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Abstract : This paper investigates the impact of free cash flow and agency costs on firm performance. Indeed, this study 
aims to re-examine the free cash flow hypothesis and the agency theory. With the data of publicly listed companies on 
French Stock Exchange, our results show that there are positive impacts of free cash flow on agency costs. The presence of 
free cash flows could increase the incentive for management to invest in destructive value projects thus leading to an 
increase in agency costs. 
 
This study shows that there is a positive relationship between free cash flows, operating performance and firm value. These 
results support the free cash hypothesis, meaning that free cash flow could generate more values for the firm. Among the 
proxy variables of agency costs, R& D ratio and operating income volatility are statistically significant to firm value. This 
research tries to find a better explanation of the relationship between free cash flow, agency costs and firm performance. 
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I. INTRODUCTION 
 
The succession of the financial scandals during the 
last few years has put into question the relevance and 
the reliability of accounting information. indeed, the 
fraud detected in the financial statements have been at 
the level of the accounting profit of large firms like 
Waste Management, Enron Corporation, Worldcom, 
Global Crossing, Adelphia (Rezaee, 2005). It has 
highlighted the magnitude of the conflict of interest, 
the degradation of the accounting system and its 
failure to reflect the reality of the company. The 
response to these scandals has been materialized by 
the strengthening and the credibility of the 
governance system in order to ensure the 
transparency of the information and to protect the 
investors from any manipulation and to formulate a 
clear idea on the economic reality and the actual 
performance of the company. 
 
This crisis of confidence in the financial system has 
pushed researchers, investors as well as the 
standardizers to find another index which can best 
reflect the performance of the company. Therefore, 
particular attention has been given to the free cash 
flow as a measure less manipulated by the managers. 
 
According to Jensen (1986), the presence of free cash 
flows within the company creates conflicts between 
the partners since each one of them seeks to use these 
cash flows to maintain its usefulness or to serve his 
own interests. Indeed, this same author suggested that 
the presence of free cash flows within the company 
cannot generate major agency problems since they 
can be distributed to stakeholders as dividends or by 
means of redemptions of securities, or distributed to 
the company's creditors. However, the problem exists 
when a company has a high FCF level while it is not 
in a stage that allows it to benefit from high growth 

opportunities. In such cases, the company decision 
makers will, sooner or later, engage in value 
destructive projects or negative NPV projects in order 
to increase the company beyond its optimal size and 
enjoy the benefits associated with this situation. 
 
The main contribution of this study is to find the 
linkage between free cash flow and agency costs 
instead of considering free cash flow as agency costs 
(Chung 2005). 
 
The rest of the paper is organized as follows: Section 
2 reviews the literature and hypothesis. Section 3 
presents the research methodology and the testing 
models. Section 4 presents our statistical results. 
Section 5 provides concluding remarks. 
 
II. LITERATURE REVIEW AND HYPOTHESIS 
 
Free cash flow and agency costs 
The study of Berle and Means (1932), based on the 
separation between the functions of owners and 
managers, open the door to further research such as 
that of Jensen and Meckling (1976). Indeed, this 
separation of functions generates agency costs, 
especially in the presence of free cash flow that 
allows managers to maximize personal wealth, 
regardless of stockholder value. Under agency theory, 
they will use the extra cash, sooner or later, in 
unprofitable investment. Richardson (2006) defined 
free cash flow as cash flow beyond what is necessary 
to maintain assets and finance expected new 
investment. To measure overinvestment, he 
decomposed the total capital expenditures into two 
components (i) capital expenditures to maintain the 
assets in place (ii) capital investment in new projects. 
Then he divided the second component into two 
parts: overinvestment in negative net present value 
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projects and expected capital expenditures which vary 
with the company's growth opportunities 
 
In this framework, the free cash flow defined by 
Jensen (1986) as the cash flow in excess of that 
required funding all projects that have positive net 
present values when discounted at the relevant cost of 
capital. In this case, managers generally tend to grow 
the company beyond its optimal size by undertaking 
new projects even if it will have a negative net 
present value. Indeed, they are trying to increase the 
cash under their control in order to increase their 
power and their reputation. Moreover, the same 
author states that a company that has a high free cash 
flow, but a low level of growth opportunities may use 
it in unprofitable projects. Consequently, if the 
additional free cash flow is not invested at a fair 
return rate, the value is destroyed. 
The main characteristic of the agency theory is the 
adversarial relationship between the shareholders and 
mangers. This agency relationship entails agency 
costs. Therefore, the decision make by the mangers 
might generate the firm’s loss in value. The agency 
costs are the set of monetary and non-monetary cost 
that support both parties to put in place a system of 
control. 
Early literature, such as Jensen and Meckling (1976) 
and Jensen (1986), argued that there were at least 
three forms of agency costs: monitoring cost of 
management’s actions, bonding cost of restrictive 
covenants, and residual loss due to suboptimal 
management’s decisions. 
 
 Monitoring expenditures: These costs are 

supported by the principal to control and 
incentive the agent and to incentive the agent 
to maximize the value of the company such as 
fees of the audit firm. 
 

According to Jensen and Meckling (1976), it includes 
efforts on the part of the principal to ‘control the 
behavior of the agent through budget restrictions, 
compensation policies, operating rules 

 
 Bonding expenditures: it will pay the Agent to 

expend resources (bonding costs) to guarantee 
that he will not take certain actions which 
would harm the principal or to ensure that the 
principal will be compensated if he does take 
such actions. 

 Residual loss: It is the opportunity cost or even 
what would have been earned by each of the 
parties not to contract with the other. Example: 
the bad allocation of resources. 

 
According to Jensen (1986), the free cash flow 
hypothesis suggest that the manager will, sooner or 
later, engage in non-profitable projects which have an 
impact on the company's value and lead to a decline 
in stock prices that in turn leads managers to manage 

earnings to cover the negative effects of their bad 
decisions. 
 

H1: free cash flows have a positive impact on 
agency costs. 

 
Free cash flow and firm performance 
 
Steven and al. (2003) have found on a sample of 552 
companies that the yields, during the period of the 
announcement of the purchases of assets, are related 
negatively to the amount of FCF particularly for 
companies with low growth opportunities. This result 
can be explained by the fact that the companies 
having a high level of FCF buy an asset for a price 
above its real economic value. Lang, Stulz, and 
walking (1991) show that companies with a high 
level of FCF and low growth opportunities have 
negative returns during the period of the 
announcement of the purchases. Zhou blow and Al 
(2012) conducted a study on a sample of Chinese 
companies for the period 2006-2010. They examined 
the relationship between the free cash flow and 
financial performance in order to optimize the 
financing decision for managers and investors. Their 
results showed that the free cash flow of the company 
is negatively correlated to the financial performance. 
Accordingly, investors and managers should overall 
analyze the FCF, and avoid the value destructive 
projects which can generate a risk of overinvestment 
and losses. This result is consistent with the Agency 
Theory. 
Recently, the study made by Ajay Adhikari and 
Augustine durue (2006), the companies provides 
voluntary information on the FCF in order to attract 
the attention of the shareholders to the cash flows. 
They also show that companies with a positive FCF 
tend to publish when the results are low in the aim to 
make fool the market participants. Indeed, most of the 
previous empirical studies on the determinants of the 
capital structure, the diversification and the 
performance of the companies are based on the 
analysis of the large manufacturing companies. 
However, these relations could differ in the services 
industries For example, in the service industries, 
investment in equipment is relatively low. If these 
companies rent their facilities, the total capital 
invested is the capital work. In addition, the benefits 
of diversification from the economies of scale could 
also differ between the manufacturing and service 
industries due to the differences in the investments. 
This suggests that the association between the 
structure of the capital and the strategic choice could 
produce different results in the service industries. 
 
In particular, many previous studies have 
incorporated the assumption of free cash flow and 
they have interpreted their results based on the theory 
of the Agency. Yet, most of these studies have 
excluded the free cash flows in their models, because 
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this hypothesis has been linked to associations 
between the structure of the capital- performance and 
the diversification-performance. Accordingly, the 
inclusion of free cash flows in the model and the joint 
estimate of the variables are very important. 
 
H2: Free cash flows and agency costs have a negative 
impact on operating performance. 
H3: Free cash flows and agency costs have a negative 
impact on firm value. 
 
III. METHODOLOGY 
 
3.1 Data 
 
The main sample is based on all French companies 
listed on Euronext1 over the period of 4 years (from 
2003 to 2007). In the first selection banks and 
financial companies were eliminated taking into 
consideration the specificities of their governance 
mechanisms and financial policies, a second selection 
were necessary. We eliminated companies whose 
data is not fully elaborate (the characteristics of the 
board or the audit committee are not complete). The 
main data is collected from the Osiris database 
(bureau Van dijk). 
 
3.2 model of interest and variables 
 
It was obvious that the agency problem caused by 
management would burden the stockholder’s loss, yet 
it was not clear how the agency costs were defined as 
well as measured. Since related literature failed to 
clearly define agency costs, according to Wang 
(2010) six proxy variables were chosen to test H1. 
 
To explore how free cash flows impact on the agency 
costs we used the following regression models: 
 
Assett= β0+ β1 FCFT-1+ β2Size+ β3DAT+εt 
 
Opert= β0+ β1 FCFT-1+ β2Size+ β3DAT+εt 
 
Admt= β0+ β1 FCFT-1+ β2Size+ β3DAT+εt 
Ardrt= β0+ β1 FCFT-1+ β2Size+ β3DAT+εt 
 
NOI VOLT= β0+ β1 FCFT-1+ β2Size+ β3DAT+εt 
 
NI VOLT =β0+ β1 FCFT-1+ β2Size+ β3DAT+εt 
Where: 
 
FCFt-1 denotes free cash flows at time t-1 
 
Asstt=denotes total asset turnover at time t. 
Opert= denotes operating expense ratio at time t. 
 
Admt= denote administrative expense ratio at time t 
 
Ardrt= denotes advertising and R&D expense ratio at 
time t. 

NOIVolt =denotes volatility of net operating income 
at time t, 
 
NIVolt =denotes volatility of net income at time t, 
 
Sizet =denotes firm size at time t, a control variable, 
and 
 
DAt = denotes debt ratio at time t, a control variable. 
 
To examine the impact of free cash flow and agency 
costs on the firm performance the regression models 
were therefore constructed as follows: 
 
ROEt= β0+ β1FCF t-1+ β2 Asstt+ β3 Opert+ β4 
Admt+ β5 Ardrt+ β6 NOIVOLt+ β7NIVOLt+ 
β8Sizet+ β9DAt+ εt 
 
ROAt= β0+ β1FCF t-1+ β2 Asstt+ β3 Opert+ β4 
Admt+ β5 Ardrt+ β6 NOIVOLt+ β7NIVOLt+ 
β8Sizet+ β9DAt+ εt 
 
Qt= β0+ β1FCF t-1+ β2 Asstt+ β3 Opert+ β4 Admt+ 
β5 Ardrt+ β6 NOIVOLt+ β7NIVOLt+ β8Sizet+ 
β9DAt+ εt 
 
Independent variables 
 
free cash flow: The FCF was calculated following 
Miguel and Pindado (2001), Pindado La Torre (2005) 
and Nekhili (2009), by multiplying the cash flow 
(CF) by the inverse of Tobin's Q (1 / Q). Therefore it 
is necessary to measure both the cash flow and the 
available level of growth opportunities. For the 
measuring of the Cash Flow, we choose the method 
used by Lehen and Poulsen( ). It is presented as 
follows: 
 
Available CF = operating result before amortization, 
taxes and interests – [Taxes + interests on loans] – 
Dividends on ordinary and priority actions. 
 
Then, following Poulain and Rehn (2005), CF must 
be reported on the value of the assets of the company 
taking into consideration the effects of the size of the 
firm. So it is calculated as follows: 
 
Retained CF = undistributed cash flow / AT, AT = 
book value of assets. 
 
Following Tobin (1969), Tobin’s Q was calculated as 
the ratio of the market value of the firm divided by 
the replacement value of assets. 
 
However, the difficulties in determining a company's 
replacement value led some authors, such as 
Lindenberg and Ross (1981) and Skinner (1993) to 
add the book value of current assets to the 
replacement value of fixed assets, which is difficult to 
use. To overcome this problem, some researchers 
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such as Chung and Pruitt (1994) substituted the 
replacement cost of assets by the book value of assets 
on the balance sheet. 
 
In our study, we will measure Tobin's Q following 
Gul and Tsui (1998), Lang and Litzenberger (1989), 
Howe et al. (1992), Denis et al. (1994) by the ratio of 
the market value divided by the book value of equity. 
 
Agency costs: 
 
As mentioned earlier, literature showed that there are 
seven proxy variables for agency costs: total asset 
turnover, operating expense to sales ratio, 
administrative expense to sales ratio, advertising and 
R&D expenses to sales ratio, volatility of net 
operating income, volatility of net income, and 
flotation cost ratio. In our study, we will measure the 
six proxy variables following Wang (2010). These six 
proxy variables are defined as follows: 
 
Assett= sales / Assett 
 
Where 
Asstt = total asset turnover, 
Sales = net sales, 
Assets = total assets. 
 
Opert = Opert /salest 
 
Where 
Oper = operating expense ratio 
Opeo = perating expenses. 
 
Admt = Admt/ salest 
 
Where 
Adm= administrative expense ratio 
 
Adm =administrative expense. 
 
Ardt= Ardt/ salest 
 
Where 
Ard = advertising and R&D expenses. 
 
NOIVOL t= STD (NOIVOL/SALES) 
 
Where 
NOIVOL denotes volatility of net operating income, 
NOI net operating income and STD standard 
deviation 

NIVOLt= STD (NIVOL/ SALES) 
 
Where 
NIVol denotes volatility of net income and NI net 
income. 
 
Dependent variables 
 
Return on asset (ROA) and return on equity (ROE) 
are the most commonly adopted measures for 
corporate op-erating performance 
 

 ROA "return on assets" is measured by the 
ratio of the net profit divided by the total 
assets. 

 
 ROE “return on equity” measures the return 

for stockholders. It is measured by the ratio 
of the net profit by the total equity. 

 
 Firm value: Following Tobin (1969), 

Tobin’s Q was calculated as 
 
the ratio of the market value of the firm divided by 
the replacement value of assets. However, the 
difficulties in determining a company's replacement 
value led some authors, such as Lindenberg and Ross 
(1981) and Skinner (1993) to add the book value of 
current assets to the replacement value of fixed 
assets, which is difficult to use. To overcome this 
problem, some researchers such as Chung and Pruitt 
(1994) substituted the replacement cost of assets by 
the book value of assets on the balance sheet.In our 
study, we will measure Tobin's Q following Gul and 
Tsui (1998), Lang and Litzenberger (1989), Howe et 
al. (1992), Denis et al. (1994) by the ratio of the 
market value divided by the book value of equity. 
 
Control variable 
 
 The size of the companies (TAIL ENTREP): 

According to Jensen (1986), managers tend to 
use the free cash flow in unprofitable 
investments to increase the size of the company 
rather than pay as dividends to shareholders. So, 
companies that have a high level of FCF are 
large.As Gul and Tsui, 1998. Nekhili 200, the 
total assets was logarithmically transformed due 
to the size of the 

 Debt ratio: is measured by the ratio of the debt 
divided by the total assets  

Statistical results 
 
Descriptive statistics 
 
Table 1 reports descriptive statistics for variables used to estimate the models. Descriptive statistics are 
presented for the entire sample. Columns 1 and 2 of Table 1 report means and standard deviations for the total 
sample. 
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Multivariate results 
 
First, it’s necessary to verify the absence of multi co linearity between independent variables that can create a 
serious problem in the interpretation of results. This multi co linearity can be detected using the matrix of 
correlation coefficients called Pearson correlation matrix for identifying the presence of strong correlation, due 
to the existence of related variables linearly through the high correlation coefficients. 
 

 
This matrix allows us to see that the Pearson correlation coefficients between the independent variables are less 
than 0.6 (limit from which the phenomenon of co-linearity becomes more pronounced). This shows that there is 
no co linearity problem between the explanatory variables included in our regression model. 
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To test Hypothesis 1 and to examine whether free cash flow impact the agency costs, we estimate models (1.a) 
(1.b) (1.c)(1.d)(1.e)(1.f). Summary model statistics are reported in Table 3.As shown in table 3, the FCF has a 
significantly positive impact, as expected, on administrative expense ratio, operating expense, and volatility of 
net income and volatility of operating income. However the FCF has a significantly negative impact on total 
asset turnover, and R&D expense ratio. This is inconsistent with the free cash flows hypothesis. The increase in 
free cash flows could be the result of efficient expenditure management such that free cash flows are inversely 
related to both expense ratios. 
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Tableau 4 (4.a, 4.b) shows the regression results for 
testing H2 (how free cash flows and agency costs 
influence operating performance). The F statistics of 
both models indicate a significant goodness of fit. 
The FCF variable is found to be significantly, 
positively associated with both ROA and ROE, 
indicating no evidence for the free cash flows 
hypothesis. Among the six proxy variables of agency 
costs, total asset turnover and operating income 

volatility expense are statistically significant to 
operating performance. Thus, if higher agency costs 
would undermine a form’s operating performance, 
total asset turnover and operating income volatility 
would be better measures for agency costs. 
 
Table 5 demonstrates the regression results for 
testing H5. The results indicate a significant 
goodness of fit. The FCF variable is found to be 
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positively related firm value, lack of evidence 
supporting the free cash flows hypothesis. Among the 
proxy variables of agency costs, R& D ratio and 
operating income volatility are statistically 
significant to firm value. 
 
In sum, all the results reveal no evidence to support 
the free cash flows hypothesis, since FCF is 
positively related to operation performance, firm 
value. The findings are consistent with those in 
Gregory and Chang et al. (2005), R&D ratio and 
operating income volatility are found to be 
significantly consistent with the agency theory. 
However, if agency costs actually have a negative 
impact on firm performance as suggested in Ang et 
al. and Singh and Davidson ( 2003), R&D ratio and 
operating income volatility would be better measures 
for agency costs since other proxy variables would 
generate inconsistent, contrary association with firm 
performance measures 
 
CONCLUSION 
 
According to Jensen (1986), the presence of free cash 
flows within the company creates conflicts between 
the principal and agent. Indeed, this same author 
suggested that the presence of free cash flows within 
the company cannot generate major agency problems 
since they can be distributed to stakeholders as 
dividends or by means of redemptions of securities, 
or distributed to the company's creditors. However, 
the problem exists when a company has a high FCF 
level while it is not in a stage that allows it to benefit 
from high growth opportunities. 
 
With the data of publicly listed companies on French 
Stock Exchange, our results show that there are 
positive impacts of free cash flow on agency costs. 
Indeed, the presence of free cash flows could 
increase the incentive for management to invest in 
destructive value projects thus leading to an increase 
in agency costs. 
 
Second, the regression results for testing H2 and H3 
show that there is a positive relationship between free 
cash flows, operating performance ad firm value. 
These results support the free cash hypothesis, 
meaning that free cash flow could generate more 
values for the firm. This finding is consistent with the 
UK evidence found in Gregory (2005). 
 
Third, among the proxy variables of agency costs, 
R& D ratio and operating income volatility are 
statistically significant to firm value. 
 
The study is thus far the first one using Taiwan data 
to empirically examine the relationship between free 

cash flows and agency costs, the free cash flows 
hypothesis, and the agency theory. For future 
research, it is suggested to direct at examining the 
industry difference regarding how free cash flows 
impact on firm performance. If agency costs actually 
have a negative impact on firm performance as 
suggested in Ang et al. and Singh and Davidson 
(2003), R&D ratio and operating income volatility 
would be better measures for agency costs since other 
proxy variables would generate inconsistent, contrary 
association with firm performance measures. 
 
REFERENCES 
 

[1] Berle and G. C. Means, “The Modern Corporation and 
Private Property,” Macmillan, New York, 1932. 

[2] Gregory, “The Long Run Abnormal Performance of UK 
Acquirers and the Free Cash Flow Hypothesis,” Journal of 
Business Finance & Accounting, Vol. 32, No. 5, 2005, pp. 
777-814. 

[3] Chung, K., Pruit, S. (1994), «A simple approximation of 
Tobin's Q», Financial Management, vol. 23, n°3, pp.70-4. 

[4] Jensen M.C., (1986), «Agency costs of the free cash flow, 
corporate finance and takeovers», American Economic 
Review, vol. 76, n° 2, pp. 323-329. 

[5] Lang, L., Litzenberger, R. (1989), «Dividend 
announcements: cash flow signaling versus Free cash flow 
hypothesis», Journal of Financial Economics, 24, p. 181-
191. 

[6] Lasfer, M. (2002), «Board Structure and Agency Costs», 
EFMA 2002 London Meeting, Cass Business School 
Research paper. 

[7] Lehen, K., Poulsen, A. (1989), «Free cash flow and 
stockholder gains in going private transactions», Journal of 
Finance, vol. 44, n° 3, pp. 771-787 

[8] M. C. Jensen and W. H. Meckling, “Theory of the Firm: 
Managerial Behavior, Agency Costs and Ownership 
Structure,” Journal of Financial Economics, Vol. 3, No. 4, 
1976, pp. 305-360. 

[9] M. C. Jensen, “Agency Costs of Free Cash Flow, Corporate 
Finance, and Takeovers,” American Economic Re-view, 
Vol. 76, No. 2, 1986, pp. 323-329. 

[10] M. Singh and W. N. Davidson III, “Agency Costs, 
Ownership Structure and Corporate Governance Mecha-
nisms,” Journal of Banking and Finance, Vol. 27, 2003, pp. 
793-816. 

[11] Nekhili, M., Siala W.A., Chebbi Nekhili D., (2009), «Free 
cash flow, gouvernance et politique financière des 
entreprises françaises», Finance Contrôle Stratégie, vol. 12, 
pp. 5-31. 

[12] Pindado, J., De la Torre, C, (2005), «A Complementary 
Approach to the Financial and Strategy Views of Capital 
Structure: Theory and Evidence from the Ownership 
Structure», SSRN Working paper. 

[13] R. Chung, M. Firth and J.-B. Kim, “FCF Agency Costs, 
Earnings Management, and Investor Monitoring,” 
Corporate Ownership and Control, Vol. 2, No. 4, 2005(a), 
pp. 51-61 

[14] Richardson S., (2006), « Over-investment of free cash flow 
and corporate governance», Review of Accounting Studies, 
vol. 11, n° 2-3, pp. 159-189. 

[15] S.-C. Chang, S.-S. Chen, A. Hsing and C. W. Huang, 
“Investment Opportunities, Free Cash Flow, and Stock 
Valuation Effects of Secured Debt Offerings,” Review of 
Quantitative Finance and Accounting, Vol. 28, No. 4, 2007, 
pp. 123-145. 

 
 

 


