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Abstract: This paper contributes that existing knowledgeby augmented the model proposed by alameda et al 

with the variable of cash flow volatility and diversification. The panel data analysis revealed that Pakistani 

firms are highly dependent on cash and hold more cash out of their operational cash flow. Further cash flow 

volatility has proven to be insignificant contributor of higher cash flow by Pakistani firms in the presence of 

diversification. The interactive dummy of diversification exhibits a negative significant coefficient indicating 

that diversified firms hold less cash out of their cash flow and thus do not need huge cash holding. 

 

I. Introduction 
The liquidity preference approach in Keynesian theory deals with the demand of liquid assets such as 

cash. According to Keynesian theory, a lot of attention is paid to the precautionary motive, which studies the 

behavior of people when it comes to saving resources such as money. The goal of this theory is to find the cash 

balance that can further be divided into active cash balance and idle cash balance. There were two other motives 

that Keynes identified when he studied the motives which drive firms to hold cash. When a firm holds cash, it 

doesn’t need to access external sources of finance to complete transactions. Secondly, the precautionary motives 

helps in saving money that can be useful when unforeseen circumstances take place.  

According to Fisher separation theorem, the main objective of any firm is to maximize its present value. There 

are three opinions on investment that counter this theorem. The first one is how the investment decisions of a 

firm are different from those of the owner. The second is the differences in financing decisions of the firm and 

its owners. And the third is that there is not much befit of using mix methods to finance firm investments. 

Therefore, it can be said that the available market opportunities determine how the business is run. The firms 

finance and dividend payment decisions aren’t significant determinants of how a firm is run. The strength of the 

impact of cash flow volatility on cash holdings is determined by the financial constraints of the firm.  

Cash flows are also affected by investment opportunities. An inverse correlation was determined between 

investment and precautionary demand, in a study conducted by Duchin (2007). Cash held with the precautionary 

motive can be used to provide a firm with liquidity and help a firm during uncertain situations, especially those 

related to external finance. 

 

II. Literature review 
Cash is the most liquid asset and Keynesian theory deals with the demand of liquid assets such as cash 

in its liquidity preference approach. Cash management can be divided into three motives which include 

Speculative motive, Precautionary motive,and Transactionmotive. These three motives are the factors that affect 

the demand for cash. In Keynesian theory, precautionary motive is given a lot of consideration and is related to 

the desire to save, resources or money. The idea it to obtain cash in a reliable but less costly manner so that it 

can be reimbursed conveniently when the time comes. Nguyen (2005) found that the cash balance held with a 

precautionary motive reduced the instability offirm’s earnings, which is also one way of measuring risk of a 

firm. The aim of the theory is to reach the cash a balance which will be divided into two kinds even further: the 

active and idle cash balances.  

The active cash balance is implied for demand for the precautionary and transaction motive because the 

demand for cash under these motives is very active. Speculative motive lies under idle cash balance because this 

cash is only needed under uncertain circumstances and the demand for cash is not high. According to Keynes, as 

opposed to Fisher, the demand for money is not the amount of money that people are currently holding. Instead, 

it is the amount of money that people want to hold.  

The Fisher SeparationTheorem is based on the main objective of a firms is to maximize its 

PVirrespective of owner preferences. There are three counter opinions that this theorem faces. The first one is 

about how the investment decisions of a firm and the owners differ. Similarly, the second counter opinion is 

about the difference in financing decisions of the owners and the firm itself. And the last is that mix methods of 

financing are of not much use when it comes to investments for a firm. Therefore, it can be concluded that the 

running of the firm depends less on its finance and dividend payment decisions, and more on the market 

opportunities available.  
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The Fisher theorem complements the perfect market concept very well because in that case, managers are more 

focused on designing investment strategies that increase the profits of the firm. It was observed in another study 

investment and consumption decisions of consumers remain independent in perfect capital markets.  

The decisions for optimumcash holdings and short term investments are made founded on the exchange between 

cash holdings and short term investments. It was predicted by Kim et al. (1998) that firms that are financially 

unconstrained and hold extra cash earn less marginal returns on their short term investment as compared to the 

risk free rate. Therefore, such a firm tends to hold more amounts of cash, while financially constrained firms 

hold no cash.  

Low information asymmetry is necessary for high firm value. The opinion of Opler et al. (1999) was 

that cash flow and the volatility of cash flow have large impacts on the amount of cash a firm holds. It was 

found that more cash holdings result from high cash flows. In the same manner, more cash holdings are present 

in firms which have more cash flow volatility, because of the precautionary motive. 

It was indicated in the work of Almeida et al. (2004) that constrained firms tend to exhibit more cash to 

cash flow sensitivity when compared to unconstrained firms. Acharya elaborated the study further in 2006 and 

added that investment opportunities as a factor that also affects cash flow. The correlation between the two was 

found to be inverse. The relation was then taken to the money demand perspective and according to the results 

better investments take place when external funds are accessed but at the same time, the precautionary motive 

for holding cash is for very minute value. However, when risks of operating and investing are high, the 

precautionary demand for holding cash plays an important role in saving cash. Asymmetric information also 

plays a significant role in determining cash holdings.  

The elements of corporate cash holdings were studied by Ferreira and Vilela (2004) and it was found 

that more investment opportunities led to more cash being held and hence more cash flows. However, cash 

holdings are affected negatively by firm size, leverage and liquidity of assets. Dittmar (2003) studied how 

important corporate governance was in defining the cash flows of a firm. Hofmann (2006) studied how non-

financial firms are affected by corporate cash holdings. He proposed that factors that determine corporate cash 

holdings include cash flow variability, dividend payments and growth opportunities. It was found that dividend 

payments are inversely proportional to holdings of cash. 

 

III. Methodology 
Sample: 

Our sample out of 150 firms includes 24 firms because that meet regarding criteria and the data of the 

different variables used in the study is available throughout the sample period. These 24 firms were taken for 

research paper was also listed in Karachi stock exchange (KSE-100index) in Pakistan.  

 

Data: 

The data for the study obtained from analyzed balance sheet published by SBP and annual report of 

sample firms. The estimation period from 2006 to 2010 the period is rohbust because during this period 

Pakistani economy has experienced almost every face of economic cycle. 

 

Regression Model: 

For the study we will assumption Almedia et al. (2004) model with Diversification variables. The base 

line regression model as follow: 

(Cash holding)i,t= α+ β1(cash flow)i,t +β2(liquidity,)i,t +β3(leverage,)i,t +β4(bdebt)i,t +β5(mbr)i,t + β6(size)i,t + 

β7(volt)i,t +β8(div)i,t +β9(dver)i,t + +β10(dvercf)i,t Ei,t 

Where, bdebt= bank debt, mbr= market to book ratio, volt= variability, div= dividend, dver= diversification, 

dvercf= diversification cashflow, e= error term 

 

Variable Procedure: 

The cash holding is measured by cash to cash equivalents divided total assets minus cash.  “Cash flow” 

is the sum of earnings before interest tax and depreciation divided by total assets minus cash. “Liquidity” is the 

amount of current asset minus current liabilities and cash dividing by total assets. “Leverage” is the sum of total 

debts divide by total assets. The “bank debt” is the difference of total bank borrowings from total debt. The 

“mbr” is the ratio of book value of total assets minus the book value of total equity plus the market value of 

equity to book value of assets. “Size” the size of the firms as taken control variable, size is the natural log of 

total assets prices from 2006 to 2010.  “Dividend” the total amount of dividend divided by total assets minus 

total cash. For “diversification” the diversified firms are equals to one and singular firms are equals to zero. 

Dummy “diversification cash flow” (dvercf) it is the interacted dummy of diversification multiplied by cash 

flow. 
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Panel Data Regression Model: 

We will estimate common effect model. The Cf model will be: 

 

Common Effect Model:    

The simple assumption of this model is homogeneity of cross-sectional units. We estimate the following 

common effect model: 

(Cash holding)i,t= α+ β1(cf)i,t +β2(liq)i,t +β3(lev)i,t +β4(bdebt)i,t +β5(mbr)i,t + β6(size)i,t + β7(volt)i,t +β8(div)i,t 

+β9(dver)i,t + +β10(dvercf)i,t Ei,t 

However due to the serious disadvantage of simplistic homogeneity, we might not be able to produce 

generalizable results using common effect model. 

 

FE Model: 

FE isa commandingpane data estimation technique it is for heterogeneity by incorporating a unique 

interest of every cross-sectional unit. The following fixed effect model will: 

(cash holding)i,t= α+ β1(cf)i,t +β2(liq)i,t +β3(lev)i,t +β4(bdebt)i,t +β5(mbr)i,t + β6(size)i,t + β7(volt)i,t +β8(div)i,t 

+β9(dver)i,t + +β10(dvercf)i,t Ei,t 

 

Heteroskedasticity Test: 

Sometimes due to the large observation and limited time of period, the problem of heteroskedasticity 

occurs. In order to deduct the data where is heteroskedasticity or not, we will conduct Bausch/Phagan test for 

heteroskedasticity under the following hypothesis: 

Ho: The data is not heteroskedasticity. 

H1: The data is heteroskedasticity 

The P value of 0.05 or less will indicate that data is having the problem is heteroskedasticity. In this case we will 

conduct the test rohbust standard error. 

 

Housman Tests: 

Sometimes fixed effect and common effect model may give us difference result thus in order to select the best 

model that can provide us with rohbust and generalizable results, we will conduct Housman test under the 

following hypothesis: 

H1: Fixed effect result is accepted. 

Ho: Common effect result is accepted. 

 

IV. Results and Discussion: 
Table 1 

 

Descriptive statistics indicates 110 firms’ observations for every variable of the study. The means scores of cash 

holding is 5% while cash flow is about 16%. 6% of our firm’s diversified and interactive dummy has a mean 

score of 11.1%. The statistics shed like on the fact that when diversification interacts with Cash flow the 

relationship tends to be negative. 
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Correlation Matrix 

Table 2 represents the Correlation matrix use in the study 

 
The correlation matrix indicates that there is no momentous correlation amount or independent variable, thus 

our model will not victim of multicollinearity. 

 

Regression Results 

We begin our analysis by estimating common effect model with standard errors. 

Appendix 

 
 

The result indicate that a positive significant for Cash flow, positive significant for diversification. The results 

however assume homogeneity of the cross sectional variable also we have not checked our data for 

heteroskedasticity. To test for heteroskedasticity we conducted heteroskedasticity test whose results are as 

follows 

 
The heteroskedasticity test clearly indicates that our data is heteroskedasticity (P value 0.00<0.05). Thus from 

onwards we conduct all the test using robust standard errors. 
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Table 3 

Common effect 

 
Fixed effect  

 
Random effect 

 
 

 

Table 3 indicates the result of common, fixed and random effect model will robust standard error. The variable 

of cash flow and diversification have positive significant impact on cash holdings, while the coefficient of 

leverage and diversification cash flow have negative significant on cash holdings. However as indicate earlier 

common effect model has over simplistic assumption thus its result cannot be generalized. 

The Fixed effect model carried under robust standard error indicates positive significant coefficient for cash 

flow and market book ratio, however the interactive dummy has insignificant impact on cash holding. The 

random effect model indicates a positive significant coefficient for cash flow and diversification and negative 

significant for interactive dummy diversification cash flow (Dvrcf). 

The results shows that both FE and RF model has disagree on results. Therefore in order to select 

model for our study we will conduct random effect model whose results are given below. The houseman test 

reveals a P value of 0.995 that indicates that we will accept the result of RF model. The RF model indicates that 

cash flow has positive significant coefficient. 

This result is aplacement with the results of Almedia et al. (2004). A positive momentous coefficient 

cash flow indicates that Pakistani firms hold more cash out of their operational cashflows. This heavy reliance 

on cash indicates that Pakistani firms use cash holdings for their investment and precautionary needs. This result 

is an alignment with the findings of Fazzari 1988 and can be safely said that Pakistani firms invest in positive 

NPV projects from their internal funds. 

The coefficient for mean coefficient dummy is Positive and significant that indicates that diversified 

firms are also dependent on their cash holding. However the interactive dummy of diversification and cash 

holding indicates negative significant coefficient for cash holdings. This shows that diversified firms hold 

smaller amount cash from operational cash flows. 
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V. Conclusion 
In this research paper the result indicates that a positive significant coefficient for cash flow and 

diversification and negative significant for interactive dummy diversification cash flow. However the interactive 

dummy of diversification and cash holding indicates negative significant coefficient for cash holdings. The 

result shows that diversified firms hold less cash from operational cash flows. The results over all indicate that 

Pakistani firms are more cash reliant, they hold this cash for mainly two reasons that are precautionary and 

investment motives.. The reason for this is that they can obtain funds from markets at lower costs also they can 

obtain funds from sister organization and can invest in NPV projects. 
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