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SERK:R R

Free Cash Flow Theory or Free Cash Flow Paradox

——An empirical study based on liquor industry in A-share market
ZHENG Rong, PU Ya
(Management School, Xihua University, Chengdu 610039, China)

Abstract: Application and interpretation of the theory of free cash flow must fit to some corresponding
prerequisite, while both the external environment in Chinese stock market and corporate governance structure
of domestic listed company do not fully meet these conditions. In recent years, some companies with high—
yield and high free cash flow in the low—growth liquor industry have caused the public attention. Is the free
cash flow theory ineffective in explaining the behavior of domestic enterprises? Based on the empirical study
of the liquor industry’s cash dividends, free cash flow and agency costs from 2003 to 2012, it can be
concluded that there has not any significant correlation between the unit cash payment level and free cash
flow. But the businesses with a high free cash flow generally has a relative stronger desire to pay cash
dividend, and the high dividend payout ratio shows a significant negative correlation with the level of
corporate agency costs. That proved that the free cash flow theory cannot be overthrown. It is just the low
level of dividend payment in domestic share market and lacking inherent power of high cash dividend
payment that cause the free cash flow “paradox” illusion.

Key words: free cash flow; cash dividends; agency costs; liquor industry; growth
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