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FCF Calculation Drill: From Earnings to Cash Flow
Nima Fazeli
[bookmark: objective]Objective
· To mechanically calculate Free Cash Flow (to the Firm) starting from company financial statements.
· To solidify the difference between accounting profit (Net Income) and true cash flow (FCF).
· To understand why each adjustment (D&A, CapEx, ΔNWC) is necessary.
[bookmark: scenario]Scenario
You are a junior analyst at a private equity firm. Your first task is to assess the cash-generating ability of a target company, "Euro-Industries S.A.". You have been given its latest financial data. Your boss doesn't care about Net Income; she only cares about how much cash the business is actually producing.
[bookmark: data-euro-industries-s.a.-financials]Data: Euro-Industries S.A. Financials
Income Statement, Year Ended Dec 31
	Item
	Amount (€ thousands)

	Revenue
	5,000

	COGS
	-3,000

	Gross Profit
	2,000

	Selling, General & Admin
	-800

	Depreciation & Amort.
	-400

	Operating Income (EBIT)
	800

	Interest Expense
	-100

	Earnings Before Tax (EBT)
	700

	Taxes (at 25% rate)
	-175

	Net Income
	525



Balance Sheet Data (€ thousands)
	Item
	Year End
	Prior Year End

	Accounts Receivable
	800
	700

	Inventory
	600
	550

	Current Assets (Selected)
	1,400
	1,250

	Accounts Payable
	400
	380

	Current Liab. (Selected)
	400
	380

	Gross Property, Plant & Eq.
	4,000
	3,500


[bookmark: group-task-15-min]Group Task (15 min)
Calculate the Free Cash Flow (to the Firm) for Euro-Industries using the standard formula. Show your work for each step.
1. Calculate NOPAT (Net Operating Profit After Tax): Start with EBIT and adjust for taxes.
1. Find Net Working Capital (NWC) for both years: NWC = (Accounts Receivable + Inventory) - Accounts Payable.
1. Calculate the Change in NWC (ΔNWC): This is the cash invested in operations.
1. Find Capital Expenditures (CapEx): You can infer this from the change in Gross PP&E. `CapEx = Gross PP&E (Year End) - Gross PP&E (Prior Year)`.
1. Assemble the FCF: Start with NOPAT, add back Depreciation, and subtract ΔNWC and CapEx.
[bookmark: debrief-questions]Debrief Questions
· What is the final FCF? How does it compare to the Net Income of €525k?
· Why do we add back the €400k of Depreciation?
· Was the change in Net Working Capital a source or a use of cash? What does this mean in practical terms?
· The FCF is the cash available to which stakeholders of the company?
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