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Abstract

Firms try to bring their cash holdings ratio closer to the optimal ratio. The adjustment speed of actual cash holdings to achieve the target
depends on several factors. In this study, the effect of managers' overconfidence on cash holdings speed of adjustment was investigated. For
this purpose, the data of 137 firms during 2004-2020 were gathered and the system GMM controlling the effects of years and industries was
utilized. The results showed that the managers’ overconfidence reduced the cash holdings speed of adjustment. The severity of the negative
effect of managers' overconfidence on the adjustment speed was less in the firms where more than optimal cash was maintained compared to
the other firms. The results of the supplementary tests, which confirmed the main findings of the research were consistent with the facts that
the trade-off theory and pecking order theory are interacting in explaining changes in cash holdings speed of adjustment.
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Introduction

Capital market imperfections make a connection between the level of cash holdings and the firm value. In other words, there is a level
of cash holdings, at which the entity achieves its maximum value. It is generally assumed that the actual level of corporate cash holdings
is close to the optimal (target) level and when firms deviate from the optimal levels or their optimal levels change, the actual cash
holdings ratio rapidly approaches the optimal level. However, several factors, such as financing frictions in the capital market,
macroeconomic shocks, as well as financial constraints and agency costs, slow down the adjustment speed. In particular, in the face of
financial constraints, firms with high information asymmetries about their investment opportunities may save more cash and deviate
from the optimal level of cash holdings. Also, the presence of severe agency conflicts can increase the cost of adjusting the cash ratio
and consequently, reduce the speed of adjustment. It is commonly assumed that managers are rational people. However, a growing
body of financial and accounting literature states that managers' behavioral aspects can influence on their decisions in the areas of
investment, financing, mergers and acquisitions, innovation, and R&D, as well as cash holdings. Managers' overconfidence about the
financial and performance conditions of firms is a behavioral aspect that can affect their perceptions of the level of cash holdings and
adjustment costs. However, this has not been considered in domestic researches. Therefore, the purpose of this study was to investigate
the effect of managers' overconfidence on cash holdings speed of adjustment. In addition, the intensity of the above effect on the firms
that held more or less cash than the target level was compared.

Method and Data
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This study was applied research with a quasi-experimental and correlational purpose and, retrospective and post-event data in terms of
time dimension. To collect the financial and accounting data from 137 firms during 2004-2020, the Rahavard Nowin database was
used. Stata software was applied to analyze the data. To estimate the dynamic models, measure the speed of adjustment, and test the
research hypotheses, panel data and system Generalized Method of Moments (System-GMM) estimator were employed. In addition,
the complementary results were reported to provide an alternative definition of managers' overconfidence, as well as a two-stage
approach to test our hypotheses.

Findings

The results showed that the speed of adjustment of the cash ratio to total assets was about 57% and the speed of adjustment of cash to
non-cash assets was about 55%. The results of the half-life analysis also indicated that the firms eliminated half of the deviation between
the actual cash holdings ratio and the target over a period of about 10 months in order to achieve the target ratio. The results revealed
that the managers' overconfidence had a decreasing effect on the cash holdings speed of adjustment. These results were consistent with
the first hypothesis of the research. Furthermore, the results showed that in the group of firms that held cash more than the target, the
intensity of the negative impact of managers' overconfidence on the cash holdings speed of adjustment was less than those of the other
firms. These results were consistent with the prediction made in the second hypothesis of the research.

Conclusion and discussion

In recent years, firms have maintained a higher level of cash and researchers have used various theories to study the effect of different
variables on the level of cash holdings and their speed of adjustment. Managers' overconfidence is one of the variables that affect cash
holdings speed of adjustment. However, this issue has not been considered in domestic research on Iranian firms. The results of the
research, which was done using a partial adjustment approach and dynamic models, showed that the speed of adjustment in the surveyed
firms was between 55% and 57% and they are able to eliminate half of the cash holdings deviation in a period of about 10 months. The
results also showed that the managers' overconfidence reduced the cash holdings speed of adjustment. These findings were consistent
with the concepts of the trade-off theory. In addition, the results showed that in the firms that held cash more than the optimal level,
the severity of the negative effect of managers' overconfidence on the speed of adjustment was less compared to those of the other
firms. These results reflected the interaction of trade-off and pecking order theories in explaining changes in cash holdings speed of
adjustment.
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Table (2) Measuring cash holdings speed of adjustment
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Table (3) The results of the first hypothesis
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Table (4) The results of the second hypothesis
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Table (5) The results of supplementary tests
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