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Introduction 
With respect to financial management, the objective of a firm is to promote the 

value of a firm to the maximum for the shareholders (Ercan and Ban, 2009, 14). One of 
the policies financial management implements to realize this objective is “investment 
policy” when the investment is performed in the firms with positive net present value, 
the value of the firm increases. On the other hand, the net present value of a project is 
obtained by calculating the cash that will be gained in the present value. Since an 
investment into a Project is mainly performed by using dept and equity, the amount of 
cash that will be obtained in the future is determined using different methods. The first 
of these is “free cash flow to firm” (FCFF), encompassing the cash to both lenders and 
equity holders. The other method is “free cash flow to equity” (FCFE), where only the 
cash of the equity holders are considered. Free cash flow to equity is obtained by 
discounting the equity costs and reaching the net present value. The net present value of 
an investment project could yield different result when the methods of free cash flow to 
equity and free cash flow to firm are considered. That is to say, the net present value of 
a firm could be higher according to the first method, while it could be lower according 
to the second method, and in some cases a project accepted in the first method could be 
rejected in the second one (Bal, 2009, 219-236). This study examines the factors 
affecting the conflicting points of the each method, free cash flow to equity and free 
cash flow to firm, in the acceptance of an investment Project.  

Methodology 
In order for a Project to be accepted, the net present value of the project should 

at least be zero.  
In this study , the level of depreciation, interest and profit before tax that will 

make he net present value of a project and investment expenditure was calculated with 
the help of Microsoft Excel program in terms of cash flow to project and cash flow to 
equity and the percentile differences between the depreciation, interest and profit before 
tax. 
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Considering the each method the factors which increase and decrease the 
difference between the depreciation, interest and profit before tax levels for the 
acceptance of a project has been dealt with. In the event of differentiation of economic 
life, depreciation methods, company capital investment and differentiation of capital 
structure, the percentile differences between the depreciation, interest and profit before 
tax levels were examined.  

 

Results 
If the economic life of an investment is 1 year or of infinite life, there is no 

conflict in terms of the acceptance or rejection of an investment considering the two 
methods. However, as the economic life of a project increases, the level of conflict 
between the methods increase in acceptance of rejection of a project and after a certain 
period, it comes to decrease. In the event that the economic life of the project under 
consideration in this study is 15 years, according to free cash flow to firm, the necessary 
minimum Earning before interest tax depreciation and amortization (EBITDA) level 
should be 30,723 million TL a year. On the other hand, according to the method of free 
cash flow to equity, the necessary minimum earning before interest tax depreciation and 
amortization (EBITDA) level should be 31,595 million TL a year. The difference 
between the minimum EBITDA levels is found out to be 2.84%.  

On the other hand, when declining balance method of depreciation is used 
instead of straight-line depreciation, there is an increase between the levels of the 
minimum EBITDA. For example, ın the Project under consideration in this study, the 
results obtained according to the method of declining balance method of depreciation 
are as the following. According to the method of free cash flow to firm the level of 
EBITDA is 30,12 million TL, while it is 31,48 TL in terms of free cash flow to equity. 
That is to say, the difference between the minimum EBITDA levels is found out to be 
4.51%.  

As the rate of debts increase, the level of EBITDA decreases. However, the 
percentile difference between the necessary EBITDA levels for the projects to be 
accepted increases as the financial leverage rate increases. Especially with the projects 
with 15 and 20 years of economic life and with the method of declining balance method 
of depreciation, the conflicting level of difference reaches the maximum. For example, 
in the project under consideration in this study in the event of borrowing 80% of the 
investment and using declining balance method of depreciation, according to free cash 
flow to firm, the minimum EBITDA should be at least 26,76 million TL. When the 
method of free cash flow to equity is used, the minimum EBITDA should be at least 
28,84 million TL. The difference between the minimum EBITDA levels is found out to 
be 7.76%.  

When the company capital is used, the minimum level of EBITDA is observed 
to be decreasing according to the both methods mentioned.  

Conclusion  
To conclude, within the perspective of the methods of free cash flow to firm and 

free cash flow to equity, net present values are found to be different. A project accepted 
according to the free cash flow to firm can be rejected according to free cash flow to 
equity. This conflict is affected by the rate of debt, depreciation method, the level of 
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company capital, economic life of an investment considered in the project. Especially, 
with the projects with 15 and 20 years of economic life and with the method of 
declining balance method of depreciation, the conflicting level of difference reaches the 
maximum. 

 

 


