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 Background: In this article, it has been attempted to study the relationship between free 

cash flows and amount of debt, and investment opportunities in the companies accepted 

in stock market of Tehran. The hypotheses of this article are: 1. There is a significant 
relationship between free cash flows and investment opportunities 2. There is a 

significant relationship between amount of debt and investment opportunities of the 

companies. The main hypotheses have been presented based on the relationship 
between free cash flows and amount of debt, and investment opportunities. The 

statistical population of this research includes all companies which have been accepted 
in stock market. In order to test each of the hypotheses, three models have been defined 

based on dependent variables. Also for the sake of analysing the data and testing the 

hypotheses of the research, Pearson correlation coefficient, partial correlation 
coefficient, linear regression and factor analysis have been utilized. All these analyses 

have been conducted by means of SPSS software on 84 sample companies during a 

four-yearperiod (from 2009 to 2012). The results of statistical analysis on the 
hypotheses of the research indicated that there is a direct and significant relationship 

between free cash flows and investment opportunities; also, it was shown that there is 

an inverse and significant relationship between amount of debt and investment 
opportunities.  

 

 
© 2014 AENSI Publisher All rights reserved. 

To Cite This Article: Ahmad Hushmand , Hadi KordJavadi , Mahdi Haji Ghadirzadeh, Mohammad Reza Akbari Bdrabady, The 

Relationship between Free Cash Flows and Amount of Debt and Investment Opportunities. Adv. Environ. Biol., 8(6), 1707-1712, 2014 

 

INTRODUCTION 

 

 In today's commercial environment, a company, which is able to have high flexibility against financial 

supports, would have more success as well. One of the financial resources of the companies is creating debt and 

every company has its own policy related to this issue which affects the debt policies of the company. Also one 

of the most important issues which affect the policies of financial supports is free cash flows; this is because 

inflows and outflows of a commercial unit is one of the basic events which is considered to be as the basis of 

many decisions and judgments of the investors and creditors of that unit. These funds indicate the amount of 

financial flexibility of the companies, and creditors prefer giving credits to units which have higher cash flows 

[6]. Growth opportunities represent the potentiality of the company in investment and profit-making; investment 

opportunities do not occur spontaneously, but they must be created. Different kinds of investment opportunities 

may originate from decisions and ideas of different levels of managing units in a company. Some of the 

investment opportunities might be presented by the supreme manager of the organization or the member of 

management committee. Collaboration of the supreme manager in presenting investment opportunities usually 

leads to strategic decisions such as development and expansion of activities of the company through dividend 

policies which yield a secure future for the industry or company as well as entering into new markets or growing 

markets for products of the company (local or international) or confining factors of dollar rate changes which 

are based on profits of the company. In addition to economic variables, some other factors such as social, 

technological, political or legal processes can have essential effects on performance of companies in an industry. 

Through the changes made in population structure or changes in consumer's pattern and their way of living or 

through investing in technology, some of the active companies in industries can create competitive advantages 

for themselves in decreasing their costs or presenting better services for customers. Such companies despite 

being placed in an inappropriate industry and despite having bad economic conditions are able to have growth 

and return; and due to the fact that investment opportunities can lead to dedication of financial resources to 
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acquiring income or decreasing the costs, dividend policies must be regular and basic so that the company can 

get use of investment opportunities [3].  

 

Literature review: 

Researches inside the country: 

 Considering investment opportunities and the size of the company as a control variable, Rezvani Raz et al. 

[6] studied the relationship between free cash flows and the sum of long-term and short-term debts of the 

companies which have been accepted in Tehran's stock market during 1996 to 2000; and they concluded that in 

the companies with less opportunities of investment, there is a relationship between free cash flows and amount 

of debt. Moreover, in large companies there is a relationship between free cash flows and amount of debt.  

 Khoshdel Nezami, studied the relationship between operational profit and free cash flows, and stocks 

return, return on equity, return on total assets and development of market valueof netoperatingassets of 

companies which have been accepted in Tehran's stock market during 1998 to 2004 and he concluded that there 

is a significant relationship between net profit and stocks return, equity and return on total assets. Moreover, 

there is a significant relationship between operational profit and return on equity, return on total assets 

development of market value of net operating assets; this is while no significant relationship exists between free 

cash flows and stocks return, return on equity and return on total assets and it is only through development of 

market value of net operating assets that the significant and inverse relationship would emerge.  

 Khademi [5] studied the relationship between investment opportunities and development of assets in 

companies which have been accepted in Tehran's stock market during 1998 to 2005. He got use of three criteria 

for evaluating the opportunities of investment. According to the researches there is a significant relationship 

between triple indices considered for investment opportunities and development of assets and by manipulating 

these three factors we can reach a higher level of asset development.  

 Bidgalu [3] conducted a research entitled "Homogeneity of return and the risk of opportunities replacing 

with investment in Iran". The findings of the research indicate that stocks index return is more than the other 

investment opportunities (gold, currency),although its risk has been more than the other opportunities.  

 The findings of Crutchley et al. [10] indicated that any change in size and free flows of cash is positively in 

relation with financial leverage. In addition, there is a positive and significant relationship between a change in 

debt and a change in size of the company.  

 The findings of Jaggy et al. [12] represented the significant and positive relationship between free cash 

flows and debt of companies, which have less opportunities of investment.  

 The research of Gul et al. showed that there is a negative and significant relationship between investment 

opportunities and debt ratios and dividends of the company.  

 The findings of Dsouza et al. indicated that there is no significant relationship between dividend ratio and 

investment opportunities.  

 The findings of the research of Wu showed that there is a significant and positive relationship between level 

of debt and free cash flows, and this relationship occurs more in companies with less investment opportunities 

than those with higher investment opportunities.  

 

Research hypotheses: 

In this research two main hypotheses and six sub-hypotheses have been proposed: 

Hypothesis 1: There is a significant relationship between free cash flows and investment opportunities. 

Particular hypotheses: 

1-1- There is a significant relationship between free cash flows and the ratio of stocks’ market value to stocks’ 

book value of the companies. 

1-2- There is a significant relationship between free cash flows and the ratio of assets’ market value to assets’ 

book value.  

1-3- There is a significant relationship between free cash flows and the ratio of earnings per share to price per 

share at the end of the year. 

Hypothesis2: There is a significant relationship between amount of debt and investment opportunities of 

companies  

 

Particular hypotheses: 

2-1- There is a significant relationship between amount of debt and the ratio of stocks’ market value to stocks’ 

book value of the companies. 

2-2- There is a significant relationship between amount of debt and the ratio of assets’ market value to assets’ 

book value. 

2-3- There is a significant relationship between amount of debt and the ratio of earnings per share to price per 

share at the end of the year. 
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Research methodology: 

 In this research it has been attempted to answer this question: What is the effect of free cash flows and 

amount of debt of companies accepted in Tehran's stock market on investment opportunities of them? Hence, 

this is an applied research. Research design is semi-experimental which has been conducted through post-event 

survey (according to past information). 

 

Data collection method: 

 In this research, in order to gather the data, at first the library method was used. In library section, 

theoretical basics of the research were collected from the books and specialized Persian and English magazines; 

afterwards, the data of the research were analyzed through gathering the data from selected companies – by 

referring to financial reports, explanatory notes, weekly reports and the monthly magazine of stock market as 

well as by getting use of Denasahm, Sahra and Tadbirpardaz softwares.  

 

Data analysis method: 

 In order to test 1-1, 2-1, 3-1, 1-2, 2-2, and 3-2sub-hypotheses, correlation coefficient, partial correlation 

coefficient, and linear regression are used. In order to test the main hypotheses, factor score of each company is 

first computed using factor analysis method, and considered as the variable of investment opportunities. After 

that, the relationship between factor score of companies (investment opportunities) and free cash flows and the 

amount of debt is investigated using correlation coefficient, partial correlation coefficient, and regression. 

The following items were also considered in regression equation: 

1- Auto-correlation 

2- Coefficient of determination 

3- Significance of the model and its coefficients 

 In order to determine whether error terms in a regression model are auto-correlated, Durbin-Watson test has 

been used. 

 Coefficient of determination is a criterion which describes the strength of the relationship between 

independent and dependent variables. Rate of these coefficients specifies that how many percent of changes of 

dependent variable is described by the independent variable? 

 Significance of the regression equation was determined by f-statistics. 

 After testing the significance of the regression, significance of each coefficient was tested. 

 In order to test these hypotheses, t-statistics was used. 

 The suitable estimation model can also be selected using different tests such as Hausman test or LM test. 

After choosing the suitable model, we should make sure of the reliability of time sequences and regression non-

spuriousness. 

 

Measuring research variables: 

Free cash flows: 

 In the present study, in order to calculate free cash flows, the following model is used (similar to Yuan et 

al.): 

(Free cash flows = net cash earned from operational activities – interest on debt – dividends) 

 Free cash flows can be scaled through dividing them by the market value of the company at the end of the 

financial year. This will allow us to compare most firms [12]. In the study, the ratio of free cash flows to market 

value of the company at the end of the year has been used as the criterion for free cash flows. 

 

Amount of debt: 

 Amount of debt is defined as the book value of the total short-term and long-term debts of companies. 

 

Investment opportunities: 

 In the present study, according to Gul et al., Belkaoui [14], Khademi [5] and RezvaniRaz et al. [6], the 

following three criteria are used to calculate investment opportunities: 

1- Market value of common stocks to book value of stocks 

2- Market value of assets to book value of assets in which the following equation is used to compute market 

value of assets: 

Market value of assets = book value of the total debts + market value of common stocks 

3- Earnings per share at the end of the year to price per share at the end of the year 

 In this respect, in order to measure investment opportunities based on these three indices, factor analysis is 

used and the factor score is considered as the criterion for investment opportunities. The reason for using these 

ratios is that researchers believe that growth opportunities of a company lie in the market value. Difference 

between market value and book value relatively shows growth opportunities of a company. The third ratio is 

actually used as a complementary ratio; the less this ratio, the more growth opportunities the company has [6]. 
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Statistical population: 

 In this research, the statistical population includes companies accepted in stock market of Tehran between 

2009 to the end of 2012. 

 Considering the duration of the study, samples must be chosen in a way that they have activities in the 

market during this period so that the hypotheses can be tested. For this purpose, the following plan has been 

applied for selecting samples: 

1- The end of the financial period of companies accepted in stock market of Tehran should be set to March 

20
th

. 

2- They must have been accepted in stock market of Tehran up to the end of March 2008. 

3- Companies must not increase their capital during the studied period. 

4- Required information must be accessible during the studied period. 

5- Book value of equities must not be negative in any of the studied years. 

 Based on the surveys conducted, 84 out of all companies accepted in stock market of Tehran were qualified 

and selected as the statistical sample. 

 

Research findings: 

Factor analysis of triple variables of investment opportunities: 

 Table 1 shows initial and extraction communalities respectively. Communality of a variable equals the 

squared multiple correlation (R
2
) for related variables using factors (as predictive ones). If the amount of 

extraction communality of a variable is small (less than 0.5), it can be omitted.As can be seen in Table 1, the 

amount of extraction communality of all variables is larger than 0.5. 

 
Table 1: Communalities. 

 Initial communality Extraction communality 

Market value of stocks to book value of stocks 1.000 0.843 

Market value of assets to book value of assets 1.000 0.913 

Earnings per share to price per share 1.000 0.725 

 

 Table 2 shows KMO index, the Bartlett test statistic, freedom degree, and significance respectively. Since 

test sig is less than 0.05, factor analysis is suitable for identifying the structure of factor model. Therefore, factor 

score is computed and considered as the variable of investment opportunities. 

 
Table 2: The results of KMO index and Bartlett test for two ratios of investment opportunities. 

KMO 0.314 

Bartlett test: chi-squared approximation 751.489 

Freedom degree 3.648 

Sig 0.000 

 

Descriptive statistics: 

 Before testing the hypotheses, descriptive statistics of the studied variables are presented in Table 3. 

 
Table 3: Descriptive statistics of research variables. 

Variable Mean Median Standard deviation Minimum Maximum 

Free cash flows to market value of 
capital 

0.159 0.124 0.084 0.012 0.465 

Amount of debt (million Rial) 9240 8140 940 6540 10240 

Market value of stocks to book 

value of stocks 

2.2845 1.9852 1.025 1.7514 2.2388 

Market value of assets to book 

value of assets 

1.5462 1.2644 1.128 1.0985 1.4036 

Earnings per share to price per 

share 

0.23541 0.17184 0.1161 0.15139 0.25365 

Factor score of investment 

opportunities 

0.0000 - 0.2514 1.0000 - 1.1958 1.1845 

 

Inferential statistics: 

 The results of statistical testing of research hypotheses are presented in Table 4. If p-value obtained from t-

test is less than the considered error level (0.05), H0 hypothesis is rejected and significance of the relationship 

between independent and dependent variables is confirmed. Moreover, if p-value obtained from F-test is less 

than 0.05, linearity of the model is confirmed. Therefore, as can be seen in Table 4, p-values obtained from 

statistical testing of research hypotheses show that 1-1, 3-1, 1-2, 2-2, 3-2hypotheses, and first and second 

hypotheses are confirmed and 2-1 hypothesis is rejected. 
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Hypothesis 

No. 

Variable Beta t-statistics p-

value 

f-statistics p-

value 

R2 DW Testing 

result 

Sub 1-1 FCF & MEQ/BEQ 0.154 3.65 0.024 14.25 0.000 0.125 1.88 H0 rejected 

Sub 2-1 FCF & 
MASS/BASS 

0.125 3.26 0.075 11.93 0.000 0.041 1.84 H0 
accepted 

Sub 3-1 FCF&E/P 0.104 1.63 0.005 13.05 0.000 0.045 1.79 H0 rejected 

First main FCF & IOS 0.121 2.32 0.035 12.81 0.000 0.028 1.96 H0 rejected 

Sub 1-2 DEBT & 
MEQ/BEQ 

-0.184 -3.94 0.000 5.90 0.025 0.036 2.06 H0 rejected 

Sub 2-2 DEBT 

&MASS/BASS 

0.173 2.55 0.026 6.15 0.003 0.047 1.89 H0 rejected 

Sub 3-2 DEBT & E/P -0.114 -2.96 0.009 7.25 0.000 0.029 1.85 H0 rejected 

Second main DEBT & IOS -0.054 -1.005 0.015 6.22 0.001 0.31 1.93 H0 rejected 

 

Conclusion: 

 The results of this study show that in 1-1, 3-1,and the first main hypotheses, there is a direct, significant 

relationship between the variable of free cash flows and variables of the ratio of market value of common stocks 

to book value of stocks, earnings per share at the end of the year to price per share at the end of the year and 

investment opportunities. In addition, there is no significant relationship between the two variables of free cash 

flows and the ratio of assets’ market value to assets’ book value. 

 In 1-2, 3-2, and the second main sub-hypotheses, there is an inverse, significant relationship between 

variables of debt amount and the ratio of market value of common stocks to book value of stocks and the ratio of 

earnings per share at the end of the year to price per share at the end of the year and investment opportunities. 

Moreover, in 2-2 hypothesis, there is a direct, significant relationship between amount of debt and the ratio of 

assets’ market value to assets’ book value. 

 There is a positive, significant relationship between free cash flows and investment opportunities of 

companies. Therefore, the results of this study conform to Jensen’s hypothesis of free cash flows (1986). One 

reason is that many of the studied companies in stock market of Tehran had positive free cash flows. Therefore, 

paying attention to agency costs resulted from free cash flows can be a logical reason for increase of investment 

opportunities of companies in Tehran’s stock market. 

 There is a negative, significant relationship between the amount of debt and investment opportunities of 

companies. The reason is that on one hand, according to hierarchy theory it is expected that there be a direct 

relationship between investment opportunities and companies’ debt amount. On the other hand, according to the 

theory of static equilibrium it is expected that there be an inverse relationship between investment opportunities 

and debt level of a company. This research finding is consistent with the results of Gul and Keili(1999) who 

have confirmed existence of a negative relationship between investment opportunities and debt level, and is 

inconsistent with the results of Wu (2004), and Kordestani and NajafieOmran (2008) who have confirmed 

existence of a positive relationship between investment opportunities and companies’ debt level. 
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