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Abstract

One of the main challenges in corporate liquidity management is determining the marginal value of cash
holdings and the factors influencing it. This study examines the effects of overinvestment and deviation from
target leverage on the marginal value of cash in firms listed on the Tehran Stock Exchange. Overinvestment
often arises from agency problems that drive managers to allocate resources to low-return projects. On the other
hand, deviation from target leverage reflects an imbalance in the capital structure, which can increase financial
risk. The research data comprise 2,088 firm-year observations during the period 2007-2024, analyzed using
regression models based on the Generalized Least Squares (GLS) estimator with firm-level clustered corrections.
The results indicate that overinvestment has a negative and significant effect on the marginal value of cash, as
inefficient resource allocation reduces the effectiveness of cash utilization. Likewise, deviation from target
leverage weakens the marginal value of cash because departing from the optimal leverage level increases
financing costs and reduces the firm’s financial flexibility. The findings highlight the importance of managing
investment policies and capital structure to enhance liquidity efficiency and create shareholder value. Robustness
tests using alternative model specifications confirm the main results and show consistency with the agency and
trade-off theories.
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Introduction

Cash holdings, as a key asset on corporate balance sheets, play a vital role in maintaining financial stability and
supporting strategic decision-making (Opler et al., 1999). The marginal value of cash represents the incremental
value or abnormal return generated for shareholders by holding an additional unit of cash (Faulkender & Wang,
2006). Firms typically retain cash for transactional, precautionary, and speculative motives-to facilitate daily
operations, hedge against financial distress, and exploit future investment opportunities, respectively (Bates et
al., 2009). Over recent decades, corporate cash ratios have risen markedly; for instance, among U.S. firms, the
ratio of cash to total assets increased from about 13% in the 1980s to over 25% by the mid-2000s (Dittmar &
Mahrt-Smith, 2007; Bates et al., 2009). While cash provides flexibility and reduces financing constraints,
excessive holdings can impose costs such as foregone investment opportunities and heightened agency conflicts,
as managers may allocate surplus funds to low-return or empire-building projects (Myers & Majluf, 1984;
Harford, 1999). Conversely, efficient deployment of cash in value-enhancing activities can strengthen liquidity
efficiency and raise its marginal value (Chan et al., 2013). Recent studies offer mixed evidence on the
determinants of cash value-some suggest that higher liquidity reduces firm value (Lee & Lee, 2009), whereas
others link it to greater financial flexibility and growth potential (Opler et al., 1999; Graham & Leary, 2018).
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Nevertheless, two critical factors remain underexplored: overinvestment and deviation from target leverage, both
central to firms’ investment and financing policies. Overinvestment, often driven by agency problems, leads
managers to pursue low-yield projects, thereby diminishing cash value (Jensen, 1986; Richardson, 2006).
Similarly, deviation from optimal leverage increases financing costs and reduces financial flexibility (Zhou et al.,
2016). Hence, investment efficiency and capital structure alignment are key determinants of whether firms create
or destroy the marginal value of cash.

Method and Data

The data required for this study were collected from the Rahavard Novin database and the Codal disclosure
system. To obtain a homogeneous and comparable dataset, the statistical population includes all firms listed on
the Tehran Stock Exchange during the period 2007-2024 whose fiscal years end in March, ensuring consistency
with the Iranian financial year and comparability across firms. Only companies with complete and accessible
financial data for the study variables were included. To control for industry-specific effects, firms operating in
banking, insurance, financial investment, leasing, and holding sectors were excluded from the sample. Moreover,
to mitigate the influence of outliers, all continuous variables were winsorized at the 1st and 99th percentiles.
After applying these criteria, a balanced panel of 2,088 firm-year observations was obtained for model
estimation and hypothesis testing. The empirical models were estimated using the Generalized Least Squares
(GLS) method in EViews software. To address potential issues of heteroscedasticity and autocorrelation in the
residuals and to compute robust standard errors, the Rogers (1993) cluster-correction approach was applied at the
firm level.

Findings

The results show that both overinvestment and deviation from target leverage have a negative and significant
impact on the marginal value of cash in firms listed on the Tehran Stock Exchange. Overinvestment, arising
from inefficient resource allocation and agency problems, reduces the effectiveness of cash utilization. Likewise,
deviation from optimal leverage increases financing costs and limits financial flexibility, further diminishing
cash value. Robustness tests using alternative model specifications confirm the reliability of these findings.
Overall, the study supports the agency and trade-off theories, emphasizing the importance of optimal investment
and capital structure policies in enhancing liquidity efficiency and shareholder value.

Conclusion and discussion

The marginal value of cash, a central concept in corporate finance, represents the additional value created for
shareholders by holding extra cash (Faulkender & Wang, 2006). It reflects liquidity management efficiency by
balancing precautionary benefits against agency costs (Dittmar & Mahrt-Smith, 2007). This study investigates
how overinvestment and deviation from target leverage affect the marginal value of cash. The findings show that
overinvestment has a significant negative effect, as inefficient resource allocation reduces cash returns, while
deviation from target leverage weakens cash value by raising financing costs and limiting financial flexibility.
Robustness tests using alternative models confirm these results, consistent with prior studies (Huang et al., 2015;
Ward et al., 2018; Dasgupta et al., 2025). Managerially, firms should pursue conservative investment policies,
strengthen board oversight, and adjust leverage structures to maintain optimal debt levels. Regulators could
enhance transparency in investment reporting to mitigate agency conflicts. Future research may explore
moderating factors such as governance quality, environmental uncertainty, or macroeconomic crises-like
sanctions or the COVID-19 pandemic-to better understand the dynamics of the marginal value of cash.
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