviation of industry cash during the past
5 years,

MV / Assets: The ratio of equity to total
assets, book  value and market
participation,

SalesG: The growth in sales over the past
three years,

Leverage: Financial leverage,

Dividend: Dividends is a dummy variable
that is assigned the value of one if dividend
is in the year t Otherwise the value of zero
is given to the variable

Age: The number of years that a company
is listed

Loan: Accumulated bank debts.

Model of Research

The first model

To test the first model (the sensitivity of
investment in companies with higher
financial pressure to excess) model
number one is used:
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lit=bo+b1XCashit-1+b2Qit1+Xit +eit

Where: I, r Corporate capital expenditure
of the company i Per year t -

XCash i, T -1 excess cash of the company i at
the beginning of the yeart -

Q i, -1 Ratio of market value to book value
of equity at the beginning of the year to
control for investment opportunities;

x i t A set of control variables as follows:
The ratio of earnings before interest and
taxes minus dividends paid to a company's
assets (CF / Assets), theratio of current
assets, except for cash assets of the
company (NWC/Assets), the mean
standard deviation of industry cash during
the past 5 years (Industry Sigma),
The ratio of equity to total assets, book
value and market participation
(MV/Assets), The growth in sales over the
past three years (salesG), financial
leverage (leverage), Dividends which is a
dummy variable that is assigned the value
of one if dividend is in the year t Otherwise
the value of zero is given to the variable,
the number of years that a company is

listed (age), and accumulated bank debts
(Loan) are the control variables.

The second model

To test the second model (the sensitivity of
investment in companies with poor
management structure to excess cash)
model number two is used:

Ii,t:’80+ JB1FCi,t-1+ JBzXCaShi,u-z”‘FCi,,t-1+ E3Mi,t—
1+ P 4XCashit1*Mit-1+ B 5Qit1+Xit+eit

FCi, 1 -1 Index of financial constraints;

M, -1 Poor indicators of board structure
(corporate governance);

XCash * FC to test the relationship between
excess cash and the financial crisis;

XCash * Mto examine the relationship
between board structure and excess cash
Q i, 7-1 Ratio of market value to book value
of equity at the beginning of the year to
control for investment opportunities;

Xx i t Ris a set of control variables.

Results

Descriptive Statistics

Descriptive statistics for the study are
described below.

Statistics
M
Valid Mean Median Deﬁgt'iun Skewness | Kurtosis | Minimum | Masdmum
Imestment 624 | 0524 | 0330 G478 3385 | 17563 00 62
HOASH +1 624 | 0751 | 0435 AD157 4064 | 24370 0o 95
FCF 624 | 077z | .0Fs2 05943 - 034 5 686 27 45
PVWCA 624 | 5715 | 5916 20273 - 461 -573 07 93
IND_SIGMA | 624 | .0340 | 0344 01480 2125 5774 01 A0
ME 624 | 2.2430 | 1.6552 472303 8877 | 187.590 -44.09 g§7.07
SaleG 624 | 2027 | 1452 ,22098 5405 | 80087 ] 3.49
LEV 624 | 6290 6256 1153 2366 | 19911 10 276
Diidend 624 g6 1.00 348 -2.068 1.283 0 1
AGE 624 | 1556 | 1400 g.4995 1607 1046 B 44
LOAN 624 7605 2329 169234 2585 | 19190 0o 225
Bt 624 | 25837 | 1.8061 456708 .33 | 49345 -44.09 4205
As you can see the skewness and distribution (one of
elongation is low in the variables which the main assumptions for using

shows that the distribution of the variables
is symmetrical and very close to normal

regression). As you can see in the table
above the average investment in the
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sample is 0.0524 which means that
averagely 5% of total assets in the sample
are invested in each year. Median value of
the variable investment equals 0330/0,
which alongside the fact that it is not even
close to the mean and regarding the
skewness and elongation, it shows that the
distribution for this variable is not normal.
Other findings show that excess cash
(XCASH) in the companies in question is
0.0751. Also the average ratio of gross
earnings before interest and tax (FCF) is
0.0772. Other findings show that the
average current assets (except for cash) to
the total assets (NWCA) is 0.5715 and
standard deviation for the cash in the
industry for five years (IND_SIGMA) is
0.0340.

MB (market value to book value) in the
sample is 2.2430 and the average sale
growth (SalesG) is 0.2027 which shows the
incremental growth for the sample. The
average financial leverage (leverage) in
these companies was 0.6290 which shows
that nearly 63% of the resources needed
by the company are provided through
loaning. The average long-term debts was
0.2698 which shows that 27% of the
financial resources are provided by long-
term loans from the banks.

Assumptions for Regression

Using Kolmogorov- Smironov test the
normality of investment variable as the
dependent variable is assumed.

Omiz-Samphe Kolmogoniw-Smirnmd Test

Nomal F‘ahrameters‘ Mosl Extreme Differances
: Kolmogoroy | Asymp. Sig
St ] ) -Bmimov T 2-tailed)

veam | Mean Dewiafion | Absolute | Positive | Negative
Iwvesiment 1384 [iERT 10933 Fik T -207 1.987 (i1}
1385 0G0e 06513 188 188 - 166 1863 ooz
1386 JET0 Qi 00 i} -174 1.T67 004
1387 0558 05434 168 168 - 152 1.429 034
1388 0343 04102 206 179 - 201 1982 LT
1389 0344 03485 188 188 - 164 1880 00z
1380 0341 03411 164 148 - 164 1634 oo
LOG_Irmestment 1384 -1.3238 SEE1 085 Das -.085 BET 439
1385 -1 4866 28816 1m 52 -1 am ZE0
1386 -1.3965 A8TaT oro a3 -.070 Bi6 B43
1387 -1, 4927 58147 128 bar -128 1.082 192
1388 -1 G985 AT004 DET 4r =067 G449 Taz
1389 -1, 7030 52537 11:]:] 050 -.088 BTG 426
1390 -1, 7026 92481 121 DEE - 121 1.208 108

a. Test distribution is Normal
b Caleulated from data
The significance level in KS in that the significance level for KS is more

Kolmogorov- Smironov test is less than 5%
in all the years of interest. In this test, if the
level of significance is less than 5% in a
year we conclude that the distribution of
the variable is not normal in that year. To
fix this problem we took the logs of the
investment variable.

Findings from the Kolmogorov-
Smironov test of investment logs show

than 5% in all the years of interest which
in turn shows that in those years the
distribution of the variable is normal and
the remaining values on the regression
line are normally distributed too, and
there is probably no anisotropy in the
variances (the combination of normally
distributed elements is normal).
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In the histogram below the distribution
of investment can be seen before (on the

Fraquanty

11N

400 3 200 100 "\-:
LOG_eresstmant

Testing Normality of the Errors

Distribution of errors is so close to the
normal. Also the mean and standard
deviation are so close to those of normal
distribution (0 and 1 respectively). So this
assumption is satisfied and regression can
be used in further analyses.

The Co-line Test

The relationship between cash holdings at
the beginning of the period (XCASH) and
investment expenses (investment) are
positive and probably significant and the
relationship  between FC (financial
constraints) and investment (investment
expenses) are negative and probably
significant.

The relationship between the ratio of
market value to book value (Q) and
earnings before interest and tax and after
dividend (FCF) with investment expenses
(investment) are positive and probably
significant.

The relationship between non-cash
working assets and investment is negative
and probably significant and the
relationship between standard deviation
(dispersion), the amount of cash held in

Frequancy

left) and after (on the right) normalization.

= Shears = (X

the industry (IND_SIGMA), and investment
is positive and probably insignificant.

The relationship between the ratio of
market value to book value (MB) and
investment (Investment) is significant and
positive and the relationship between
sales growth (SaleG) and made capital
expenditures (Investment) appears to be
negative and probably meaningless.

Relationship between financial leverage
(LEV) and the amount invested
(Investment) is significant and likely to be
negative. The relationship between
dividends paid (Dividend) and
investment is seen as positive.

The relationship between age (AGE)
and investment (Investment) is positive
(direct) and probably meaningless and the
relationship between long-term loans
(LOAN) and capital expenditure seems to
be quite negative and significant.

The statistic value of F in this model
equals 14.905 and significance level (SIG)
is 0.000 which means there is a linear
relationship between dependent and
independent variables. In other words this
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model is significant, and the hypothesis
can be tested using regression model.
Determination coefficient in this model
is 0.212 which means about 21% of the
changes in dependent variable are
explained by dependent variables. Dorbin
Watson statistic value is 1.990 which
shows the lack of self-correlation in the
model being used.
- Statistic value of T and the significance
level (sig) for excess cash holdings at the
beginning of the period (XCASH) are
respectively 998/1 and 044/0. The impact
of these variables on the rate of

investment has been
significant. So we can say that, by the
confidence level 0f95%, excess cash

holdings at the beginning of the period,
have a significant positive impact on the
level of capital expenditure (Investment).

Summary of Results

of the Research Hypotheses

Summary of results of the first hypotheses
Summary results of the first hypothesis
using firm size as a measure of financial
constraints

Statistic value of F in this model for the
companies without financial constraints in
12.025 and significance level is 0.000 and
for those with financial constraints 5.776
and 0.000 are the values of F and
significance respectively. So the model is
significant.

Determination  coefficient in the
companies with and without financial
constraint is 0.175 and 0.307 respectively.
It means that 31 and 18 % of the changes
in the dependent variable is explained by
the independent variables respectively in
companies without and with financial
constraint.

Statistic value of T and the significance
level for the excess cash holdings is 2.640
and 0.009 respectively for the companies
without financial constraint which shows

the positive and significant impact of this
variable on the level of investment.

The statistic value of T and the
significance level for the companies with
financial constraint is -0.093 and 0.926
respectively which shows the lack of
significant effectiveness on the investment
expenses.

In conclusion the first hypothesis
implying that investment sensitivity in
companies with more financial constraints
is more regarding excess cash holdings is
not approved.

Summary results of the first hypothesis,
using age as a measure of financial
constraints

Statistic value of F in this model for the
companies without financial constraints in
4.430 and significance level is 0.000 and
for those with financial constraints 16.750
and 0.000 are the values of F and
significance respectively. So the model is
significant.

Determination  coefficient in the
companies with and without financial
constraint is 0.392 and 0.135 respectively.
It means that 14 and 39 % of the changes
in the dependent variable is explained by
the independent variables respectively in
companies without and with financial
constraint.

Statistic value of T and the significance
level for the excess cash holdings is 1.156
and 0.249 respectively for the companies
without financial constraint which shows
the positive and insignificant impact of this
variable on the level of investment.

The statistic value of T and the
significance level for the companies with
financial constraint is 0.845 and 0.394
respectively which shows the lack of
significant effectiveness on the investment
expenses.

In conclusion the first hypothesis
implying that investment sensitivity in
companies with more financial constraints
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is more regarding excess cash holdings is
not approved.

Summary results of the first hypothesis
using dividends as a measure of financial
constraints

Statistic value of F in this model for the
companies without financial constraints in
10.368 and significance level is 0.000 and
for those with financial constraints 2.621
and 0.008 are the values of F and
significance respectively. So the model is
significant.

Determination  coefficient in the
companies without and with financial
constraint is 0.175 and 0.321 respectively.
It means that 17 and 32 % of the changes
in the dependent variable is explained by
the independent variables respectively in
companies without and with financial
constraint.

Statistic value of T and the significance
level for the excess cash holdings is 1.653
and 0.099 respectively for the companies
without financial constraint which shows
the positive and insignificant impact of this
variable on the level of investment.

The statistic value of T and the
significance level for the companies with
financial constraint is -0.8367 and 0.715
respectively which shows the lack of
significant effectiveness on the investment
expenses.

In conclusion the first hypothesis
implying that investment sensitivity in
companies with more financial constraints
is more regarding excess cash holdings is
rejected.

Summary results of the first hypothesis
using cash flows as a measure of financial
constraints

Statistic value of F in this model for the
companies without financial constraints in
8.285 and significance level is 0.000 and
for those with financial constraints 4.017
and 0.000 are the values of F and

significance respectively. So the model is
significant.

Determination  coefficient in the
companies without and with financial
constraint is 0.234 and 0.129 respectively.
It means that 23 and 13 % of the changes
in the dependent variable is explained by
the independent variables respectively in
companies without and with financial
constraint.

Statistic value of T and the significance
level for the excess cash holdings is 0.814
and 0.411 respectively for the companies
without financial constraint which shows
the positive and insignificant impact of this
variable on the level of investment.

The statistic value of T and the
significance level for the companies with
financial constraint is 0.263 and 0.793
respectively which shows the lack of
significant effectiveness on the investment
expenses.

In conclusion the first hypothesis
implying that investment sensitivity in
companies with more financial constraints
is more regarding excess cash holdings is
rejected.

Summary results of the first hypothesis
using long-term loans as a
measure of financial constraints

Statistic value of F in this model for the
companies without financial constraints in
12.661 and significance level is 0.000 and
for those with financial constraints 5.216
and 0.000 are the values of F and
significance respectively. So the model is
significant.

Determination  coefficient in the
companies without and with financial
constraint is 0.318 and 0.161 respectively.
It means that 32 and 16 % of the changes
in the dependent variable is explained by
the independent variables respectively in
companies without and with financial
constraint.
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Statistic value of T and the significance
level for the excess cash holdings is 1.646
and 0.099 respectively for the companies
without financial constraint which shows
the positive and insignificant impact of this
variable on the level of investment.

The statistic value of T and the
significance level for the companies with
financial constraint is 0.962 and 0.337
respectively which shows the lack of
significant effectiveness on the investment
expenses.

In conclusion the first hypothesis
implying that investment sensitivity in
companies with more financial constraints
is more regarding excess cash holdings is
rejected.

The Overall Conclusion on the First
Hypothesis

According to the five part analyzed above
one could in overall say that the first
hypothesis implying that investment
sensitivity in companies with more
financial constraints is more regarding
excess cash holdings is rejected with the
confidence level of 95%.

Summary of Results of the

Second Hypothesis

Statistic value of F in this model and
significance level are 13.192 and 0.000
respectively and whereas this value is
more than 0.05 the model is significant.

Determination coefficient is 0.246. It
means that 25 % of the changes in the
dependent variable is explained by the

independent variables.
Statistic value of T-student and the
significance  level for management

structure is 2.097 and 0.036 which shows
that management structure positively and
significantly affects the level of investment
in the companies so that when
management gets stronger, investment
expenses increase.

But the statistic value of student-T and
the significance level for the interactional
variables of excess cash holding and
management structure are -0.739 and
0.460. the fact that the value for t is
negative suggests that strengthening the
structure of the board of directors
(increasing the variable M), lowers the
sensitivity of investment level to excess
cash holdings, nevertheless this
relationship is statistically insignificant.

Therefore enough evidence is not
provided regarding the fact that sensitivity
of investment is influenced by
management structure and excess cash
and this hypothesis is rejected with a
confidence level of 95%.

Suggestions

Regarding the results from the first
hypothesis and the higher sensitivity in the
companies with financial constraints
toward excess cash holdings, and
regarding the fact that managers in
companies where there are more cash
flows, are more likely to get involve in
investment activities which are not always
profitable it is suggested that more
attention is paid to the projects with
negative values which will lead to big
problems for the company and invest more
carefully. An optimized level for cash
holdings and investment is also suggested.
Concerning the results from the second
hypothesis, it is suggested that companies
start strengthening their management
structures and use independent, qualified,
and skilled managers alongside with other
factors affecting improvement of board of
directors’ structure.
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