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Abstract 
The main purpose of this study is surveying the relationship between free cash flow and 
dividends during the company’s life cycle. The population of the study was all company that 
listed in Tehran Stock Exchange in 2008-2012.  The sample size of this research was set at 138 
company. In order to analyze the data resulted from collected questionnaires deductive and 
descriptive statistical methods are used. The results K-S Test shows the test distribution is 
Normal. So we can use Pearson correlation and Regression to test the hypothesis of the research. 
In order to determine the relationship between the variables of the study, the SPSS tool has been 
used. Findings show thst there is a relationship between free cash flow and dividends during the 
company’s life cycle. 
Keywords: free cash flow, dividends, company’s life cycle 

 

INTRODUCTION  
Among the multitude of risks that investors face, two stand out as being inherently 
interconnected; so much so that to offset one, investors must expose themselves to the other. 
These twin risks are (1) meeting cash flow requirements today and (2) providing adequate capital 
growth for the future. To meet cash requirements today, investors will traditionally allocate to 
bond securities which produce income through their coupon payments and often provide 
significant downside protection for those investors who sell assets to raise cash. Future capital 
growth can generally be achieved by allocating to stock securities, which have the potential to 
preserve the purchasing power of your assets by providing a long-term return exceeding inflation 
(Manning & Napier, 2012). 
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In corporate finance, free cash flow (FCF) is a way of looking at a business's cash flow to see 
what is available for distribution among all the securities holders of a corporate entity. This may 
be useful to parties such as equity holders, debt holders, preferred stock holders, convertible 
security holders, and so on when they want to see how much cash can be extracted from a 
company without causing issues to its operations (Jensen, 1986). 
More than a dozen separate forces drive takeover activity, including such factors as deregulation, 
synergies, economies of scale and scope, taxes, managerial incompetence, and increasing 
globalization of U.S. markets. One major cause of takeover activity, the agency costs associated 
with conflicts between managers and shareholders over the payout of free cash flow, has 
received relatively little attention. Yet it has played an important role in acquisitions over the last 
decade. Managers are the agents of shareholders, and because both parties are self-interested, 
there are serious conflicts between them over the choice of the best corporate strategy. Agency 
costs are the total costs that arise in such cooperative arrangements. They consist of the costs of 
monitoring managerial behavior (such as the costs of producing audited financial statements and 
devising and implementing compensation plans that reward managers for actions that increase 
investors’ wealth) and the inevitable costs that are incurred because the conflicts of interest can 
never be resolved perfectly. Sometimes these costs can be large, and when they are, takeovers 
can reduce them (Jensen, 1988). 

Free cash flow (FCF) measures excess operating cash a company has on hand after paying its 
capital expenditures and dividends. Free cash flow allows a company to pursue opportunities that 
enhance share-holder value—for example, increasing dividends, developing new products, 
paying off debt and buying back stock. In general, growing free cash flow may point to 
sustainable growth in earnings. In contrast, shrinking free cash flow may indicate trouble ahead 
as companies with insufficient cash flows try to internally fund their operations and growth. 
However, a negative or falling free cash flow is not necessarily a sign of trouble provided it is 
temporary. A company may be gearing up for a product launch with high capital expenditures 
that will lead to future growth and free cash flow. It is important to look at the reasons for a 
company’s falling or rising cash flows (Brealey et al, 2005). 

The free cash flow can be calculated in a number of different ways depending on audience and 
what accounting information is available. A common definition is to take the earnings before 
interest and taxes, add any depreciation & Amortization, and then subtract any changes in 
working capital and capital expenditure. Depending on the audience, a number of refinements 
and adjustments may also be made to try to eliminate distortions. The free cash may be different 
from the net income for a particular accounting period, as the free cash flow takes into account 
the consumption of capital goods and the increases required in working capital (Pakdel and 
Vazifeh Damirchi, 2011). 

A dividend is a payment made by a corporation to its shareholders, usually as a distribution of 
profits (Sullivan and Steven, 2003).  When a corporation earns a profit or surplus, it can either 
re-invest it in the business (called retained earnings), or it can distribute it to shareholders. A 
corporation may retain a portion of its earnings and pay the remainder as a dividend. Distribution 
to shareholders can be in cash (usually a deposit into a bank account) or, if the corporation has a 
dividend reinvestment plan, the amount can be paid by the issue of further shares or share 
repurchase (Simkovic, 2009). 



, 20149Arabian Journal of Business and Management Review (Nigerian Chapter) Vol. 2, No.  
 

9 
 

A dividend is allocated as a fixed amount per share, with shareholders receiving a dividend in 
proportion to their shareholding. For the joint stock company, paying dividends is not an 
expense; rather, it is the division of after tax profits among shareholders. Retained earnings 
(profits that have not been distributed as dividends) are shown in the shareholders' equity section 
on the company's balance sheet - the same as its issued share capital. Public companies usually 
pay dividends on a fixed schedule, but may declare a dividend at any time, sometimes called a 
special dividend to distinguish it from the fixed schedule dividends. Cooperatives, on the other 
hand, allocate dividends according to members' activity, so their dividends are often considered 
to be a pre-tax expense. 
A dividend is generally considered to be a cash payment issued to the holders of company stock. 
However, there are several types of dividends, some of which do not involve the payment of cash 
to shareholders. 

 Cash dividend. The cash dividend is by far the most common of the dividend types used. 
On the date of declaration, the board of directors resolves to pay a certain dividend 
amount in cash to those investors holding the company's stock on a specific date. The 
date of record is the date on which dividends are assigned to the holders of the company's 
stock. On the date of payment, the company issues dividend payments. 

 Stock dividend. A stock dividend is the issuance by a company of its common stock to its 
common shareholders without any consideration. If the company issues less than 25 
percent of the total number of previously outstanding shares, you treat the transaction as a 
stock dividend. If the transaction is for a greater proportion of the previously outstanding 
shares, then treat the transaction as a stock split.  To record a stock dividend, transfer 
from retained earnings to the capital stock and additional paid-in capital accounts an 
amount equal to the fair value of the additional shares issued. The fair value of the 
additional shares issued is based on their fair market value when the dividend is declared. 

 Property dividend. A company may issue a non-monetary dividend to investors, rather 
than making a cash or stock payment. Record this distribution at the fair market value of 
the assets distributed. Since the fair market value is likely to vary somewhat from the 
book value of the assets, the company will likely record the variance as a gain or loss. 
This accounting rule can sometimes lead a business to deliberately issue property 
dividends in order to alter their taxable and/or reported income. 

 Scrip dividend. A company may not have sufficient funds to issue dividends in the near 
future, so instead it issues a scrip dividend, which is essentially a promissory note (which 
may or may not include interest) to pay shareholders at a later date. This dividend creates 
a note payable. 

 Liquidating dividend. When the board of directors wishes to return the capital originally 
contributed by shareholders as a dividend, it is called a liquidating dividend, and may be 
a precursor to shutting down the business.  The accounting for a liquidating dividend is 
similar to the entries for a cash dividend, except that the funds are considered to come 
from the additional paid-in capital account. 
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METHODOLOGY 
The main purpose of this study is surveying the relationship between free cash flow and 
dividends during the company’s life cycle. Correlational research methodology used in this study 
and the types of research is descriptive. 

The population of the study was all company that listed in Tehran Stock Exchange in 2008-2012.  
The sample size of this research was set at 138 company that selected according to following 
characteristic: 

 Fiscal year is 19st March. 
 Data are required to be available for research.  
 Non-financial companies have done the research for investment and leasing companies 

and financial institutions so banks and all the samples are eliminated.  
 Book value of equity be positive.  
 Have not changed their fiscal year during the study period.  
 Not more than 4 months of trading halt.  
 Companies that pay dividends and report positive earnings. 

In order to analyze the data resulted from collected questionnaires deductive and descriptive 
statistical methods are used. The results K-S Test shows the test distribution is not Normal.  

Table 1: K-S Test results 

 ROA SIZE AGR MTB LEV 

N 690 690 690 690 690 

Mean .1672 7.9725 1.4017 2.6273 .5915 

Std. Deviation .123 .448 .496 2.485 .145 

Kolmogorov-Smirnov Z 2.69 1.358 2.369 3.940 1.129 

Asymp. Sig. (2-tailed) .000 .050 .000 .000 .102 

The results of K-S Test shows that the test distribution except SIZE and LEV are not normal. So 
re-running the test and the results in Table (3) is observed that a significant amount of initial data 
from which the natural logarithm (Ln (V)) has been more than 0.05, therefore, with a 95 percent 
Confidence level, data distributions are normal.  

Table 2: re-running the test results 

 ROA SIZE AGR MTB LEV 

N 690 690 690 690 690 

Asymp. Sig. (2-tailed) .284 .050 .104 .376 .102 

So we can use Multi Regression, T test, F test and Durbin Watson to test the hypothesis of the 
research. In order to determine the relationship between the variables of the study, the SPSS tool 
has been used. 
The Regression model has being in the follow: 
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DIVPAY it& YLD it =α + β1FCFit + β2 ROA it + β3SIZEit + β4AGR it+ β5MTBit + β6LEVit 
+ εit 

RESULTS AND CONCLUSION  
In this paper we have two main hypotheses. The statistical way of analysis of hypotheses is two 
ways, H1 is acceptance of hypothesis and H0 is rejecting of hypothesis. In other words, it means 
that H1 has positive meaning and H0 has no meaning.  

Main hypothesis: There is a relationship between free cash flow and dividends during the 
company’s life cycle. 

- H1: There is relationship between free cash flow and dividends during the company’s life 
cycle. 

- H0: There is not relationship between free cash flow and dividends during the company’s 
life cycle. 

Table 3, which present the correlations of free cash flow and dividends during the company’s life 
cycle. The results show that free cash flow significantly and related with dividends. Negative 
correlation was found between this variable (r= -0.266) and Correlation is significant at the 0.05 
level. 

 
First hypothesis: There is a relationship between free cash flow and dividends during the growth 
stage. 

- H1: There is relationship between free cash flow and dividends during the growth stage. 

- H0: There is not relationship between free cash flow and dividends during the growth 
stage. 

Table 1 shows that regression analysis has been done in order to determine relationship between 
free cash flow as independent variable and dividends as dependent variable. The Regression 
model for First hypothesis has being in the follow: 
 

DIVPAY it =α + β1FCFit + β2 ROA it + β3SIZEit + β4AGR it+ β5MTBit + β6LEVit + εit 
 

Table3, Regression of the independent and dependent variables 

Sig  t  BETA SE Explanatory 
variable 

.068 1.832  4.043 constant 

.000 -5.412 -.302 -.257 free cash flow 

.763 -.302 -.019 -.033  )ROA( 

.005 -2.834 -.159 -.916  )SIZE(  

.276 1.092 .137 .568  )AGR( 
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.000 -3.577 -.442 -.791  )MTB( 

.019 -2.357 -.142 -2.536  )LEV( 

Sig=.000 Adjusted R Square = 0.229 Durbin Watson = 2.062  

 
According to the tables, it is observed that the amount of sig is equal 0.000 at 95% confidence 
level is less than 5%. Therefore, assuming a linear regression model was significant and the 
model is confirmed. We can accept H1 and say that there is relationship between free cash flow 
and dividends during the growth stage in Tehran Stock Exchange. 

 
Second hypothesis: There is a relationship between free cash flow and dividends during the 
mature stage. 

- H1: There is relationship between free cash flow and dividends during the mature stage. 
- H0: There is not relationship between free cash flow and dividends during the mature 

stage. 
Table 1 shows that regression analysis has been done in order to determine relationship between 
free cash flow as independent variable and dividends as dependent variable. The Regression 
model for First hypothesis has being in the follow: 

 
DIVPAY it =α + β1FCFit + β2 ROA it + β3SIZEit + β4AGR it+ β5MTBit + β6LEVit + εit 

 
Table4, Regression of the independent and dependent variables 

sig  t  BETA SE Explanatory 
variable 

.089 1.258  3.589 constant 

.001 -5.658 -.588 -.369 free cash flow 

.058 -.659 -.088 -.002  )ROA( 

.000 -2.698 -.991 -.587  )SIZE(  

.590 1.336 .250 .521  )AGR( 

.001 -2.698 -.359 -.958  )MTB( 

.029 -1.998 -.098 -1.258  )LEV( 

Sig=.000 Adjusted R Square = 0.298 Durbin Watson = 1.85  

 
According to the tables, it is observed that the amount of sig is equal 0.000 at 95% confidence 
level is less than 5%. Therefore, assuming a linear regression model was significant and the 
model is confirmed. We can accept H1 and say that there is relationship between free cash flow 
and dividends during the mature stage in Tehran Stock Exchange. 
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Third hypothesis: There is a relationship between free cash flow and dividends during the 
decline stage. 

- H1: There is relationship between free cash flow and dividends during the decline stage. 

- H0: There is not relationship between free cash flow and dividends during the decline 
stage. 

Table 1 shows that regression analysis has been done in order to determine relationship between 
free cash flow as independent variable and dividends as dependent variable. The Regression 
model for First hypothesis has being in the follow: 
 

DIVPAY it =α + β1FCFit + β2 ROA it + β3SIZEit + β4AGR it+ β5MTBit + β6LEVit + εit 
 

Table5, Regression of the independent and dependent variables 

sig  t  BETA SE Explanatory 
variable 

.091 1.304  2.258 constant 

.031 -3.099 -.698 -.587 free cash flow 

.090 -.499 -.129 -.158  )ROA( 

.018 -1.771 -.691 -.599  )SIZE(  

.947 1.409 .304 .369  )AGR( 

.013 -1.495 -.290 -.589  )MTB( 

.039 -1.807 -.137 -.887  )LEV( 

Sig=.017 Adjusted R Square = 0.329 Durbin Watson = 2.15  

 

According to the tables, it is observed that the amount of sig is equal 0.017 at 95% confidence 
level is less than 5%. Therefore, assuming a linear regression model was significant and the 
model is confirmed. We can accept H1 and say that there is relationship between free cash flow 
and dividends during the decline stage in Tehran Stock Exchange. 

Findings show that: 

 There is a relationship between free cash flow and dividends during the company’s life 
cycle. 

 There is a relationship between free cash flow and dividends during the growth stage. 

 There is a relationship between free cash flow and dividends during the mature stage. 

 There is a relationship between free cash flow and dividends during the decline stage. 
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