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Abstract
With corporate cash holding on the rise, there is a need to know at what levels does cash
holdings become detrimental to corporate value. Studies have identified the following as
determinants of corporate cash holdings; firm size, growth opportunities, liquid asset
substitutes, capital expenditure, leverage, cash flows and dividend payments, little literature
are available especially from the context of South African retail industry. Hence, this study
undertakes to investigate the determinants of corporate cash holding in the South African
retail industry. The paper uses panel data to test the relationship between cash holding level
and its determinants. This study intends to extend existing financial literature by adding
empirical evidence from a growth geared African country into the ongoing discussion of
corporate cash holdings.
Keywords: pecking order theory; trade-off theory, free cash flow theory; precautionary
motives, speculative motives and transaction motives.
INTRODUCTION
There has been a notable increase in corporate cash holding levels with recent reports
showing that Apple and GM Motors were each holding more cash than the US treasury. But
just how much cash is too much and what informs the decision on how much cash a firm
should hold. This study undertakes to investigate what determines the levels of corporate cash
holdings. A majority of literature on corporate cash holdings has also focussed on the
determinants of corporate cash holdings. For instance, Kim, Mauer and Sherman (1998)
studied the determinants of cash holdings for some US companies and found that firms with
higher costs of external financing, firms with unstable earnings, together with firms with
relatively lower returns on assets hold larger cash reserves. Opler, Pinkowitz, Stulz and
Williamson (1999) also show that small firms and firms with good growth opportunities and
volatile cash flows hold huge amounts of cash. The majority of these studies, however, have
mainly focussed on western countries with a few studies focusing in Asia ((Pinkowitz, Stulz
and Williamson, 2014; Fischer, Marsh and Brown, 2014; Uyar and Kuzey, 2013; Horioka
and Terada, 2013; Islam, 2012). Little or no research has been done in African countries
especially South Africa. The purpose of this study is to investigate the determinants of cash
holdings of the JSE listed non-financial companies.
But why do companies hold cash? Several studies in the US, and of late, in Europe, Asia and
a few developing countries have focused on corporate cash holdings based on the following
theories; the trade-off theory (Myers, 1977), the pecking order theory (Myers and Majluf,

1984) and the free cash flow theory. Although there has been a number of cash holding
studies (Kim et al., 1998; Pinkowitz and Williamson, 2001; Opler et al., 1999; Bates et al.,
2009; Ferreira and Vilela, 2004 and Hardin et al., 2009), we are not aware of any study
targeting cash-holding determinants in Africa, a continent with high growth potential. This
study attempts to address that gap and to encourage further research on the determinants of
cash holdings for the firms operating in this developing continent albeit in South Africa. This
study should extend existing financial literature by adding empirical evidence from a growth
geared African country into the ongoing discussion of corporate cash holdings.
PROBLEM STATEMENT
Corporate policies regarding cash and cash equivalents such as marketable securities have
significant importance in the finance theory and applied corporate world (Ali and Yousaf,
2013). Managers are expected to hold an optimal level of cash that will enhance shareholder
value. With corporate cash holding on the rise, there is a need to know at what levels does
cash holdings become detrimental to corporate value. Users of financial information should
be able to understand the reasons why a particular firm is holding cash and whether it is in the
best interest of the shareholders or not. Studies in the US, Europe and Asia had identified the
following as determinants of corporate cash holdings; firm size, growth opportunities, liquid
asset substitutes, capital expenditure, leverage, cash flows and dividend payments (Pinkowitz,
Stulz and Williamson, 2014; Fischer, Marsh and Brown, 2014; Uyar and Kuzey, 2013;
Horioka and Terada, 2013; Islam, 2012). Although much study has been done on the
determinants of corporate cash holding, little literature are available especially from the
context of South African retail industry. Hence, this study undertakes to investigate the
determinants of corporate cash holding in the South African retail industry.
AIM OF STUDY
The aim of this study is to evaluate the determinants of corporate cash holdings among South
African Retail Firms.
RESEARCH HYPOTHESIS
1. Hypothesis 1: Cash holdings are negatively related to firm size
2. Hypothesis 2: Cash holdings are negatively related to leverage
3. Hypothesis 3: Cash holdings are positively related to Investment opportunities
4. Hypothesis 4: Cash holdings are negatively related to liquid asset substitutes
5. Hypothesis 5: Cash holdings are negatively related to capital expenditure
LITERATURE REVIEW
Introduction
Recent studies (Faulkender and Wang, 2006; Dittmar and Mahrt-Smith, 2007) have
holds is actually less than one dollar. Daher (2010) argues that underlying these finding is the
assumption that excess cash conceals the benefits of externally sourced funds as the
monitoring tool as well as allowing managers to extract personal benefits. Be that as it may,
recent studies have provided empirical evidence of an increasing trend in the cash holdings

for US firms (Bates, Kahle and Stulz, 2009) and for European Union (EU) firms (Ferreira and
Vilela, 2004).
In perfect markets with no information asymmetry, taxes and agency and/or transaction costs,
companies have no need to hold cash as there are no benefits or costs of allocating cash.
When internal cash held by the firm is not sufficient to meet the needs, the firm can obtain
external financing at fair prices that do not compromise growth and investment (Gomes,
2012). In such a frictionless world, cash holding would have no effect on firm value () nor on
shareholder wealth (Opler et al., 2001). Markets are however imperfect and these
imperfections cause external financing to be more expensive than internal resources.
Therefore in the real world of imperfect markets, corporate cash holding is a strategic
component of the corporate capital structure.
As highlighted by Gomes, 2012, empirical literature has focused greatly on the determinants
of corporate cash holdings. These include US firms (Dittmar and Mahrt-Smith, 2007;
Mansi and Maxwell, 2008; Opler, Pimkowitz, Stulz and Williamson, 1999); UK setting
(Ozkan and Ozkan, 2004; Al-Najjar and Belghitar, 2011); European single countries (Bigelli
and Sanchez-Vidal, 2012 - Italian firms; Bruinshoofd and Kool, 2004 - Dutch firms; Deloof
2001 - Belgian firms; Drobetz and Gruninger, 2007 - Swiss non-financial firms; GarciaTeruel and Martinez Solano, 2008 Spanish firms); EU firms (Ferreira and Vilela, 2004; Pal
and Ferrando, 2010) and cross-country comparisons (Al-Najjar, 2012; Dittmar, Mahrt-Smith
and Servaes, 2003; Guney, Ozkan and Ozkan, 2007; Pinkowitz and Williamson 2001;
Ramirez and Tadesse, 2009). Studies have examined the trade-off theory, perking order
theory, the agency theory and motives of holding cash in trying to gauge the optimal level of
cash holding.
In the next section, we begin to expound the three theories of cash holdings that have been
used to explain the pattern of cash holdings across various industries. The same theories are
expected to be relevant even to the retail industry.
THEORETICAL GROUNDING
Trade off theory
According to Afza & Adna (2007), management with a focus to maximise shareholder wealth
should aim to achieve an optimal cash holding level by weighting the marginal benefits and
marginal costs of holding cash. Opler et al. (1999) as well as Ferreira and Vilela (2004)
explains two fundamental motives that make cash-holding beneficial. Firstly, the transaction
motive reasons that firms will retain cash in order to minimise the transaction costs that are
normally incurred in raising funds as well as to avoid having to liquidate assets to make
paym
funds and this reduces costs (Ferreira and Vilela, 2004). Lastly, the precautionary motive is
when a firm hoards cash in anticipation of turbulent times, when financial markets may not
be an attractive source of funding for growth (Myers and Majluf, 2004). This motive pushes

smaller firms that have riskier cash flows and firms with good opportunities for investment
and growth to hold more cash (Kim, Kim and Woods, 2010). Holding more cash, however,
comes with a price as firms have to pay a liquidity premium in the form of the lower rate of
return generated by these stored liquid assets. Shah (2012) posits that the main cost of
holding cash is the opportunity cost of capital invested in liquid assets. Firms that hold cash
incur opportunity costs, such as forfeited profitable investments (Ferreira and Vilela, 2004).
The Pecking order theory
The pecking order theory of Myers and Majluf (1984) refutes the existence of an optimal
cash level. Rather they envisage that the existence of asymmetric information between firms
and capital markets makes external funds more expensive for firms and thus incentivizes the
holding of cash. To avoid these costs, firms will opt to use internal resources to finance
investments before tuning to safe debt and risky debt and lastly, if needs be, equity (Ferreira
and Vilela, 2004). This order of financing was also found in the survey by Myers (2003) and
is supported Demir, Seref Kalayci and Ismail Celik (2007), and Chikashi Tjuji (2011). Key to
this theory is the presence of asymmetric information which implies that management has
more information that the external stakeholders. This makes external financing more
expensive than internal sources as the less informed stakeholders would want to be
compensated for the risk of not having equal information. Against this backdrop, managers
with a mandate to increase shareholder wealth would prefer to finance their new investment
projects in this order, firstly with internal resources, secondly with cheap debt and lastly with
equity. Cash holding is thus a result of the different financing and investment decisions
suggested by the pecking order of finance (Dittmar, Mahrt-Smith and Servaes, 2003).
The Free cash flow theory
In financial management, the agency theory addresses the problems that often arise between
the principal (shareholders) and the agent (management). The agent has the duty to act and
wealth and maximising management remuneration. Another conflict arises when the principal
and the agent have contrasting risk outlooks (Th
conflicts occur when actual decisions of managers are out of control of shareholders because
they are difficult and expensive to verify. In the second situation, when judgements of risk
are diverse seriously, shareholders and managers cannot be unanimous how to settle the
conclusion that as regarding corporate cash holdings, the agency theory include two
suppositions: a) the free cash flow hypothesis b) the risk-reduction hypothesis.
Free cash flow hypothesis
The free cash flow hypothesis by Jensen (1986) objects to the existence of a target cash level.
According to Harford (1999), corporate cash holdings are perceived as free cash flows since
free cash flow hypothesis thus envisages that managers are more inclined to stock up cash as
it increases the amount of assets under their control. This in turn affords them more

unrestricted investment prerogative. With a stockpile of cash, managers can easily avoid the
capital markets and do not have to comply with their transparency requirements regarding
possible investments (Ferreira and Vilela, 200
lavish spending on luxurious offices and unjustifiable mergers and acquisitions. Hence,
excess cash can create overinvestment problems because they may be used to fund negative
53). This agrees with Dittmar and Mahrtnotion that shareholders ascribe an inferior value to a marginal dollar of cash reserves when
there is a greater probability for agency problems in a firm.
Risk-reduction hypothesis
While the free cash flow hypothesis has received fear coverage in the agency theory
literature, only a few researchers have focussed on the risk reduction hypothesis namely
Opler et al. (1999), and Zhenxu Tong (2006). The risk reduction hypothesis addresses the
conflict that might occur when management and the shareholders have different risk attitudes.
-free investments, a risk-averse and selfinterested CEO can allocate more firm assets to corporate cash holdings to reduce firm risk at
the expense of giving up some positive NPV but risky projects, which is not beneficial to

ESO risk incentives were holding more cash reserves confirming the hypothesis that riskaverse and self-seeking managers will channel company assets to cash holdings with the
effect of reducing firm risk in a fashion that is detrimental to the shareholders.
MOTIVES OF HOLDING CASH
Further to the above theories, there are various other motives that influence firms to hold
cash. The most outstanding, in literature, of these are the transaction motive, the
precautionary motive and the tax motive. These are discussed below.
The transaction motive
The transaction motive is a classic model for optimal demand for cash which gained
popularity in the 60s with the major proponents being Miller and Orr (1966).The reasoning
behind this motive is that in a case where a firm does not have cash to meet its financial
obligations or to invest in lucrative projects, the firm either has to approach the financial
markets or dispose noncash financial assets to raise the finance needed. The cash needed to
make these payments is the optimal demand for cash. Unfortunately, these fund-raising
transactions oftentimes incur significant costs (Bates et al., 2009). Saddour (2006), states that
in a world of imperfect markets a firm can circumvent transaction costs by increasing its cash
holding.

The precautionary motive
Firms tend to retain more cash if they anticipate future cash flows to be volatile and access to
capital markets to be costly (Bates et al, 2009). According to Mikkelson and Patch (2003), if
future cash flows are expected to be volatile firms will increase their cash holding as a way of
hedging against the future uncertainty. These differential cash holdings are known in
literature as precautionary cash holdings. Evidence by Almeida, Campello and Weisbach
(2004) suggest that the precautionary motive is largely relevant to financially distressed firms
and Weisbach, 2004: 1778). Ham and Qui (2006) extend the study of Almeda et al (2004) by
primary aim is to maximise the present value of dividend payshort of ways of diversifying from future cash flows uncertainty and have to choose between
current and future investments (i.e. there is an intertemporal trade-off between current
investments and future investments). Thus the limitation in diversifying from future cash
flows uncertainty and the resulting intertemporal trade-off between present and future
investments are seen as the drivers of precautionary cash holdings. Han and Qui (2007)
concur with the findings of Almeida et al. (2004) in that financially unconstrained firms do
not have precautionary motives of holding cash. Rather they find that distressed firms are
unable to commit to future investments without cutting back on current investments as they
have depleted their external financing resources. Therefore the precautionary motive of cash
holding results in a direct relationship between cash flow volatility and cash holdings and an
ent investments and cash flow volatility for financially
Campello (2007) posited that if there is a low correlation between operating income and
growth opportunities, firms would rather hoard more cash than to pay off debt.
The tax motive
While the transaction motives and the precautionary motives have largely been cited in
empirical literature to be driving corporate cash holdings, Hartzell, Titman and Twite (2005)
found evidence that the cash holdings by US transnational firms were in part influenced by
the repatriation taxes. The US imposes taxes on the income earned by the foreign operations
of local firms, although they award tax credits for the foreign taxes paid by the foreign
operations. In this study, Hartzell et al. found that US firms with foreign subsidiaries tend to
hold the cash earned in the foreign subsidiaries to avoid taxes upon repatriation. These
overseas subsidiaries will use their earnings to invest in profitable projects with the remainder
of the earnings being kept as cash reserves. Foley, Hartzell, Titman and Twite (2007) found
that firms exposed to greater tax burdens on repatriated earnings will hold more cash. While
countries, the South African tax laws are different.

RESEARCH HYPOTHESIS: THE DETERMINANTS OF CASH HOLDING
Firm size
Larger firms are more likely to hold less cash than smaller firms as they have easier and
cheaper access to capital markets and as such minimal borrowing constraints when compared
to smaller firms (Ozkan and Ozkan, 2004). This agrees with the trade-off theory that predicts
a negative relationship between firm size and the corporate cash holding.
There is considerable literature that upholds this negative relationship between firm size and
cash-holding level. In a study focussing on spin(2008) found the same negative relationship, as did Harford et al. (2008) and Bates et al.
(2009). Based on these theoretical and empirical findings, we hypothesize a negative
relationship between size and cash holdings. In this study, firm size is measured using the
natural logarithm of total assets (TA). The logarithm is chosen in order to reduce the
significant asset variance across the retail firms (J. Kim et al., 2011).
H1: Cash holdings are negatively related to firm size
Leverage
Both the trade-off and the pecking order theories envisage a negative relationship between
cash holdings and leverage. Bates et al. (2009) and Ferreira & Vilela (2004) concur with
Opler et al. 1999) that firms with high debt ratios have low cash reserves as they have to pay
out their outstanding debts. Highly levered firms are likely to hold less cash as they are more
subject to monitoring by the capital markets to prevent unfettered management discretion
Ferreira and Vilela (2004). This negative relationship has been supported by Bates et al.
(2008) and Hardin et al. (2009). On the strength of these theoretical
and empirical findings, we hypothesize a negative relationship between cash holding level
and leverage.
H2: Cash holdings are negatively related to leverage
Investment opportunities
Pinkowitz and Williamson (2007) found that cash is more valuable for firms with greater and
more volatile investment opportunities. As such firms with valuable growth opportunities are
more likely to demand greater funds in the future to finance these inv
al., 2008). Unfortunately these firms operate in opaque informational environments and this
asymmetry pushes up the cost of external funding. While the escalation of the cost of external
financing increases the probability of missing out on profitable investment opportunities,
holding liquid assets , like cash, allows firms to exploit profitable opportunities whenever
they arise (Hardin et al., 2009). Consequently, firms with higher investment opportunities
will hold larger amounts of cash to reduce the likelihood of giving up on these lucrative
opportunities. The precautionary motive theory also supports the notion that there is a
positive relationship between investment opportunities and cash holdings as firms with more
investment opportunities will hold onto more cash because adverse shocks and financial

distress are dearer to them than to firms with fewer investment opportunities (Bates et al.,
2009). Complimentary arguments of this relationship were raised by Ozkan and Ozkan
(2004), while empirical studies (Bates et al., 2009; Ferreira and Vilela, 2004; Hardin et al.,
2009) confirm the positive relationship between investment opportunities and cash holdings.
We thus hypothesize a positive relationship between investment opportunities and cash
holdings in restaurant firms.
Market-to
H3: There is a positive relationship between cash holdings and investment
opportunities
Liquid asset substitute
While the pecking order theory posits that there is no relationship between cash holding
levels and liquid asset substitutes, the trade-off theory predicts a negative relationship
between two variables. Liquid asset substitute can easily be turned into cash more cheaply
than any other asset (Ozkan and Ozkan, 2004), hence the more liquid asset substitutes a firm
has the lower its cash reserves. Essentially these non-cash liquid assets can be treated as
substitutes for cash (Bates et al., 2009) and firms with plenty of these liquid asset substitutes
can rely on them instead of capital markets (Ozkan and Ozkan, 2004). J Kim et al. (2011),
Hardin et al. (2009) and Ferreira and Vilela, (2004) provide empirical evidence that liquid
asset substitutes have a negative r
hypothesize that there is a negative relationship between liquidity and cash holdings of retail
firms in South Africa. Like previous studies (J. Kim et al. (2011), Hardin et al. (2009) and
Ozkan and Ozkan (2004), this study uses the ratio of net working capital minus cash to total
H4: There is negative relationship between cash holdings and liquid asset
substitutes
Capital expenditure
Kim et al. (2011) found that firms with greater capital expenditures hold less cash. Bates et
al. (2009) argued that an increase in capital expenditures leads to lower cash holdings as
improvements made through the capital expenditures can be used as collateral when
borrowing. This negative relationship concurs with the pecking order theory that says capital
-off theory however suggest a positive relationship
since firms with high capital expenditure are likely to hold cash as a buffer against
transaction costs that arise from using external capital. Taking sides with the perking order
theory as well as empirical findings a negative relationship between cash holding level and
capital expenditure is hypothesized. Again this study like Bates et al. (2009) and Kim et al.
total assets.

H5: There is a negative relationship between cash holdings and capital
expenditure

METHODOLOGY
Research design
In order to understand the determinants of corporate cash holding from theoretical and
empirical evidence, this study used a quantitative research method. Like other studies before
(J. Kim et al., 2010; Ozkan and Ozkan, 2004 and Ferreira and Vilela, 2004) we use panel data
analyses to test the relationship between cash holding level and its determinants.
Population and Sampling
The population of this study is made up of the retail firms listed on the Johannesburg Stock
Exchange (JSE). There are 26 listed retail firms. The sample consists of 10 randomly selected
retail firms of the 26 listed retail firms on the Johannesburg Stock Exchange (JSE). As the 10
firms were a random sample of the retail firms listed on the JSE, it can be assumed that they
are representative of the entire population.
Data Collection
The data for the variables used in the study were collected from annual reports available on
opportunities, was collected from Inet BFA. A panel data of year 2009-2014 was used for the
empirical testing of the hypothesis discussed under the literature review section.
Data Analysis
Following Shah (2012) and Islam (2012), the study used the multiple regression analysis to
conduct data analysis.
ANALYSIS AND DISCUSSION
Multiple Regression Analysis
Multiple regression analysis was utilised to measure the influence of the explanatory
variables on the dependent variables (see Appendix 1 and 2). The results are presented in
table 4.1 below.
Table 4.1
Const
Size
Lev
MTV
Liqasset
Capex

Coefficient
1.0275
-0.225124
-0.00573302
-0.00882373
-0.00920737
0.0142554

Std. Error
0.340755
0.0933331
0.0259686
0.00887469
0.0731819
0.0191407

t-ratio
3.0154
-2.4120
-0.2208
-0.9943
-0.1258
0.7448

p-value
0.00421
0.02000
0.82627
0.32541
0.90044
0.46028

***
**

Table 4.1 shows that of all the explanatory variables, only Size has a significant influence on
Cash holding. The hypothesised relationships are found to be valid for Size, Lev and Liqasset
but an opposite relationship is found for MTV and Capex.

The observed relationship can be expressed as:

Mean dependent var
Sum squared resid
R-squared
F(14, 45)
Log-likelihood
Schwarz criterion
Rho

0.135341
0.263887
0.672700
6.606310
77.66106
-93.90696
0.046411

Table 4.2
S.D. dependent var
S.E. of regression
Adjusted R-squared
P-value(F)
Akaike criterion
Hannan-Quinn
Durbin-Watson

0.116899
0.076578
0.570873
5.45e-07
-125.3221
-113.0339
1.661991

Test for differing group intercepts Null hypothesis: The groups have a common intercept
Test statistic: F (9, 45) = 5.84965
with p-value = P (F (9, 45) > 5.84965) = 2.28132e-005
Test for normality of residual Null hypothesis: error is normally distributed
Test statistic: Chi-square (2) = 1.1866
with p-value = 0.552501
The adjusted R-squared value shows that about 57% variation in cash holding levels is
explained by the variations in the five variables; firm size, leverage, investment opportunities,
liquid asset substitutes and capital expenditure.
The analysis find that only firm size had a significant negative relationship with cash
holdings confirming the trade-off theory as well as Ozkan and Ozkan (2004) who posits that
larger firms have easier and cheaper access to capital markets and as such faces minimal
borrowing constraints. These larger firms will thus hold less cash than smaller firms as they
can get cash easily and cheaply elsewhere. Leverage, Investment opportunities, liquid asset
substitutes and capital expenditure have no significant influence on cash holding levels.
CONCLUSION, LIMITATIONS AND RECOMMENDATIONS
Conclusion
This study concludes that the major determinant of corporate cash holding in the JSE listed
retail firms is firm size. The other four variables (leverage, investment opportunities, liquid
asset substitutes and capital expenditure) do not show any significant influence on cash
holdings. The studied variables explain 57% of the variation in cash holdings, while the
remaining 43% variation is owing to unknown factors that were not studied in this study.

The study seems to support the trade-off theory of holding cash since smaller firms will hold
more cash either as a precautionary and transaction motive.
Limitations
This study only focuses on a sample of South African retail firms and such the findings can
only be generalised to retail firms similar to the ones used in the study. The sample size of 10
firms is also very small.
Recommendations
Future research should look at other sectors other than the retail industry.
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