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Abstract
This paper analyses the joint effects of Economic Policy Uncertainty (EPU) and infla-
tion risk on the Corporate Cash Holdings (CCH) of US firms from 2011 to 2021. The 
baseline results suggest that EPU and inflation risk positively impact CCH. Moreover, we 
find the same results between inflation risk and CCH. However, EPU and CCH are nega-
tively associated. Additionally, construction (finance) firms hold higher (lower) cash at the 
time of EPU and inflationary risk. We also find that firms hold higher (lower) cash dur-
ing Democrat (Republican) presidential terms. The two-step system Generalized Method 
of Moments approach used to control the potential endogeneity issues indicates the same 
results and supports the baseline findings.

Keywords Economic Policy Uncertainty · Inflation · Corporate Cash Holdings · 
Democrat · Republican

JEL Classification C83 · E52 · E58 · G32 · G38

1 Introduction

Uncertainty in government economic policies may be bad for the economy. According to 
some studies (Baker et al. 2016; Stock and Watson 2012), uncertainty about government 
spending, taxes, and regulatory and monetary policies contributed to the Great Recession 
of 2007–2009 and hindered economic recovery. A company’s ability to hang onto its cash 
is what allows it to attract investment opportunities (Keynes 1936). Additionally, keeping 
cash is just trading and prevention. However, the world has been in a recession since the 
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financial crisis. Due to a lack of cash holdings, many businesses across the world have 
gone out of business, and the capital chain has collapsed (Wang et al. 2014). These occur-
rences have made it clear that having the right amount of cash on hand can help businesses 
handle financial crises. According to the literature, businesses adjust to changes in the mac-
roeconomic environment, and economic risk significantly impacts how much cash they 
keep (Venkiteshwaran 2011). Yet due to poorly thought out and/or implemented economic 
policies, low market demand, and tight capital turnover, businesses’ cash holdings can 
steadily decline (Wang et al. 2014). In order to combat such an uncertain economic envi-
ronment, businesses are forced to handle their excess cash holdings. Eventually, because 
of the restrictions on external financing, businesses hold onto their cash more at times of 
heightened economic risk (Duchin et al. 2010).

Changes in governments’ economic and social strategies are represented by economic 
risk. Businesses are eager to make financial decisions when considering economic risk. 
This is brought on by the rising degree of political unrest. Companies might react to eco-
nomic risk by delaying their investment plans until they believe the economic dangers have 
subsided (Frye and Shleifer 1997). Hence we can see that the economy is highly dependent 
on (perceptions of) economic risk (Julio and Yook 2012) and, consequently, most govern-
ments work to foster an atmosphere conducive to the stable operation of the private sector. 
In doing so, governments impact businesses in various ways, including imposing taxes, 
offering subsidies, upholding the law, regulating competition, and establishing environ-
mental and labor standards. When the investment environment is unfavourable and per-
ceptions of economic risk are high, managers of companies often amass too much cash, 
instead of, for example, paying out dividends (Huang et al. 2015; Hasan 2022). In a healthy 
capital market, a positive economic environment makes it easier to convert noncash assets 
(Jensen 1986).

According to Dittmar and Mahrt-Smith (2007), CCH has seen a noticeable rise glob-
ally over the past 20 years (see also Amees et al. 2015). Firms may benefit from retaining 
more cash in the form of lowering their transaction costs, but doing so comes at a growing 
opportunity cost (Opler et al. 1999). Businesses hold more capital during a downturn in 
the economy for investment and stability (Baumol 1952). They can invest more and hold 
less cash when a government intervenes in the industrial situation and extracts resources 
through taxes and other laws (Pinkowitz 2006). Ameer (2012) investigated how cash hold-
ings and ownership concentration affect Australian enterprise valuation. Beuselinck and 
Du (2017) investigation of MNCs’ cash holdings concluded that more research was needed 
to examine the impact of cash holdings and other macro variables in greater detail (Hunjra 
et al. 2022).

There is currently a significant amount of research showing that continuous inflation 
can have a negative effect on long-term growth (Evers et al. 2020). The opportunity cost 
of keeping currency, distortions of relative pricing, and the tax system, in particular, affect 
incentives for investment and saving, subjects which have been topics of theoretical dis-
cussion regarding the detrimental effects of inflation. However, there is still disagreement 
regarding the underlying causal mechanism that links EPU and inflation risk on CCH due 
to the mixed empirical evidence for these theories and their consequences for economic 
growth. Since the nominal interest rate, which is connected to the inflation rate via the 
Fisher equation, determines the relevant liquidity premium, this mechanism suggests that 
rising inflation and EPU act as a tax on forward investment and raise firms’ cash holdings. 
Based on these arguments, we investigate the impact of EPU and inflation risk on CCH.

US firm-level data from 2011 to 2021 was used to conduct this research. The final 
dataset comprised 18,690 observations (firm and year) for 1869 US firms. For baseline 
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regression, we used the OLS estimation. However, we used GMM estimation to control 
for endogeneity issues. The initial findings revealed a positive correlation between EPU, 
inflation risk, and CCH. Additionally, we discovered a similar relationship between CCH 
and inflation risk. However, a negative correlation was identified between EPU and CCH. 
Additionally, it was found that during periods of inflation risk and EPU, businesses in the 
construction (financial) industry maintain more (less) cash. Notably, we also discovered 
that companies held more (less) cash during the Democrat Democrat and Republican presi-
dential administrations, respectively. The two-step system GMM technique supported the 
baseline findings and was used to control for endogeneity issues.

Our main contributions to the existing literature are threefold. Frstly, this is the first 
paper, to our knowledge, to investigate the impact of EPU and inflation risk on CCH, with 
the previous literature concentrating solely on EPU and CCH (e.g. Fresard 2010; Phan 
et al. 2019). Secondly, this paper uses a larger data set to compare similar kinds of stud-
ies in the field (e.g. Baker et al 2016; Li 2019; Phan et al. 2019). Finally, in contrast to the 
existing litetature, which has focused on EPU and CCH (e.g. Baker et al 2016; Li 2019; 
Phan et al. 2019), this paper contributes to three areas of research: EPU, inflation and CCH.

The remainder of the paper is organized as follows. Section 2 introduces and reviews the 
relevant literature and develops the paper’s hypotheses. Our data and methodology are then 
set out. After that, baseline model results, robustness and endogeneity tests are discussed. 
Section 5 concludes the paper.

2  Literature review and hypotheses

Changes in governmental policies in both the economic and social spheres constitute 
economic risk. Economic risk is essential for more informed decision-making in many 
nations.  Investor pressure forces companies to reduce their cash holdings in order to cut 
agency fees while, at the same time, managers are urged to keep financial reserves on 
hand to cover their needs. For this reason, the pecking order hypothesis, created by Myers 
and Majluf (1984), describes the significance of internal financing, in which a corpora-
tion chooses to finance its new investment before turning to debt financing or issuing extra 
stocks if further financing is required (Fama and French 2005). Since trade-off theory is 
used to manage cash holdings, corporations must consider economic risk when making 
decisions. Keynes (1936) also explained the purposes of currency holdings. The transac-
tion motive explains why businesses require cash to cover ongoing financial obligations 
and interpersonal interactions. Another motive is the precautionary motive, which is 
concerned with the need for businesses to have sufficient cash reserves to satisfy future 
demands. Various findings from earlier studies have explained the connection between eco-
nomic risk and cash holdings.

In order to have enough internal capital to take advantage of improved investment 
opportunities, firms maintain higher cash balances when economic conditions are favour-
able (Kim et  al. 1998). According to Harford et  al. (2014), politically linked businesses 
store more cash and frequently alter their policies in reaction to economic risk. According 
to Caprio et al. (2013), a firm’s cash holdings are low when the level of corruption in a 
nation is high. Government agents frequently use corruption to gain political advantage at 
the expense of cash-rich companies. Therefore, a company maintains less cash to reduce 
the danger of political extraction in the form of cash payments to political actors. Accord-
ing to Wang et  al. (2014) analysis of the effects of economic risks such as inflation on 
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cash-holding strategies, enterprises attempt to modify their cash-holding plans in response 
to economic risk because the purchasing power is controllable following the inflation rate. 
The necessity of the age is to develop strategies that take economic risks like inflation into 
account. Based on that, we developed our first hypothesis:

H1‑a: EPU and inflation risk jointly impact positively on CCH.

According to Francis et al. (2014), CEOs who benefit from economic risk and push for 
higher borrowing costs those enterprises are with higher political exposure. Additionally, 
changes in economic risk cause falls in investment and cash holdings (Johannsen 2014). 
According to Huang et al. (2015), companies that are less liquid or have a lower market 
valuation than others are more likely to cut their cash holdings during times of elevated 
economic risk. Chen et al. (2015) warned that uncertainty positively correlates with inter-
national contexts and CCH, while individualism is adversely correlated with both. Accord-
ing to Xu et al. (2016), a change in political ties brought on by political turnover increases 
economic risk. The authors contended that economic risk is a shock that impacts the firm’s 
current political relationships and, as a result, its judgements regarding cash holdings. 
According to An et  al. (2016), Chinese businesses cut their investments during political 
upheaval, and this effect is particularly pronounced for businesses doing more business 
with local government.

Government economic policy uncertainty has detrimental financial and practical reper-
cussions, according to recent studies (Phan et al. 2019). Firms are more prone to put off 
investments, especially those that are irreversible, according to Gulen and Ion (2016) and 
Nguyen and Phan (2017). Financial limitations faced by businesses can become more 
severe as a result of policy uncertainty (Gilchrist et al 2014; Pástor and Veronesi 2013).

CCH may be impacted by economic policy uncertainty in a variety of ways. Firms are 
motivated to increase cash reserves to protect against financial shocks and maintain smooth 
operations because policy uncertainty lowers asset returns and raises the cost of external 
financing, which exacerbates firms’ financial constraints (Brogaard and Detzel 2015; Gil-
christ et  al. 2014; Pástor and Veronesi 2013). According to the real option theory, busi-
nesses may decide to put off investments when there is a lot of uncertainty (Bernanke 1983; 
Dixit and Pindyck 1994; Gulen and Ion 2016), which also results in a rise in cash reserves. 
Increased cash reserves can give businesses the flexibility they need to take advantage of 
potentially profitable investment opportunities when economic policy uncertainty subsides 
because such uncertainty is usually only temporary. Uncertainty over economic policy can 
also make managers more conservative (Panousi and Papanikolaou 2012), leading busi-
nesses to hoard more cash, the most liquid asset. For these reasons, we anticipate a positive 
correlation between cash holdings and economic policy uncertainty, as hypothesized here:

H1‑b:  EPU is associated negatively with CCH.

Demir and Ersan (2017) discussed how economic risk affects cash-holding choices and 
accounts for future uncertainty in BRIC nations. According to the authors, economic risk 
is a significant factor in determining cash holding methods. Businesses tend to handle more 
cash during times of high economic risk to control everyday operations. In this way, eco-
nomic risk significantly and favourably influences the decision to store cash. According 
to Anand et al. (2018), businesses store more cash when there are greater growth oppor-
tunities. Using panel data from US-based companies, Baum et  al. (2009) analyzed the 
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influence of economic risk on capital investment and concluded that it has a detrimental 
effect. In order to manage enough cash on hand to prevent a crisis, businesses must con-
centrate on economic risk behaviour. Phan et al. (2019) drew some conclusions about the 
impact of economic risk on a firm’s cash holdings in a different study.

According to Anand et  al. (2018), businesses hold less cash as interest rates rise and 
currencies appreciate. According to other studies, macroeconomic variables like interest 
rates and inflation rates significantly determine how much cash corporations hold (Chen 
and Mahajan 2010; Natke 2001). Infante and Plazza (2014) provided evidence that busi-
nesses with political ties benefit from low loan rates. According to Hunjra et al. (2020), 
interest rate mechanisms designed by financial system administrators aid in regulat-
ing risky investments. The three components of economic risk are early recovery, robust 
recovery, and economic crest, according to Chang et al. (2019) classification of economic 
risk. They discovered a connection between inflation and a company’s choice of financing. 
Additionally, businesses try to get around the funding limitations by issuing more shares 
when the economy is at risk. Unrestricted financing companies provide debt in reaction 
to debt market spreads. Based on the above arguments, we developed our next hypothesis:

H1‑c: Inflation risk has a positive association with CCH.

Baum et al. (2006) demonstrated that time variation in the cross-sectional distribution 
of cash holding ratios of US enterprises results from macroeconomic uncertainty. Addi-
tionally, Baum et  al. (2008) provided evidence that businesses store more cash when 
macroeconomic or regional uncertainty rises. This suggests that keeping liquid assets on 
hand during more uncertain times is done out of caution. When Baum et al. (2006, 2008) 
findings are taken into consideration, it can be said that macroeconomic and idiosyncratic 
uncertainty causes enterprises to hoard more cash because it prevents sources from being 
used and delays possible investment initiatives. Bhaduri and Kanti (2011) investigated the 
effects of macroeconomic policy uncertainty on the cash holdings of Indian enterprises by 
using comparable metrics of uncertainty to Baum et al. (2006, 2008).

According to research, Indian companies store more cash as uncertainty rises, which 
is consistent with findings from the USA. Additionally, middle-aged and middle-sized 
businesses are the ones most impacted by macroeconomic unpredictability. According 
to Baum et al. (2012), managers’ choice of liquidity is influenced by both the degree of 
governance and macroeconomic uncertainty. The demand for cash driven by precaution-
ary motivation impacts the cash holdings of non-financial US enterprises. The degree 
of uncertainty at the business and macroeconomic levels can alter, and this can impact 
how much cash a firm holds. Song and Lee (2012) examined how the 1997–1998 Asian 
financial crisis affected East Asian companies’ cash holdings over the long term. Asian 
companies chose to hold more capital due to higher cash flow risk and fewer expansion 
opportunities in the post-crisis environment. Our fourth hypothesis is thus:

H2‑a: Construction (financial) sector cash holdings are more (less) than in other sectors

In many commercial activities, political connections are crucial. They occasionally work 
very well for a corporation, even though they do not always benefit the economy. Accord-
ing to Fisman (2001), Faccio (2006), Faccio et al. (2006), and Bunkanwanicha and Wiwat-
tanakantang (2009), a company can leverage political connections to improve operations 
and boost value. The stock prices of politically connected enterprises respond favourably 
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to claims of the Indonesian president’s good health, according to Fisman (2001), who 
tracked the stock price reactions of politically connected and unconnected firms vis-a-vis 
these rumours. Political contacts are, therefore, valuable. Faccio (2006) examined how 
a company’s executive’s election to a significant government position affects the firm’s 
value. According to Faccio, such elections significantly increase the value of businesses 
in highly corrupt nations. According to Claessens et  al. (2008), banks often lend more 
money to politically linked businesses than to unconnected ones. In a 22-country study of 
mergers and acquisitions, Brockman et al. (2013) found that politically connected bidders 
performed 20% better than unconnected bidders in nations with weak legal systems and 
high levels of corruption, which suggests that connected bidders learn more about merger 
targets from their political connections. In Italy, politically linked businesses benefit from 
lower lending rates when those connections are at the local level, according to research by 
Infante and Piazza (2014). The effect is higher in areas with high levels of corruption.

Roberts (1990) offered a pioneering analysis of the effects of political unpredictability 
on businesses by looking at stock price responses to US Senator Henry Jackson’s untimely 
death in 1983. According to the author, stock values for companies affiliated with the sena-
tor were generally down. Political turbulence following the senator’s passing caused stock 
values to decline. The effects of French municipal elections on business investments waere 
studied by Bertrand et al. (2006). In order to help the incumbent municipal officials win re-
election during the politically tumultuous election season, politically linked CEOs upped 
their investments, particularly in politically charged cities. That is, more business invest-
ments could result from political instability. Fan et al. (2008) investigated the effects of the 
arrest of corrupt officials with political ties to enterprises on firm leverage and stock prices 
in China. The associated enterprises experienced political unrest following the arrests. 
After that, their leverage and stock price decreased, demonstrating the negative effect of 
political unpredictability on corporate value.

Cash is a valuable and movable company asset. Investors and academics are interested 
in the rising trend in US company cash holdings, according to Bates et  al. (2009), who 
found that the average cash-to-assets ratio of US industrial enterprises increased from 10.5 
to 23% between 1980 and 2006. Previous research has provided several explanations for 
CCH, including transaction costs (Mulligan 1999), precautionary motives (Bates et  al. 
2009; Han and Qiu 2007; Khieu and Pyles 2012; Opler et al. 1999), corporate governance 
(Dittmar and Mahrt-Smith 2007; Harford et al. 2008; Kuan et al. 2011), business organisa-
tion structure (Locorotondo et al. 2014), tax incentives (Foley et al. 2007; Pinkowitz et al. 
2013), product market competition (Fresard 2010), and idiosyncratic risk (Campbell et al. 
2001).

For 48 countries from 1980 to 2005, Julio and Yook (2012) examined corporate invest-
ments during 248 national elections. They contended that an election can result in a nega-
tive consequence for a corporation because of political unpredictability in election years, 
meaning it can be advantageous to delay investment. After accounting for other factors, the 
authors found that businesses cut their investments by an average of 4.8% during political 
unrest. According to a 2016 study by An et al. on the effects of political unpredictability 
on corporate investments, there is a decline in investment in Chinese cities when there is 
a change in the composition of the government. Based on these points, we developed our 
final hypothesis.

H2‑b: U.S. firms hold more (less) cash during Democrat (Republican) presidential terms
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3  Data and methodology

3.1  Data and measurement

We accumulated data from several sources to investigate the impact of EPU and infla-
tion risk on CCH. We collected firm-level financial data from the Compustat–Capital I.Q. 
(Global) database of Wharton Research Data Services (WRDS). Firm age was calculated 
from the annual proxy statement for each firm. We considered the World Bank’s databank 
(https:// data. world bank. org/ indic ator) for inflation and GDP variables. Finally, we collected 
EPU from the US Economic Policy Uncertainty Index for the United States  (USEPU-
INDXD) from the Federal Reserve Economic Data (FRED) database.

We winsorized all the continuous variables at the 1st and 99th percentile to alleviate 
the probable impact of outliers on the results and drop all the missing values. The final 
sample for our panel dataset consisted of 18,690 firm-year observations for 1869 US 
firms from 2011 to 2021.

3.2  Variable definitions

In this section, we focus on the definition of variables. The dataset included one depend-
ent, two independent, and nine control variables (Table 1).

In sum, to conduct the empirical analysis we considered cash as a dependent vari-
able; inflation and EPU as independent variables,; and optimism, size, TQ, leverage, 
volatility, DV, Cap, FAGE, and GDP Growth as control variables.

3.3  Methodology

The baseline regression model for our analysis took the following form:

where Cashijt is the total CCH for firm i in industry j at time t, EPUt is the index 
of EPU, Inflationt is the annual inflation rate (CPI, and Inflation_EPUt is the interac-
tion variable between inflation and EPU at time t, captured in coefficients β1-β3, respec-
tively. Controlsijt is a vector of control variables that includes optimism, size, TQ, lever-
age, volatility, DV, Cap, FAGE, and GDP Growth. µi and µt are the firm-specific and 
time-fixed effects, respectively.

EPU may impact CCH negatively. In this case, firms manage their cash holdings 
down during high policy uncertainty periods to mitigate the organization’s financial 
problems (Javadi et al. 2021). Therefore, we expect the sign β1 to be negative.

Conversely, we are hoping that β2 holds a positive value since a high inflation rate 
implies country risks that have a major impact on the condition of that country’s com-
panies. Changes in a country’s macroeconomic conditions implicitly impact compa-
nies’ cash holdings. Firms tend to save cash for future investment opportunities, which 
strengthens when economic booms occur. A high inflation rate may reduce the purchas-
ing power in a country, thereby decreasing corporate income. A company’s reduced 

(1)
cashijt = � + �1EPUt + �2Inflationt + �3Inflation_EPUt + �Controlsijt + μi + μt + �ijt

https://data.worldbank.org/indicator
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income results in fewer available funds to be used as retained earnings (Setiawan and 
Rachmansyah 2019). Our expected value of β3 is positive, implying that, in the presence 
of inflation, EPU and inflation risk jointly impact CCH positively.

Next, we applied the two-step system Generalized Method of Moments (GMM) 
approach (Blundell and Bond 1998) to control for potential endogeneity issues while 
finding the relationship between CCH and EPU and inflation:

where Cashijt-1 and Cashijt-2 are the one-year and two-year lagged values of firms’ CCH, 
respectively.

4  Findings

4.1  Descriptive statistics

Table  2 reports the sample’s descriptive statistics, namely the mean, median and stand-
ard deviation for our variables. This table represents the macro-level variables such as 

(2)

cashijt = � + �1cashijt−1 + �2cashijt−2 + �3EPUt + �4Inflationt
+ �5Inflation_EPUt + �Controlsijt
+ μi + μt + �ijt

Table 2  Descriptive Statistics

This table represents an overview of the sample as descriptive sta-
tistics. Cashijt is the CCH of firm i in industry j in period t. EPUt is 
EPU, and Inflationt is the inflation risk in year t. Optimism is an indi-
cator variable equal to one if the CEO holds options with average 
moneyness of at least 67% during the fiscal year. Size is the natural 
logarithm of the book value of total assets, TQ indicates the market 
value of assets divided by the book value of assets, Leverage is the 
summation of the book value of long-term debt and debt in current 
liabilities divided by market value of assets, Volatility is the standard 
deviation of a firm’s return on assets over the previous five years, DV 
is the indicator for whether a firm pays common dividends, Cap rep-
resents the net capital expenditure, FAGE is the natural logarithm of 
firm age, and GDP is annual GDP growth (%)

Mean Std. Dev p25 Median p75

Cash 0.156 0.17 0.032 0.09 0.219
Inflation 1.885 1.118 1.262 1.717 2.13
EPU 114.475 59.519 77.750 98.032 133.09
Optimism 0.573 0.43 0.000 0.667 1
Size 7.774 1.786 6.538 7.711 8.942
TQ 0.773 0.518 0.473 0.703 0.94
Leverage 0.156 0.171 0.007 0.106 0.24
Volatility 0.041 0.054 0.011 0.024 0.047
DV 0.447 0.497 0.000 0 1
Cap -0.032 0.149 − 0.048 − 0.007 0.029
FAGE 2.473 0.719 2.079 2.708 2.978
GDP 0.075 1.253 − 1.068 0.501 0.842
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inflation, EPU, GDP (GDP growth), and firm-level variable cash (CCH). It also includes 
other firm-specific characteristics such as firm age, size, net capital expenditure, common 
dividends, book leverage, earnings volatility, the ratio of market value assets to book value 
assets, and the CEO’s average money holdings.

Table 2 shows that the average cash holding of the sample of firms is approximately 
0.156, with a standard deviation of 0.17. In addition, the average inflation risk is 1.89% and 
EPU is 114.48, with standard deviations of 1.12 and 59.52, respectively. These figures indi-
cate that, despite less dispersion in firms’ cash holdings from the average value, inflation 
risk and EPU affected the sample of firms differently.

Table 3 represents the pairwise correlation matrix, which shows that the firm’s CCH are 
positively correlated with inflation risk (inflation = 0.002) and negatively correlated with 
EPU (EPU = − 0.023). This table also shows that inflation risk is positively correlated with 
EPU (EPU = 0.082). This correlation suggests that EPU raises the risk of future inflation.

Following Berry et al. (1985), we checked the multicollinearity issues between two 
independent variables. We did not find any multicollinearity problems in the regression 
as the bivariate correlations did not exceed 0.80. This indicates that multicollinearity 
was not a problem in the regressions.

4.2  Empirical results

This section documents the baseline results related to the impact of EPU and inflation 
on firms’ cash holdings from the estimation of Eq.  (1). We used cash as the depend-
ent variable while EPU and inflation risk are considered independent variables, along 
with CEO characteristics and firm and country-level control variables in the regression 
models.

In column 1 of Table 4, we see the coefficient of inflation is positive (0.003), which 
is economically and statistically significant (< 0.01) using control variables without any 
fixed effects. In column 2, we find the coefficient for EPUt is negative (- 0.00003), which 
is economically and statistically significant (< 0.01) using control variables without any 
fixed effects. In column 3, the coefficient for Inflation_EPUt is positive (0.00008) and 
statistically significant (< 0.01). After controlling for the period of COVID-19, column 
4 shows that the regression coefficient of Inflation_EPUt is still positive and statisti-
cally significant. In column 5, after adding time-fixed effects, the interaction variable 
and economic policy uncertainty remain statistically significant, holding the same sign 
as without year-fixed effects. In column 6, we add year and sector fixed effects and 
get a similar result as column 5. In both cases, fixed effects result in an insignificant 
impact of inflation risk on CCH. Our findings suggest that inflation and EPU positively 
impacted cash holdings. Although only EPU impacted negatively on CCH, only infla-
tion risk was linked positively with CCH. These results suggest that firms hold more 
cash during inflationary periods because of available cash in the market, but they cannot 
hold more cash during periods of EPU because of financial uncertainty in the economy. 
However, firms hold cash when high inflation and EPU periods occur together. These 
findings support additional contributions to prior literature (Duchin et al. 2010; Wang 
et al. 2014; Chen et al. 2015) and our proposed hypotheses (H1-a, H1-b and H1-c).

From Table 5, we see that among the six sectors of the economy, only the construc-
tion and retail sectors saw a significant impact. We included year and sector-specific 
characteristics for the regression of all sectors. EPU and inflation jointly impacted CCH 
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Table 4  Baseline regressions

This table represents the results related to the eimpact of EPU and inflation impact on firms’ cash holdings 
from the estimation of Eq. (1). t-Statistics (two-tailed p-values) based on robust standard errors appear in 
parentheses (brackets). ***, **, and * denote statistical significance at the 0.01, 0.05, and 0.10 levels (two-
tail), respectively

Dependent Variable: Cash

Vari-
ables

(1) (2) (3) (4) (5) (6)

Infla-
tion_
EPU

0.00008*** 0.00009*** 0.00009** 0.00009**

(0.00002) (0.00002) (0.00004) (0.00004)
Inflation 0.00305*** − 0.00640*** − 0.00743*** − 0.00860 − 0.00890

(0.00047) (0.00211) (0.00253) (0.00621) (0.00621)
EPU − 0.00003*** − 0.00013*** − 0.00013*** − 0.00016** − 0.00016**

(0.00001) (0.00002) (0.00002) (0.00007) (0.00007)
Opti-

mism
− 0.00680*** − 0.00586*** − 0.00612*** − 0.00624*** − 0.00614*** − 0.00564***

(0.00176) (0.00176) (0.00176) (0.00177) (0.00177) (0.00177)
Size − 0.03466*** − 0.03404*** − 0.03452*** − 0.03447*** − 0.03432*** − 0.03265***

(0.00120) (0.00121) (0.00121) (0.00121) (0.00121) (0.00122)
TQ 0.00523*** 0.00511*** 0.00528*** 0.00519*** 0.00499*** 0.00524***

(0.00180) (0.00180) (0.00180) (0.00180) (0.00181) (0.00180)
Leverage − 0.12078*** − 0.11660*** − 0.11993*** − 0.11979*** − 0.11851*** − 0.11703***

(0.00682) (0.00683) (0.00683) (0.00683) (0.00685) (0.00683)
Volatil-

ity
0.26688*** 0.26566*** 0.26711*** 0.26651*** 0.26373*** 0.27647***

(0.02008) (0.02010) (0.02007) (0.02008) (0.02012) (0.02011)
DV − 0.00227 − 0.00441* − 0.00290 − 0.00298 − 0.00355 − 0.00355

(0.00227) (0.00227) (0.00227) (0.00228) (0.00229) (0.00228)
Cap 0.10603*** 0.10545*** 0.10593*** 0.10595*** 0.10553*** 0.11314***

(0.00669) (0.00669) (0.00668) (0.00668) (0.00669) (0.00669)
FAGE 0.00807*** 0.01076*** 0.00915*** 0.00943*** 0.01094*** 0.01051***

(0.00222) (0.00222) (0.00223) (0.00226) (0.00233) (0.00232)
GDP 0.00028 0.00116*** 0.00076* 0.00082* 0.00403*** 0.00415***

(0.00041) (0.00039) (0.00042) (0.00043) (0.00126) (0.00126)
COVID-

19
− 0.00263

(0.00354)
N 18,690 18,690 18,690 18,690 18,690 18,690
Firms 1,869 1,869 1,869 1,869 1,869 1,869
Year 

Fixed 
Effects

No No No No Yes Yes

Sector 
Fixed 
Effects

No No No No No Yes
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Table 5  Sector Classifications of Corporate Cash Holdings

This table represents the regression results of the impact of EPU and inflation on firms’ CCH for different 
sectors of the economy. t-Statistics (two-tailed p-values) based on robust standard errors appear in paren-
theses (brackets). ***, **, and * denote statistical significance at the 0.01, 0.05, and 0.10 levels (two-tail), 
respectively

Dependent Variable: Cash

(1) (2) (3) (4) (5) (6)

Vari-
ables

Construction Retail Agriculture Finance Manufactur-
ing

Services

Infla-
tion_
EPU

0.00088*** 0.00032*** 0.00179 0.00002 0.00008 0.00009

(0.00031) (0.00012) (0.00153) (0.00016) (0.00007) (0.00009)
Inflation − 0.12173*** − 0.04333*** − 0.22933 − 0.00080 − 0.00863 − 0.00806

(0.04521) (0.01678) (0.21983) (0.02270) (0.01004) (0.01352)
EPU − 0.00137*** − 0.00053*** − 0.00186 − 0.00006 − 0.00017 − 0.00015

(0.00049) (0.00018) (0.00230) (0.00024) (0.00011) (0.00014)
Opti-

mism
0.00188 − 0.00459 − 0.30383*** − 0.00455 − 0.00364 − 0.00425

(0.01029) (0.00466) (0.08828) (0.00564) (0.00278) (0.00415)
Size 0.01371 − 0.02508*** 0.20547*** − 0.04624*** − 0.03601*** − 0.02423***

(0.01148) (0.00387) (0.06733) (0.00457) (0.00195) (0.00296)
TQ − 0.03658** − 0.01590*** − 0.34979* − 0.00206 − 0.00369 − 0.00181

(0.01640) (0.00532) (0.20316) (0.01021) (0.00290) (0.00420)
Leverage − 0.02908 − 0.07498*** 0.48726 − 0.03344 − 0.13694*** − 0.17459***

(0.04536) (0.01698) (0.45909) (0.02816) (0.01183) (0.01703)
Volatil-

ity
0.35197*** 0.34252*** 0.60080 0.07461 0.30601*** 0.33962***

(0.11869) (0.08272) (0.45638) (0.09549) (0.03320) (0.04933)
DV − 0.01556 0.00176 − 0.10641* 0.01533** − 0.00166 − 0.01261***

(0.01537) (0.00605) (0.05755) (0.00779) (0.00387) (0.00489)
Cap 0.07031 0.03314 0.06772 0.03144 0.11660*** 0.14370***

(0.07088) (0.03059) (0.47534) (0.02109) (0.01176) (0.01266)
FAGE − 0.01384 0.00602 − 0.51896*** − 0.01282 0.01656*** − 0.01116**

(0.01718) (0.00628) (0.17461) (0.00944) (0.00386) (0.00555)
GDP 0.02153** 0.00814** − 0.05394 0.00497 0.00378* 0.00273

(0.00914) (0.00340) (0.03942) (0.00458) (0.00203) (0.00273)
N 224 1,360 40 1,410 8,124 3,680
Firms 23 136 4 141 815 369
Year 

Fixed 
Effects

Yes Yes Yes Yes Yes Yes

Sector 
Fixed 
Effects

Yes Yes Yes Yes Yes Yes
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positively, which is statistically significant (< 0.01) for the construction and retail sec-
tors. This finding suggests that EPU mainly affects the CCH of firms in the construction 
sector and inflation affects the CCH of firms in the retail sector. From these two sectors, 
the joint impact in the construction sector is larger (0.00088) than in the retail sector 
(0.00032). Overall, these results are consistent with our baseline findings and support 
additional contributions to the existing literature (Duchin et al. 2010; Wang et al. 2014; 
Chen et al. 2015) and our proposed hypothesis (H2-a).

Table 6  Corporate Cash Holdings: Democratic vs Republican Presidencies

This table represents the regression results for the impacts of EPU and inflation on firms’ CCH for two dif-
ferent presidential terms. t-Statistics (two-tailed p-values) based on robust standard errors appear in paren-
theses (brackets). ***, **, and * denote statistical significance at the 0.01, 0.05, and 0.10 levels (two-tail), 
respectively

Dependent Variable: Cash

(1) (2) (3) (4)

Variables Democratic Republican Democrat: F.E Republican: FE

Inflation_EPU 0.00175*** 0.00006*** 0.00135*** 0.00006***
(0.00005) (0.00001) (0.00026) (0.00001)

Inflation − 0.01111*** − 0.00055 − 0.01052*** 0.00107
(0.00207) (0.00332) (0.00207) (0.00331)

EPU − 0.03501*** − 0.03078*** − 0.03303*** − 0.02786***
(0.00142) (0.00178) (0.00143) (0.00180)

Optimism 0.00360* − 0.01294*** 0.00384* − 0.01009**
(0.00208) (0.00494) (0.00208) (0.00490)

Size − 0.12871*** − 0.12532*** − 0.12717*** − 0.11885***
(0.00851) (0.01290) (0.00848) (0.01279)

TQ 0.32970*** 0.42243*** 0.34402*** 0.47254***
(0.02442) (0.03973) (0.02440) (0.03987)

Leverage − 0.00752*** − 0.01062** − 0.00706** − 0.01152**
(0.00278) (0.00521) (0.00277) (0.00513)

Volatility 0.08091*** 0.02936** 0.09063*** 0.05082***
(0.00801) (0.01252) (0.00802) (0.01250)

DV 0.01078*** 0.00433 0.01049*** 0.00420
(0.00288) (0.00472) (0.00288) (0.00463)

Cap − 0.06345*** − 0.00756*** − 0.04856*** − 0.00758***
(0.00188) (0.00134) (0.00961) (0.00133)

FAGE 0.01078*** 0.00433 0.01049*** 0.00420
(0.00288) (0.00472) (0.00288) (0.00463)

GDP − 0.06345*** − 0.00756*** − 0.04856*** − 0.00758***
(0.00188) (0.00134) (0.00961) (0.00133)

N 13,083 5,607 13,083 5,607
Firms 1,869 1,869 1,869 1,869
Year Fixed Effects Yes Yes Yes Yes
Sector Fixed Effects No No Yes Yes
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Table 6 shows that the joint impact of EPU and inflation on CCH is positive and statis-
tically significant (< 0.01), irrespective of the political party which holds the presidency. 
Notably, this impact is stronger during a Democratic presidency (0.00175) than a Republi-
can presidency (0.00006). The intensity of the impact of Inflation_EPU on CCH is similar 
when we control for industry-specific effects; in a Democratic term, the impact is 0.00135, 
and in a Republican term, it is 0.00006. Overall, these results are consistent with previous 
findings and support additional contributions to the existing literature (Duchin et al. 2010; 
Wang et al. 2014; Chen et al. 2015) and our hypothesis (H2-b).

Table 7  Corporate Cash Holdings: Large vs Small Firms

This table represents the regression results for the impact of EPU and inflation on firms’ CCH for large 
and small firms. Large and small firms were classified based on size (median). Above median: large firms; 
below and equal median: small firms. t-Statistics (two-tailed p-values) based on robust standard errors 
appear in parentheses (brackets). ***, **, and * denote statistical significance at the 0.01, 0.05, and 0.10 
levels (two-tail), respectively

Dependent Variable: Cash

(1) (2) (3) (4)

Variables Large Firms Large Firms: FE Small Firms Small Firms: FE

Inflation_EPU 0.00005*** 0.00016*** 0.00008*** 0.00006
(0.00002) (0.00005) (0.00003) (0.00007)

Inflation − 0.00419* − 0.02088*** − 0.00667** − 0.00518
(0.00227) (0.00707) (0.00333) (0.00959)

EPU − 0.00013*** − 0.00032*** − 0.00011*** − 0.00010
(0.00002) (0.00008) (0.00004) (0.00010)

Optimism − 0.00364** − 0.00273 − 0.01098*** − 0.01084***
(0.00176) (0.00177) (0.00303) (0.00303)

Size − 0.02693*** − 0.02475*** − 0.03759*** − 0.03653***
(0.00173) (0.00173) (0.00234) (0.00234)

TQ − 0.01039*** − 0.01118*** 0.00792*** 0.00827***
(0.00274) (0.00275) (0.00253) (0.00253)

Leverage − 0.03703*** − 0.03283*** − 0.18332*** − 0.17649***
(0.00821) (0.00819) (0.01064) (0.01065)

Volatility 0.15323*** 0.16532*** 0.30669*** 0.31879***
(0.02790) (0.02809) (0.02797) (0.02807)

DV 0.00020 − 0.00306 − 0.01130*** − 0.01092***
(0.00240) (0.00242) (0.00389) (0.00388)

Cap 0.05144*** 0.06249*** 0.11464*** 0.12286***
(0.00925) (0.00926) (0.00927) (0.00928)

FAGE 0.00683** 0.01535*** 0.00680** 0.00712**
(0.00282) (0.00308) (0.00337) (0.00342)

GDP 0.00125*** 0.00941*** 0.00023 0.00129
(0.00046) (0.00143) (0.00064) (0.00195)

N 8,613 8,613 10,077 10,077
Firms 1,034 1,034 1,159 1,159
Year Fixed Effects No Yes No Yes
Sector Fixed Effects No Yes No Yes
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4.3  Robustness tests and endogeneity

We estimated whether our findings would hold the same results when considering firm size 
(large or small) and different types of policy uncertainty. Table 7 reports the regression results 
for the impact of EPU and inflation on firms’ cash holdings for large and small firms. Small 
firms were classified based on size (median) if the size was below or equal to the median size 
of the sample of firms. We considered a firm large if its size exceeded the median size of 
sample firms. From estimating Eq. (1), columns 1 and 3 give the results for large and small 
firms without any fixed effects. Columns 2 and 4 present the regression results for large and 
small firms with time (year) and sector-fixed effects (within-sector analysis).

In column 1 of Table 7, we find the coefficient for Inflation_EPUt for large firms is posi-
tive (0.00005), which is economically and statistically significant (< 0.01) after using control 
variables. In column 2, adding the fixed effects raised the impact from 0.00005 to 0.00016, 
which is also economically and statistically significant (< 0.01). The joint effect of EPU and 
inflation risk is positively significant (< 0.01) only if we do not consider any fixed effects. 
Column 3 shows that small firms’ CCH respond to the joint impact of EPU and inflation 
without any fixed effects (0.00008). The coefficient for Inflation_EPUt is still positive but 
becomes statistically insignificant when we add the time (year) and sector-specific character-
istics (column 4). These results are consistent with the baseline regression results, indicating 
robust findings. In addition, these findings suggest that the macroeconomic variables affected 
large firms’ CCH more than small firms’ CCH. These findings also support additional con-
tributions to the existing literature (Duchin et al. 2010; Wang et al. 2014; Chen et al. 2015).

Table 8 represents the impact of different types of policy uncertainty on firms’ CCH. 
Columns 1 to 8 reflect the results for several policy uncertainties. In column 1, we find the 
coefficient of monetary policy uncertainty is negative (0.00024), which is economically 
and statistically significant (< 0.01) after using control variables and fixed effects (year and 
sector-specific). Likewise, other policy uncertainties give similar negative and statistically 
significant (< 0.01) results. Among these eight types of policy uncertainty, Sovereign Debt 
Currency Crises dominate (0.00037) other uncertainties as they are directly related to the 
currency. Again, our findings are robust since these results are consistent with prior results 
(negative and statistically significant). In addition, these findings suggest that any form of 
EPU negatively affects firms’ cash holdings. These findings also support additional contri-
butions to the existing literature (Duchin et al. 2010; Wang et al. 2014; Chen et al. 2015).

Table 9 presents the GMM estimation to mitigate the endogeneity problem (Das et al. 
2023; Hasan et al 2022; Hasan et al. 2023a, b, 2023a). The first column of Table 9 indicates 
a positive relationship between inflation risk and CCH (0.00395). The second and third col-
umns show the negative impact of EPU (− 0.00004) and the positive joint impact of EPU 
and inflation risk (0.00008) on CCH, respectively. Finally, the fourth column indicates the 
results of the two-step system GMM. Here, we consider the first and second-lagged CCH 
as independent variables along with year and sector fixed effects. The coefficients of lagged 
cash holdings are positive and statistically significant (< 0.01). Most importantly, the joint 
impact of EPU and inflation risk on CCH remains positive (0.00010) and statistically sig-
nificant (< 0.01) after estimating the dynamic model.

Therefore, after re-estimating the baseline models, we get similar results. We observe 
that the coefficients of lagged CCH are positive. In addition, the interaction term coefficient 
remains positive (consistent), and the results are significant at the 1% level (consistent). 
Overall, the endogeneity problem does not affect our findings, and the reported results are 
robust. Overall, these results are consistent with our prior findings and support additional 
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Table 9  Corporate Cash Holdings: Two-Step System GMM

This table represents the impact of EPU and inflation risk on firms’ CCH from estimating Eq. (2). L1.Cash 
and L2.Cash  (Cashijt− 1 and  Cashijt-2) are the one-year and two-year lagged values of firms’ CCH, respec-
tively. t-Statistics (two-tailed p-values) based on robust standard errors appear in parentheses (brackets). 
***, **, and *denote statistical significance at the 0.01, 0.05, and 0.10 levels (two-tail), respectively

Dependent Variable: Cash

Variables (1) (2) (3) (4)

L1.Cash 0.59567***
(0.02165)

L2.Cash 0.05740***
(0.01531)

Inflation_EPU 0.00008*** 0.00010***
(0.00002) (0.00001)

Inflation 0.00395*** − 0.00578*** − 0.00789***
(0.00044) (0.00204) (0.00161)

EPU − 0.00004*** − 0.00011*** − 0.00013***
(0.00001) (0.00002) (0.00002)

Optimism − 0.00621 − 0.00124 − 0.00388 0.00175
(0.00552) (0.00548) (0.00554) (0.00221)

Size − 0.02212*** − 0.02133*** − 0.02253*** − 0.00809***
(0.00206) (0.00206) (0.00207) (0.00096)

TQ − 0.02153*** − 0.02370*** − 0.01850*** − 0.01198***
(0.00679) (0.00679) (0.00684) (0.00290)

Leverage − 0.29829*** − 0.28959*** − 0.30100*** − 0.10444***
(0.01585) (0.01586) (0.01593) (0.00968)

Volatility 0.89391*** 0.90213*** 0.89207*** 0.28577***
(0.07151) (0.07163) (0.07165) (0.03645)

DV − 0.03298*** − 0.04013*** − 0.03210*** − 0.01080***
(0.00594) (0.00590) (0.00598) (0.00253)

Cap − 0.04369** − 0.05300*** − 0.04269** − 0.01454**
(0.01711) (0.01708) (0.01715) (0.00718)

FAGE 0.00578 0.01372*** 0.00570 0.00195
(0.00444) (0.00436) (0.00449) (0.00186)

GDP − 0.00074** 0.00029 − 0.00022 0.00188***
(0.00031) (0.00030) (0.00033) (0.00043)

N 18,690 18,690 18,690 14,952
Firms 1,869 1,869 1,869 1,869
Sargan 0.000 0.000 0.012 0.000
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contributions to the previous literature (Duchin et  al. 2010; Wang et  al. 2014; Chen et  al. 
2015).

5  Conclusion

Covering 2011 to 2021, this paper has looked at the combined effects of inflation risk and 
EPU on CCH for US enterprises. The initial findings show a positive correlation between 
EPU, inflation risk, and CCH. Additionally, we discovered a similar relationship between 
CCH and inflation risk. However, we found a negative correlation between CCH and EPU. 
Additionally, during periods of inflation risk and EPU, businesses in the construction 
(financial) sectors maintain more (less) cash. Notably, we also discovered that companies 
hold more (less) cash during Democratic presidencies than during Republican presiden-
cies, respectively. The two-step system GMM technique supports the baseline findings and 
was used to control for any endogeneity problems.

The consequences of this study for businesses centre on how to handle funds, particu-
larly when there is political unpredictability. As a result, this study assists US businesses 
in controlling their cash flow while coping with uncertain economic conditions. In these 
circumstances, businesses need to retain extra cash on hand to cover other financial obliga-
tions as well as to function in uncertain economic conditions. High-interest rates and infla-
tion are problems faced by developed nations, which eventually force businesses to control 
the amount of cash they have. Our findings imply that businesses boost investment during 
inflationary periods while decreasing CCH. However, high-interest rates also justify raising 
additional money to cover interest costs. Therefore, in order to avoid paying more interest, 
we advise businesses to maintain a balance between internal financing and loan financing 
rather than relying solely on the latter. We advise financial managers to consider outside 
variables like the VINF and interest rate while managing cash holdings.
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