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Abstract
Objective: The purpose of this paper is to study the agency theory problem. To test the free
cash flow (FCF) hypothesis to reduce the agency theory in firms operating in Pakistan.
Further, this paper gives an overview of financial reporting conditions and corporate
governance practices.
Design/methodology/approach: This study has applied panel regression on data. It is
collected from 2010 to 2017 from companies listed in the Pakistan stock exchange. This
paper used the Fixed and Random effect model to test the relationship. The current study
collected data from 119 companies from the stock exchange of Pakistan.
Findings: We find that the free cash flow hypothesis exists in firms listed in the Pakistan
stock exchange. Debt is the more proper approach to reduce the free cash flows in
management control than the dividend. Furthermore, we find that capital expenditure adds
to the value of the firms.
Originality/value: This study is the first analysis of the agency theory problem to measure
the effectiveness of the free cash flow (FCF) hypothesis in the context of public sector non-
financial firms in the Pakistan Stock exchange. The study contributes to the literature of
corporate laws, agency theory, and the dividend payment patterns adopted by firms.
Keywords: Agency problem, Dividend, Debt, Free cash flow, Capital expenditure, Growth,
Pakistan.

1. Introduction
The agency theory states there is a conflict of interest between managers and shareholders
of the firms. The managers work to earn more benefits and salaries while neglecting their
responsibility toward the shareholders of the business. The principles of the agency theory
(Jensen and Meckling, 1976) make the foundation for free cash flows, claiming that managers
use free cash flow to invest in projects, which have negative net present value (NPV). The
financing decisions are to make more profits and add value to the firm (Khajar and Alfian,
2022). These investment outflows can be fatal for firm financial health. It fails to capture new
markets for stock, and owners start to reconsider the firm's value. The agency theory says
that managers' decisions often lead toward their prosperity which is the root cause of
disputes among managers and shareholders. In the absence of authority of shareholders in
the firm, it gives managers the power to involve nonprofit maximizing activities, such as
excessive use of perquisites or risk-taking activities (Hubbard and Palia 1995).
In the absence of a proper monitoring system, firms with too much free cash flow are
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probably lowering their performance (Dechow, Richardson, and Sloan, 2008). Therefore,
high FCFs are an indicator in which auditors are encouraged to check the nonprofit maximizing
activities of such firms. Corruption and bankruptcy have been a problem in developed
countries for decades. Since the financial corruption of managers has happened, corporate
governance issues attended cautiously, which can help enhance the reporting quality of
financial statements. A country like the US has also faced such conflicts. Enron, a leading
US corporation, was found with the agency problem between management and shareholders
(Cunningham & Harris 2006).
The agency theory serves as the base for free cash flow (FCF). Jensen (1986) says that
dividends and debt are tools to align the interests of managers with that of the shareholders
and minimize the agency theory problem in the holdings. Dividend payments are made to
shareholders and thus reduce free cash flow (FCF) in the hands of managers to invest in
nonprofit maximizing activities. Moreover, it encourages managers to make such investment
decisions which can increase the firm's profit (Lasfer, 1995). It mitigates the agency problem
of poor management of free cash flow (FCF), where lies chances of using these free cash
flows in projects with outflow projects. Current corporate governance theory supports the
relationship between ownership structure and dividends because of the "Agency Problem"
(Jenson, 1986; Easterbrook, 1984; Kargar and Ahmadi, 2013). The dividend payments work
as a bulwark, where monitoring of management by shareholders is absent (Rozef, 1982). The
dividend is a reliable source in terms of a proxy to monitor the activities of firms. Managers
can get great benefits out it through management of dividend performance of the firms can
be increased. (Chumari, T. M. 2022).
Dividends can moderate this issue through free cash flow under management's influence
and forces managers to capital markets for obtaining funds. Along with these features, it
puts them under strict scrutiny from funders in the capital market. Jensen and Meckling
(1976) say that agency costs diminish if managerial ownership increments their proprietorship
in firms. Since it will adjust the enthusiasm of both managers and shareholders, but on the
other side, this increase in ownership by management will cause new struggles. The directors'
will endeavor to accumulate more finances under their influence by decreasing dividend
payments or keeping up payout to the minimum level.
The other method to mitigate the agency problem is to take debt. It obliges firms to pay
principal and interest on their debts (Khan et al., 2012). It minimizes extra money under
managerial control and reduces agency costs. Furthermore, it encourages managers to
make the best investment decisions, which are paramount to firms (Lasfer, 1995). To avoid
the risk of non-payment, it will enable creditors the power to liquidate the firm (Harris &
Raviv, 1990). Jensen (1986) proposes that debt is an accurate measure for decreasing the
agency costs of excessive free cash flow (FCF) in firms. The firms with high free cash flows
(FCF) have more investment opportunities in which large sums of funds have to be managed
and are more likely to use these cash flows to complete projects with negative-present
value.
It is the priority of each business venture to enhance the business and working conditions
for the firm. In this regard, the stock market is more concerned with increasing one's financial
needs. The problem of corruption and the limited stock market is another reason for a small
number of investors. This study motivated the concern for regulating the dividend
distribution patterns of firms. It has become a common practice among firms not to pay
dividends to their shareholders.
There are many studies in Pakistan related to corporate governance or capital structure and
firm performance and corporate governance and performance or dividend policy. Some
studies have worked on the relationship between free cash flow and dividends or leverage
from an agency theory perspective. The agency theory problem separates the interest of
shareholders and managers. High free cash flow (FCF) results in management power and
promotes them to subvert the firm financial activities. They make risky investment decisions
and create negative cash flow for the business. Although they increase the firm of size, their
revenue continues to decline.
This study will investigate whether the free cash flow, dividend, and leverage are valid



measures for firms are listed in the Pakistan Stock exchange using the annual reports of firms
for the period 2010-2017. A panel regression tests the relation between free cash flow and the
variable dividends payout ratio, debt ratio, capital expenditure, and total assets.
The free cash flow hypothesis is the basis on which agency theory is based (Jensen 1986).
Jensen and Meckling (1976) say that there is a conflict of interest among the shareholders
and managers of the firm. Managers who have high free cash flow (FCF) at their disposal are
more likely to adopt a risk-taking attitude (Jensen 1986). This initiative increases their control
over the firm and remuneration to managers. Kadioglu and Yilmaz (2017) conducted a similar
study to find the extent of the problem of agency theory in Turkish corporations. According
to Kadioglu and Yilmaz (2017), the free cash flow hypothesis is appropriate to lessen the
agency theory problem in Turkey. This study confirms that in the case of more free cash
flow, dividends, and debt management.
Firms work in the interests of managers to maximize their assets. This expansion is a direct
indicator of the over-investing behavior of the managers. Setiany, E. (2021) says that free
cash flows are the strength of companies to stay in business. Companies must maintain a
certain amount of free cash flows to avoid bankruptcy. Free cash flow has an indirect effect
on the capital structure. It has also affected performance (Risman, A., & Parwoto, A. S. S.,
2021).
The free cash flow hypothesis is the basis on which agency theory is Zurigat, Sartawi &
Aleassa (2014) presented their argument on the logic of agency theory. Poor management
has a direct effect on the well-being of the company. The trust of shareholders and company
reputation among potential investors is also important to keep the company running and
expanding in its market. Management cannot ignore shareholders' interest by investing
their free cash flows. Though over-investment is the issue that causes the agency cost to
cover and exhibit loss to the shareholders.  Thiruvadi, et al., (2016) says that the self-
interested agency theory of managers where free cash flows and low growth firms are to
engage in nonprofit maximizing activities. The author points out that growth is an element
that strengthens managerial control in the US of a developed country. Even the USA has
witnessed the conflict of agency theory in companies like Enron and World Com. US financial
markets are much more developed than most of the nations. The USA House of Commons
introduced the Sarbanes-Oxley Act (SOX) in 2002 to improve the quality and effectiveness
of corporate governance. This SOX addresses the problem of internal control weakness,
which gives the management control, and they happen to neglect their duty towards it's the
shareholders. In addition to SOX, audit standards (SAS) statements require auditors to
examine internal control and management behavior.
Doyle and McVay (2006) is highlight the weaknesses of internal control in the US firms. The
purpose of the study is to check the agency theory problem. Here more focus is given to the
problem of internal control. This study shows that agency theory is lies in firms that are
small in size, small, and financially weak. Their management seems to be more involved in
activities that do not develop for the financial well-being of the forms.
Khan, et al., (2012) studied the manufacturing sector and 100-index section of the Karachi
Stock Exchange. The main idea behind the study was to understand the agency theory
problem in firms in an underdeveloped country. The study authors noted that free cash flow
is an indication that stakeholders should keep a close eye on. They found in their study that
leverage was an appropriate measure to control free cash flows, to reduce managers' over-
investment behavior. After a series of successes, managers become confident enough to
participate in risk-taking activities and act like an ax for the company. That was the reason
they neglected their duty to the company shareholders.
Sarayloo and Sarafi (2016) conducted their study in Iran, in which the main concern was to
study the effects of dividend policy on the financial health of firms. They say that paying off
dividends is in the best interest of companies. The companies that made dividend payments
have a lasting effect on the financial condition. Chae, J., Kim S. & Eun, J.L., (2009) analyze
the impact of corporate governance practices on the dividend policy of firms in the Republic
of Korea. The author states that external financing is to study the agency problem, dividend
payout, and corporate governance. The relationship among each change with a change in
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the approach used. The results show that firms with strong management pay higher profits
to reduce agency costs. When the firms have higher external finance, they do not pay
dividends to the shareholders. These external financing decreases the dividend payouts
and yet increases corporate governance practices.
A study by Kargar and Ahmadi (2013) differentiates between firms. They have growth
opportunities from those that do not. They say that there is an enormous difference between
them. Firms change their financial policy based on their growth prospects. They emphasize
that the level of the agency cost changes with the change in activities and opportunities.
Monitoring is one of the most effective ways to reduce the problem of agency theory.
Karpavicius et al., (2017) studied the role of indirect oversight of US firms in his dissertation.
This approach is appropriate for reducing the free cash flow (FCF) for firms and thus eliminates
the problem of agency theory. However, the rise in corporate ownership could affect firms'
debt and profitability policies. But at the same time, it is an effective method to keep
management in check and maintain an optimal level of free cash flow (FCF) in firms. Guizani
M. (2018) states that dividend is an important measure and can play a vital role in monitoring
corporate governance activities. It spotlights the issue faced by emerging economies of
developing countries. The result confirms that managers increase free cash flow by paying
low dividends. Thus, managers retain personal benefits out of these cash holdings. It adds
that the board characteristics can be specified and increased to avoid misapplication of the
funds.
Nguyen, A., & Nguyen, T., (2018) says if extensive information is available to shareholders,
internal management will not be in a position to misuse free cash flow (FCF) available to
them. Titman et al. (2004) view capital expenditure major factor. It is not to be taken lightly by
investors and firm shareholders. Heavy investment expenditure can lead toward higher
returns. Managers do not consider the negative return on investment when making investment
decisions. These negative returns influence firms with high free cash flow (FCF), low debt
ratios have the potential for over-investment. Bhabra and Rooney (2019) say that more
control over capital expenditure can create value for firms. The managers can create value
through the investments. This study adds to evidence of the literature agency theory. The
free cash flow hypothesis is to test the following:

H1: The dividend payout ratio has a negative, significant impact on free cash flow.
H2: The long-term leverage has a negative and significant influence on free cash flow
H3: Capital expenditure has a positive and significant influence on free cash flow.
H4: The size of the firm positively affects the free cash flow.

3.0 Conceptual model
The purpose of this is to test the relationship between free cash flow and other independent
variables. The conceptual framework and hypothesis of the study have illustrated in Figure 1.

Figure 1.
Conceptual model of the
study



4.0 Methodology:

4.1 Population and sample

The population of this study includes five industrial sectors quoted in the Pakistan stock
exchange as of December 2017. They include cement, fertilizer, pharmaceutical, sugar, and
textile firms. Purposefully, the sample size of this study consisted of 200 firms in these fields.
But they were not continuously listed on the Pakistan Stock Exchange from 2010 to 2017.
The sample consists of 119 firms as they are constantly on the stock exchange, their financial
statements are available online. The list of these firms is available in Annexure A.

Category Freq. Percent Cum. 

Cement Sector 152 15.97 15.97 

Fertilizer 56 5.88 21.85 

Pharmaceutics 56 5.88 27.73 

Sugar Sector 160 16.81 44.54 

Textile mills 528 55.46 100

Table 1.
Frequencies of the

Category

Note. (N=952)

4.2 Sources of Data

This study used the secondary data that is extracted from the annual reports and dividend
payment from Pakistan stock exchange website.

4.3 Methodology

This study investigates the agency theory problem in Pakistan's listed companies. This
study examines the effects of profit and leverage on companies' free cash flow. The core of
the study is to control the amount of free cash flow under the manager's control to protect
the interest of stakeholders to avoid agency problems among them and maintain the
confidence of the shareholders in the market. The free cash flow is an indicator through
which we can detect activities of the firms that are not for the benefit of the shareholders.
Here are study variables like dividend payout ratio and leverage is to reduce the excess cash
flow. The following equation uses panel regression on the data of firms trading on the
Pakistan Stock Exchange from 2010 to 2017. Kadioglu and Yilmaz (2017), Khan et al. (2012),
Wells et al. (1995), Kargar and Ahmadi (2013) used similar forms of the equation to test the
variables listed below in varying combinations. The regression equation for the current
study is as follows:

FCFi =   + 1DPOi +  2 LTLEVi +  3CAPEXP + + 5SIZE + i

Where:

FCF = Free Cash Flow

DPO = Dividend Payout ratio

LTLEV = Long term leverage

CAPEXP= Capital expenditure

Size = Total asset logarithm

 i = Error term

Table 2 shows the lists of variables used in the study. They are calculated using the figures
from company financial statements.
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Sr.# Variables Type Formulation

1  Free Cash flow (FCF)  Dependent  (Operating net income + depreciation expenses 
-

 
corporate income tax -

 
interest expenses - cash 

dividends)/total assets
2

 
Dividend Payout Ratio 
(DPO)

Independent
 

Dividend per share/ earning per share

3 Long term Leverage 
(LTLEV)

 

Independent Long-term debt/total debt

4

 

Capital Expenditure 
(CAPEXP)

 

Independent

 

Capital expenditure divided by total assets

5 Firm Size (Size) Independent Total asset logarithm

Table 2.
Variables, Acronym and
Explanation

5.0 Results

The study is a contribution to the literature of the firms listed in the Pakistan stock exchange.
The idea of monitoring the activities of the firms is to ensure the corporate governance
practices and to empower the stock market by avoiding any financial outrage that can
reduce financial activities in the country. As the Pakistan stock exchange is not a depth
market and has many layers that are still under construction, it is not easy to find major
frauds that the happening so far. This study aims to draw attention to corporate malpractices
to increase the general population's contribution to the stock market.

Table 3 shows the descriptive statistics of all variables. It gives the mean, median, maximum,
minimum, standard deviation, skewness, and kurtosis values of the variables.

Stats       FCF  DPO LTLEV CAPEXP  Size 

Mean  1,360,000,000 0.74 1.50 0.16 9.63

Median 224,000,000
 

0.04 
 

0.15
 
0.03 

 
9.57

Min 
 

-643000000 -1.92 
 
0 -4.99 

 
1.14 

Max 16,600,000,000
 

77.88 
 

786.46 
 

78.49 
 

11.51 

SD 

 
3,820,000,000

 
5.42 

 
29.10

 
2.63 

 
0.68 

Variance 8,370,000,000,000,000,000

 

29.38 

 

846.88 

 

6.93 

 

0.46 

Skewness 

 

3.62

 

11.16 

 

24.11

 

28.18

 

-1.85 

Kurtosis 16.84 132.31 608.81 829.10 27.29

Table 3.
Descriptive Statistics of
the Variables

Free Cash Flow (FCF) (Operating net income + depreciation expenses -
corporate income tax - interest expenses - cash dividends)/total assets

Dividend Payout Ratio (DPO) Dividend per share/ earning per share.

Long Term Leverage (LTLEV) Long-term debt/total debt

Capital Expenditure (CAPEXP) Capital expenditure divided by total assets.

Firm Size (Size) Total asset logarithm

Descriptive Statistics are calculated by using 952 observations.

The observations in 6.2 that the Free Cash Flow (FCF) ranged from -643000000 to
16,600,000,000, with an average of 1,360,000,000. The median has a value of 224,000,000 and
variance is 8,370,000,000,000,000,000 (SD = 3,820,000,000). Dividend Payout Ratio (DPO)
observations ranged from 1.923 to 77.881. It has an average of 0.833 (Median = 0.046) and
variance is 32.971 (SD = 5.74). The observations for long-term Leverage (LTLEV) ranged
from 0 to 786.466 with an average of 1.359 (Median = 0.154) and Variance is 752.871 (SD =
29.101). The observations for Capital expenditure (CAPEX) ranged from -4.995 to 78.499,
with an average of 0.149 (Median = 0.033) Variance is 6.169 (SD = 2.482). Firm size observations
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ranged from 1.146 to 11.510, averaging 9.648 (median = 9.583) and variable 0.465 (SD = 0.682).

The variables are positively skewed, such as Free Cash Flow (FCF) is positively skewed by
3.870. For the Dividend payout ratio, descriptive statistics show a positive skewness of
10.067. Long Term Leverage (LTLEV) is skewed positively with a value of 25.581.

The capital expenditure (CAPEX) is skewed positively by a minimum value of 29.848. The
size of firms (Size) is skewed negatively with a value of -1.661. It is the only variable that is
negatively skewed from all the variables, as shown in Figure 6.2.

To show strength and direction among the variables, we have used the Pearson correlation
matrix. Table 3 shows the correlation matrix for the variables used in the study. The size of
firms (Size) is skewed negatively with a value of -1.661. To show strength and direction
among the variables, we have used the Pearson correlation matrix. Table 3 shows the
correlation matrix for the variables used in the study.

FCF DPO LTLEV CAPEXP Size

FCF 1      
DPO 0.049**  1     

LTLEV  0.063***  -0.006***  1    
CAPEXP 0.079***

 
-0.003**

 
0.964

 
1

  
Size 0.576

 
0.072*** -0.116

 
-0.095***

 
1

Table 4.
This table shows the

Pearson Correlation matrix
of all the variables in this

study.

To show the strength and direction among the variables, we have used the Pearson correlation
matrix. Table 4 shows the relationship between the two variables in a tabular form. The
dividend payout ratio (DPO) has a significant relationship at 1% with the FCF. Long-term
Leverage (LTLEV) and Capital expenditure (CAPEX) have a relationship at 5%.

 This study supports the argument of the agency theory problem where the manager and
the shareholders have a conflict of interest. It leads to a situation where managers engage
in activities that develop resources for them rather than shareholders and often result in
negative cash flow.

Jensen (1986) suggests that the free cash flow assumption is an indication that shareholders,
stakeholders, and auditors should be careful about the activities of managers, which can
lead to unintended consequences. Excessive free cash flows can result in high agency
costs.  We have a negative relationship of dividend payout ratio and leverage with the free
cash flow to minimize the cash flow at the managerial end.

The regression equation runs on Statistics and Data Science (Stata) software. Table 5
shows the results of the study. First, we have used the ordinary least square (OLS) model to
test the relationship but did not show significant results. The study applied a fixed-effect
model and a random effect model for the significance of the results.

The study applied the fixed-effect model and random effect model for the significance of the
results. Hausman test technique is applied to decide between the two models. It investigates
the relation of free cash flow assumption in Pakistani firms. The Hausman test significant
results supported the fixed effect model that shows a negative but insignificant relationship
between the dividend payout ratio (DPO) and the free cash flow (FCF) hypothesis.

Note. *p< .01, **p <0.05 ***p <0.1

Table 5 shows the results of regression for equation i.e. (FCF, = 0 + 1 DPO, + 2 LTLEV, + 3
CAPEXP, + 4 Size, + e, ). First column shows the variables, R2 and Hausman test. Here FE
stands for the Fixed Effect Model and RE presents Random Effect Model.
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Independent Variables  FE Model  RE Model  

DPO -0.43  0.12 

  (-0.664)  (0.902) 

LTLEV -3.00  -2.06 

  
(0.003) ** (0.039) ** 

CAPEXP 
 

3.23 
 

2.8 

  
(0.001) * (0.005) * 

 
Size 2.27 

 
7.11 

  
(0.024) ** (0.0000) * 

R 2

  
0.233 0.342 

Hausman test 90.84 (p> 0.000) **

 

Table 5.
Results of Fixed Effect
Model and Random Effect
Model.

a. *p< .01, **p <0.05 ***p <0.1

a. Dependent Variable: FCF

The VIF test checked the issue of multicollinearity in variables. High multicollinearity can
lead to undesirable results. Table 6 reports that the mean Variance Inflation factor (VIF) is
7.71. It is below 10 VIF and is an acceptable level. The VIF for the dependent variables is low
that they do not correlate with each other.
This table shows the result of VIF test. As value is less than 5m it means that there is no
issue of multi-collinearity in the data.

Variable  VIF 1/VIF   

LTLEV 14.44 0.069233 

CAPEXP  14.38 0.069536 

Size  1.02  0.977746 

DPO  1.01 0.99479 

Mean VIF 7.71 

Table 6.
VIF (Variance Inflation
factor) Test Results

Note. (N = 952)

6.0 Discussion
Agency theory is one of the main concerns of corporate governance. Many studies analyzed
the assumption of free cash flow to eliminate the agency's problem. This study looked at
ways to reduce agency theory and increase the value of firms. For this purpose, a panel data
regression was run from 2010 to 2017 in Pakistan's firms. The fixed-effect model supported
the hypotheses in our study. These outcomes show that paying out a dividend is an
approach to reduce cash flows. That is not the case for Pakistan. The results contribute to
the literature on corporate governance practices in Pakistan. This study supports the idea
of decreasing free cash flow through dividend payments, but debt is more suitable for firms.
It further adds that companies can generate more value for firms using capital expenditure.
Khan, A. et al., (2012) studied a similar relationship in firms of Pakistan the dividend to
mitigate free cash flow (FCF). The results of this study are parallel to the outstanding
dividend theory, which holds that companies are more interested in making a profit than
they earn in dividends rather than paying dividends. Managers always prioritize spending
on their business plans. The results are inconsistent with Kadiogulu 2017 shows a negative
and significant relationship at 1%. Findings supported the hypothesis that paying out
dividends can reduce the cash flow in Turkish firms. Guizani (2018) reported the same
results as the statement of Kadiogulu (2017), Smith and Watts (1992), and Gugler (2003) in
his study. The author further says that paying dividends can reduce the free cash flow in
Shariah compliance and non-Shariah compliance.
Firms with high earnings always avoid costs to gain high profits. The strong correlation
between free cash flow and profit, and profit-sharing could reduce cash flow. Arfianny
(2020) reports comparable results where free cash flows have a negative and insignificant
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relationship with the dividend payout ratio. The author emphasizes that the insignificant
relationship causes dividends to shrink to a small level and in our study, many firms were
found where firms are almost not paying any dividends. This could be a case because firms
are independent in their affairs by the pecking order theory.
The results in table 5 indicate that the long-term leverage (LTLEV) has a negative and
significant relationship with the free cash flow (FCF). These results show that loans held for
more than a year can help reduce free cash flow. These results state that loans held for more
than a year can help reduce free cash flow. As expected, the long-term leverage can reduce
the finances in the company, and thus we can keep the managers in check. The presence of
debt in the capital structure of companies is beneficial, as they must meet their obligations
towards the debtors. This financial leverage can bring down the excess cash that can be
used for the over-investment by the management. The debt is a measure of free cash flow
(FCF). According to the hypothesis, the debts relation lessens free cash flows (FCF). It is
helpful to include the leverage into the business equation of the company because, through
this induction, managers can be held responsible for the shareholder and stakeholders of
the company. The consistent payable to the creditors will reduce the cash flows in managerial
excess and thus reduce the agency cost.
Khan et al., (2012) say that maintaining an optimum level of debt and equity in the capital
structure helped reduce free cash flows in the manufacturing sector of Pakistan in 2013. He
says lenders can monitor the activities of firms and can help avoid additional agency costs.
Guizani (2018) uses a similar model to test the relationship between free cash flow and
leverage in the Gulf corporation council countries' firms. The study found that debts can
reduce the amount of free cash flow in Sharia compliance and non-Sharia compliance. Hence,
creditors of firms can influence the activities of the managers and can act as a governance
instrument to maintain good governance practices to avoid the agency problem. Kadioglu
and Yilmaz (2017) examined the effects of leverage and long-term leverage separately and
found a negative correlation between the two variables with free cash flow in Turkish firms.
We have only benefited from long-term leverage in our regression equation. It has shown
negative relationships of long-term leverage (LTLEV) with free cash flow. Byrd (2010) says
that the debt can change the magnitude of the investment. The debt obligation restricts the
manager. While making investments shareholders, should look for the capital structure of
firms. There will be fewer problems of can be agency theory conflict.
The next variable is capital expenditure (CAPEX), which has a positive and significant
relationship with free cash flow (FCF). The capital expenditure (CAPEX) also contributes to
the value of the company. Capital expenditure was a new concept in the study, showing a
positive relationship with free cash flow (FCF). Capital expenditures not only help to reduce
excess cash. The capital expenditure can increase the value of firms stated in the literature.
Bhabra & Rooney (2019) say that capital expenditure is also an important indicator to reduce
agency theory problems in firms. They say that besides cash and investment projects
capital expenditure is a channel through which cash manipulation can be made. Bhabra &
Rooney (2019) in their study expatiate the importance of capital expenditure in maintaining
a balance among the shareholders and managers of the firm. The comprehension is that an
extra dollar spent on capital expenditure must create value for the firm. Thiruvadi, et al.,
(2016) used capital expenditure in his study but suggest that the managers who spend more
on capital expenditure bring more concern about agency problems.
The size of the firm has a significant and positive relationship with free cash flow (FCF). The
size was calculated through the natural log of all the assets, which depicts current and fixed
assets well. The results indicate that increase in a firm's size can reduce the free cash flow
(FCF), it can also be a way through which managers can gain personal interest. Kadioglu
and Yilmaz (2017) has tested a similar hypothesis in his paper, where size had a positive
correlation with the free cash flow and these results support the free cash flow (FCF)
hypothesis. These results were true for the Turkish firms and after investigation, we find the
results are the same for firms operating in Pakistan as quoted by Khan, A., et al., (2012) in
their study. The study says that the increase in the size of a firm reduces the problem of
agency theory.

33

Impact of Dividend and
Leverage on Free Cash



 Limitations of the Study
The free cash flow (FCF) is a crucial variable in maintaining the corporate practice and
avoiding conflict of interest among the management and shareholders.
• The study is only suitable for the firms operating in Pakistan. The data were limited

to only cement, sugar, fertilizer, pharmaceutics, and textile. So there might be the
chance that it will not be suitable for other sectors.

• The focus of the study was on the non-financial sector. These are not suitable for the
non-financial sector of Pakistan. Free cash flow is one factor that organizes corporate
governance practices.

Directions for Future Research
The study encourages new researchers to study a more robust model to test the relationship.
Free cash flow is a contributor to the firm's performance. The ownership structure is a
phenomenon that decreases the payment of dividends to minor shareholders. It is
recommended for the stock exchange of Pakistan to make it mandatory for active Corporations
to make their virtual presence and provide financial reports online for stakeholders convincing.
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