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Abstract 
In the study we are discussed about the Impact of life cycle and free cash flow, with an 
emphasis on dividend policy at Listed Companies in Tehran Stock Exchange for the period of 
2007 to 2011. This study is practical and Ex-post facto researches. A sample of 57 companies 
was selected as the relationships between variables were assessed by regression. The results 
show that between the life cycle and free cash flow is a direct relationship. Free cash flow is 
dependent on the life cycle of the company, the company's growth and maturity of the highest 
free cash flow experience.  
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Introduction  
Dividend policy is one of the most important areas in finance literature. Many researchers 
have studied why firms pay a substantial portion of their earnings as dividends if, according 
to Miller and Modigliani’s (1961) dividend irrelevance proposition, dividend policy does not 
change shareholders’ wealth. This is known as ‘dividend puzzle’ in finance literature (Black, 
1976). One explanation is that dividends help address agency problems between managers 
and outside investors. In Easterbrook’s (1984) analysis, the monitoring role of dividends 
mitigates agency conflicts between managers and shareholders. The agency problem in 
Jensen’s (1986) analysis arises from managers’ incentives to consume private benefits, e.g., 
building their empires by investing free cash flows in negative net present value projects or 
spending cash on perquisites. Thus, dividends alleviate this problem by reducing free cash 
flows available to managers. 
The firm life cycle theory of dividends is based on the notion that as a firm becomes mature, 
its ability to generate cash overtakes its ability to find profitable investment opportunities. 
Eventually, it becomes optimal for the firm to distribute its free cash flow to shareholders in 
the form of dividends.  
According to the firm life cycle theory of dividends, a young firm faces a relatively large 
investment opportunity set, but is not sufficiently profitable to be able to meet all its 
financing needs through internally-generated cash. In addition, it faces substantial hurdles in 
raising capital from external sources. As a result, the firm will conserve cash by forgoing 
dividend payments to shareholders. Over time, after a period of growth, the firm reaches a 
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stage of maturity in its life cycle. At this point, the firm’s investment opportunity set is 
diminished, its growth and profitability have flattened, systematic risk has declined, and the 
firm generates more cash internally than it can profitably invest (Megginson and Henk von, 
2008).). 
The amount of free cash flows, however, depends on the capital requirements of the firm to 
finance its growth. Generally, firms in a growth stage with abundant investment opportunities 
tend to have low free cash flows and, in turn, pay lower dividends. On the other hand, firms 
in a maturity stage with scarce profitable projects to invest tend to have high free cash flows 
and be able to make high dividend payments. Therefore, the firm’s dividend policy appears to 
be affected by its life cycle. This is known as the life-cycle theory dividends (see, e.g., 
DeAngelo et al., 2006; Grullon et al., 2002). 
DeAngelo, DeAngelo, and Stulz (2006) test the life-cycle theory by examining whether the 
probability to pay dividends is related to the earned/contributed capital mix, as measured by 
retained earnings to total equity (RE/TE) or retained earnings to total assets (RE/TA). 
Typically, firms with low RE/TE (RE/TA) tend to be in the growth stage and reliant on 
external capital while firms with high RE/TE (RE/TA) tend to be more mature with high 
accumulated profits, thus making them good candidates to pay dividends. Consistent with the 
life-cycle theory, their evidence indicates that the earned/contributed capital mix has a 
positively significant relation with the probability that a firm pays dividends, controlling for 
firm size, current and lagged profitability, growth, total equity, cash balances, and dividend 
history. This relation also holds for the probability that a firm initiates or omits dividends. In 
addition, DeAngelo et al. document a substantial increase in firms with negative retained 
earnings from 11.8% in 1978 to 50.2% in 2002, a finding that further explains why U.S. firms 
have lower propensity to pay dividends during such period as documented by Fama and 
French (2001). 
Dehdar (2007) investigated the life cycle effect on the dividend components incremental 
explanatory power and paying cash flows. The results show that dividend and accruals items- 
based valuation models in the growth and maturation stages compared to operating cash flow, 
investment and financing-based models contained more incremental explanatory power and 
the opposite is true in the decline stage (Karami and Omrani, 2011). 
Recently, Denis and Osobov (2008) examine cross-sectional and time-series evidence on the 
propensity to pay dividends in six developed financial markets (U.S., Canada, U.K., 
Germany, France, and Japan) over the period 1989-2002. Like Fama and French (2001), they 
find that the likelihood of paying dividends is associated with firm size, growth opportunities, 
and profitability. In all six countries, the likelihood of paying dividends is strongly associated 
with the ratio of retained earnings to total equity. The fraction of firms that pay dividend is 
high when this ratio is high and low when retained earnings are negative. Consistent with the 
U.S. evidence reported by DeAngelo et al. (2006), their evidence shows that aggregate 
dividends do not decline overtime but concentrated among the largest and most profitable 
firms, the finding consistent with the life-cycle theory’s prediction that the distribution of free 
cash flow is the primary determinant of dividend policy. 
A major explanation why firms pay dividends is the free cash flow (Jensen, 1986), which 
explains dividends as a means to mitigate agency cost of free cash flows. The free cash flow 
hypothesis is primarily based on the argument that there is a conflict of interest between 
managers and shareholders. That is, rather than act in shareholders’ best interests; managers 
could allocate the firm’s resources to benefit themselves (Jensen and Meckling, 1976). 
Managers’ selfish behaviors can include lavish spending on luxurious office and unjustifiable 
mergers and acquisitions. Hence, excess cash can create overinvestment problem because 
they may be used to fund negative NPV projects. To mitigate the overinvestment problem, 
Easterbrook (1984) and Jensen (1986) suggest that firms return excess cash to shareholders 
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by paying dividends or repurchasing shares. This paper also examines whether the dividend 
increases are used as a mechanism to alleviate the agency cost of free cash flows. 
In an examination of 55 self-tender offers and 60 special dividend announcements between 
1979 and 1989, Howe, He, and Kao (1992) find no significant association between 
announcement returns and Tobin’s Q, a finding in contrast with that of Lang and 
Litzenberger (1989). They further run regression between the announcement returns and the 
firm’s cash flow before the event and an interaction term between Tobin’s Q and cash flow. 
However, the results fail to capture a significant relation between announcement returns and 
the firm’s overinvestment potential. Therefore, their findings offer no evidence supporting 
the free cash flow hypothesis. 
 
Methodology  
The population of this study consisted of companies listed in Tehran Stock Exchange from 
2007 to the end of 2011, served in the Tehran Stock Exchange. Quality of the information 
together with the ease of access to financial information and other information is the most 
important reason for choosing this target population. 
Based on Cochran formula 57 obtained and from a random sampling method is used. The 
study data is collected using from Tehran Stock Exchange databases, www.seo.com, 
ww.codal.com.  
To analyze the data, the methods of descriptive statistics (mean, percentage and frequency) 
and inferential statistics such as: Kolmogrov-Smirnov test for normality of the data. Also, to 
analysis of Hypotheses we used Regression. To analyze the data is used SPSS software. 

 
Results   
In the multiple regression equation to determine the coefficient of determination (R2) and the 
weight of each variable (Beta) a collection of independent variables in the equation are used. 
Moreover, in order to determine the contribution of each variable in explaining the dependent 
variable we used the multiple regressions. In this method, the independent variables were 
entered simultaneously and their effects on the dependent variable analyzed and determined. 
The independent variables were simultaneously entered into multiple regression equations 
are; learning relaxation. 
 
Hypothesis: Life-Cycle has an impact on Free Cash Flow at companies listed in Tehran 
Stock Exchange. 
The model of this study is:  

FCFi,t= β0 + β1 RE/TEit+ β2 SIZEit+B3Levit+B4ROAit+B5MTBit+eit 
For investigating the effects of Life-Cycle on Free Cash Flow, a multi variable regression 
was used for showing the effects of independent variables on the dependent. 
Table 1: Model Summary and F 

Model R Square 
Adjusted R 

Square Durbin Watson 
1 .64 .579 1.504 

Based on regression analysis table (1), correlation coefficient R Square ( 2R )equal to 0.64 and 
adjusted coefficient of determination is 0.579 and So, we can safely say 0.64 percent change 
of Free Cash Flow, is related to the independent variables (Life-Cycle).   
Table 2: ANOVA 

Model 
Sum of 
Squares df Mean Square F Sig. 
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1 Regression 16.461 4 4.115 10.513 .000a 
Residual 6.193 48 .119   

Total 22.654 52    
 
Based on the data analysis of variance table (2), F-value regression calculated equal to 
10.513. Since meaningfulness level is smaller than fault level, the regression equation is 
approved so that determination coefficient seen in the equation of regression would be 
meaningful statistically. In order to find out which independent variables have more 
importance for determining the Free Cash Flow at companies listed in Tehran Stock 
Exchange, we use beta regression coefficient. 
Table 3: beta regression coefficient results 

Model Beta t Sig. 
1 (Constant)  12.27 .000 

Life Cycle 2.24 3.73 .002 
Financial Leverage -1.14 -2.98 .029 

 Company Size 2.22 4.12 .003 
 Return on Assets 3.24 3.68 .025 
 The ratio of book values 

jointly to market 
-0.146 -4.59 .068 

 
According to the values of the table (3) Life Cycle Beta is 2.14 , and Financial Leverage is -
1.14, Company Size, Return on Assets and The ratio of book values jointly to market are 
2.22, 3.24 and -0.146.  
Life-Cycle has an impact on Free Cash Flow at companies listed in Tehran Stock Exchange. 
 
Conclusion  
In this research, we investigated the relation of Life-Cycle with Free Cash Flow among the 
companies listed in Tehran Stock Exchange. Statistical population of the recent research is 
Tehran Stock Exchange which according to Cochoran sample, among 57 firms. And finally 
multi variable regression was used for determination of the amount of dependent variable.  
All the hypothesis of the research is approved according to results, so it can be said that Life-
Cycle has an impact on Free Cash Flow at companies listed in Tehran Stock Exchange. 
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