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Abstract This study examines whether and how democracy and rule of law—two
overarching country-level governance variables—influence corporate governance.
Given that corporate liquidity (cash holdings) is a good channel for examining the
quality of corporate governance, the effects of democracy and rule of law on corporate
governance can be identified using the liquidity approach. A review of 67 countries
from 1996 to 2010 demonstrates that democracy and rule of law indeed have bear-
ings on corporate governance. More specifically, results indicate that firms are more
inclined to hoard cash to take advantage of growth opportunities when the level of
democracy is higher or rule of law is stronger, suggesting that agency costs are lower
and interests ofmanagers and shareholders aremore aligned under such circumstances.
In addition, the negative effect of debt issuance and dividend payment on cash is more
pronounced when the level of democracy is higher or rule of law is stronger, suggest-
ing that these two approaches become more effective in reducing agency costs and
transitively cash holdings under such circumstances. Moreover, the positive effect of
democracy and rule of law on corporate governance appears to be reinforced when
rule of law is stronger and the level of democracy is higher, respectively. Furthermore,
higher level of economic development helps reap the benefit of democracy and rule
of law in terms of improving corporate governance and reducing agency costs.
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1 Introduction

Numerous studies have explored how to improve corporate governance effectively.
Although improving governance mechanisms at the firm level is imperative to mit-
igating agency problems within the firm, improving the governance mechanism at
the national level first can be more effective and efficient in achieving the goal of
enhancing corporate governance. Intuitively, large settings, such as nations, state laws
and institutions, are more likely to affect smaller counterparts, such as firms and their
governance mechanisms, instead of the other way around. This is because all the
units inside the former cannot be isolated from their external environments. In fact,
laws that deal with investor protection, such as securities, bankruptcy and company
laws, serve as the foundation for corporate governance (La Porta et al. 1997, 1998).
Existing studies have also empirically shown that country-specific variables such as
institutional and legal environments prevailing in a given country have an overriding
effect on organizational activities such as corporate governance in that country (La
Porta et al. 1998, 1999, 2000b, 2006; Edwards and Fischer 1994; Gorton and Schmid
2000; Kuipers et al. 2009; de Tocqueville 2000; Licht et al. 2005; Doidge et al. 2007;
Mijiyawa 2013). Given the established effect of institutional and legal environment
on corporate governance as well as the worldwide thrust for democratic development,
whether and how other country-level variables such as democracy and rule of law
also influence corporate governance is worthy of investigation. This is mainly due to
the emergence of public awareness concerning corporate governance, especially after
the recent global financial crisis. Surprisingly, this research question has remained
unexplored. It is for this reason that the study is conducted.

Essentially, democracy and corporate governance both aim to mitigate agency
problems and reduce agency costs at the national and firm levels, respectively. More
specifically, democracy is a political system, in which a governor (i.e., agent) is elected
to run a country on behalf of and for the benefits of national citizens (i.e., principals).
Similarly, corporate governance is a mechanism in which a manager (i.e., agent) is
appointed to run a company to minimize the conflict of interests between the man-
agement and the shareholders (i.e., principals) as well as to maximize the value of
shareholders. A higher level of democracy corresponds to a greater probability that
national citizens can benefit from the country they reside in. In the same manner, cor-
porate governance with better quality implies a greater possibility that shareholders
can benefit from the firm they invest in.

Given the same spirit shared by democracy and corporate governance and the supe-
riority of country-level governancemechanism over its firm-level counterpart (Dittmar
et al. 2003), whether democracy (a country-level governance variable) influences cor-
porate governance in a given country is worthy of deeper investigation. As far as
we know, the current study is the first to empirically test Tocqueville’s well known
hypothesis that democracy serves as the model of all governance mechanisms that
will eventually spread to every corner of the world. Intuitively, external environments
or institutions have an overriding effect on internal organizations or units, as in the
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case of corporations. In a more democratic country, people can voice their opinions
more freely and the elected officers are held with greater accountability to the citizens.
Such spirit of democracy is ubiquitous such that it is felt in every sector of society,
including firms. Hence, firms should be more democratic and practice better corporate
governance when the level of democracy is higher in a given country.

In addition to democracy, rule of law—another country-level governance variable—
should also influence corporate governance. This assumption is partly due to the fact
that rule of law is often mentioned in connection with democracy, such that it is
inappropriate to explore the effect of democracy on corporate governance without
considering rule of law. More importantly, although democratic development is an
unstoppable trend, democracy is likely to be crippled and end up with mob rule with-
out the backing of rule of law. The recent uprising in the Arab world provides a
good example. Although the country citizens successfully overthrew their dictator-
ship regime, their democracy is still premature and in such a perilous state because of
the lack of effective rule of law. Therefore, democracy must be coupled with rule of
law so that citizens can freely voice their opinions without causing social disorder and
rulers can be held accountable to their subordinates without engaging in corruption.
Without these pre-conditions, tyranny of the majority is likely to emerge. In accor-
dance with the abovementioned relationship between rule of law and democracy as
well as that between democracy and corporate governance, rule of law should influ-
ence corporate governance through the democracy channel. In fact, rule of law should
have a standalone effect on corporate governance as well, given the established posi-
tive relationship between investor protection and corporate governance (La Porta et al.
2000b) as well as the investor protection being granted by the law. In sum, rule of law
should also play a role in shaping corporate governance either directly or indirectly.

Prior studies have linked corporate governance to democracy and rule of law. How-
ever, they provide mere arguments without formalizing hypotheses and conducting
tests to empirically support such relationship.1 The current study contributes to the
existing literature by examining the effects of democracy and rule of law on the sen-
sitivity of corporate liquidity (cash) to growth opportunity and agency cost variables
to infer whether and how democracy and rule of law influence corporate governance.
The logic behind this research problem is that given the overriding effect of country-
level variables and the documented relationship between corporate governance and
liquidity, factors that may affect corporate governance such as democracy and rule of
law should influence corporate liquidity (Dennis and McConnell 2003).

Using comprehensive data on 67 countries from 1996 to 2010, results indicate that
democracy and rule of law help improve corporate governance and reduce agency costs
of firms. More specifically, the sensitivity of cash to growth opportunities is higher
when level of democracy is higher or when rule of law is stronger, suggesting that
interests of managers and shareholders are more aligned such that firms are inclined to
hoard cash to take advantage of greater growth opportunities under such circumstances.
Results concur with the finding of Dittmar et al. (2003). In addition, democracy and

1 According to Fligstein and Choo (2005), “the political system of a particular society (i.e., democracy vs.
dictatorship) and the existence of the rule of law are important pre-conditions for understanding corporate
governance structures.”
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rule of law have a negative effect on the sensitivity of cash to leverage and dividend
payment. Given that issuing debt or paying out dividends can reduce agency costs and
transitively cash holdings (Opler et al. 1999), this means that these approaches become
more effective when the level of democracy is higher or when rule of law is stronger
such that any negative effect of leverage or dividend payment on cash strengthens
under such circumstances. Moreover, results indicate that democracy and rule of law
reinforce each other in terms of improving corporate governance. Furthermore, to reap
the benefit of democracy and rule of law in terms of improving corporate governance
effectively, it appears that countries should first achieve higher level of economic
development.

The remainder of this paper is structured into sections. A literature review that
leads to this study’s hypotheses is first provided, followed by a description of the
methodology and an analysis of the empirical results. The final section concludes the
paper.

2 Literature review

2.1 Cash holdings

Firms hold cash for three major motives, namely, transaction cost, precautionary, and
agency cost motives. More precisely, they hold more cash when transaction costs
are higher. They also maintain ideal amounts of cash reserves to take advantage of
growth or investment opportunities owing to the fact that external financing is costlier.
Furthermore, the management tends to hoard cash under their discretion for free cash
flow (Opler et al. 1999).

Prior studies have explained cash holdings using tradeoff, agency, and financing
hierarchy theories. Based on tradeoff theory, optimal cash level exists because firms
balance the marginal benefit and marginal cost of holding cash (Almeida et al. 2004;
Bates et al. 2009; Keynes 1936; Opler et al. 1999). Agency theory states that firms
are inclined to hoard cash to gain discretionary power. Considering that such cash
hoarding for managerial discretion entails agency cost of free cash flow (Jensen 1986),
agency theory implicitly predicts the presence of optimal cash level. Finally, financing
hierarchy theory states that cash is preferred to debt, followed by equity in financing.
Thus, variation in internal funds dictates cash holdings of firms and optimal cash level
is nonexistent (Myers and Majluf 1984; Shyam-Sunder and Myers 1999).

2.2 Corporate governance and cash holdings

All the aforementioned theories have gained empirical support from prior studies.
However, compared with other theories, agency theory has received increasing atten-
tion in recent liquidity studies (e.g., Pinkowitz et al. 2006; Dittmar and Mahrt-Smith
2007; Kalcheva and Lins 2007; Harford et al. 2008; Tong 2011; Huang and Zhang
2008). According to agency theory, management tends to accumulate cash under its
discretion (Jensen 1986). When corporate governance is poorer, the agency costs of
firms are higher (Shleifer and Vishny 1997; Dennis andMcConnell 2003). As a result,
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external financing is costlier such that the management is more inclined to hoard cash
for the discretionary purpose under such circumstances (Chen et al. 2011). By contrast,
when corporate governance is better, agency costs are lower such that management
tends not to hoard cash for discretion because external financing is less costly under
such circumstances.

Firm-level governance variables (e.g., board composition, dividend payout pol-
icy, executive compensation, managerial control rights, and ownership structure) have
been used to examine the relation between corporate liquidity and corporate gover-
nance in a single-country setting. However, results on how these firm-level governance
variables relate to corporate liquidity are mixed, and mainly depend on the countries
under examination (Drobetz and Gruninger 2007; Opler et al. 1999; Ozkan and Ozkan
2004; Harford et al. 2008). To address this issue, more recent liquidity studies have
used amultiple-country sample, introducing other country-specific governance-related
variables such as anti-director rights (Dittmar et al. 2003; Ferreira and Vilela 2004;
Kalcheva and Lins 2007), creditor rights (Ferreira and Vilela 2004), culture (Chang
and Noorbakhsh 2009), and national-level governance reform (Chen et al. 2011).
Such cross-country studies are beneficial in the sense that their results can provide
implications for firms in the current globalized market. In particular, such results can
provide multinational firms or firms that consider establishing their subsidiaries out-
side their home countries with effective suggestions on how to adjust cash level to
better suit different institutional environments. In addition, with other countries serv-
ing as the control group, the results are more reliable and informative. Furthermore,
country-specific governance variables have an overriding effect on corporate liquidity
as opposed to their firm-specific counterparts (Dittmar et al. 2003; Doidge et al. 2007).
Failure to consider these variables likely results in model misspecification.

Although studies on the relationship between country-level governance variables
and corporate liquidity are not lacking, whether and how democracy and rule of law
influence corporate liquidity has yet to be examined. Nevertheless, the existing liter-
ature provides several directions on the relationship of democracy and rule of law to
corporate governance, which can be further linked to corporate liquidity. For example,
Gomez and Korine (2005) examine the evolution of corporate governance, demon-
strating that democratic procedures have been increasingly adopted as governance
mechanism of firms. Their findings support Tocqueville’s (2000) central hypothesis
that democracy is perceived as the ultimate model of acceptable governance inmodern
society, and its prevalence is expected to eventually reach all domains of organized
activity. However, another strand of literature contradicts democracy and asserts that
higher level of shareholder democracy is detrimental to corporate governance (e.g.,
Falaschetti 2009; Driver and Thompson 2002). As for rule of law, the Organization
for Economic Co-operation and Development (OECD) Principles of Corporate Gov-
ernance (2004) clearly state that corporate governance framework must be in line with
rule of law. Thus, the quality of corporate governance is closely tied to the effective-
ness of rule of law. In fact, the existing literature has documented and empirically
shown that rule of law has a positive effect on corporate governance (Cooper 2007;
Donelson and Yust 2013; La Porta et al. 2000b; Doidge et al. 2007; Kuipers et al.
2009). However, La Porta et al. (2000b) report a negative effect of rule of law on
corporate governance.
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Given the documented relationship between corporate governance and corporate
liquidity, national-level governance variables such as democracy and rule of law,which
likely have bearings on corporate governance as mentioned previously, should play
roles in determining corporate liquidity through the corporate governance channel.
However, as stated previously, only a few studies have examined whether and how
democracy and rule of law are related to corporate governance. Although Gomez and
Korine (2005) successfully establish the relation between democracy and the evolution
of corporate governance, the nature of their study is qualitative rather than quantita-
tive. Furthermore, their study sample is limited only to four developed countries. Thus,
further research should be conducted, using empirical tests that employ a more com-
prehensive multi-country sample to investigate whether the established relationship
between democracy and corporate governance is a coincidence or involves any causal-
ity. In addition, prior studies have linked rule of law to corporate governance; however,
most of them provide mere arguments rather than empirical evidence to support their
claim (OECD 2004; Cooper 2007; Donelson and Yust 2013; La Porta et al. 2000b).
Ferreira and Vilela (2004), for example, use rule of law as one of the determinants of
corporate liquidity; nevertheless, their sample is limited to 12 Economic and Mone-
tary Union (EMU) countries and their corresponding results regarding the relationship
of rule of law to corporate liquidity are not robust to different model specifications.
Therefore, this study contributes to the existing literature using a more comprehensive
data set to examine whether and how democracy and rule of law modifies the effect of
corporate governance on corporate liquidity. In doing so, the effects of democracy and
rule of law on corporate governance can be identified, given that corporate liquidity
is a good channel for examining the quality of corporate governance (Yun 2009).

2.3 Democracy and corporate governance

Acceptable governance is based on fair decision procedures, among which, demo-
cratic procedures are highly valued. In terms of evolution, only the fittest survive. The
ongoing trend of incorporating democratic procedures in the evolution of corporate
governance indicates that democratic procedures are fit, if not the fittest, to serve as
fair decision procedures for firms. Otherwise, such a historical trend would not have
been observed.

According to modern theorists, procedures of democracy consist of enfranchise-
ment, separation of powers, and representation with public debate. More specifically,
enfranchisement deals with equal treatment and voice. In the context of corporations,
allowing shareholders to participate in corporate decisions by granting them voting
rights is desirable. This is based on the fact that voting enables shareholders to par-
ticipate in selecting the managers who they think can operate the firm in a way that
maximizes firm value instead of expropriating the shareholders’ wealth. In addition,
powers of direction and control must be separated to avoid autocracy as well as to pro-
tect individual freedom. In firms, shareholders (i.e., principals) monitor and control
managers (i.e., agents) with the power of direction. Although the board of directors is
supposed to monitor managers, they may fail to do so effectively. Thus, shareholders
should perform external monitoring to supplement the internal monitoring being con-
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ducted by the board of directors. This complementary action is particularly important
when firm performance is poor (Ward et al. 2009). Therefore, separation of powers
ensures that shareholders effectively exert their control over managerial decisions to
avoid managerial entrenchment. Furthermore, in a democracy where power is dele-
gated to representatives, all kinds of public opinions are encouraged and agreement
with mutual decisions is reinforced by different voices. Similarly, corporate deci-
sions can be reached by shareholders with different views through voting. Within this
system, any corporate decisions made are deemed fair because they are not only pro-
duced based on majority rule but are backed by the diverse opinions of shareholders.
This assertion is evidenced by the increasingly higher value of reaching corporate
decisions with shareholders’ diverse opinions. More specifically, shareholders have
been allowed to voice their opinions more freely and have been granted increasingly
stronger voting power in corporate decision making, especially after the recent global
financial crisis (Yermack 2010). In sum, all these democratic procedures (i.e., enfran-
chisement, separation of powers, and representation with public debate) have been
gradually reflected in modern corporate governance (Gomez and Korine 2005).

Given that democratic procedures are considered fair for firms and practicing demo-
cratic procedures has become a trend in modern corporate governance, the level
of democracy should influence corporate governance. More specifically, when the
external environment is more democratic, firms should be more inclined to practice
democratic procedures. This is because the extent to which firms practice democratic
procedures is influenced by their external democracy setting. A higher democracy
in a country implies that its citizens can more freely voice their opinions and the
authorities concerned are more accountable to the society. Such a democratic spirit is
influential and more deeply rooted in the society, and as such, firms are likely to be
more democratic therein (de Tocqueville 2000). By contrast, when the environment
outside the firms is less democratic, practicing democratic procedures should incur
higher cost such that firms are less likely to incorporate democratic procedures into
their governance mechanisms. In sum, when the level of democracy is higher, cor-
porate governance is more likely to reflect the external democratic setting, and firms
are more likely to adopt and practice democratic procedures in their respective gover-
nance mechanisms. As a result, corporate governance should be improved and agency
problems should be less severe under such circumstances. Thus, democracy should
have a positive effect on corporate governance.

However, democracy can also have a negative effect on corporate governance
because higher level of shareholder democracy can destabilize corporate strategies
and aggravate the conflict between shareholders and other stakeholders (Falaschetti
2009). More specifically, when firms are more democratic and the opinions of share-
holders are more diverse, corporate decision making is likely to be inefficient, thereby
resulting in poor corporate governance and higher agency costs. The conflict between
shareholders and other stakeholders is also likely to worsen when the level of share-
holder democracy is higher because corporate decisions are more driven by the former
than the latter. This condition necessitates broader corporate democracy termed as
“stakeholder democracy.” However, given the difficulty involved in operationalizing
stakeholder democracy, shareholder democracy has remained the focus of corporate
democracy; thus, the negative effect of shareholder democracy is likely to persist. Fur-
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thermore, to a certain extent, a higher level of democracy suggests greater emphasis
on equality and fairness, which poses a threat to liberty and freedom and can desta-
bilize firms and societies as well. Therefore, corporate democracy might be at odds
with liberty and freedom (i.e., the benefits enjoyed by the participants of the capital
market) and may jeopardize corporate governance (Driver and Thompson 2002).

Hence, the net effect of democracy on corporate governance is ambiguous, depend-
ing on the relative magnitudes of these two opposing effects. Nevertheless, the
abovementioned positive effect is likely to overpower the potential negative effect of
democracy on corporate governance, especially because democratic procedures have
been gradually incorporated into modern corporate governance (Gomez and Korine
2005). This notion implies that the benefits of practicing democratic procedures out-
weigh the costs for firms; otherwise, practicing democracy would not have become a
trend among modern firms. In this light, the following hypothesis is formulated:

Hypothesis 1 Democracy has a positive effect on corporate governance.

2.4 Rule of law and corporate governance

All economic agents are bound to heed and observe the law in a given country to
avoid receiving discipline or punishment. Firms in a given country certainly cannot
be excluded from the effect of rule of law. When rule of law is stronger and public
enforcement ismore effective in a given country, firms aremore likely to commit them-
selves to better corporate governance owing to greater pressure and discipline from
the external legal environment. Therefore, corporate governance should be directly
influenced by the external legal environment (Cooper 2007). In addition, when rule
of law is stronger, litigation risk is expected to be higher, such that agency costs asso-
ciated with the conflict between the management and the external shareholders are
lower (Donelson and Yust 2013). Furthermore, when rule of law is stronger, any laws
related to firms, especially those dealing with investor protection, are likely to bemade
or revised more efficiently upon the requests of the investors. This condition creates a
virtuous cycle, in which rule of law is effectively reinforced in a given country. This
condition results in even stronger investor protection and, transitively, better corporate
governance brought about by the documented relationship between investor protection
and corporate governance (La Porta et al. 2000b).2 Based on the above reasoning, the
following hypothesis is formulated:

Hypothesis 2 Rule of law has a positive effect on corporate governance.

3 Methodology

Given that the quality of corporate governance can be well understood through the
cash channel (Yun 2009), we test our hypotheses by estimating the cash model to

2 In addition to the literary arguments, existing literature has also provided empirical evidence suggesting
the relationship of corporate governance to investor protection and rule of law (La Porta et al. 1998, 1999,
2000b; Edwards and Fischer 1994; Gorton and Schmid 2000; Kuipers et al. 2009; Doidge et al. 2007).
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discern any indirect effect of democracy and rule of law on cash through some of its
determinants.

The sample consists of 36,620 non-financial firms from 67 countries for the period
from 1996 to 2010. Following the majority of previous liquidity studies (e.g., Opler
et al. 1999; Dittmar et al. 2003), financial firms are excluded because of their different
goals. Non-financial firms belonging to the public administration division are also
excluded because these are government-related and their decision criteria are likely
different from those of other private firms. Firm-specific annual financial data are
gathered from the Worldscope database. The data on democracy and rule of law come
from Kaufmann et al. (2010). The raw data obtained from the Worldscope database
are further manipulated to obtain the empirical variables used in this study.

Table 1 presents the cross-country descriptive statistics of variables used in this
study for developing and developed countries, which are classified based on Inter-
national Monetary Fund (2012).3 To be consistent with the observations used in the
regression analysis, the summary statistics for the observations effectively used in esti-
mation are reported. The sample then consists of 276,473 firm-year observations. Cash
holding (cash), the key variable in this study, is defined as cash plus its equivalents (CH)
divided by total assets net of cash [(i.e., net assets (NA)]. Following seminal liquidity
studies (Dittmar et al. 2003; Kalcheva and Lins 2007; Opler et al. 1999), NA rather
than total assets is used in computing the cash ratio because the future profitability of
firms should be related to “assets in place.” Corporate liquidity considerably varies
across the 67 countries. The median values of cash for the developing and developed
countries are 0.076 and 0.109, respectively.

The selection of cash determinants follows previous studies. Firm size (Size) is
proxied by the book value of total assets in millions of USD. Firm profitability is
proxied by cash flow (CF), defined as earnings before interest and taxes, depreciation
and amortization (EBITDA) less interest, as well as taxes and common dividends. Net
working capital (NWC), measured as total current assets less cash less total current
liabilities, proxies an additional liquid asset, which is a substitute for cash holdings.
Capital expenditure (CAPX) is used as a proxy for potential growth or investment
opportunities and is measured as additions to fixed assets (Kalcheva and Lins 2007).
Leverage (LEV), or total debt as a fraction of total assets, is included because of its
role as a key determinant of corporate liquidity in the existing literature. The financing
hierarchy theory predicts a negative relation between cash and debt. In fact, such a
negative relation is also predicted by agency theory. More specifically, issuing debt
can mitigate the agency problem within the firm (Gamba and Triantis 2014). As a
result, agency costs are lower when leverage is higher such that external financing cost
decreases and demand for cash weakens under such circumstance. Dividend payment
(DIV) is the dummy variable that returns a value of one if a firm pays dividends and
zero otherwise. DIV is used in this work as the corporate governance variable affecting
agency costs given that a firm can alleviate agency problems by paying out dividends.

3 Countries are divided into developing and developed countries tomatch our econometricmodel, where the
level of economic development is included as one of independent variables because it might have bearings
on how VA and RL influence corporate governance.
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Research and development expenses (RD) primarily serves as a proxy for information
asymmetry or opaqueness (Dittmar et al. 2003).

Following the previous liquidity literature, all firm-specific variables used in this
study are ratios except for Size and DIV. NA is used as the denominator in calculating
the ratios for all variables except LEV (Dittmar et al. 2003; Kalcheva and Lins 2007;
Opler et al. 1999). The observations are winsorized at the 1 and 99% levels to remove
outliers from the sample before estimating the model.

Democracy and rule of law are measured using the voice and accountability (VA)
and rule of law (RL) indices constructed by Kaufmann et al. (2010). The VA index
measures the “perceptions of the extent to which a country’s citizens are able to par-
ticipate in selecting their government, as well as freedom of expression, freedom of
association, and a free media.” It consists of government repression, orderly change in
government, vested interests, accountability of public officials, human rights, freedom
of association, civil liberties, political liberties, freedomof the press, travel restrictions,
freedomof political participation, imprisonment, government censorship,military role
in politics, responsiveness of the government, democratic accountability, and institu-
tional permanence (Munck 2003).Meanwhile, theRL indexmeasures the “perceptions
of the extent to which agents have confidence in and abide by the rules of society, and
in particular the quality of contract enforcement, property rights, the police, and the
courts, as well as the likelihood of crime and violence.” It consists of legitimacy of
the state, adherence to rule of law, losses and costs of crime, kidnapping of foreigners,
enforceability of government contracts, enforceability of private contracts, violent
crime, organized crime, fairness of judicial process, speediness of judicial process,
black market, property rights, independence of judiciary, and law and order tradition
(Munck 2003). The values for each of these two indexes range from−2.5 to 2.5.Higher
index values indicate higher level of democracy or stronger rule of law. Considering
that the level of economic development might play roles in shaping the effect of VA
and RL on corporate governance, a dummy variable DVPMT is created to distinguish
between these two country groups in estimating the model. DVPMT takes on a value
of one if a given country is classified as a developed country and zero otherwise (IMF
2012).

Table 2 presents the correlation matrix of the variables used in this study as well as
the variance inflation factors (VIF) for the independent variables used in the regression
analysis. Cash indeed correlates with these determinants, implying that they should
be included in the estimation. Additionally, all the VIF values are low (i.e., less than
2), except for VA (2.960) and RL (2.980). Hence, the concern about multicollinearity
can be alleviated.4

To examine the individual effect of democracy and rule of law on corporate gover-
nance clearly, the entire sample is divided into two subsamples in hypothesis testing
based on the strength of rule of law and level of democracy, respectively. Countries are
classified as those with high (low) level of democracy and those with strong (weak)

4 It should be noted that we do consider other national-level governance indicators such as political stability
and absence of violence, government effectiveness, regulatory quality, and control of corruption in the pilot
study. However, they are eventually excluded because including them results in severe multicollinearity.
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rule of law if the VA and RL values are greater (less) than the overall median (i.e.,
0.837 and 0.817, respectively), respectively.

Since the data in this study vary with firms and time, the panel data model is deemed
more appropriate. Fixed-effects panel data model is estimated because the Hausman
test results strongly favor fixed-effects over random-effects models. In fact, the fixed-
effects panel data model has been widely used to mitigate the concern on endogeneity
of firms in seminal studies on corporate liquidity and governance (Bates et al. 2009;
Dittmar andMahrt-Smith 2007; Cremers and Ferrell 2014; Huang et al. 2013).5 Addi-
tionally, empirical results based on the fixed-effects panel data model are used to infer
any causal relationship in these studies. Given the potential correlations within firms,
the Huber/White/sandwich robust standard errors are estimated to perform statistical
inference.6 The following model is estimated:

Ln

(
CHi,t

NAi,t

)
= β0 + β1 ln(Sizei,t ) + β2

CFi,t

NAi,t
+ β3

NWCi,t

NAi,t
+ β4

CAPXi,t

NAi,t

+β5LEVi,t + β6DIVi,t + β7
RDi,t

NAi,t

+β8Zi,t × Xi,t + β9Zi,t × DVPMTi × Xi,t

+
2010∑

t=1996

θt Yeart + μi + νi,t , (1)

where Z is VA or RL; X is the variable (CAPX, LEV, or DIV) through which VA or
RL influences cash; other variables are as defined above; Yeart denotes the t th year
dummy variable that returns a value of one if a given year is the t th year and zero
otherwise; μi denotes the unobservable fixed effect for firm i ; vi,t is the remainder
disturbance for firm i in year t .7

To verify whether democracy and rule of law have positive effects on corporate
governance, we examine the effects of democracy and rule of law on cash through the
channels of CAPPX/NA, LEV and DIV. If higher level of democracy or stronger rule
of law improves corporate governance and reduces agency costs, managers should be
more inclined to hoard cash to take advantage of greater growth or investment opportu-
nities for the valuemaximization purpose becausemanagers’ andoutside shareholders’
interests aremore aligned under such circumstances (Dittmar et al. 2003). In fact, based
on free cash flow theory, extra cash leads to agency costs because the management
is likely to use extra cash to overinvest (Jensen 1986). When the level of democracy
is higher or rule of law is stronger, the agency cost of free cash flow declines and

5 This study builds upon seminal liquidity literature (e.g., Dittmar et al. 2003; Dittmar and Mahrt-Smith
2007; Bates et al. 2009), which uses the OLS or the fixed-effects panel data model to examine how cash is
influenced by its determinants.
6 Results thus obtained are more conservative in the sense that the Huber/White/sandwich robust standard
errors are generally larger than regular standard errors such that the coefficients become less significant or
turn insignificant with this approach.
7 Industry dummy variables as well as other variables that are not time-varying are not included in the
model because they get dropped with the fixed-effects panel estimation.
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firms are allowed to hold more cash (Huang et al. 2013). Based on this view, the cash
sensitivity to growth opportunities should be higher when level of democracy is higher
or rule of law is stronger. This means that democracy and rule of law have a positive
effect on the cash sensitivity to CAPX/NA (i.e., a proxy of growth opportunities).8

Meanwhile, issuing debt and paying out dividend can mitigate agency problems,
such that agency costs are reduced and the precautionary motive for holding cash is
weakened (Gamba and Triantis 2014; La Porta et al. 2000a). Therefore, LEV and DIV
have a negative effect on cash based on the agency cost perspective. If higher level
of democracy or stronger rule of law improves corporate governance and mitigates
agency problemswithin the firm, issuing debt and paying out dividends should become
more effective in reducing agency costs. This means that democracy and rule of law
have a negative effect on the cash sensitivity to LEV and DIV.

4 Empirical results

Tables 3 and 4 present the results regarding how democracy and rule of law influence
cash holdings through CAPX/NA, LEV, and DIV. Results on how corporate liquidity
is related to its benchmark determinants are generally consistent with the prediction
and empirical evidence of prior studies (Dittmar et al. 2003; Opler et al. 1999). More
precisely, inTable 3where countrieswith different strength of rule of laware compared,
the coefficient of Size is significantly positive but less than 1 for countries with weak
rule of law, indicating that cash holdings increase over size less than proportionately.
By contrast, the coefficient of Size is significantly negative for countries with strong
rule of law, suggesting that firms hold less cash as they expand for this country group.
Results on Size confirm the economy of scale as indicated in prior studies.Meanwhile,
the cash flow coefficient (CF/NA) is significantly positive for countries with weak rule
of law, indicating that firms tend to retain cash fromoperating income for precautionary
purposes for this country group. By contrast, the coefficient of CF/NA is significantly
negative for countries with strong rule of law, indicating that cash holdings decrease
as firms are more profitable for this country group.

Results regarding the remainingbenchmarkvariables are consistent for both types of
countries. The coefficient of net working capital (NWC/NA) is significantly negative,
confirming that cash and NWC are substitutes. The coefficient of capital expenditure
(CAPX/NA), a proxy for growth opportunities, is significantly positive, indicating that
management tends to hold more cash when growth opportunities are greater. LEV has
a significantly negative coefficient, concurring with the prediction of financing hierar-
chy theory and further supporting the assumption that cash and debt are substitutes in
terms of financing (Acharya et al. 2007). DIV has a significantly positive coefficient,
indicating that firms holdmore cash if they pay dividends. Existing empirical evidence
on the relation of DIV to cash holdings is mixed. However, firms that pay dividends are
likely to be more profitable such that they hold more cash. Thus, a positive relation-

8 Dittmar et al. (2003) found that the sensitivity of cash to investment opportunities is higher when share-
holder rights are stronger, suggesting that the interests of managers and shareholders are more aligned when
shareholders are better protected such that managers are inclined to hoard cash to take advantage of greater
investment opportunities under such circumstances.
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ship exists between cash holdings and dividend payment (Luo and Hachiya 2005).9

Furthermore, R&D expense (RD/NA) has a significantly positive coefficient, indicat-
ing that firms hold more cash when their R&D expense increases. Such a positive
relationship between R&D expense and corporate liquidity is expected because R&D
expense can serve as a proxy for information asymmetry. This means that firms are
likely to hold more cash due to higher information asymmetry and the corresponding
increase in external financing cost.

Focusing on the results regarding the effect of democracy on cash through
CAPX/NA, LEV, and DIV, for countries with weak rule of law, the coefficient of
VA × CAPX/NA is insignificant whereas that of VA × DVPMT × CAPX/NA is sig-
nificantly negative inColumn1.Hence, results fail to support the hypothesized positive
effect of democracy on the cash sensitivity to CAPX/NA for this country group. By
contrast, for countries with strong rule of law, the coefficient of VA × CAPX/NA is
significantly positive whereas that of VA × DVPMT × CAPX/NA is insignificant in
Column 2, indicating that the cash sensitivity to CAPX/NA increases when level of
democracy is higher for this country group. In addition, such a positive effect of VA
on the cash sensitivity to CAPX/NA is independent of economic development.

In Columns 3 and 4 where the effect of VA on cash through the channel of LEV is
examined, the coefficients of the corresponding interaction variables are insignificant,
indicating that VA has no effect on the cash sensitivity to LEV. However, if regular
standard errors rather than cluster-robust ones are used for statistical inference, we
find a significantly negative coefficient (p value = .01) on VA × DVMPT × LEV in
Column 4 only, indicating that the negative effect of LEV on cash is strengthened
when VA is higher for countries with strong rule of law and higher level of economic
development.Moreover, results regarding the effect of VA on cash through the channel
of DIV in Columns 5 and 6 are more pronounced. Specifically, for countries with weak
rule of law, the coefficient of VA × DIV is significantly negative whereas that of VA
× DVPMT × DIV is insignificant in Column 5, indicating that VA has a negative
effect on the cash sensitivity to DIV and such a negative effect is independent of
economic development for this country group. As for countries with strong rule of
law, the coefficient of VA × DIV is insignificant whereas that of VA × DVPMT ×
DIV is significantly negative in Column 6, indicating that VA has a negative effect
on the cash sensitivity to DIV for this country group with higher level of economic
development only. In sum, results in Table 3 suggest that any negative effect of VA
on agency costs tends to be observed in countries with strong rule of law, particularly
thosewith higher level of economic development. This finding further suggests that for
democracy to help improve corporate governance and reduce agency costs effectively,
countries are recommended to strengthen their rule of law. In addition, countries should
promote economic development to ensure the positive effect of democracy on their
corporate governance.

Table 4 presents the results regarding the effect of rule of law on cash through
CAPX/NA, LEV, and DIV. For countries with low democracy, the coefficient of RL×
CAPX/NA is insignificant whereas that of RL×DVPMT×CAPX/NA is significantly

9 The coefficients on DIV are generally positive (Tables 3, 4), indicating that the positive effect of DIV on
cash overwhelms its negative effect such that the net effect is positive.
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negative in Column 1. Hence, results fail to support the hypothesized positive effect of
rule of law on the cash sensitivity to CAPX/NA for this country group. For countries
with high democracy, the coefficient of RL × CAPX/NA is significantly positive
whereas that of RL × DVPMT × CAPX/NA is insignificant in Column 2, indicating
that the cash sensitivity to CAPX/NA is higher when rule of law is stronger for this
country group and such a positive effect of RL on the cash sensitivity to CAPX/NA is
independent of economic development.

Regarding the effect ofRLon cash through the channel ofLEV, the coefficient onRL
× LEV is insignificant whereas that of RL×DVPMT× LEV is significantly negative
in Column 3, indicating that the negative effect of LEV on cash is strengthened when
rule of law is stronger for low democracy countries with higher level of economic
development only. By contrast, for countries with high democracy, the coefficient
on RL × LEV is significantly negative whereas that of RL × DVPMT × LEV is
insignificant, indicating that the negative effect of LEV on cash is strengthened when
rule of law is stronger for this country group, regardless of the level of economic
development.

As for the effect of RL on cash through the channel of DIV, the coefficient of RL×
DIV is significantly negative whereas that of RL× DVPMT× DIV is insignificant in
Column 5, indicating that RL has a negative effect on the cash sensitivity to DIV for
countries with low democracy and such a negative effect is independent of the level
of economic development.10 By contrast, the coefficients of RL × DIV and RL ×
DVPMT×DIV are insignificant in Column 6, indicating that RL has no effect on the
cash sensitivity to DIV for countries with high democracy. In sum, results in Table 4
suggest that any negative effect of RL on agency costs tends to be found in countries
with high democracy. Such negative effect is also observed in countries that have
low democracy and are more economically developed. Therefore, for rule of law to
help improve corporate governance and reduce agency costs effectively, countries are
recommended to promote democracy or enhance economic development.

To tighten up, results in Tables 3 and 4 indicate that when level of democracy is
higher or rule of law is stronger, managers are more inclined to hoard cash to take
advantage of greater growth opportunities. Results concur with the finding of Dittmar
et al. (2003). In addition, democracy and rule of law have a negative effect on the
cash sensitivity to LEV and DIV, suggesting increased effectiveness of issuing debt
and paying dividends in reducing agency costs when level of democracy is higher or
rule of law is stronger. Results support H1 and H2. Furthermore, any positive effect
of democracy and rule of law on corporate governance tends to exist when rule of law
is stronger and the level of democracy is higher, respectively. Economic development
also appears to help ensure the effectiveness of democracy and rule of law in reducing
agency costs.

10 When regular rather than cluster-robust standard errors are used for statistical inference, the coefficient of
RL×DVPMT×DIV is significantly negative in Column 5, indicating that the negative effect of RL on the
cash sensitivity to DIV is stronger for low democracy countries with higher level of economic development
than for those with lower level of economic development.
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4.1 Rule of law and cash sensitivity: additional tests

The empirical results in Tables 3 and 4 are interpreted conservatively in terms of how
corporate governance is influenced by democracy and rule of law because the econo-
metric model used in the study might fail to mitigate endogeneity problem effectively.
The accession of some European countries to the EU in mid-2000s provides a natural
experiment to verify the causal relationship between rule of law and corporate gover-
nance because such accession signifies exogenous variation in the legal environment.
As shown in Fig. 1, the median values of RL increase substantially in mid-2000s for
newEUcountries as opposed to other countries. The increasing trend of RL for the new
EU countries is particularly found in Fig. 2 that shows the locally-weighted scatterplot
smoother (LOWESS) line plots. More specifically, these countries have experienced
a tightening of rule of law since their entry into the EU because of the enforcement
of the treaties by the European Commission. As a result, any positive effect of rule
of law on corporate governance should be stronger during the post-entry period for
these new EU countries as opposed to other countries. That is, rule of law should be
more effective in improving corporate governance and reducing agency costs in the
new EU countries such that any positive (negative) effect of rule of law on the cash
sensitivity to CAPX/NA (LEV and DIV) is reinforced after their entry into the EU.
Based on this, the study further examines whether any positive effect of rule of law is
more pronounced after accession to the EU in mid-2000s for countries such as Bul-

.6
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.9

1995 2000 2005 20101995 2000 2005 2010

other countries new EU countries
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Fig. 1 Rule of law versus year—median plots
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Fig. 2 Rule of law versus year—LOWESS line plots

garia, Cyprus, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Malta, Poland,
Slovakia, and Slovenia.11

To this end, additional dummy variables are created to distinguish between country
groups and between time periods. Specifically, a dummy variable EU is created that
returns a value of one if a given country joined the EU inmid 2000s and zero otherwise.
In addition, the sample period is divided into pre- and post-2004 periods. Pre2004 is
a dummy variable that returns a value of one if a given year is before 2004 and zero
otherwise. Post2004 is a dummy variable that returns a value of one if a given year is
2004 and thereafter and zero otherwise. To account for any variation of the effects of
rule of law after 2004, another dummy variable Post2007 is created, which returns a
value of one if a given year is 2007 and thereafter and zero otherwise. Another reason
for creating Post2007 is to examine whether any increased effectiveness of rule of
law in improving corporate governance is particularly found during 2004–2006 as
opposed to the post-2007 period when two more countries joined the EU and global
financial crisis started.

The estimation results are presented in Table 5, where Panels A and B present the
results based on regular standard errors and Huber/White/sandwich robust standard
errors, respectively. The coefficients are the same except that they tend to be more
significant in Panel A than in Panel B. To highlight the difference in the causal rela-

11 Twelve countries joined the EU in mid-2000s, with the majority of them entering the EU in 2004.
Bulgaria and Romania became members in 2007. The data for Romania are unavailable, rendering the
number of these EU countries reduced to 11
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tionship between rule of law and corporate governance between new EU members
and other countries, we focus on the results in Panel A.

In Columns 1 to 3 where the sample period is divided into pre- and post-2004
subperiods, the coefficients of Post2004 × RL × CAPX/NA and EU × Post2004
× RL × CAPX/NA are both significantly positive in Column 1, suggesting that the
positive effect of rule of law on the cash sensitivity to CAPX/NA is reinforced after
the year of entry (2004) and such a phenomenon is more pronounced among new EU
members. Results suggest that rule of law is more effective in improving corporate
governance for new EU countries after 2004 such that any strengthening of rule of
law after 2004 helps align the interests of mangers and outside shareholders more
effectively for these countries, rendering firms more inclined to hoard cash for greater
growth opportunities under such circumstances. In Column 2 where the interaction
between rule of law and the cash sensitivity to LEV is examined, the coefficients of
Post2004 × RL × LEV and EU × Post2004 × RL × LEV are significantly positive
and significantly negative, respectively. Results suggest that while other countries see
a weakened negative effect of rule of law on the cash sensitivity to LEV after 2004,
the negative effect of rule of law becomes stronger after 2004 for new EU countries.
Results further suggest that new EU countries experienced a stronger positive effect
of rule of law on corporate governance after their entry to the EU such that rule of
law reinforces the effectiveness of issuing debt in mitigating agency costs, resulting
in increased cash sensitivity to LEV after 2004. In Column 3 where the interaction
between rule of law and the cash sensitivity to DIV is examined, the coefficients of
Post2004 × RL × DIV and EU × Post2004 × RL × DIV are significantly positive
and insignificant, respectively. Results indicate no difference in the effect of rule of
law on the cash sensitivity to DIV after 2004 between new EU countries and other
countries. However, given the coefficients of RL × DIV and post2004 × RL × DIV
being −0.13 and 0.048 respectively, the coefficient of RL × DIV remains negative
(−0.082) after 2004. Hence, results confirm that rule of law is effective in improving
corporate governance such that dividend payment becomes more effective in reducing
agency costs when rule of law is strengthened for all countries during the entire sample
period.

In columns 4 to 6 where the sample period is divided into 3 subperiods (i.e., pre-
2004, 2004–2006, and post-2007), the coefficients of Pre2004 × RL × CAPX/NA
and Post2007 × RL × CAPX/NA are both significantly negative in Column 4. Given
that the coefficient of RL × CAPX/NA is significantly positive (0.425), these results
indicate that the positive effect of rule of law on the cash sensitivity to CAPX/NA
is stronger during the period 2004–2006 than in the pre-2004 and post-2007 periods.
That is, rule of law is generally more effective in improving corporate governance
during the period 2004–2006 such that strengthening of rule of law results in higher
propensity of firms to hoard cash for greater growth opportunities during this period. In
addition, the coefficients of EU× Pre2004×RL×CAPX/NA and EU× Post2007×
RL× CAPX/NA are significantly negative and insignificant, respectively, suggesting
that new EU countries experienced a larger increase in the effectiveness of rule of
law in improving corporate governance after 2004 as opposed to other countries.
Results concur with the finding from Column 1 that rule of law is more effective
in improving corporate governance and reducing agency costs after these European
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countries joined the EU in mid-2000s. In Column 5 where the interaction between
rule of law and the cash sensitivity to LEV is examined, the coefficients of Pre2004
× RL× LEV and Post2007× RL× LEV are significantly negative and insignificant
whereas those of EU× Pre2004× RL× LEV and EU× Post2007× RL× LEV are
both significantly negative. Results suggest that all countries experienced a decreased
effectiveness of rule of law in improving corporate governance and reducing agency
costs after 2004. However, rule of law appears to be more effective in improving
corporate governance and reducing agency costs after 2007 for new EU countries
only given that the coefficient of RL × LEV for the post-2007 period is negative
(−0.549) whereas that for other countries is positive (0.067). In Column 6 where
the interaction between rule of law and the cash sensitivity to DIV is examined, the
coefficients of Pre2004 × RL × DIV and Post2007 × RL × DIV are significantly
negative and significantly positive whereas those of EU× Pre2004 × RL× DIV and
EU× Post2007×RL×DIV are significantly negative and insignificant, respectively.
Results indicate that the negative effect of rule of law on the cash sensitivity to DIV is
increasingly weaker during the entire sample period and such an inclination is stronger
for the newEUcountries. Results fail to support that rule of lawbecomesmore effective
in improving corporate governance and reducing agency costs after 2004. However,
the coefficient of RL × DIV for the 2004–2006 and post-2007 periods is −0.094 and
−0.074, respectively. Hence, rule of law remains effective in improving corporate
governance after 2004, concurring with the finding from Column 3.

In sum, results from the additional tests indicate that rule of law is more effective
in improving corporate governance in new EU countries during the post-entry period
likely because these countries were required to improve their legal system such that
their rule of law has become more effective in improving corporate governance during
such a period. More importantly, using the accession to the EU as the backdrop,
the study provides additional evidence that strongly indicate the presence of causal
relationship between rule of law and corporate governance.

5 Conclusions

This study contributes to the existing liquidity literature by exploring the effects of
democracy and rule of law on corporate governance from the perspective of corpo-
rate liquidity. Considering that democratic procedures have been gradually discerned
throughmodern corporate governance, the level of democracy outside the firms should
influence corporate governance. In addition, good governance necessitates rule of law.
Regardless of how sophisticated the governance mechanism within the firm is, cor-
porate governance is likely to fail when strong rule of law is lacking. The effective
enforcement of corporate provisions and the improvement of corporate governance
are more likely to occur when the external legal environment is enhanced.

A review of 67 countries from 1996 to 2010 indicates that democracy and rule of
law generally have a positive effect on the sensitivity of cash to growth opportuni-
ties, suggesting that interests of managers and outside shareholders are more aligned
when the level of democracy is higher or rule of law is stronger such that managers
are inclined to hoard cash to take advantage of greater growth opportunities for value
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maximization under such circumstances. In addition, democracy and rule of law gen-
erally have a negative effect on the cash sensitivity to leverage and dividend payout,
suggesting that issuing debt and paying out dividends becomemore effective in reduc-
ing agency costs when the level of democracy is higher or rule of law is stronger such
that the external financing cost decreases and the cash demand declines under such cir-
cumstances. Furthermore, any negative effect of democracy and rule of law on agency
costs appears to be reinforced when rule of law is stronger and level of democracy
is higher, respectively. Economic development also appears to ensure the benefit of
democracy and rule of law in terms of reducing agency costs.

Results provide implications for researchers, practitioners, and policymakers. For
researchers, results indicate that democracy and rule of law indeed have bearings on
corporate governance and liquidity. Thus, future related studies are recommended
to consider these two national variables. In addition, to the author’s knowledge, this
study provides the first strong empirical evidence supporting Tocqueville’s well known
hypothesis that democracy eventually prevails in all domains of organized activity.
Meanwhile, for practitioners, results suggest that multinational firms or firms that are
planning to establish subsidiaries in foreign countries should consider the external
environment of a country when managing cash holdings. In other words, country-
specific variables, such as democracy and rule of law, should be formally considered
because they may affect the agency costs of firms and external financing cost. Specif-
ically, firms should hold less cash in countries with higher level of democracy or
stronger rule of law because results suggest that corporate governance is better and
agency costs are lower in such countries. As for policy makers, results suggest that
higher level of democracy and strong rule of law are desirable in terms of improving
corporate governance. Thus, to ensure enhanced corporate governance, governments
need to promote democracy and strengthen rule of law without reservation. However,
democracy and rule of law also have several subtle effects on corporate governance.
Specifically, study results highlight the importance of promoting democracy and rule
of law simultaneously to ensure that democracy and rule of law can help improve cor-
porate governance and reduce the agency costs of firms effectively. In addition, results
indicate that democracy and rule of law tend to reduce agency costs more effectively in
developed countries than in developing countries. Therefore, to ensure that democracy
and rule of law can improve corporate governance effectively, the authorities in devel-
oping countries should also promote economic development because these two factors
require a favorable infrastructure and economy to reduce agency costs effectively.
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