A Global Look into Drivers and Stock Market

Value of Corporate Cash
over the Recent Decade

Bank of Korea

17th April 2024

Kei-Ichiro INABA

2= 1CS

[ ]
School of International Corporate Strategy (ICS) j HHHHHHHHHHHH
Hitotsubashi University Business School S A



This study isin ...
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4 major topics in corporate cash research are:

1. Motivations of holding cash _ - ~

Today’s
2. Stock market value of cash reserves -

3. Cash holdings and corporate behaviours, such as payout
policy and productive capital investments

resentation
P Y

4. Optimal level of cash holdings



Passive equity investing is buoyant!

Market Cap. % shares of passive funds in the U.S
(%)

18
16 The data sources
are Sushko and
Turner (2018) for
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12 2019. The
interpolated values
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Passive equity investors are NOT interested in individual stocks
constituting the index in which they invest.
= = “Index effect”



Thinking about the corporate cash topics from a
perspective of passive equity investors has the

potential to contribute to the finance literature by
answering two questions..

1. Can the previous empirical findings be said of stock
indices across countries?

® A difference in summation: individual firms are
treated equally in firm-level data analyses, but...

2. What does the answer to Q1 imply?

Specifically, | take a perspective of passive equity
investors investing in a worldwide stock index fund.



From that perspective, Inaba (2021) investigated the
determinants of corporate cash.

“H ScienceDirect A

International Review of Financial Analysis

Supports open access

Corporate cash and governance: A global look into publicly-traded
companies’ aggregate cash ratios

[ conduct international panel-data regressions to investigate the determinants of cash holdings by publicly-traded
firms for 20 countries over the period 2007-2017. The precautionary, transaction-costs, and agency motives
explained ratios of the firms’ aggregate cash to their total assets. On the last motive, higher cash ratios were
associated with managers with worse ethical behavior, lower accountability, weaker investor protection, harsher
auditing and reporting standards, and greater potential to face holdup problems by lending banks. The agency
motive had a greater marginal impact than the precautionary and transaction-costs motives while having a
limited explanatory power over total variation in the cash ratios. 7



3 motivations for companies to hold cash

0. Cost of carry (CC)
O In my research,

CC = Estimated lost earnings — Interest income.
[0 Both are macroeconomic indicators on a real term.

1. Precautionary motives

OThis motive would be likely strengthened when a

company has difficulties in borrowing money and when
it is faced with uncertainty.

2. Transaction-costs motives.



3 motivations for companies to hold cash

3. Agency-problem motivations.
CIThis motivation is related to corporate governance.
v'A corporate manager with weak governance may
overlook a good investment opportunity and
scrimp on dividends, resulting in the increase in
cash reserves.
v’ Private consumption by a corporate manager
with weak governance will reduce cash reserves.



The findings of Inaba (2021)

As a result of country-level panel-data regressions for 20 countries
over the period 2007 -2017,

B Proxies for all the three motives are statistically significant
regressors.

v On the explanatory power,
CC > M(1) > M(2) > M(3)

v' On the marginal impact, the agency-problem motive was the
most powerful.

10



The findings of Inaba (2021)

B On the agency-problem motive,

higher cash ratios were associated with
managers with worse ethical behavior, lower
accountability, weaker investor protection,
harsher auditing and reporting standards, and
greater potential to face holdup problems by
lending banks.

11



A core suggestion of Inaba (2021)

Global stock index investors regarded the increase in

listed companies’ corporate cash being based upon
reasonable motivations.

&

Which positively or negatively does the stock market
evaluate increasing corporate cash?

[0 This question is the second topic in the corporate cash
literature.

12



My working paper

A Global Look into Corporate Cash Valued in Stock Indices over the
Recent Decade
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Abstract

By conducting international panel-data regressions to investigate the association between the total market
value of indexed companies and the book value of their cash holdings in 18 countries’ representative stock
indices over the period 2009-2019, | find that corporate cash was valued positively across countries. | also
find that this association strengthened in countries with better corporate governance and in those with
higher R&D investments. So did too the association strengthen in the United States (U.S.) index in
response to the increase in passive index funds. The association was more impactful in the U.S. stock index
than in Japan’s.

Keywords: Stock index: Cash holdings: Corporate cash value: Corporate governance: Precautionary motives

JEL Classification: G30: G32: G34



Corporate cash and corporate value

® Increasing cash due to precautionary and transaction-costs
motives are positive for corporate value.

® Increasing cash due to agency-problem motive is negative for
corporate value.

If the positive factors outdo the negative factors, then there
will be a positive association between stock price and cash
holdings.

® Bates et al. (2018) make firm-level analyses of U.S. listed non-
financial companies.

0 S1 of cash held by sample companies was valued at $S0.61 on
average in the stock market in the 1980s, and this market
valuation increased to $1.04 in the 1990s and up to $1.12 in
the 2000s. 14



Research design

A perspective of passive equity investors investing in a worldwide
stock index fund.

Listed companies’ Tobin’s average Qs are regressed onto cash
holdings and conventional stock price predictors.

18 countries stock market indexes over the period 2009-2019.
The frequency of data is annual. Mainly, end-of-year values are used.

Three steps:

® The baseline estimation is to make a country-level panel-data
regression of French & Fama’s (1998) stock price prediction model.

® 4 kinds of robustness checks.

® 4 kinds of extended analyses.
15



French & Fama (1998)

Stock prices can be predicted well by (i) past, present,
expected future values of (ii) profits, dividends, interest
payment, and R&D investments.

€ Without solid foundations of finance theories.

€ Great popularity due to high tractability and good
prediction capability.

16



My panel regression model
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My panel regression model

V/A
v The market value of total assets
A The book value of total assets
C Constant term
TT Linear time trend
R1Y One-year risk-free rate of interest
wif(V,; — V)/A} The future change in the dependent variable
YD 5011 Year dummy for 2011
YD 5016 Year dummy for 2016
YD 5017 Year dummy for 2017
w(CH/A) Cash-to-assets ratio

W{(CH-CH _; )/A}
W{(CH ,,—CH)/A}

Its change from the previous year
Its change within the subsequent one year

w(ll/A)
wi(r-I1_,)/A}
W{(/_I +1 —/7)/ A}

Profits in relation to (i.r.t) total assets
Its change from the previous year

Its change within the subsequent one year

w(PO/A)
w{(PO—PO _; )/A}
w{(PO .~ PO)/A}

Payouti.r.t. assets
Its change from the previous year
Its change within the subsequent one year

w(IP/A)
wi(lP—1P_;)/A}
w{(IP ;= IP)/A}

Interest payments i.r.t. assets
Its change from the previous year
Its change within the subsequent one year

w(ID/A)
w{(ID-ID _; )/A}
w{(ID ,;—ID)/A}

Interest-bearing debti.r.t. assets
Its change from the previous year

Its change within the subsequent one year

B Each country’s

financial sector and
regulated industries,
such as utilities and
telecommunications,
are excluded from its
stock market index.

B The weighted GLS

method. The fixed
effect model. White’s
standard errors.

B A panel cointegration

analysis is conducted
as a robustness check

18



The findings(D

In the global stock market, listed companies’ accumulating
more cash (CH), distributing more dividends (PO), and
enhancing the leverage (/D) were associated with the better
assessment of the companies’ value (V).

The more corporate cash, the greater the corporate value.

A suggestion:
global stock index investors interpret the increase in
listed companies’ corporate cash as being based
upon positive motivations, especially precautionary
motives, which outdid negative agency-problem

motives.
19



The findings@)

Drilling down this suggestion:

1. The positive association between stock price and
corporate cash was strengthened in countries with
better corporate governancegelle
Investments}
€ NEBCIMEEROEOERCIREE is prominent

especially when it is represented by the power of
shareholders over directors’ conducts and
judgement as well as the protection of property
rights.

20



The findings@)

Drilling down this suggestion:

| can add the following:
OO0 THA > JPN
O KOR=THA, KOR=IJPN

2. The positive association was more impactful in the

U.S.

and U.K. stock indices than in JPN, KOR, or THA.

UsS. JPN UK. KOR THA
80 25 19 12 14
# of obs. 840 294 186 114 172
Estimation method GLS GLS GLS GLS GLS I n t h e S e CO u n t ry-

Fixed chTgIcS

Yes (constant)

Yes (constant)

Yes (constant)

Yes (constant)

Yes (constant)

specific analyses,

gs & his gs & his gs &hs gs & hs 8s & his
WRIY -0.001 -0.000 -0.003 -0.002 0.276 D I stan d S fo r
[0.000] [0.705] [0.020] [0.459] [0.003] | n d ust r-y ty p e: &
’
WV - V)A} -0.038 -0.265 0.184 -0.303 -0.165
[0.678] [0.002] [0.114] [0.144] [0.074] D w stan d S fo r
. l,
w(CH/A) 0.040 0.011 0.044 0.018 0.028 N d ust ry | S
[0.000] [0.000] [0.031] [0.078] [0.011]
market cap.
w(l1/4) 0.090 0.015 0.011 -0.027 -0.034
[0.000] [0.068] [0.549] [0.095] [0.008] S h are | nt h e
w(PO/A) 0.179 0.315 0.158 ~0.140 0. 161 H
[0.000] [0.000] [0.004] \ [0.000] count ry In d ex.
w(IP/A) -0.006 ~0.132 -0.236 0.092
[0.918] [0.405] [0.036] [0.403]
w(ID/4) 0.025 0.022 0.04 0.029 K orea d Iscount
[0.000] [0.000] [0.000] [0.000] [0.702] £ 3
R, 0.975 0.991 0.993 0.986 0.836 f actor: 21




The findings@)

Drilling down this suggestion:

3. The positive association was strengthened in the U.S.
in response to an increase in passive index funds.
M A sign of “index effect.”
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Implications

Global stock index investors interpret the increase in listed
companies’ corporate cash being based upon positive motivations,
especially precautionary motives, which outdid negative agency-

problem motives.
® “Is such an interpretation reasonable?”

@ If No, the recent increase in corporate cash is a problem
v" In this case, prices of cash-rich country index have the risk of

decreasing in the future.
@ If YES, the recent increase in corporate cash is not a problem.

€ However, no can verify the answer without a criterion on the

optimal level of cash holdings.
23
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