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When evaluating the financial viability of a project, understanding how to accurately calculate cash
flows is essential. A common debate among financial analysts and investors revolves around whether
to subtract interest expenses or dividends when determining project cash flow. The distinction is
crucial because it influences the perceived profitability and investment decision-making process.
This comprehensive guide aims to clarify the differences, explain the importance of each component,
and provide best practices for accurately assessing project cash flow.

Understanding Project Cash Flow: An Overview

Before delving into whether to subtract interest expenses or dividends, it’s vital to understand what
project cash flow entails. Project cash flow, often called free cash flow (FCF), reflects the net amount
of cash generated by a project after accounting for all operating expenses, taxes, and necessary
capital investments. This figure is critical for assessing whether a project can generate sufficient
cash to cover its costs and provide returns to investors.

Key components of project cash flow include:

- Operating cash inflows (revenues)

- Operating cash outflows (costs, taxes)
- Capital expenditures (CapEx)

- Changes in working capital

The goal is to capture the true cash-generating ability of a project — free from the influence of
financing structures and distributions to shareholders.

Distinguishing Between Interest Expenses and
Dividends

To understand whether to subtract interest or dividends, it is essential to differentiate these two
financial items:



Interest Expense

- Represents the cost of debt financing.

- Paid periodically to lenders or bondholders.

- Deducted before calculating net income on the income statement.

- Reflects the cost of borrowed funds used to finance a project or company operations.

Dividends

- Distributions of profits to shareholders.

- Not considered an operating expense.

- Paid out of retained earnings or current profits.

- Not mandatory; dividends are paid at the discretion of the company's board.

Should You Subtract Interest Expense When
Calculating Project Cash Flow?

The short answer: Generally, interest expense is subtracted when calculating project cash flow if you
are evaluating the project from a company-wide perspective, especially in the context of the Free
Cash Flow to the Firm (FCFF).

Why?

Interest expense is a financing cost, but when assessing a project’s intrinsic profitability, the focus is
on the cash generated by the project itself, independent of how it is financed. FCFF aims to measure
the cash flows available to all providers of capital—both debt and equity—before financing costs.
Therefore, interest is not deducted in this calculation.

In detail:

- For FCFF calculations:

- Start with EBIT (Earnings Before Interest and Taxes).

- Subtract taxes (based on EBIT, not net income).

- Add back depreciation and amortization.

- Subtract capital expenditures and changes in working capital.

- Interest expense is not deducted because FCFF reflects the cash flow to all capital providers,
regardless of the financing structure.

- For Free Cash Flow to the Equity (FCFE):

- After calculating FCFF, interest expenses and net debt repayments are considered to arrive at cash
flows attributable solely to equity holders.

- Here, interest expenses are accounted for because FCFE shows the cash flow available after debt
obligations.

Summary:



| Calculation Type | Interest Expense Subtracted? | Explanation |

| Free Cash Flow to the Firm (FCFF) | No | Focus on cash flow before financing costs. |
| Free Cash Flow to Equity (FCFE) | Yes | Reflects cash flow available to equity holders after debt
payments. |

Should You Subtract Dividends When Calculating
Project Cash Flow?

The short answer: No, dividends are not subtracted when calculating project cash flow. Dividends
are distributions of profits to shareholders and are not considered operating expenses or cash costs
associated with generating the project’s cash flows.

Why?

Dividends are a financing decision rather than an operational or investment activity. They are paid
out from profits after all operating and financing costs are covered, thus not impacting the project’s
intrinsic cash-generating ability.

In detail:

- Dividends are paid after calculating the company's net income and determining how much profit to
distribute.

- When evaluating a project's cash flow, the focus is on the cash generated by the project itself,
before any distribution decisions are made.

- Including dividends in project cash flow calculations would distort the true operational
performance of the project.

Implications:

- In valuation models such as discounted cash flow (DCF), dividends are typically used in valuation
models for equity but are not components of the cash flow calculations themselves.

Practical Implications for Financial Analysis

Understanding whether to subtract interest expenses or dividends when calculating project cash
flow impacts various financial analyses:

1. Valuation Methods

- DCF Analysis (FCFF):



- Focuses on cash flows available to all capital providers.
- Interest expenses are not deducted; instead, the cost of debt is incorporated into discount rates.

- DCF Analysis (FCFE):
- Focuses on cash flows available solely to equity holders.
- Interest expenses and debt repayments are deducted.

2. Investment Decision-Making

- When assessing whether a project is financially viable, analysts typically use FCFF, which excludes
interest expenses, to evaluate the project’s ability to generate cash independently of financing
structure.

- When determining equity value, dividends are considered as part of the return to shareholders, but
they do not affect the project-level cash flows.

3. Tax Considerations

- Interest expense is tax-deductible, which reduces taxable income and affects cash flows.
- Dividends are paid from after-tax profits and do not influence the project’s pre-tax cash flows.

Common Mistakes and Best Practices

Common mistakes:

- Subtracting dividends from project cash flow calculations, leading to underestimation of the
project’s true cash-generating ability.

- Ignoring the tax shield effect of interest expense when calculating free cash flows.

- Confusing the different types of cash flow measures (FCFF vs. FCFE) and their components.

Best practices:

- Use FCFF to evaluate the core profitability of a project before considering financing costs.

- Remember that interest expense impacts cash flows through tax shields but is not subtracted when
calculating FCFF.

- When calculating FCFE, subtract interest expenses and debt repayments to reflect cash flows
available to equity owners.

- Clearly specify which cash flow measure you are using in your analysis to avoid confusion.



Summary: Key Takeaways

- Interest Expense:
- Subtract in FCFE calculations to determine cash flows attributable to equity holders.
- Do not subtract in FCFF calculations, as FCFF measures cash flows before financing costs.

- Dividends:

- Do not subtract in project cash flow calculations since they are distributions, not operational cash
flows.

- Dividends are relevant in valuation models focusing on equity returns but do not affect the core
project cash flow analysis.

- Overall:

- The decision to subtract interest or dividends depends on the specific cash flow measure used and
the purpose of the analysis.

- For assessing the intrinsic profitability of a project, focus on FCFF, which excludes both interest
and dividends.

Conclusion

Understanding the distinction between interest expense and dividends is critical for accurate project
cash flow analysis. Generally, interest expense is not subtracted when calculating the project’s free
cash flow to the firm because this measure aims to evaluate the project’s operational efficiency
before financing costs. Conversely, dividends are distributions to shareholders and do not impact the
core cash-generating ability of the project; therefore, they are not deducted in cash flow
calculations.

By adhering to these principles, financial analysts and investors can make more informed decisions,
accurately value projects, and understand the true economic profitability of investments.
Recognizing the correct treatment of interest expenses and dividends ensures clarity in financial
modeling and helps avoid common pitfalls that can lead to misinterpretation of a project’s financial
health.
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Frequently Asked Questions



Should you subtract interest expense when calculating project
cash flow?

No, interest expense is typically deducted after calculating operating cash flow because it relates to
financing activities, not operational performance.

Are dividends deducted when analyzing project cash flow?

No, dividends are distributions of net income and are considered financing activities, so they are not
subtracted from project cash flows.

Why is interest expense excluded from project cash flow
calculations?

Because project cash flow aims to measure the cash generated by the project's operations before
financing costs, which include interest expense.

In what context should interest expense be considered when
evaluating project cash flow?

Interest expense should be considered when assessing the overall profitability or valuation of the
company, but not when measuring the project's operational cash flow.

How do dividends impact the calculation of project cash flow?

Dividends do not impact the calculation of project cash flow because they are distributions of
earnings after cash flow has been generated by the project.

What financial statement components are relevant when
calculating project cash flow?

Relevant components include operating cash flow, capital expenditures, and changes in working
capital, but not financing activities like interest expense or dividends.

Is it appropriate to subtract interest expense when performing
discounted cash flow (DCF) analysis?

No, in DCF analysis, cash flows are typically calculated on an unlevered basis, excluding interest
expense, to reflect the project's core cash-generating ability.

Should dividends be included in project cash flow calculations
for investment decisions?

No, dividends are cash distributions and are not included; project cash flow focuses on operational
cash generation before financing and distribution decisions.



Additional Resources

Understanding the Proper Treatment of Interest Expense and Dividends in Project Cash Flow
Calculations

When evaluating the financial viability of a project, one of the critical steps is accurately estimating
the project's cash flows. A common question that arises during this process is: Should you subtract
interest expense or dividends when calculating project cash flow? The answer hinges on
understanding the purpose of cash flow analysis, the nature of these financial items, and their
impact on the project's economic valuation. This comprehensive review delves into the distinctions
between interest and dividends, their roles in project cash flow calculations, and best practices for
treatment to ensure sound financial analysis.

Fundamental Concepts: Interest Expense and Dividends

Before exploring their treatment, it's essential to clearly define what interest expense and dividends
represent within a corporate financial context.

Interest Expense

- Definition: The cost incurred by a company for borrowed funds, typically paid to lenders or
bondholders.

- Nature: An financial expense related to debt financing; it is a contractual obligation.

- Impact on Financial Statements: Shown as an expense on the income statement, reducing taxable
income and net profit.

- Cash Flow Implications: Represents an outflow of cash when paid, but its treatment in cash flow
analysis depends on the perspective (operational vs. financing).

Dividends

- Definition: Distributions of a company's earnings to shareholders, typically in cash or stock.

- Nature: A distribution of profits, not an expense; dividends are paid out of retained earnings.

- Impact on Financial Statements: Not an expense, and thus do not appear on the income statement;
they are reflected in the statement of changes in equity.

- Cash Flow Implications: Dividends paid are cash outflows but are generally considered after
calculating cash flows from operations and investing activities.

Cash Flow Analysis: The Core Principles

The main objective of project cash flow analysis is to measure the incremental cash flows
attributable solely to the project, excluding financing and financing-related costs unless explicitly



relevant.

Types of Cash Flows in Project Evaluation

- Operating Cash Flows: Cash generated from the core operations of the project.

- Investing Cash Flows: Cash used for or generated from capital expenditures.

- Financing Cash Flows: Cash flows related to debt and equity financing, including interest payments
and dividends.

The distinction among these is crucial because:

- The project's operational viability is best assessed by focusing on operating cash flows.

- Financing decisions (how to fund the project) are typically evaluated separately.

- The goal is to determine the project’s free cash flow to the firm or to equity investors, depending
on the analysis.

Should You Subtract Interest Expense When
Calculating Project Cash Flow?

This question is central to understanding how to evaluate a project's profitability and cash-
generating ability.

Interest Expense and Its Role in Financial Modeling

- Interest is a financing cost: It relates to how the project is financed, not necessarily to its
operational performance.

- Impact on cash flow analysis:

- When conducting a project-level cash flow analysis, interest expense is often excluded because it is
a financing cost.

- The focus is on the operating cash flows generated by the project’s assets.

Why Exclude Interest Expense?

- Separates operational performance from financing decisions: This allows analysts to evaluate
whether the project itself can generate sufficient cash flows before considering how it is financed.

- Facilitates valuation methods like Discounted Cash Flow (DCF): When calculating the free cash
flow to the firm (FCFF), interest is excluded because the discount rate (the weighted average cost of
capital, WACC) already accounts for the cost of debt.

- Aligns with the concept of unlevered cash flows: A project’s unlevered cash flows reflect the cash
generated solely from operations, independent of capital structure.



How to Handle Interest in Cash Flow Calculations

- For unlevered cash flow analysis: Do not subtract interest expense.

- For levered cash flow analysis (cash flows to equity): Subtract interest expense and other financing
costs to assess cash flows available to equity holders.

- In summary: If your goal is to evaluate the project’s operational viability and value it as a
standalone asset, exclude interest expense.

Exceptions and Special Cases

- When conducting a project-specific analysis that considers how the project is financed, some
analysts might include interest expenses to reflect actual cash outflows.

- For sensitivity analysis or scenario analysis, including or excluding interest might be useful to
gauge different financing structures.

Should You Subtract Dividends When Calculating
Project Cash Flow?

Dividends are distributions to shareholders, and their treatment in project cash flow calculations
depends on the perspective and purpose of the analysis.

Dividends: Distribution or Cost?

- Dividends are not expenses; they are distributions of profits after operational cash flows have been
generated.

- Since they are paid out of net income or retained earnings, they do not directly impact the cash
flows generated by the project’s operations.

Why Typically Do Not Subtract Dividends?

- Dividends are not operational cash flows: They do not represent cash generated by or used in the
core activities of the project.

- Focus on cash flows before financing decisions: When calculating free cash flow, the goal is to
measure the cash generated by the project’s operations that is available to all capital providers.

- Dividends are a distribution of residual cash flow: After operational cash flows and debt service,
dividends are paid out to shareholders.

When Might Dividends Be Considered?

- In equity valuation scenarios, where the focus is on cash flows available to equity holders, the cash
flows to equity (CFE) are analyzed.

- To derive cash flows to equity, you start with free cash flows to the firm and subtract debt
payments, then consider dividends as a distribution of residual cash flows.



- However, in initial project evaluation and valuation (like NPV calculation), dividends are not
subtracted; instead, the focus remains on operational cash flows.

Summary of Dividend Treatment

- In project cash flow calculations (such as FCFF or FCFE), dividends are generally not subtracted.
- They are considered distributions of cash flows and are relevant only at the shareholder level, not
at the project or operational level.

Best Practices for Calculating Project Cash Flows

Given the distinctions above, the following best practices are recommended when calculating project
cash flows:

1. Focus on Operational Cash Flows

- Calculate cash flows from operating activities by adjusting net income for non-cash items
(depreciation, amortization) and changes in working capital.
- Exclude interest expense and dividends at this stage.

2. Use Unlevered Free Cash Flows (FCFF) for Valuation

- FCFF reflects the cash flows available to all capital providers (debt and equity).
- It excludes interest expenses because the discount rate (WACC) already accounts for the firm's
capital structure.

3. Use Levered Free Cash Flows (FCFE) for Equity Valuation

- FCFE considers cash flows available to equity holders after debt payments, including interest.
- Dividends are not deducted but are considered a distribution of residual cash flows.

4, Clarify Purpose and Perspective

- Determine whether the analysis is project-specific (operational focus), company-wide, or equity-
specific.
- Adjust treatment of interest and dividends accordingly.

5. Consistency and Transparency

- Clearly document assumptions about whether interest and dividends are included or excluded.
- Maintain consistency across analysis stages to ensure comparability.



Implications for Financial Decision-Making

Understanding whether to subtract interest expense or dividends influences the accuracy of
valuation and investment decisions.

- Ignoring interest expense in project cash flows when valuing the project as an asset ensures that
the valuation reflects the project’s operational potential without the influence of financing choices.
- Including interest may be appropriate when evaluating the project from the perspective of a
specific capital structure or when analyzing the actual cash outflows faced by the company.

- Dividends are primarily relevant for investors assessing the return on their investment, but in
project appraisal, they are considered after operational cash flows are determined.

Conclusion

In summary:

- Interest expense: Generally not subtracted when calculating project cash flows intended for
valuation purposes because it is a financing cost, and the goal is to assess the project’s unlevered
cash-generating ability.

- Dividends: Not subtracted either, as they are distributions of residual cash flows to shareholders,
not operational expenses or cash flow components.

This approach ensures that project valuation is based on the core operational performance,
providing a clear picture of its intrinsic value. Financing effects, including interest costs and
dividends, are typically analyzed separately to understand the capital structure impacts and cash
flows available to different stakeholders.

Ultimately, the decision to include or
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