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Board Characteristics, Political Connections, and 
Corporate Cash Holdings: The Role of Firm Size and 

Political Regime

Sabeeh Ullah1, Yasir Kamal2

Abstract

This paper examines the relationship of board characteristics with cash holding, and 
the interplay of political connections on this relationship. For this purpose, panel data of 
150 non-financial firms ranging from 2001 to 2014 are used. We document that board 
characteristics are important predictors of a firm’s cash holding in Pakistan. Theoretically, 
the findings mainly support agency theory. Consistent with prior studies, our empirical 
results show some statistical variations in large and small size sampled firms, and dictator 
and democratic regimes. Moreover, we investigate the interplay of political connections 
on the relationship of board characteristics and cash holding. Our findings support the 
complementary effect hypothesis. 
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1.	 Introduction

Agency theory (Jensen 1986; Stulz, 1990) suggests that massive cash holding leads 
to agency problem of free cash flow, because entrenched manager do not distribute 
massive cash holding among shareholders (Jensen, 1986; Dittmar, Mahrt-Smith, & 
Servaes, 2003). Moreover, as compared to physical assets, massive cash holding can 
more easily be used by managers for private benefits (Chen & Chuang, 2009). Bel-
ghitar and Khan (2013) found that any change in excess cash holding depends on a 
firm’s corporate governance structure. Prior studies tried to linked firm’s corporate 
governance with cash holding in international settings (Dittmar et al., 2003; Pinkow-
itz, Stulz, & Williamson, 2006; Harford, Mansi, & Maxwell, 2008). However, these 
studies have provided inconclusive evidence for the relationship between corporate 
governance and cash holding (Kuan, Li, & Liu, 2012). This inconsistency in the results 
are due to different business challenges and opportunities that a firm may face across 
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different industries and subsequently retains various levels of resources for managing 
these opportunities and challenges (Chen, 2008).

Empirical literature suggests that these business opportunities and challenges 
can also be handled by creating political connections. Political connections, allow 
connected firms to gain advantage from various governmental interferences, such as 
preferential access to government and private financing, lower tax rates, and bailout 
opportunities (Faccio, 2006; Claessens, Feijen, & Laeven, 2008; Wu, Wu, Zhou, & 
Wu, 2012; Goldman, Rocholl, & So, 2013). It has also been documented that polit-
ical connections becomes expensive due to rent-seeking by politician(s) (Aggarwal, 
Meschke, & Wang, 2012). Boubakri, Ghoul, and Saffar (2013) reported that due 
to close relationship of a politically connected firm and politician(s), the firm may 
fulfill political goals by using firm and their resources which ultimately contradicts 
profit and wealth maximization objectives of the firm. Moreover, Chaney, Faccio, 
and Parsley (2011) argued that political connections aggravate agency problem and 
reduce quality of corporate governance. Boubakri et al. (2013) found that with poor 
corporate governance, politically connected firms hold more cash, as cash is easier 
to extract (Caprio, Faccio, & McConnell, 2013). Therefore, entrenched managers 
use massive cash holding as a way of political extraction for pursuit of political goals 
(Boubakri et al., 2013). Contrary to this view, Feng and Johansson (2014) argued that 
due to good relationship with fellow politicians, politically connected firms have less 
fear of political extraction and thus hold more cash as compared to non-connected 
counterparts. The paper addressed these mixed issues in Pakistani context, by ana-
lyzing the relationship of Board characteristics with corporate cash holding and the 
moderating role of political connections and political environment in this relationship.

The paper makes several contributions to the existing literature. Firstly, the study 
checked the effect of Board characteristics on corporate cash holding in Pakistan. 
Prior researches conducted in developed and developing markets have mixed evi-
dences (Kuan et al., 2012). It merits a mention that, due to different financial and 
corporate governance structures in developing and developed markets, it is imperative 
to investigate the corporate governance mechanisms that might affect financial deci-
sions in developing countries (Shah, 2011; Al-Najjar, 2013; D’Espallier, Huybrechts, 
& Schoubben, 2013; Masood & Shah, 2014; Sun & Wang, 2016). Consistent with 
Agency theory, we found that Board Size (BSIZE) and Board Independence (BIND) 
have a significant and positive effect on cash holding. However, Non Executive Di-
rectors (NXD), Executive Directors (EXD), Board Meetings (BM) and Board Diversity 
(BDIV) have negative influence on cash holdings.

Secondly, recent literature suggests that despite corporate governance, political 
connections can be used by firms as a source for creation of value, because political 
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connections can provide favorable outcomes (Shen, Lin, & Wang, 2015), and can 
shape corporate financial policy by reducing precautionary motives of cash (Hill, Fuller, 
Kelly, & Washam, 2014). Accordingly, political connections may act as a complement 
for good corporate governance in terms of corporate cash holding. On the contrary, 
from an Agency cost perspective, politically connected firms stockpile more cash 
(Boubakri et al., 2013). Since liquid assets are easier to extract (Caprio et al., 2013), 
therefore entrenched manager use massive cash holding for political extraction and 
fulfillment of political goals (Boubakri et al., 2013), weakening the control functions 
of the board (You & Du, 2012) and hence affects the firm’s value negatively (Wu et 
al., 2012). Yeh, Shu, and Chiu (2013) also argued that in weak corporate governance, 
political connections can be used as a substitute for obtaining better firm perfor-
mance. Due to these inclusive results of political connections (Jackowicz, Kozłowski, 
& Mielcarz, 2014), its effect on corporate governance (Ding, Jia, Wu, & Zhang, 2014), 
and the joint effect of political connections and corporate governance are rarely being 
studied (Shen et al., 2015). Also, as reported by (Ding et al., 2014, p. 2), “most prior 
studies of political connections have left the effects of these connections on corpo-
rate governance unexamined”. Therefore, based on the mentioned arguments, this 
study for the first time offers evidence on the substitution or complementary effect 
of political connections on the relationship of Board characteristics with corporate 
cash holding in a country like Pakistan. The findings reveal that BIND, NXD, EXD, 
BM and BDIV support the complementary effect. 

Thirdly, this study makes a comparison of research findings based on firm size. 
Our results revealed statistical variations in sign and significance for all the variables 
except BM in large and small size sampled firms. Similarly, we also found some 
differences in substitution and complementary effects in these subsamples. Lastly, 
we make a comparison of research findings based on Dictatorship and Democratic 
regimes in which BSIZE, BIND, EXD, BM and BDIV were found to have variations 
in coefficients in both regimes. Furthermore, we also found complementary effects 
of political connections on board variables in Democratic regime sampled firms. 

The remaining part of the paper is arranged as follows. Section two discusses 
relevant literature and hypotheses development, section three illustrates the research 
design and methodology, section four provides the empirical findings, and section 
five provides conclusion and implications of the study. 

2.	 Literature Review 

In presence of perfect capital market, with zero transaction cost and no infor-
mation asymmetry, firms do not need to stockpile cash (Opler, Pinkowitz, Stulz, & 
Williamson, 1999; Bigelli & Sánchez-Vidal, 2012; Steijvers & Niskanen, 2013). Ac-
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cording to this view, in case of shortage of internal funds, external funds are raised 
with zero transaction cost and with no information asymmetry for investment and 
operating activities (Opler et al., 1999). However, in reality, market imperfection 
exists, due to which transaction costs and asymmetric information for raising funds 
matter. Earlier studies had given different explanations for firm’s stockpile of cash. 
Most obviously, Keynes (1936) outlines three motives of firms to hold cash, namely, 
transactions cost motive, speculative motive and precautionary motive. Under the 
transaction cost motive, due to costly external financing, firms hold more cash because 
of the transaction cost associated with external mode of financing and the existence 
of asymmetric information between investor and firm (Myers & Majluf, 1984), firms 
may prefer to hold more cash, especially firms with higher growth opportunities. For 
precautionary motive, firms may hold cash to satisfy sudden or unforeseen events 
without selling assets or raising external finance. 

Under the speculative motive, cash can easily be used for emerging opportunities 
and for earning returns on investment. Jensen (1986) also argued that firm’s cash 
holding can be used as a discretionary power over investment decisions. Instead of 
increasing shareholders wealth, managers may invest cash in projects that benefit their 
interests (Ferreira & Vilela, 2004). Dittmar et al. (2003) found that firms in weak 
shareholders’ protection countries hold double as much cash as compared to firms 
in countries with strong shareholders’ rights. Furthermore, the agency cost problem 
that arises due to inefficient use of excess cash holding increases with more control 
rights (Bebchuk & Roe, 1999), because excess control rights enable the controlling 
shareholder to extract benefits from the firm (Claessens, Djankov, Fan, & Lang, 2002). 
According to this view, self-interested managers try to hold massive liquidity, which 
would be limited by the shareholder for mitigating agency conflict (Boubakri et al., 
2013). In addition, a firm may establish a corporate governance mechanism to lessen 
agency conflict, because any surge or reduction in excess cash holdings depends on 
the structure of corporate governance (Belghitar & Khan, 2013). 

Based on agency theory, prior studies have tried to build the relationship between 
corporate governance mechanisms and cash holdings both in developing and devel-
oped markets, but the results of those studies are mixed and unable to give evidence 
that weak corporate governance is associated with massive cash holding (Kuan et al., 
2012). Similarly, prior literature also links corporate cash holding with firm’s politi-
cal connections and indicates that political connections can be used as a source for 
firms’ value. Moreover, political connections can shape corporate financial policy by 
reducing precautionary motives of cash (Hill et al., 2014) and benefit firms by giving 
easy access to external finance (Khwaja & Mian, 2005; Claessens et al., 2008; Shen et 
al., 2015). Under the agency cost view, politically connected firms hold more cash as 
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compared to their non-connected peers (Boubakri et al., 2013). Since liquid assets are 
easier to extract (Caprio et al., 2013); therefore, entrenched managers use massive cash 
holding as a mean of political extraction for achieving political goals (Boubakri et al., 
2013). On the other hand, due to good relationship with fellow politicians, politically 
connected firms have less fear of political extraction and therefore hold more cash. 

2.1 Board Size (BSIZE) and Cash Holdings

In corporate governance literature, findings of prior studies remain inconclusive 
about the BSIZE. For instance, researchers argued that larger BSIZE tends to be 
ineffective in decisions and has higher managerial cost (Al-Manaseer, Al-Hindawi, 
Al-Dahiyat, & Sartawi, 2012; Pathan, Skully, & Wickramanayake, 2007), poor corpo-
rate governance (Wasserman, 2003; Yermack, 1996) and is easier for CEO to control 
(Jensen, 1993). While other researchers argued that larger BSIZE tends to be more 
diversified in terms of background, expertise and resources (Dalton, Daily, Johnson, 
& Ellstrand, 1999; Haniffa & Hudaib, 2006), more effective in monitoring (Adams 
& Mehran, 2003; Harris & Raviv, 2008; Xie, Davidson, & DaDalt, 2003), protect-
ing shareholders interest (Adams & Mehran, 2003), and developing more external 
linkages (Dalton et al., 1999). Due to these conflicting arguments, we hypothesize 
the relationship as follows:

Hypothesis 1: The relationship between BSIZE and cash holdings is negative.

2.2 Board Independence (BIND) and Cash Holding

Prior empirical literature for the relationship of BIND and cash holding provides 
mixed evidence. Yammeesri and Herath (2010) argued that it is still inconclusive that 
whether independent director on the board effectively monitors management and 
enhances corporate value or not. Based on Opler et al.’s (1999) financial hierarchy 
theory; BIND is positively related to cash holding, as BIND reduces agency cost of 
cash holding by providing better shareholder protection. On the other hand, Ozkan 
and Ozkan (2004) argued that due to lower information asymmetry that arises through 
higher BIND, firms may be able to raise funds externally, as provider of external 
finance requires higher BIND (Johannisson & Huse, 2000). In this situation, there 
is no need to hold more cash and the relationship between BIND and cash holding 
is negative (Chen, 2008). Kusnadi (2011) also found similar results. However, studies 
conducted by (Harford et al., 2008; Kuan et al., 2012) found insignificant relationship 
between BIND and cash holding. Based on these empirical results, we hypothesize as:

Hypothesis 2: BIND has negatively affects corporate cash holdings.
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2.3 Executive Directors (EXD) and Cash Holding

In empirical literature, it is inconclusive whether adding an EXD to the corporate 
board entrench incumbent management teams or to enhance board effectiveness. 
From an Agency theory perspective, in order to maximize CEO welfare and entrench-
ment, influential CEOs select EXD on the board. As for their compensation, contin-
uous employment and private benefits derived from the firm, EXD are dependent 
on the CEO (Fee & Hadlock, 2004); most studies presume that EXD do not take 
a position in the boardroom that challenges the CEO. Agency theory also suggests 
that entrenched managers like to stockpile cash rather than to issue dividends to 
shareholders, which results in agency problem of free cash flow (Jensen & Meckling, 
1976; Dittmar et al., 2003). Based on these arguments, EXD are likely to favor stock-
pile of cash. On the contrary, the inclusion of EXD on the board can improve board 
effectiveness in decision making process, because EXD are an important source of 
firm’s related information (Fama & Jensen, 1983; Masulis & Mobbs, 2011). Similarly, 
the inclusion of EXD enhances board’s monitoring and advisory functions (Adams 
& Ferreira, 2007; Harris & Raviv, 2008), and shareholder wealth creation (Acharya, 
Myers, & Rajan, 2011). Based on these arguments, we hypothesize as:

Hypothesis 3: The relationship between EXD and cash holdings is positive.

2.4 Non Executive Directors (NXD) and Cash Holdings

It is generally believed that the presence of NXD on the board provides better 
governance. Fama and Jensen (1983) argued that NXD improve monitoring and reduce 
the conflict of interest between managers and shareholders. In a similar vein, Jensen 
and Meckling (1976) argued that representation of NXD on the board control the 
opportunistic behavior of management, maximizing shareholders interest and reducing 
agency cost. Accordingly, Lee and Lee (2009) argued that the presence of NXD on the 
board mitigate managerial entrenchment and expropriation of firm resources. They 
also found that the presence of NXD is negatively related to firm’s cash holding. On 
contrary, researchers also argued that due complex nature of firms, it is difficult for 
NXD to effectively monitor management (Estes, 1980). Accordingly, Lasfer (2002) 
indicate that large representation of NXD on the board results in high remuneration 
and coordination costs and delayed decision making in high growth firms. In addition, 
Sethi, Cunningham, and, Swanson (1979) argued that larger representation of NXD 
on the board may lead to ineffective board monitoring and create conflict of interest 
between the board and top management. From the study of SMEs’ in UK setting, 
(Belghitar & Khan, 2013) found an insignificant relation between representation 
of NXD and firm’s cash holding and argued that the mechanisms of NXD on the 
board are ineffective to mitigate free cash flow problems. Based on the arguments 
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mentioned, we hypothesize as:

Hypothesis 4: There is a negative relationship between NXD and cash holding.

2.5 Board Meetings (BM) and Cash Holdings

Aldamen, Duncan, Kelly, McNamara, and Nagel (2012) argued that board 
effectiveness can be increased by having frequent BM. Similarly, Zhang, Zhou, and 
Zhou (2007) argued that meeting frequency affects board effectiveness which in turn 
affects the quality of internal control. Additionally, with more frequent meetings, the 
boards have time to set strategies (Vafeas, 1999), and to work for the best interest of 
shareholders (Lipton & Lorsch, 1992). Alternatively, studies also documented that 
more frequent BM are not useful to enhance board effectiveness and control. Vafeas 
(1999) documented that frequent BM are costly for the firm because they consume 
management time and cause expenses in the form of travel and allowances. In addi-
tion, due to more frequent meetings, NXD are left with limited time for effectively 
monitoring management and sharing fruitful ideas among themselves (Jensen, 1993; 
Vafeas, 1999), which reduces board monitoring (Lipton & Lorsch, 1992). Based on 
these premises, we set our hypothesis as:

Hypothesis 5: The relationship between frequency of BM and cash holdings is negative.

2.6 Board Diversity (BDIV) and Cash Holdings

In prior literature, the relationship between BDIV and cash holding is incon-
clusive. For this, we formalize two alternative objective functions for board diversity, 
that is the precautionary and Agency cost motives of cash holding. From an agency 
cost perspective, the inclusion of female directors on the board benefits an organi-
zation by enhancing board effectiveness (Adams & Ferreira, 2009), and monitoring 
quality (Campbell & Mínguez-Vera, 2008). Thus, BDIV influences the effectiveness 
of the board and gives benefits to shareholders. As an effective board reduces the 
opportunistic behavior of the management by reducing agency cost of free cash flow 
(Boubaker, Derouiche, & Nguyen, 2013), and reduce the possibility of expropriation 
of firm resources (Hamzah & Zulkafli, 2014). Alternatively, from precautionary motive 
perspective, prior researchers documented that females are more risk averse (Levin, 
Snyder, & Chapman, 1988), and less confident in decisions (Dowling & Aribi, 2013) 
as compared to their male counterpart. Loukil and Yousfi (2016) argued that boards 
that have female directors do not make risky and challenging investments. Accordingly, 
Smith, Smith, and Verner (2006) report that in a more competitive environment, 
BDIV may experience more conflicts which in turn reduces the pace of decision 
making process despite the demand of quick response to the market shocks. Summing 
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up, due to risk averse and less confident nature of females, firms with gender diverse 
boards hold more cash (Loukil & Yousfi, 2016; Van Uytbergen & Schoubben, 2015). 
Therefore, we hypothesize as:

Hypothesis 6: The relationship between BDIV and cash holdings is positive.

2.7 Political Connections, Corporate Governance and Cash Holding

From the literature, it is evident that firms with good corporate governance do 
not expropriate cash and will protect the interest of minority shareholders. As Good 
corporate governance can benefit firms by giving favorable benefits (Shen et al., 2015; 
Yeh et al., 2013) and hence hold less cash (Al-Najjar, 2014; Chen, 2008). On the other 
hand, politically connected firms may exhibit the same preferential treatments (Khwaja 
& Mian, 2005; Claessens et al., 2008; Shen et al., 2015) and hold less cash. Accord-
ingly, political connections may act as a complement for good corporate governance 
in terms of corporate cash holding. Therefore, we hypothesize as:

Hypothesis 7a: (Complementary effect): Considering both Strong (Weak) Board character-
istics and Political connections reduce (enhance) corporate cash holdings.

The two concepts may become substitute when taking it under the view of 
agency problems, as liquid assets are easier to extract (Caprio et al., 2013), therefore, 
entrenched managers use massive cash holding as a mean of political extraction for 
fulfilling political agendas. In addition, due to political pressure and intervention, 
the role of monitoring and controlling management is weak in these firms. With 
weak corporate governance, self-interested managers may pursue their own benefits 
by holding massive cash. Therefore, we hypothesize as:

Hypothesis 7a: (Substitution effect): Considering both Strong (Weak) Board characteristics 
and Political connections enhance (reduce) corporate cash holding.

3.	 Methodology

The sampled firms that were used to study the relation among Board charac-
teristics, cash holdings, and the interplay of political connections were drawn from 
companies listed on the Pakistan Stock Exchange (PSX), Pakistan. Fourteen years panel 
data of 150 non-financial firms ranging from 2001 to 2014 has been employed which 
were further divided into sub samples based on large and small size firms, dictator 
regime (2001-2007) and democratic regime (2008-2014). Additionally, the variables 
used in this paper and their measurements are provided in Table 1. 

For of achieving the required objectives, the study first linked the board charac-
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Table 1: List of all Variables and their Definitions

Variables Acronyms Definition Source

Board Size BSIZE Total size of the board at the end of financial 
year.

Annual 
Report

Board Indepen-
dence

BIND Proportion of IND to total directors on the 
board. 

Annual 
Report

Board meetings BM Number of BM held during a financial year. Annual 
Report

Non-executive 
Directors

NXD Number of NXD on the board. Annual 
Report

Executive Direc-
tors

EXD Number of EXD on the board. Annual 
Report

Board Diversity BDIV A dummy variable which has a value “1” if a 
female director is present on the board “0” 

otherwise.

Annual 
Report

Cash holding CASH Cash and near to cash to total assets minus cash 
and near to cash.

SBP-BSA

Political Connec-
tions Dummy

PC A dummy variable which has a value “1” if a firm 
is politically connected and “0” otherwise.

Research-
er's Manual 
Calculation

Firm Size FSIZE The natural logarithm of total assets. SBP-BSA

Leverage LEV Current debt plus non-current debts to total 
assets.

SBP-BSA

Dividend Dummy DIV A dummy variable that has a value “1” if the com-
pany pay dividend in the year and “0” otherwise.

SBP-BSA

Cash Flow CF Net earnings plus depreciation and amortization 
to total assets.

SBP-BSA

Growth Opportu-
nities

GOPP Percentage change in yearly sale. SBP-BSA

Market to book 
value 

MTB The market value per share to book value per 
share. 

SBP-BSA

Capital Expen-
diture

CAPEX Capital expenditures (i.e., change in fixed assets 
plus depreciation) to total assets

SBP-BSA

Asset tangibility AT Tangible fixed assets to total assets. SBP-BSA

Net working 
capital

NWC Net working capital minus cash to total assets 
minus cash.

SBP-BSA

Cash flow vola-
tility 

CFV Standard deviation of cash flow to total assets. SBP-BSA
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teristics with corporate cash holdings. Secondly, for substitution and complementary 
effect, the study checked the interplay of political connections on the relationship of 
board characteristics and cash holding. Thirdly, we compared the above relationships 
on the basis of large and small size firms, dictator regime (2001-2007) and democratic 
regime (2008-2014). 

As it is evident from empirical corporate finance research that the causal effects 
of financial decisions have serious issues of endogeniety due to difficulty in finding 
exogenous variables or natural experiments for the relationship being examined (Win-
toki, Linck, & Netter, 2012). Roberts and Whited (2012) argued that “endogeniety 
leads to biased and inconsistent parameter estimates that make reliable inferences 
virtually impossible.”

More specifically, the relationship of corporate governance and cash holding is 
simultaneous (Chen, 2008; Jackowicz et al., 2014; Kuan, Li, & Chu, 2011; Kuan et 
al., 2012), as many corporate decisions are determined endogenously, either contem-
poraneously or simultaneously (Chen, 2008). Therefore, modeling these relationships 
will create problems if no appropriate treatment is made for endogeniety (Kuan et 
al., 2011). To overcome this problem, this paper used dynamic panel data models 
(System GMM) for each objective. 

4.	 Analysis and Results

4.1 Summary Statistics and Correlation Matrix

Table 2 reports the summary statistics of the study variables. Our typical board 
size has a mean of about 8 in the whole sample. This result is consistent with (Bokpin, 
Isshaq, & Aboagye-Otchere, 2011; Zhang et al., 2007). For the whole sample, 47% 
board members are independent directors. This result is slightly higher than the 
findings of (Chen & Chuang, 2009) that is 42.6%. The mean of EXD and NXD is 
about 3 and 5 respectively. It indicates that substantial number of NXD (on average 
62.5%) is present on Pakistani firm’s board. This result is slightly higher than the 
result found by (Bhagat & Black, 2002) in the USA (60%). The mean of BM is 5.4 in 
the whole sample, which is less than the mean value 6.32 of (Jackling & Johl, 2009; 
Zhang et al., 2007). For the whole sample the mean value of BDIV is 0.38 indicating 
that 38% of the firms have 1 female director on the board. Furthermore, Pakistani 
firms hold on average 4.7% of total assets as cash. Dittmar et al. (2003); Saeed, Bel-
ghitar, and Clark (2014) also reported that Pakistani firms on average hold 5.6% and 
5.3% of cash respectively.

Table 3 documented the results of Pearson’s correlation of all independent vari-
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ables. Gujarati (2009) reported that when correlation exceeds 0.80 then it creates prob-
lem of multicollinearity. In our case the highest correlation exists between EXD and 
NED which is 0.73. This shows that our data is free from multicollinearity problem. 

4.2 Regression Results

4.2.1 Effect of Board Characteristics on Cash Holdings

Table 4 reports the results of the effect of Board characteristics on cash holdings. 
We employed dynamic panel data models (System GMM). The p-values of Sargan 
test and AR (2) were insignificant in the full sample and subsamples, suggesting that 
the instruments used in the model are valid and the data free from serial correlation 
problem. The coefficients of BSIZE and BIND are positive and statistically significant 
in the full sample. This shows that firms having larger BSIZE and BIND stockpile 
more cash. This result is in line with (Lee & Lee, 2009). Furthermore, we found that 
NED, EXD, BM and BDIV negatively affect cash holding, showing that increasing 
NED, EXD, BM and BDIV reduces firm’s cash holdings. Consistent with the view 
that NED and EXD have greater knowledge of firm operations, effective monitoring, 
and reduce the agency cost of free cash flows (Jensen & Meckling, 1976; Fama & Jen-
sen, 1983). Similarly, the negative sign of BM follows the notion that more frequent 
BM increase the effectiveness of board monitoring (Aldamen et al., 2012). Lastly, the 
negative results of BDIV in relation to cash holding is consistent with the notion that 
BDIV influences the effectiveness of the board and gives benefits to shareholders. 

Regarding large and small size sampled firms, we found some statistical variations 
in signs of the coefficients of BSIZE, BIND, NXD, EXD and BDIV. In large sampled 
firms, the coefficient of BSIZE is positive in relation to cash holding indicating that 
firm’s cash holding increases with increase in BSIZE. Consistent with the notion 
that larger board have aversive attitude towards monitoring (Hermalin & Weisbach, 
2003), increase CEO entrenchment (Jensen, 1993) and resultantly firms hold more 
cash. Similarly, an increase in BIND, NXD, EXD, BM and BDIV reduces firm’s cash 
holding. This result supports the notion that increasing BIND, EXD, NED, BM and 
BDIV enhances board monitoring and effectiveness, which resultantly reduces firms 
cash holding (Adams & Ferreira, 2007; Aldamen et al., 2012; Chen, 2008; Conger, 
Finegold, & Lawler, 1998; Harris & Raviv, 2008; Kusnadi, 2011; Lee & Lee, 2009; 
Raheja, 2005). Moreover, for smaller firms, we found that BIND, NED, EXD and 
BDIV positively affect cash holding, whereas BSIZE and BM negatively influence 
cash holding. 

The positive sign of BIND, NED, EXD and BDIV follows the findings of (Dittmar 
et al., 2003; Jensen, 1986; Lasfer, 2002; Loukil & Yousfi, 2013; Opler et al., 1999; 
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Van Uytbergen & Schoubben, 2015). Similarly, the negative sign of BSIZE and BM 
are in line with the notion that larger BSIZE and more frequent BM enhance board 
monitoring and effectiveness (Adams & Ferreira, 2007; Adams & Mehran, 2003; Al-
damen et al., 2012; Zhang et al., 2007), which resultantly reduces firm’s cash holding.

Table 4 also reports the results of subsample based on dictator and democratic 
regimes. In both regimes, we found some variations in sign and significance. The 
Coefficient of BSIZE and BIND is significantly positive in democratic regime, but 
insignificant in dictator regime. This shows that firms with larger BSIZE and BIND 
hold more cash in a democratic regime, which supports the findings of (Chen & 
Chuang, 2009) and (Opler et al., 1999) respectively. Similarly, the coefficient of NED 
is negatively significant in both regimes, whereas the coefficient of EXD is only neg-
ative and statistically significant in democratic regime. It indicates that firms reduce 
their cash level when their board has a larger number of NED and EXD. This result 
supports the notion that representation of large number of NED and EXD on the 
board leads to more effectiveness in decision making process (Jensen & Meckling, 
1976; Fama & Jensen, 1983). Lastly, the positive and significant coefficient of BDIV 
in dictator regime reveals that the presence of female directors on the board enhances 
cash level in dictator regime. This result is in line with (Loukil & Yousfi, 2013; Van 
Uytbergen & Schoubben, 2015) who argued that firms with gender diverse board 
holds more cash.

4.2.2 Interplay of Political Connections on the Relationship of Board Characteristics and 
Cash holdings

Table 5 illustrates the empirical results of the interplay of Political Connections 
on the relationship of Board characteristics and Cash holdings for the full sample 
and subsamples. Here the main variable of interest is the interaction between internal 
corporate governance mechanisms and political connections dummy.

For full sample, significantly positive coefficients of BIND (t-1) * PC indicates that 
connected firms with BIND stockpile more cash than non connected counterparts. 
This supports our complementary effect hypothesis and the argument of (Estes, 1980) 
that due to the complex nature of firms, it is difficult for independent directors to 
effectively monitor management. The coefficients of NXD (t-1) * PC, EXD (t-1) * PC, 
BM (t-1) * PC and BDIV (t-1) * PC are negative and statistically significant in relation 
to cash holding. It implies that politically connected firms with larger number of NXD 
and EXD, BM and BDIV are more inclined to hold less cash reserve as compared to 
those firms having no political connections. These results support our complementary 
effect hypothesis and findings of (Aldamen et al., 2012). 
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Table 4: Effect of Board Characteristics on Corporate Cash holdings

Full Sample Size Effect Regime Effect

Large Size Small Size Dictator 
Regime

Democratic 
Regime

Variables Coeff. Coeff. Coeff. Coeff. Coeff.

CONSTANT -0.097*** 0.192*** 0.383*** 0.559** -0.459***

CASH(t-1) 0.439*** 0.219*** 0.657*** 0.418*** 0.487***

BSIZE(t-1) 0.181*** 0.229*** -0.279*** -0.104 0.281***

BIND(t-1) 0.047*** -0.059*** 0.102*** 0.100 0.062***

NXD(t-1) -0.084*** -0.125*** 0.065*** -0.110* -0.096***

EXD(t-1) -0.017*** -0.047*** 0.053*** -0.060 -0.052***

BM(t-1) -0.030*** -0.015*** -0.043*** -0.014 -0.007

BDIV(t-1) -0.030*** -0.090*** 0.022*** 0.050** -0.009

FSIZE 0.001*** -0.013*** 0.002*** 0.001 0.018***

LEV -0.072*** -0.096*** -0.013*** 0.189*** -0.250***

DIV 0.025*** 0.030*** 0.009*** -0.017 0.006

CF 0.002*** 0.482*** 0.001*** 0.022 0.001*

CAPEX 0.000*** 0.000*** 0.000 0.000 -0.009

WCR -0.117*** -0.266*** -0.017*** -0.048** -0.349***

CFVOL -6.603 115.23 38.681 -89.80 55.672

MTB 0.000*** 0.000*** 0.000*** 0.000 0.000

GOPP 0.000*** 0.000*** 0.000*** 0.000 0.004

AT -0.131*** -0.289*** 0.040*** -0.463*** -0.121**

Wald test 
(P-Value)

0.000 0.000 0.000 0.000 0.000

Sargan 
test(P-Value)

0.223 0.993 0.998 0.527 0.240

AR(2) test 
(P-Value)

0.069 0.302 0.675 0.525 0.353

Observations 1040 530 510 266 671

Note: *, **, *** denote statistical significance at the 0.10, 0.05, and 0.01 level 
respectively.
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For large and small size sampled firms, the coefficients of BSIZE (t-1) * PC and 
BM (t-1) * PC are positive and statistically significant with cash holdings in large 
size firms but insignificant in small size firms. This shows that with large BSIZE and 
more frequent BM, large size connected firms holds more cash as compared to non- 
connected counterparts. These results support our complementary effect hypothesis. 
Similarly, the coefficient of NXD (t-1) * PC is negative and statistically significant 
with cash holding in both the sampled firms whereas the coefficient of EXD (t-1) * 
PC is negative in large size firms. It indicates that connected firms with larger number 
of EXD and NED hold less cash. These results support our complementary effect 
hypothesis in large size sampled firms and substitution effect hypothesis in small size 
sampled firms. Furthermore, BIND (t-1) * PC is positive and significantly affects 
cash holding in small size firms, which is in line with our complementary effect 
hypothesis. Lastly, BDIV (t-1) * PC is positively related to cash holding in small size 
sampled firms showing that small size politically connected firms with BDIV stockpile 
more cash. Consistent with the findings of (Loukil & Yousfi, 2013; Van Uytbergen 
& Schoubben, 2015).

Table 5 also reports the results based on dictator and democratic regime. The 
coefficient of BSIZE (t-1) * PC, BIND (t-1) * PC are significantly positively related 
with cash holdings in democratic regimes. It indicates that connected firms with 
larger BSIZE and BIND hold massive cash. These results support the complementary 
effect hypothesis and the notion that firms cash holding increases with the increase 
in BSIZE (Lee & Lee, 2009; Chen & Chuang, 2009; Bokpin et al., 2011) and board 
independence (Opler et al., 1999). The coefficients of EXD (t-1) * PC and NXD (t-1) 
* PC with cash holding are significantly negative in democratic regimes. This support 
the complementary effect hypothesis and the notion that considering both effective 
corporate governance and political connection may exhibit the same financial benefits 
(Shen et al., 2015) which leads to lower cash level. 

Table 5: Interplay of Political Connections on the Relationship of Board Characteristics 
and Corporate Cash Holdings

Full Sample Size Effect Regimes Effect

Large Size Small Size Dictator 

Regime 

Democratic 

Regime

Variables Coeff. Coeff. Coeff. Coeff. Coeff.

CONSTANT 0.120*** 0.352*** -0.029** 0.174 *** 0.006

CASH(t-1) 0.382*** 0.194*** 0.643	 *** 0.451 *** 0.363***

BSIZE(t-1) 0.163*** 0.102*** -0.311*** 0.023 0.208***

BIND(t-1) 0.018*** -0.064*** 0.065*** 0.002 0.027***

NXD(t-1) -0.092*** -0.093*** 0.071*** -0.083 -0.076***
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EXD(t-1) -0.052*** -0.048*** 0.044*** -0.045 -0.044***

BM(t-1) -0.008*** 0.010* -0.037*** -0.023 -0.006

BDIV(t-1) -0.009** -0.082*** 0.022*** 0.042*** -0.009

PC -0.438*** 0.240*** -0.044*** 0.059 -0.530***

BSIZE(t-1) * PC -0.021 0.380*** -0.029 0.115 0.332**

BIND(t-1) * PC 0.020* 0.006 0.041 *** 0.162 0.084***

NXD(t-1) * PC -0.056*** -0.149*** -0.094*** -0.139 -0.088**

EXD(t-1) * PC -0.044*** -0.096*** 0.011 -0.068 -0.072**

BM(t-1) * PC -0.040*** 0.023** 0.010 -0.047 0.006

BDIV(t-1) * PC -0.096*** -0.015 0.059*** -0.022 -0.036

FSIZE -0.001** -0.017*** 0.002*** 0.001 0.014***

LEV -0.075*** -0.035** -0.018*** 0.143** -0.248***

DIV 0.024*** 0.023*** 0.009*** -0.007 0.002

CF 0.039*** 0.520*** 0.004 0.004 -0.018

CAPEX -0.038*** -0.029*** -0.003 -0.099*** 0.019

WCR -0.123*** -0.240*** -0.024*** -0.066*** -0.353***

CFVOL -6.413 -77.29 -21.18 -161.2* 56.776

MTB 0.000*** 0.000*** 0.000*** 0.000 0.000*

GOPP 0.000*** 0.000*** 0.000*** 0.000*** 0.003

AT -0.099*** -0.215*** 0.018*** -0.427 -0.115**

Wald test (P-Value) 0.000 0.000 0.000

Sargan test(P-Value) 0.208 0.995 0.411

AR(2) test  (P-Value) 0.054 0.457 0.629

Observations 1040 530 266

Note: *, **, *** denote statistical significance at the 0.10, 0.05, and 0.01 level 
respectively.

5.	 Conclusion and Implications

This study examines the role of Board characteristics in relation to cash holding, 
and the interplay of political connections on this relationship. We documented that 
BSIZE and BIND positively affect cash holding whereas NXD, EXD, BM and BDIV 
negatively influence cash holding. Consistent with the prior studies, this study doc-
umented that Board characteristics are important predictors of firm’s cash holding 
for firms listed in Pakistani stock markets. Theoretically, the findings from this study 
mainly support the Agency theory. This study further investigates whether the effect of 
board characteristics on cash holding varies with firm size and political environment 
(Dictator and Democratic regime). Consistent with prior empirical studies, our results 
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show some statistical variations in both large and small size sampled firms, and dictator 
and democratic regime sampled firms. For the interplay of political connections, the 
study proposes two alternative hypotheses for the effects that political connections 
have on board variables, namely complementary and substitution effect hypotheses. 
Our results recommend complementary effect hypothesis. Furthermore, the study 
also found some differences in these effects, when moving from large to small size 
sampled firms and Dictator to Democratic regime sampled firms. 

The findings from this study also provide support to policy makers to make 
improvements in existing corporate governance practices and in helping the develop-
ment of proper corporate culture in Pakistan. As has been observed, the differences 
in empirical results of large and small size firms suggest that the effect of corporate 
governance on firm cash holdings may not necessarily be the same. Therefore, it is 
deemed important for policy makers to consider the size of the firm when establish-
ing rules or corporate governance codes. Due to importance of the effect of political 
connections, policy makers should establish proper regulatory mechanisms to effec-
tively monitor firm’s political connections, and reduce the possibility of executives’ 
rent-seeking through institutional development.
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