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Abstract
This study tests whether free cash flow affects the performance of firms in the context of the free cash flow
hypothesis. The study applies a panel regression method to a data set consisting of 2,175 observations belonging
to 370 companies listed in Borsa Istanbul during the period 2009-2015. A significant, negative relationship is
found between free cash flow and firm performance measured by Tobin’s Q ratio. Greater free cash flow in the
hands of managers leads to the lower performance and, conversely, less free cash flow in the hands of managers
leads to higher performance. The results also confirm that leverage and dividend payments have a positive effect
on performance. Thus, the results support the free cash flow hypothesis for Turkey.
Keywords: free cash flow hypothesis, agency theory, free cash flow, Tobin’s Q, Borsa Istanbul, emerging
markets
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1. Introduction
As financial markets develop, the importance placed on corporate governance increases. Many countries, Turkey
included, are taking steps the field of corporate governance by advancing its principles and putting regulations in
place. The steps taken and regulations created are generally those of developed countries adapted to local
conditions. Thus, a need arises for the both the theoretical framework and application to be tested in countries
that adopt corporate governance structures. The results obtained contribute to the formulation of corporate
governance regulations and/or principles more appropriate for the realities of the country.
The divergence of control and ownership of a firm, that is, the personal interests of managers and those of
shareholders, leads to the agency problem (Jensen & Meckling, 1976). After calling attention to the agency
problem, Jensen (1986, 1993, 1999) used agency theory as a launching point to propose the free cash flow
hypothesis. According to this hypothesis, company managers prefer possess free cash flow that they can easily
manipulate. They tend to use free cash flow for their own interests rather than those of shareholders. This leads,
in particular, to investment in projects with negative net present value (Jensen, 1986; Jensen & Meckling, 1976).
Managers prioritize their own interests, making expenditures or poor decisions that result in losses known as
agency cost that have a negative impact on company performance.
According to the free cash flow hypothesis, a negative correlation exists between company pe rformance and the
amount of free cash flow under the control of managers. Debt financing or dividend payouts reduce free cash
flow, having a positive effect on company performance. Titman, Wei, and Xie (2003), Fairfield, Whisenant, and
Yohn (2003) and Dechow, Richardson, and Sloan (2008) argued that company performance is negatively
affected by overinvestment using free cash flow under managers’ control. The work of Park and Jang (2013),
Heydari, Milad, and Javadghayedi (2014), Brush, Bromiley, and Hendrickx (2000) and Wang (2010) also
revealed a negative correlation between performance and free cash flow. Furthermore, Rozeff (1982) and
Easterbrook (1984) found that dividend payouts or increases in dividend amounts were necessary for lowering
agency costs. These findings have also been confirmed by DeAngelo and DeAngelo (2000) and La Porta,
Lopez-de-Silanes, Shleifer, and Vishny (2000). Aigner, Lovell, and Schmidt (1977), on the other hand, reached
different conclusions regarding dividends.
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Like many developed markets, corporate governance principles were first put in place in Turkey in order to
reduce costs arising from the agency problem. In 2003 the “comply or explain” concept was first applied to
Turkish corporate governance principles. In 2012 mandatory rules were put in place and in 2013 the Capital
Market Law went into effect. This law elevates practices regarding corporate governance to the status of law.
The new Turkish Commercial Code put into effect in 2012 bears influence of corporate governance principles
(Alp & Kılıç, 2014).
Legal infrastructure has been put in place in Turkey, and corporate governance principles are of the utmost
importance. Now it is necessary to empirically test the theoretical appropriateness of the regulations and
practices. The first phase of the free cash flow hypothesis, stating that dividend payouts, and the argument that
external debt financing reduces free cash flow, was tested by Kadioglu and Yilmaz (2017) and the findings
supported the free cash flow hypothesis. The second phase of testing the free cash flow hypothesis recommended
by the researchers is the effect of free cash flow on company performance, which is the topic of this study.
Though many studies test corporate governance and company performance, dividend policy and corporate
governance or capital structure and company performance in Turkey, there is no study directly testing free cash
flow in the hands of managers and company performance in the context of the free cash flow hypothesis. This
study aims to contribute to the literature by filling this gap. Furthermore, the conclusions reached in this study
are likely to contribute to the formulation of regulations and principles in the field.
This study examines firms traded on Borsa Istanbul the validity of the free cash flow hypothesis, especially the
relationship between free cash flow and company performance. This study utilizes the IFRS year ly
nonconsolidated and consolidated financial statements of 370 firms traded on Borsa Istanbul for the period
2009-2015. A panel regression is used to test for a correlation between dividends per share, debt ratios as well as
the ratio of free cash flow to total assets and the company performance measure Tobin’s Q ratio. A dummy
variable is used to differentiate between consolidated and nonconsolidated financial statements. The sample from
the study by Kadioglu and Yilmaz (2017) is expanded and varied. While only nonconsolidated financial
statements were used in Kadioglu and Yilmaz (2017), this study adds consolidated financial statements and the
number of firms included in the study has been raised from 227 to 370. In addition, more current data are used
by adding 2015 data, while 2008 data from the period of the financial crises have been removed.
The two-way fixed effect panel regression analysis identifies a significant, negative relationship between the
Tobin’s Q ratio, which measures company performance and free cash flow. In addition, a significant, positive
relationship is identified between the Tobin’s Q ratio and debt ratio and dividends per share. The results support
the free cash flow hypothesis and are both compatible and complimentary with those of Kadioglu and Yilmaz
(2017). As suggested by the hypothesis, a negative correlation is found between company performance and free
cash flow. The reduction of free cash flow in the control of managers is found to have a positive effect on
company performance, while increase of free cash flow has a negative effect.
The following section consists of a literature review. Section 3 discusses data and methods, while Section 4
outlines the results. Section 5 discusses the conclusions and makes further recommendations.
2. Literature Review
The divergence of company control and ownership, that is, the misalignment of managers’ personal interests and
those of shareholders gives rise to the agency problem (Jensen & Meckling, 1976). Using the agency problem as
a point of departure, Jensen (1986, 1993, 1999) proposed the free cash flow hypothesis.
According to the free cash flow hypothesis, managers prefer to be in control of free cash flow that they can
manipulate easily. Rather than using these funds for the benefit of shareholders, they may use it for their personal
gain. For example, when there is an excess of funds, they are able to invest in projects with net negative present
value (Jensen, 1986; Jensen & Meckling, 1976). It may lead to lavish expenditures unrelated to company
operations. Managers may prioritize their personal interests, making expenditures and poor decisions that lead to
losses, known as agency cost, which has a negative impact on company performance. According to La Porta et al.
(2000), agency cost may be an issue even in capital markets with more stringent rules and sanctions. According
to Opler, Pinkowitz, Stulz, and Williamson (1999), agency cost can be seen more blatantly in company takeovers
or acquisitions.
Managers who don’t wish to be deprived of free cash flow under their control prefer to avoid policies that reduce
free cash flow. According to the free cash flow hypothesis, dividend payouts and debt financing may reduce free
cash flow (Kadioglu & Yilmaz, 2017). Dividend payouts distribute the free cash flow in managers’ control to
shareholders. One of the methods used by managers who are need for cash is capital increases, collecting funds
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from shareholders. In nearly all countries, however, raising funds through capital increases is subject to strict
rules like preparing a prospectus, public disclosure, independent audit and approval from a regulatory authority.
In order to sidestep this method, managers prefer to avoid paying out dividends in the first place. Therefore,
dividend payouts reduce free cash flow in the hands of managers and help to reduce agency cost.
Loans taken from external sources give the lenders claim over the borrowing firm, and in extreme cases the
lender may demand that the borrower file bankruptcy. Therefore, managers averse to the threat of bankruptcy or
pressure from lenders may not look favorably on external debt financing. According to Park and Jang (2013),
securing funds from external sources reigns in overinvestment and the payment of interest on loans reduces free
cash flow in the hands of managers.
Therefore, the free cash flow hypothesis proposes that a negative correlation exists between company
performance and free cash flow. Thus, reducing free cash flow in managers’ control gets rid of the agency cost,
improving company performance. The way to reduce free cash flow, therefore, is by making the dividend
payouts and securing external debt financing.
Rozeff (1982) and Easterbrook (1984) proposed that paying or increasing dividend amounts is necessary in order
to reduce agency cost. DeAngelo and DeAngelo (2000) and La Porta et al. (2000) also reached similar
conclusions, which were also confirmed by Aigner et al. (1977). The thesis that external financing or dividends
reduce free cash flow available to managers has been empirically supported by Lang, Ofek, and Stulz (1996), Li
and Cui (2003), Byrd (2010), Khan, Kaleem, and Nazir (2012), Fatma and Chichti (2011) and Zhang (2009) and
by Kadioglu and Yilmaz (2017) in the Turkish context.
Titman et al. (2003), Fairfield et al. (2003) and Dechow et al. (2008) put forth that in the case of free cash flow
in the control of managers or overinvestment with these funds, company performance is negatively affected.
Studies conducted by Park and Jang (2013), Heydari et al. (2014), Brush et al. (2000) and Wang (2010) found a
negative relationship between free cash flow and performance.
Though many studies may exist in Turkey testing corporate governance and company performance (Çarıkçı,
Kalaycı, & Gök, 2009; Dağli, Ayaydin, & Eyüboğlu, 2010; Ersoy, Bayrakdaroğlu, & Şamıloğlu, 2011; İlhan,
Topaloğlu, & Özyamanoğlu, 2013; Karakoç, Nezih, & Erhan, 2016; Karamustafa, Varıcı, & Er, 2009; Kula &
Baykut, 2013; Taşkırmaz & Bal, 2016; Yavuzaslan & Kalmis, 2016; Yücel, 2016) or dividend policy and
corporate governance (Aydin & Cavdar, 2015; Gürbüz, Aybars, & Kutlu, 2010; Mazgit, 2013; Mitton, 2004) or
capital structure and company performance (Acaravcı, Kandır, & Zelka, 2015; Doğan, 2013; Önem & Demir,
2015) or corporate governance and share performance (Kılıç, 2011) no study exists testing the relationship
between free cash flow and company performance in the context of agency cost resulting especially from
corporate governance and the agency problem.
Table 1. Basic Data

Year
2009
2010
2011
2012
2013
2014
2015

Information on all firms traded on Borsa
Istanbul (million TL)
Total
Firm
Transaction nominal Total market
number
volume
capital
value
325
482,500
70,061
350,761
350
635,700
80,806
472,553
373
694,876
89,274
381,152
395
621,979
96,634
550,051
405
816,858
103,179
503,668
401
870,962
104,540
624,369
395
1,025,874
104,657
554,880

Information on firms included in the study (million TL)
Total
Firm
nominal
Total market
number
Total assets
capital
value
258
403,143
39,697
154,120
277
482,416
47,718
259,359
299
574,781
53,728
297,407
334
648,917
59,882
360,281
348
703,165
66,032
388,099
347
765,931
66,304
380,585
318
872,730
65,149
416,506

Source: www.spk.gov.tr
3. Data and Methodology
3.1 Data
This study utilizes the IFRS yearly nonconsolidated and consolidated financial statements for the years
2009-2015 of 370 firms traded on Borsa Istanbul. A total of 2,175 observations are present in the study. When
compiling the sample, financial institutions subject to their own regulations such as banks, insurance and
retirement firms, brokerage houses, and securities investment associations were excluded. Firms traded on the
stock exchange are required to prepare and disclose IFRS financial statements. If there is no subsidiary or
participation subject to consolidation the financial statements are nonconsolidated. A dummy variable is used to
distinguish between consolidated and nonconsolidated financial statements. Of the 2,175 observations used,
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1,273 are derived consolidated and 902 from nonconsolidated financial statements.
Table 1 displays information relating to companies traded on Borsa Istanbul from 2009 to 2015. The table shows
the total market value, assets and nominal capital amount of the firms used in the study for the period 2009-2015.
Table 1 indicates that over 80% of traded firms are included in the study. Throughout the period of analysis, the
number of firms traded on Borsa Istanbul increased 1.2 times, while the trade volume increased 2.1 times. Of the
market value of the population, 65% is included while 61% of nominal capital is included. In the sample the total
assets of the companies form the period 2009-2015 rose 13.82% on average annually, while nominal capital rose
at an average rate of 13.63% annually during the first 4 years. In the final year this rate dropped by -1.74%.
The data ranges from a minimum 2 years, maximum 7 years and an average of approximately 6 years. In years in
which no dividends were paid the dividends per share rate is marked “0”. When calculating the free cash flow
(FCF) variables used in the regression the FCF obtained are divided by total assets in order to get comparable
results between firms (Chung, Firth, & Kim, 2005; Gul & Tsui, 1997; Lehn & Poulsen, 1989; Mansourlakoraj &
Sepasi, 2015; Rahman & Saleh, 2008).
The variables are calculated using the items in the budget and income table below.
Table 2. Variables
Variable
LNTQ
DPS
LEV
BV
SIZE

:
:
:
:
:

Type
Dependent
Independent
Independent
Control independent
Control independent

FCF

:

Independent

Formula
Ln ((market value + total debt)/total assets))
Cash dividends / number of shares in circulation
Total external funds / total assets
Shareholder equity/ Paid-in capital (Book Value)
Ln (total assets)
(Operating profit + depreciation expenses – corporate income tax –
financing expenses – cash dividends paid)/ total assets

When finding the market value of the firms, the daily average price over the entire year is used rather than that of
a single day at the end of the year. Thus, the negative impact of possible price abnormalities of a particular day is
avoided.
Table 3 displays the descriptive statistics of variables used in analysis.
Table 3. Descriptive statistics
LnTq
-0.447
-0.474
3.759
-3.900
0.913
0.294
4.088
2175

Mean
Median
Maximum
Minimum
Std. Dev.
Skewness
Kurtosis
Observations

DPS
0.270
0.000
40.636
0.000
1.688
17.114
354.820
2175

FCF
-0.019
-0.007
0.482
-2.416
0.133
-6.321
88.629
2175

SIZE
19.331
19.292
26.305
13.864
1.914
0.212
3.140
2175

LEV
0.512
0.461
14.572
0.001
0.677
11.652
190.482
2175

BV
6.540
2.120
1124.158
-17.872
39.589
21.417
514.084
2175

Table 3 summarizes descriptive statistics relating to the sample, including the average, median, maximum and
standard deviation of the 2,175 observations taken from 370 companies over 7 years.
Table 4 displays the correlation matrix between the variables.
Table 4. Correlation between variables
DPS
FCF
LEV
BV
LNTQ
SIZE

DPS
1.00
0.07
-0.04
0.69
0.12
0.01

FCF
0.07
1.00
-0.49
0.09
-0.15
0.24

LEV
-0.04
-0.49
1.00
-0.06
0.29
-0.14

BV
0.69
0.09
-0.06
1.00
0.05
0.00

LNTQ
0.12
-0.15
0.29
0.05
1.00
-0.07

SIZE
0.01
0.24
-0.14
0.00
-0.07
1.00

Table 4 shows that the correlation coefficients between variables are at low levels. Only the coefficient of the
correlation between dividends per share and book value is higher, but still acceptable level.
3.2 Methodology
This study investigates the effect of free cash flow in the hands of managers on company performance as
proposed in the free cash flow hypothesis in Turkish capital markets. According to the free cash flow hypothesis,
high amounts of external debt financing or high dividend payouts reduce funds under the control of managers,
which reduces agency cost and helps to align the interest of the managers and shareholders. The reduction of
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funds available to managers positively affects company performance. Therefore, this study seeks to determine
whether a negative, significant relationship exists between free cash flow and company performance. At the
same time, the existence of a connection between performance and debt ratios or dividend payouts is also
investigated.
The Tobin’s Q ratio is a widely used measure of manager performance used by Smith and Watts (1992),
McConnell and Servaes (1995), Rajan and Zingales (1995), Himmelberg, Hubbard, and Palia (1999), Brush et al.
(2000), Demsetz and Villalonga (2001), Harvey, Lins, and Roper (2004), Heydari et al. (2014). This measure has
been used in the Turkish context by Canbas, Dogukanli, Düzakin, and Iskenderoglu (2005), Koçyigit (2009),
Karamustafa et al. (2009), Ersoy et al. (2011), Mandacı and Gumus (2010), Şahin (2011), Doğan and Yildiz
(2013), Acaravcı et al. (2015), Önem and Demir (2015), Yücel (2016). Other studies have taken the logarithm of
the Tobin’s Q ratio and entered it into an analysis (Kazempour & Aghaei, 2015; Mansourlakoraj & Sepasi, 2015;
Park & Jang, 2013).
Lehn and Poulsen (1989), Lang, Stulz, and Walkling (1991), Wells, Cox, and Gaver (1995), Chu (2011), Gul and
Tsui (1997), Wu (2004), Chung et al. (2005), Brush et al. (2000), Wang (2010), Al-Zararee and Al-Azzawi
(2014), Mansourlakoraj and Sepasi (2015), Rahman and Saleh (2008) and Kadioglu and Yilmaz (2017) used the
undistributed free cash flow method when calculating free cash flow.
The free cash flow hypothesis proposes that free cash flow in the hands of managers is inversely proportionate to
company performance due to agency cost. According to the hypothesis, external debt financing and dividend
payouts reduce amount of free cash flow in the hands of managers and increase market enforcement upon
managers, which has a positive effect on company performance. Therefore, the effect of leverage and dividends
on company performance is also investigated. For this purpose, data from 370 firms from the period 2009-2015
are applied to the equation and panel regression below. This equation has been used by Brush et al. (2000),
Mansourlakoraj and Sepasi (2015), Heydari et al. (2014), Park and Jang (2013). A variation using similar
performance measures other than Tobin’s Q has been used by Hong, Shuting, and Meng (2012), Nunez; Nunez
(2013, 2014), Al-Zararee and Al-Azzawi (2014).
𝐿𝑛𝑇𝑞𝑖,𝑡 = 𝛼 + 𝛽1 𝐷𝑃𝑆𝑖,𝑡 + 𝛽2 𝐿𝐸𝑉𝑖,𝑡 + 𝛽3 𝐵𝑉𝑖,𝑡 + 𝛽4 𝑆𝐼𝑍𝐸𝑖,𝑡 + 𝛽5 𝐹𝐶𝐹𝑖,𝑡 + 𝛽6 𝐾𝑜𝑛𝑠𝑖,𝑡 + 𝜀𝑖,𝑡
Here, LnTq i,t expresses the logarithm of the Tobin’s Q ratio of firm i in year t, while DPS i,t is the ratio of cash
dividends per share for firm i in year t. The variable LEVi,t represents the ratio of total debt to total assets for firm
i in year t, while BVi,t expresses the book value of firm i in year t. The variable SIZEi,t represents the logarithm of
total assets of firm i in year t, while Kons i,t is the dummy variable indicating whether the observation of firm i in
year t belongs to a consolidated or unconsolidated financial statements. The variable FCFi,t is the ratio of free
cash flow to total assets.
This study relies on the following hypotheses when testing the free cash flow hypothesis especially when
concerning the relationship between free cash flow and company performance.
H1: Free cash flow under managers’ control negatively affects company performance.
H1a: Dividend payouts positively affect company performance.
H1b: External debt financing positively affect company performance.
4. Results
Empirical studies analyze data with the assumption that they possess a constant mean over time. Panel data,
however, are sometimes non-constant, as it unknown whether they possess a unit root. According to some
researchers, the non-stationary nature of the data or the presence of a unit root causes the variable to have a
non-constant mean over time. This also leads to a high autocorrelation problem despite a low Durbin-Watson
statistic (Kutty, 2010).
All of the variables in this study are subject to a unit root tests as have been performed by Levin, Lin, and Chu
(2002), Im, Pesaran, and Shin (2003) and Augmented Dickey and Fuller (1979). According to the unit root test
results, apart from the SIZE variable, all are free of unit roots. As for the SIZE variable, by taking the difference
on the first level it was made stationary. Table 5 displays the final test results.
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Table 5. Unit root tests
LnTq
FCF
DPS
D(SIZE)
LEV
BV

Stat
Prob.
Stat
Prob.
Stat
Prob.
Stat
Prob.
Stat
Prob.
Stat
Prob.

Levin, Lin and Chu
-83.47
0.00
-70.71
0.00
-25653
0.00
-85.35
0.00
-31.37
0.00
-161.71
0.00

Im, Pesaran and Shin W-stat
-17.32
0.00
-21.48
0.00
-1418
0.00
-20.66
0.00
-6.18
0.00
-14.78
0.00

ADF - Fisher chi-square
1108
0.00
1721
0.00
516.60
0.00
1591
0.00
1072
0.00
1032
0.00

Note. The probability value less than 5% indicates a rejection of the null hypothesis that a unit root is present. As
seen in Table 5, the variables used in this study are stationary or have been transformed to stationary, as the
probability rate of three different test results have a statistical significance of 1%.
This study aims to test the free cash flow hypothesis proposed by Jensen (1986, 1993, 1999). The hypothesis
states that, dividend payments to shareholders and/or raising debt financing reduces the agency cost resulting
from free cash flow in the hands of managers, therefore, improving firm performance. Thus, it is proposed that a
negative correlation exists between free cash flow and performance. Another argument of the hypothesis is that
debt financing and dividend payouts affecting free cash flow also affect performance indirectly.
Table 6 displays the results of the equations used to test the relationships mentioned above. Given that the effects
of the 2008 global financial crisis might carry over into 2009, the results were repeated both including and
excluding the year 2009. The regression repeated without 2009 both controlled for the effects of the crisis and
also showed whether the crisis had any effect at all.
Table 6. Two-way, fixed-effect panel regression results
Variable
Constant
DPS
FCF
LEV
D(SIZE)
BV
Kons
F-statistics
Adj R2

Entire period (2009-2015)
Coefficient
T-statistics
0.130709
5.90*
0.057138
4.46*
-0.264276
-3.43*
0.153445
7.15*
-0.065330
-2.95*
-0.004118
-6.92*
0.026451
0.83
14.96*
0.70

Post-crisis period (2010-2015)
Coefficient
T-statistics
0.154519
6.27*
0.045680
3.19*
-0.310998
-3.83*
0.164166
6.40*
-0.059394
-2.67*
-0.004413
-5.38*
0.028006
0.79
14.57*
0.73

Note. * indicates a statistical significance of 1%. Due to insufficient observation resulting from unbalanced data,
the Hausman test is performed as a one-way, random-effects model. The Hausman test is recommended the
fixed-effect model.
According to the model outlined in Table 6, 70% percent of variability in the Tobin’s Q ratio can be explained
with variability in the of free cash flow, debt ratio, total asset and book value variables. The estimated model’s
general statistical significance level shown by the F-statistic is at a 1% level. To see the effects following the
2008 global crisis, it is seen that the results in the regression did not change.
Again in Table 6 it is seen that the free cash flow-asset ratio has a negative correlation with the Tobin’s Q ratio
with 1% significance. While the higher free cash flow in the control of managers has a positive effect on
company performance, the lower free cash flow negatively affects performance. Inverse relationship between
free cash flow under the control of managers and performance demonstrates that the fundamental argument of
the free cash flow hypothesis is valid in the Turkish context. These results are compatible with the findings of
Titman et al. (2003), Fairfield et al. (2003), Dechow et al. (2008), Park and Jang (2013), Heydari et al. (2014),
Brush et al. (2000) and Wang (2010). The hypothesis argues that using external debt financing and dividend
payout reduces the amount of free cash flow in the hands of managers. This aspect of the hypothesis was tested
in the Turkish context by Kadioglu and Yilmaz (2017), who reached conclusions supporting the hypothesis.
According to the free cash flow hypothesis developed by Jensen (1986), paying out dividends is one method of
reducing agency cost resulting from a conflict of managers’ and shareholders’ interests. Looking at the effects of
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debt ratios and dividend payouts on company performance, a positive relationship with a statistical significance
of 1% is identified between the debt ratio LEV and the Tobin’s Q ratio LnTq as well as between dividend payout
rate DPS and LnTq. External debt funding was similarly found to boost company performance in the studies of
Fama and French (2002), Gill, Biger, and Mathur (2011), Ramachandran and Candasamy (2011), Kazempour
and Aghaei (2015), Park and Jang (2013), Acaravcı et al. (2015) and Doğan (2013). For firms traded on Borsa
Istanbul, using external debt financing and dividend payouts reduces free cash flow in the hands of managers,
therefore, enhancing company performance. When considered along with those of Kadioglu and Yilmaz (2017),
these results show that the free cash flow hypothesis is valid in the Turkish context.
5. Conclusion
When the interests of company managers and those of shareholders are in conflict, agency cost arises due to the
agency problem. This can lead to the use of free cash flow for investments with a negative net present value or
lavish expenditures not directly related to company operations, therefore having a negative impact on company
performance. According to the free cash flow hypothesis, free cash flow can be reduced with dividend payouts
and securing external debt financing. This way firms can strengthen their performance.
This study investigates the validity of the free cash flow hypothesis. More precisely, it tests for a negative
correlation between free cash flow and company performance for firms traded on Borsa Istanbul. The study
utilizes the IFRS yearly consolidated and nonconsolidated financial statements of 370 firms for the period
2009-2015. A two-way panel regression method is applied to dividends per share, debt ratios and free cash
flow-to-asset ratio and the performance measure Tobin’s Q ratio to test for any correlation.
The results of the two-way fixed-effect panel regression reveal a negative, statistically significant relationship
between the Tobin’s Q ratio and free cash flow. Furthermore, a significant relationship is also identified between
the Tobin’s Q ratio and debt ratio and dividends per share. The results support the free cash flow hypothesis, and
are both compatible and complimentary to those of Kadioglu and Yilmaz (2017). As suggested by the hypothesis,
free cash flow in the hands of managers has a negative correlation with company performance. The reduction of
free cash flow under managers’ control is shown to have a positive effect on company performance, while
increases in free cash flow are shown to have a negative effect.
Given that increased importance is being placed on corporate governance in Turkey, this study’s test of the
theoretical framework can contribute to the formation of regulations and principles in this area. According t o the
free cash flow hypothesis, free cash flow leads to agency cost and negatively affects firm performance; therefore
it may be beneficial to adopt these principles and/or create regulations that discipline or reduce free cash flow in
the hands of managers. In order to reduce free cash flow, dividend payout should be regulated through corporate
governance principles, which can be used as a political tool by regulatory authorities.
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