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From: The Risk Management Association (RMA)

Re: Analyzing Business Tax Returns course

Dear Participant:

Welcome to RMA’s Analyzing Business Tax Returns course.

To prepare for class, please read the two articles beginning on the next page. Please remember to bring a calculator 
to class.

With this letter, you will receive a link to a set of Excel worksheets that you can download and use on the job after 
you have completed the course. The worksheets are built around the current year tax forms and will perform all 
the calculations once you have entered all the appropriate data from the tax return.



It may be hard to get everyone
to agree on a single definition
of cash flow, but you learn one

whenever you have to pay it or
get to receive it. Cash flow is vital
to business growth, and most
observers would agree that more
is better than less. “If a little does
not go, much cash will not come,”
according to a Chinese proverb,
and centuries later, William Blake
noted, “You never know what is
enough unless you know what is
more than enough.” The chal-
lenge here is to explain what we
mean when we say cash flow.

In recent decades we bankers
have seen several top contenders
for the cash flow definitional

sweepstakes—traditional cash
flow, operating cash flow, and
EBITDA. The ascendant defini-
tion has been EBITDA, largely
because of its popularity with the
investment community, and its
use there has given it a certain
cache among corporate bankers
and commercial lenders. Regard-
less of its elitist appeal, is
EBITDA as reliable a measure of
repayment ability as other cash
flow measures? Does a positive
EBITDA mean that a company
can repay its obligations? If not,
what measures do? Can we do a
makeover of EBITDA that still
appeals to both investment
bankers and commercial lenders?

Cash Flow Definitions over the
Years: They Didn’t Add Up

Short-term asset conversion
cycle. We bankers are always
looking for a reliable measure of
the borrower’s repayment ability.
As we moved from the seasonal
credit model of the short-term-
inherently-self-liquidating loan
(STISL) to longer-term lending,
we had to shift our focus on the
circulation of cash from working
capital’s asset conversion cycle
(ACC) to operating performance’s
bottom line.1 Conversion of cash
to inventory to receivables back to
cash just didn’t cut it in the meas-
urement of cash available to repay
long-term obligations. Current
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assets were financed by current
liabilities, and the excess proceeds
represented by net working capi-
tal (NWC = current assets less
current liabilities) ultimately
worked their way through the
operating statement to net
income. By adding back the non-
cash charges of depreciation and
amortization, analysts reckoned
that this figure was the cash flow
that repaid debt, funded capital
expenditures, and paid dividends. 

Traditional cash flow. The
traditional cash flow (TCF)
method proved adequate for the
stable, mature borrowers who
qualified for long-term debt. It
was implicit in this mature-
borrower model that the balance
sheet would expand seasonally
but contract to its original levels
by the end of the fiscal year. What
growth occurred in assets was in
step with sales growth, say, 4-6%,
or roughly the rate of inflation.
Therefore, there wasn’t much
need for financing working capital
growth, just minimal fixed asset
replacement, and relatively little
debt to repay in the illusory world
of the stable, mature firm.2

Of course, the mature-
borrower model doesn’t offer
much of a lending opportunity for
the banker, so naturally, the
opportunistic banker is more
attracted to fast-growing compa-
nies with their expansive credit
requirements as well as their non-
credit service needs. Traditional
cash flow may work for the static
model, but it isn’t well suited for
firms experiencing rapid growth
and banks looking for more loan
volume and fee income.

This weakness made tradi-
tional cash flow the poster child of

the analytical community’s cru-
sade for operating cash flow.
Academic careers and analytical
reputations were assured in the
aftermath of such infamous lend-
ing disasters as the W.T. Grant
and Penn Central bankruptcies.3

The clear successor to traditional
cash flow was operating cash flow,
advocated, among others, by
Robert Morris Associates, now the
Risk Management Association. 

Cash flow from operations.
RMA’s crusade ended in victory
with the implementation of
FAS95 in 1987, and today corpora-
tions must reconcile their changes
in cash flow from operations,
investing, and financing, and then
they may disclose them by the
indirect or direct method. Some
analysts watch the trends of net
income and cash flow from opera-
tions for signals of potential prob-
lems.

When cash flow from opera-
tions (CFO) begins to lag behind
net income, it is usually a red flag.
Oxford Health Plans, Inc., saw its
stock drop 62% on a single day in
October 1997 after the HMO said
it would report a loss, but some
investors had exited before
October because of the sharp
decline in CFO months earlier.4

The same month, an investment
analyst noted a widening gap
between cash flows and book
earnings of FPA Medical
Management, and subsequent
events ultimately culminated in
bankruptcy.5 CFO is less subject
to accounting distortions than net
income. Now financial periodicals
like CFO track the net income-
CFO gap for its readers. 

The major computer spread
vendors use FAS95’s cash flow

model to calculate cash available
to service debt. Projections are
based on these methodologies,
and any user survey would pro-
vide enough anecdotal satisfaction
with FAS95 cash flow to validate
its reliability as an indicator of
repayment ability. So why bother
with EBITDA? What is it? What
more does it offer?

EBITDA Spelled Out
EBITDA = TCFIT? EBITDA

is shorthand for earnings (E)
before (B) interest (I), taxes (T),
depreciation (D), and amortization
(A), or actually, traditional cash
flow (TCF) plus interest (I) and
taxes (T):

EBITDA Spelled Out
E Profit after taxes
+I +interest
+T +taxes
+D +depreciation
+A +amortization
EBITDA Earnings before interest, 

taxes, depreciation & 
amortization

or
E Profit after taxes
+D + depreciation 
+A +amortization
TCF traditional cash flow
+T +taxes
+I +interest expense
EBITDA Earnings before interest,

taxes, depreciation & 
amortization

Depreciation and amortiza-
tion are often lumped together
because they are both noncash
charges and amortization is typi-
cally too small an item to track
separately. That convention is
observed in this article, so depre-
ciation and amortization will be
combined into one figure symbol-
ized as D&A.
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Meanwhile, have affairs
changed so much that we have
had to come full circle from ACC,
to TCF, to CFO, and back to a
modified TCF—more popularly
called EBITDA? What prompted
the genesis of this acronymic jaw-
breaker?

EBITDA’s loss origins.
EBITDA has existed since the
1960s but came into its own dur-
ing the leveraged buyouts of the
1980s. It was used as a means of
incorporating goodwill amortiza-
tion for companies that made pur-
chases at much higher prices than
their acquisitions’ book values.
During the recessions of the early
1990s, EBITDA found favor as a
measure of cash flow in the
extreme for companies in near
bankruptcy. With time, the con-
cept was increasingly applied to
companies with long-lived assets.6

EBITDA became the method
of choice for highly leveraged
companies in cable and media, for
which after-tax profits were infre-
quent and book losses were com-
mon. Investors, creditors, and ana-
lysts found negative numbers
awkward in their evaluations.
Thus, they added back the enor-
mous depreciation charges gener-
ated from the substantial invest-
ment in cable and broadcasting
fixed assets. By pouring back into
the cash pool the large interest

charges incurred by the heavy
debt financing of those assets,
analysts could obtain a positive
line that was not nearly so
volatile, erratic, and negative as
the GAAP income statement’s
bottom line. EBITDA’s smoother
line tracked more neatly with rev-
enues, and these stable revenue/
EBITDA multiples helped the
analysts value companies that oth-
erwise were not comparable and
were incomprehensible. Further,
substituting EBITDA for after-tax
profits in the P/E ratio creates the
impression of a much lower and,
of course, less volatile P/E ratio.7

More recently, the Wall Street
Journal has noted the growing
confusion that EBITDA and
other proxies for earnings have
brought to the market’s use of P/E
ratios to measure and compare
corporate performance. The real
estate investment trust (REIT)
industry focuses on funds from
operations (FFO), a standard
approved by the industry’s main
trade group, the National
Association of Real Estate
Investment Trusts. FFO allows
REITs to add back real estate
depreciation and ignore gains on
sales of properties because their
primary source of income is the
rent from the buildings they own.
Over the years, REITs have
become more aggressive in what
they exclude or include in FFO.

Some exclude technology-
investment losses or foreign
exchange losses, while others
include gains from sales of proper-
ty that has been depreciated.8

Meanwhile, other phrases
have joined FFO as alternative
profit and cash flow measures.
Economic earnings, core earnings,
ongoing earnings, operating earnings,
and pro forma earnings all share
one trait with FFO and EBITDA
—they are larger than net income
and result in lower P/E ratios.
EBITDA and the other cash flow
measures are larger because com-
panies label certain “extraordi-
nary” expenses as special, one-time,
exceptional, noncash , or nonrecurring.
These expenses are deducted
from after-tax profits to arrive at
net income, the regular P in the
P/E ratio, but they aren’t subtract-
ed from EBITDA and the other
alternative profitability measures.
There are no official guidelines
for what goes into these alterna-
tive measures or what qualifies as
extraordinary items. The Wall
Street Journal reckons that 60
cents of every dollar reported as
operating earnings by the S&P
500 would have disappeared if the
500 had treated their extraordi-
nary items as ordinary business
expenses.9 To further frustrate
investors and creditors, companies
increasingly use EBITDA and the
other alternatives interchangeably.

Nevertheless, because bigger
is better in reporting earnings, the
market has embraced this hefty
core operating earnings cash flow
measure. In its 1997 annual 10-K
filing with the SEC, Coca-Cola
Enterprises opined that cash oper-
ating profit—its term for
EBITDA—is one of its key meas-
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ures of operating performance.
However, critics charged that
highlighting performance meas -
ures before taxes and before such
major expenses as depreciation
and amortization was “just a lame
excuse to get a lower multiple.”
When the bottler was trading at an
unattractive 90 times reported
earnings, its price/EBITDA ratio
was a more pleasing 14 times
EBITDA.10

The bigger concern for
bankers is EBITDA’s false
impression of more money to
make interest payments. In its
1998 third quarter, Coinmach, a
large operator of washing
machines in apartment buildings,
reported $6.8 million in operating
income before $12 million in
interest expenses. Lenders might
have been concerned about inter-
est coverage, but by adding back
depreciation, amortization, and
taxes, Coinmach could report a
$24 million EBITDA, twice inter-
est expenses, while claiming in its
10-Q report that “... an increase in
EBITDA is an indicator of the
company’s improved ability to
service existing debt, to sustain
future increase in debt.” Is a
capital-intensive company really
earning a profit if its assets are
deteriorating from wear and tear?
The ultimate test of EBITDA’s
reliability as a cash flow debt serv-
ice indicator may be the lengthen-
ing list of failures with positive
EBITDA right up to the end—
Texas Air, Quality Dining,
Harcourt Brace Jovanovich, and
FPA.11 The recent collapse of
several movie theater chains
reveals a particularly dark picture
of EBITDA’s shortcomings as
either a cash flow proxy or as an

early warning signal of repayment
problems.

The last picture show.
Despite a collective operating
income loss of $37.1 million, five
major theater chains had amassed
an aggregate $4.8 billion in debt
based on optimistic EBITDA
cash flow projections. Still, by
June 30, 2000, the five companies’
total debt was eight times their
actual, aggregate EBITDA, high
even for debt/EBITDA multiples
where the rule-of-thumb gets
twitchy above 4 times12 (see
Figure 1).

What went wrong with the
original upbeat box-office projec-
tions?
1. Overall movie attendance

grew more slowly than
expected, only 1-3% through-
out the 1990s. 

2. As the new megaplexes
opened, the public aban-
doned the older facilities, so
the new theaters cannibalized
the old movie houses. 

3. Low attendance forced
exhibitors to keep ticket
prices low. 

4. Overhead costs rose sharply
in the new amenities-laden
theaters.

5. Multiple screens meant
movies lost their “legs” and
didn’t run for months any-
more. Instead of six-month
runs in one big movie theater,
movies were now showing
simultaneously on several
screens and running out of
audiences in weeks, not
months. Unfortunately, the
standard formula for sharing
ticket revenues still rewarded
long runs, not short sprints. 

6. The film offerings in 2000
were lackluster to audiences,
so box office receipts were
even flatter, growing just
0.2% for the first 11 months. 

Was it any surprise that this indus-
try, laden with enormous debt and
lease liabilities, would seek
Chapter 11 relief? It’s hard to earn
an economic profit by adding
higher-cost seat capacity and sell-
ing fewer tickets.13

Of course, in 10-Q and 10-K
disclosures, companies do tactful-
ly remind readers that “EBITDA
is not determined in accordance
with GAAP and, as a result, is sus-
ceptible to varying calculations.”
Unfortunately, these admissions
come after touting EBITDA as a
corporately sanctioned cash flow

33

Figure 1
Total Debt as of June 30, 2000

Chain Revenue* Op Inc* EBITDA* Debt*
AMC 1,168.5 (14.5) 87.2 751.0
Carmike 490.7 42.2 145.8 492.5
Loew’s 933.9 19.0 145.1 933.0
Regal 1,082.8 (34.6) 196.1 1,918.7
United Artists 622.0 (49.2) 70.0 720.2
Total 4,297.9 (37.1) 607.1 4,815.4

*As of 6/30/00; $Millions of revenue, operating income, and EBITDA are “last 12 months.”
Source: “Movie Theatres: The Sequel,” SunTrust Equitable Securities Loan Capital
Markets Monthly Report, October 2000, pp. 16-25.
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measure and proof of debt-
servicing capacity published in a
federal regulatory report.14 This is
certainly a mixed message. 

The Problems with EBITDA
Some of the problems. In a

speech to the New York Society
of Security Analysts, Moody’s
Pamela Stumpp summarized suc-
cinctly the pros and cons of
EBITDA as a cash flow measure.
She noted that EBITDA is a bet-
ter measure for companies whose
assets have longer lives, but it is
not a good tool for firms whose
assets have shorter lives or for
companies in industries undergo-
ing a lot of technological change.
She warned that EBITDA works
for cash flow measurement of low-
rated credits at the bottom of the
business cycle, but it doesn’t work
so well for higher-rated and
investment-grade credits midway
through or at the top of the cycle.
She cautioned that EBITDA can
be easily manipulated through
aggressive accounting policies on
revenue and expense recognition,
asset writedowns and the related
adjustments to depreciation
schedules, excessive adjustments
in deriving adjusted pro-forma
EBITDA, and the timing of cer-
tain “ordinary course” asset sales.

Among EBITDA’s critical failings,
she criticized EBITDA’s over-
statement of cash flow in periods
of working capital growth and its
omission of required reinvest-
ment, especially for companies
with short-lived assets.15 Besides
working capital and reinvestment,
EBITDA is overstated by its
treatment of taxes and dividends.

Taxes, capex, working capi-
tal, and dividends. Because
EBITDA is really just a spiffed-
up version of traditional cash flow,
its quick-and-easy, slick appeal
hides its significant shortcomings
as an accurate shortcut to calculat-
ing cash flow. 
1. EBITDA ignores a company’s

tax obligation, which is a
cash-absorbing expense.
Remember its origins as a sta-
ble measure of performance
in the early unprofitable days
of cable TV, when the years
of losses precluded any need
to pay income taxes. 

2. It assumes that fixed assets
don’t require capex replenish-
ment, a stretch of credulity
for fast-growing firms. 

3. It overlooks the working capi-
tal requirements for more
investing and accounts receiv-
able to support growing

sales.16

4. Public companies are often
committed to maintaining a
steady record of declaring and
paying dividends, and inter-
ruption of dividend payouts
may hurt company market
values.

Covenants. Maybe the
investment community never
intended for EBITDA to be con-
fused with or mistaken for cash
flow, but it is firmly entrenched as
a cash flow measure in corporate
banking. Its acceptance as a surro-
gate for cash flow has made it a
commonly used variable in cash
flow coverage and leverage
covenants. Loan Pricing
Corporation’s Gold Sheets routinely
reports on corporate banking syn-
dications, and any casual perusal
of this publication shows the
widespread use of EBITDA to
determine pricing and to set
financial covenants. For example,
popular leverage covenants
include senior debt to EBITDA
and total debt to EBITDA, and
EBITDA is also used in various
ratios to measure EBITDA’s cov-
erage of interest expense, princi-
pal repayment, and lease and rent
expense.17

Extraordinary items. But
the use of EBITDA in covenants
may lead to behaviors never
intended. The abuse of one-time
restructuring charges in recent
years has been well documented
in the cases of McDonald’s
kitchen equipment upgrades and
Waste Management’s repainting
of its trucks. Yet, despite the
investor outcry and some regula-
tory clampdown, companies still
pursue the practice of shifting
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operating expenses down below
the after-tax profit line. An obvi-
ous benefit is that reclassifying
operating expenses as extraordi-
nary charges enhances EBITDA. 

Mergers and acquisitions also
boost EBITDA, as M&A-related
charges are treated as nonrecur-
ring items. Breaking up isn’t so
hard to do, either. As a part of its
spin-off from AT&T in a 1996
public offering, Lucent took a
big-bath charge, in which it set up
a $2.8 billion reserve to cover
restructuring costs. It arrived at
the figure by estimating how
much the restructuring would cost
over several years, and the reserve
was to cover severance for 20,000
employees and the cost of exiting
businesses, such as AT&T’s
Phone Center Stores. By writing
off several years of costs all at
once rather than taking them each
year as the money is spent,
Lucent eliminated future costs
from its books. Even better for
Lucent, it put aside more than
was needed to cover the restruc-
turing, and Lucent was able to
recover some $382 million from
reserves to add back to pretax
income. Consequently, even as
the reserve cut future expense
recognition, the recovered income
helped smooth out earnings.18

If there are no mergers or
acquisitions on the horizon, inter-
nal restructuring can give
EBITDA a shot in the arm. Even
respected companies like Kellogg
took a $126 million charge during
one of its 1998 quarters for
streamlining initiatives in Europe
and other parts of the world.
Write-offs make new management
look good. IBM’s Lou Gerstner
would have reported a loss of

$19.72 a share in 1994 if his mas -
sive restructuring charges had
been expensed as incurred
instead of taken all at once.19

For the second quarter of fis -
cal 2001, Waste Management clas-
sified as an unusual expense the
painting of its garbage trucks
because the painting was done
earlier than budgeted. This latest
controversy follows Waste
Management’s improper deferral
of operating expenses two years
before that led to $2.9 billion in
charges and earnings restatements
for fiscal 1999.20

Now that we know some of
the problems with EBITDA, what
can we do to improve on this
imperfect cash flow measure and
financial covenant variable? Let’s
look at EBITDA-based covenants
and some alternatives to them, and
in the words of Teddy Roosevelt,
“Do what you can, with what you
have, where you are.”

EBITDA-Based Covenants and
Some Alternatives to Them

Typical EBITDA covenants.
Just as the price-earnings ratio is a
simple way of relating value to a
company’s earnings, the EBITDA
definition for core cash flow is
another tool that has been incor-
porated into the covenants of loan
agreements. Despite the acknowl-
edged shortcomings of both tools,
the players in the financial mar-
kets are unlikely to discard them
because they are easy to under-
stand and easy to use. Never-
theless, variants of both are
employed, and in the interest of
living with EBITDA, there are
some adjustments that render
EBITDA a more accurate meas-

ure of cash flow. Some of the com-
mon EBITDA-related covenants
include the leverage and coverage
ratios seen in Figure 2.21

So what can we do to make
these common covenant measures
more effective? For starters, we
can revise EBITDA into a more
accurate measure of cash flow by
taking into account the inevitabil-
ity of taxes, capital expenditures,
working capital expansion, and
dividends. The result of this
refinement process is sometimes
described as free cash flow.  Then
we can think about how to deal
with nonrecurring expenses and
extraordinary charges.

Replace EBITDA with free
cash flow. It was noted earlier
that EBITDA is an inaccurate
measure of cash flow, especially
for debt repayment. In other
words, it is not a surrogate for cash
flow from operations. FAS95 cal-
culates cash flow from operations
first, and the implicit assumption
is that operating cash flow is the
pool of cash that nurtures capital
investment and satisfies creditors.
Consequently, investing cash
flows and financing cash flows are
depicted as the second and third
cash flows, respectively, in the
FAS95 model.

Free cash flow renders
EBITDA into a proxy for cash
available to service debt by assum-
ing that taxes have to be paid, cap-
ital expenditures must occur just to
maintain the present level of fixed
assets, working capital investment
must be made to support the com-
pany’s growth, and dividends often
must be paid to meet market
expectations. Deducting these
items from EBITDA often doesn’t
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leave as much cash for debt service
(DS), the sum of principal (P),
interest (I), and rent and lease
expense (R). Just as interest
expense is a pretax expense to be
added back to arrive at the cash
flow pool available to cover I, we
also add back rent and lease
expense to estimate the depth of
the EBITDAR cash flow pool
available to cover R as well as I. 

As the borrower faces these
financial facts of life, the company
must make some hard choices.
What sum of T, capex, DWC, and
Div renders the firm unable to
service its obligations of P, I, and
R? The example for Runamok
Corporation shown in Figure 3
illustrates the math of EBITDA,
EBITDAR, and FCF.

Which of the three meas-
ures—EBITDA, EBITDAR, or
FCF—is the best estimate of cash
available to service debt? As you

ponder the answer to that ques-
tion, look at some additional,
selected financial statistics for
Runamok, seen in Figure 4.

Runamok has incurred some
extraordinary
charges for various
items—inventory
writedowns, store
closings and
openings, integra-
tion costs, etc. Its
acquisition strate-
gy has created
substantial
amounts of good-
will, and private
investors have
increasingly
infused subordi-
nated debt.
Meanwhile, many
of the new store
locations have
been sited in

leased premises, and the annual
lease and rent obligations have
been capitalized by using a 6.0X
multiple to derive an estimate of
Runamok’s total obligations.
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Figure 2
Leverage and Coverage Ratios

Common to EBITDA-Related Covenants

Leverage & Coverage Measures Example and Interpretation
Total Debt/EBITDA $500/$200 = 2.5X; the annual EBITDA could retire the total long-term funded

debt in 2.5 years. As ratios rise above 3.0X, the risk is  perceived as higher and 
tends to bear a lower investment rating.

Total Sr Dbt/EBITDA $400/$200 = 2.0X; the annual EBITDA could retire the total senior long-term 
funded debt in 2.0 years. Limits are often set with both these ratios to restrict the 
amount of subordinated debt, which must be serviced like senior debt. 
Subordinated debtholders can force default at the risk to themselves of standing 
behind the senior lenders in the potential proceeds from liquidation.

EBITDA/(P+I) $200/($80+$40) = 1.7X; annual EBITDA covers annual principal repayment and 
annual interest 1.7X. This ratio is an expansion of the traditional EBIT/I interest 
coverage ratio into core cash flow coverage of debt service, principal, and interest.

EBITDAR/(P+I+R) $230/($80+$40+$30)=1.5X;  annual EBITDA covers annual principal repayment, 
annual interest, and annual rent expenses 1.5X.  The EBITDA coverage ratio is 
expanded to include coverage of rent and lease expense.

Notes to example:
Total senior debt = $400 Total debt = $500 EBITDA = $200 EBITDAR = $230 P = $80 I = $40 R = $30

Figure 3

Runamok Calculations ($MM) 1999 2000 2001

PAT 20 12 32
+T 10 3 2
+I 7 11 16
+D&A 8 14 18
EBITDA 45 40 68
+R 5 12 20
EBITDAR 50 52 88
-T -10 -3 -2
-Div -3 -4 -8
-Capex -37 -102 -91
-�WC -2 -38 -35
FCF -2 -95 -48
R -5 -12 -20
P -10 -5 -14
I -7 -11 -16
Debt Service (DS) -22 -28 -50
Cash Surplus/Deficit (+/-) -24 -123 -98
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Multiples between 5X and 8X are
typical, and the final number
tends to reflect judgments about
the average useful life of the
leased assets, borrowing costs,
residual values, and other vari-
ables.

When Runamok solicited
creditors for financial support of its
rapid growth plans, it advised
them that most of its growth
would be external through acquisi-
tions while simultaneously build-
ing and leasing new outlets, which
would also necessitate more
inventory to stock the stores and
some attractive credit terms to

take market share from its com-
petitors. The lead bank syndicated
a very loose agreement that
employed a senior debt/EBITDA
ratio for both pricing and policing.
The maximum senior debt/
EBITDA ratio for covenant pur-
poses was 3.50X, a little higher
than average for its retail line, but
not unreasonable. Runamok hit
the 3.50 maximum at the 2000 fis-
cal year-end, but it dropped to a
very comfortable 1.60X the follow-
ing year. Yet Runamok was consis-
tently overdrawn and complained
of strained liquidity. Its new units
were taking longer than planned

to construct,
stock, staff,
and open, so
sales were
growing only
10-12%
annually
instead of the
projected 15-
20%. Finally,
one of its
larger acqui-
sitions was
Komanur,
Inc., an
organic fertil-
izer distribu-
tor well out-
side
Runamok’s
agricultural
and industrial
footwear line
of business.
Lacking
much oppor-
tunity for
synergies or
scale
economies
for the com -

bined enterprise, Runamok
chewed up more cash because of
its indigestible overhead.

As the ratios in Figure 5
demonstrate, widening the defini-
tion of debt to include capitalized
lease obligations and replacing
EBITDA with EBITDAR and
FCF reveals a far more alarming
picture of Runamok that is much
more revelatory of the cash flow
problems than the EBITDA ratio
snapshot.

Of course, if FCF had been
used instead of EBITDA or even
EBITDAR, Runamok would have
probably been unsuccessful in
obtaining a credit facility. To com-
pound the EBITDA problem fur -
ther, variations on the debt/
EBITDA ratio are often
employed in pricing grids that
boost the borrowing rate as the
ratios increase. Pricing grids per-
form a useful function of keeping
the return commensurate with the
rising credit risk; however, using
the same ratio for both pricing and
covenant control raises the issue
of whether a covenant default
waiver can be purchased by pay-
ing a higher rate. A simple solu-
tion is, first, to avoid using the
same ratio as both a pricing ratio
and a covenant control ratio, and,
second, to make the debt compo-
nent of the pricing measure as
broad as possible. After all, the
point of the ratio is to keep the
return representative of the risk.
Further, using only senior debt
motivates a borrower to avoid
more senior debt in favor of sub-
ordinated debt or leases.

Anchoring the ratios. The
power of a ratio as a financial
covenant is that it maintains two
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Figure 4
Selected Runamok Data ($MM) 1999 2000 2001
Revenues 568 636 702
Extraordinary Charges -7 -5 -2

Net Worth 176 179 201
Tangible Net Worth 148 85 22

Total Senior Debt 49 140 109
Total Subordinated Debt +38 +54 +124
Total Funded Debt 87 194 233
Capitalized Lease Obligation (CLO) +30 +60 +120
Total Funded Debt and CLO 117 254 353

Figure 5

Runamok’s Leverage and Coverage (X) 1999 2000 2001

Sr Dbt/EBITDA(X) 49/45= 140/40= 109/68=
1.09 3.50 1.60

Total Dbt/EBITDA (X) 87/45= 194/40= 233/68=
1.93 4.85 3.42

EBITDA/(P+I) 45/17= 40/16= 68/30=
2.65 2.50 2.27

EBITDAR/(P+I+R) 50/22= 52/28= 88/50=
2.27 1.86 1.76

(Tot Dbt +CLO)/EBITDAR 117/50= 254/52= 353/88=
2.34 4.88 4.01

(Tot Dbt + CLO)/FCF 117/-2= 254/-95= 353/-48=
n.m. n.m. n.m.

FCF/(R+P+I) -2/-22= -95/-28= -48/-50=
n.m. n.m. n.m.

n.m.=not meaningful

E B I T D A :  I t  D o e s n ’ t  S p e l l
C a s h  F l o w

Analyzing Business Tax Returns



variables relative to one another;
as one changes, however, so can
the other. Anchoring one of the
variables to an absolute number
can stop this ratio drift, and the
most logical answer for a leverage
ratio is some form of minimum
equity. 22 If the lender is con-
cerned about the borrower paying
too much for its acquisitions, then
minimum tangible net worth
offers a way to curtail pricey pur-
chases. If the lender also wants to
encourage spreading the risk
among tiers of lenders, a mini-
mum tangible capital funds
requirement could be the answer. 

Tangible capital funds is
defined as the sum of senior and
subordinated debt minus goodwill
and other intangibles. Runamok is
typical of fast-growth firms in the
diminution of its tangible net
worth, and requirements of a posi-
tive tangible net worth are as good
as it gets for many of these firms.
Of course, that is also a tacit
admission that in the event of a
monetary meltdown, there’s prob-
ably not much margin for error in
finding enough asset liquidation
value to pay off all the creditors.

Subordinated debt. To con-
trol the mix of senior and subordi-
nated debt, lenders typically set
limits using both a total debt ratio
and a senior debt ratio. Subordi-
nated debt is a misleading term;
most subordinated debt today
receives principal and interest
along with the senior debt and it is
subordinated to senior debt only
after an event of default. Further,
subordinated debtholders usually
can declare default on their debt,
too, and given that this riskier
debt typically is more expensive,

its debt service can be a painful
competitor with the senior debt.

Capex. Sometimes lenders
choose to budget the minimum
level of capital expenditures need-
ed to maintain the company’s cur-
rent fixed-asset investment.
Advocates of this approach argue
that “maintenance capex” protects
the long-term earning assets of the
borrower by forcing the borrower
to budget enough capex to proper-
ly maintain its existing plant and
equipment. Critics point out that
using an estimated maintenance
capex instead of the actual capex
tends to overstate the FCF avail-
able to repay lenders. In the case
of Runamok, using an annual
maintenance capex of $10 million
instead of the actual $23 million

for the 1999-2001 period would
have overstated FCF by $200 mil-
lion (($37 + $102 + $91) - ($10 +
$10 + $10) = $200)).

Nonrecurring expenses and
extraordinary charges. Abuses
abound in the accounting for non-
recurring expenses and extraordi-
nary charges. For one thing, they
are awkwardly and erroneously
named, since they seem to occur
year after year in corporate finan-
cials. Technically speaking, these
items are not cash expenses in the
year recognized, but they are tacit
admission that expenses were
understated in prior years, so the
previous years’ profits and the
EBITDA figures derived from
them were overstated. One way to
discourage this behavior and add
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Figure 6

Runamok’s NCAO, NCI, & CADA  (SMM) 1999 2000 2001

Cash collected from sales 566 616 666
-production costs -460 -526 -537
-operating costs -  82 -104 -123
-other income (expenses) 5 22 25

Net cash after operations(NCAO) 29 8 31
-interest expense -7 -11 -16
-dividends -3 -4 -8

Net cash income (NCI) 19 -7 7
-principal repayment -10 -5 -14

Cash after debit amortization (CADA) 9 -12 -7
-capital expenditures (CAPEX) -37 -102 -91

NCAO cash surplus/(deficit) -28 -114 -98
FCF cash surplus/(deficit) -24 -123 -98

NCAO 29 8 31
EBITDA 45 40 68

Cash Flow Ratios (X)

NCAO/(P+I) 29/(7+10)= 8/(11+5)= 31/(16+14)=
1.71x .50x 1.03x

CADA/(P+I) 9/17= -12/16= -7/30=
.53x n.m. .n.m.

n.m.= not meaningful
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some cushion to the EBITDA,
EBITDAR, and FCF measures is
to “adjust” these various cash
flow indicators by deducting these
nonrecurring, extraordinary items.
The result will be an understated
cash flow estimate, an error on the
positive side for the lender.

The end solution. If adjust-
ing EBITDA to EBITDAR to
FCF is too much fiddling with
the figures for your taste, then
there is always the real complicat-
ed cash flow alternative that start-
ed us down this path. RMA’s
Uniform Credit Analysis� (UCA)
model for constructing business
cash flow became widely accepted
by bankers in the late 1980s and
early 1990s. It introduced lenders
to a whole new set of terms for
computing debt-service coverage,
such as net cash after operations
(NCAO), net cash income (NCI),
and cash after debt amortization
(CADA). NCAO is the firm’s cash
position after accounting for rev-
enues collected, costs paid for
producing goods and services,
payments for operating expenses,
and other recurring items. CADA
represents the cash—after DSC
and dividends have been paid—
that is available for capex.23

Runamok’s three years of results
in Figure 6 illustrate and compare
the NCAO-CADA approach to
FCR and provide two coverage
ratios based on these measures.

Runamok’s NCAO has been
insufficient to cover interest
expense, principal, dividends, and
capital expenditures, and the
result has been three years of
NCAO cash deficits totaling $240
million. Using EBITDA instead
of NCAO grossly overstates

Runamok’s cash flow, but FCF
comes much closer to the NCAO
cash deficit figure. 

The objective of the first ratio
is to compare earnings adjusted
for noncash items (NCAO) with
working capital changes as the
basis for testing the ability to
repay. It is unrealistic to expect
the company to reduce its work-
ing capital investment and poten-
tially restrict sales growth in order
to repay borrowings partly
incurred to finance the company’s
growth strategy. If NCAO exceeds
debt service (P + I), then CADA
will be positive. The second ratio
reflects the effect of dividends,
which, as mentioned earlier, are
generally necessary to maintain
the value of a publicly traded
stock. The drawback to these two
ratios is that the UCA model’s
NCAO and CADA are not as
easy to calculate manually as is
EBITDA, EBITDAR, or even
FCF. Further, although bankers
may prefer the accuracy of
NCAO and CADA, borrowers and
investors are less inclined to use
them because they are a reshuf-
fling of the FAS95 presentation
that results in lower, less appeal-
ing cash flow estimates.24

Closing and Summary
This article has surveyed the

literature critical of EBITDA and
offered some alternatives on how
to improve its usefulness, if not its
pronunciation. For better or for
worse, EBITDA is a popular tool
used in the financial services
industry to structure deals.
Despite the advent of the FAS95
cash flow statement in 1987, the
financial community prefers the
simpler EBITDA to the more

complicated CFO. An income
statement is all that’s necessary to
calculate EBITDA, but CFO
requires the two balance sheets
bracketing the income statement
to yield the changes in assets, lia-
bilities, and equities.

It is that very avoidance of the
changes in the balance sheet that
causes EBITDA to be an imper-
fect measure of cash flow. In their
search for core cash flow earnings,
analysts relying on EBITDA to
measure debt-carrying and repay-
ment capacity overlook the cash
requirements for working capital,
capital expenditures, dividends,
and taxes. The ultimate irony is
that EBITDA is most accurate for
companies that do have any
growth requiring working capital
expansion or fixed plant additions,
do not pay dividends to their
stockholders, and do not have any
income on which to pay taxes.
Who wants to lend to a stagnant,
unprofitable firm? Euripides was
right, “None can hold fortune still
and make it last.”

If the financial community
doesn’t want to spend the time
doing the math to derive cash
flow from operations, it can try
FCF as a much more accurate
alternative to EBITDA. FCF’s
advantage is that it does take into
account working capital changes,
CAPEX, dividends, and taxes.
EBITDA does not spell cash flow,
but FCF is sufficiently close to
being a letter-perfect version of
the real thing. To quote Euripides
again, “Sufficiency’s enough for
men of taste.” �

Strischek may be contacted by e-mail
at dev.strischek@suntrust.com

39

E B I T D A :  I t  D o e s n ’ t  S p e l l
C a s h  F l o w

Analyzing Business Tax Returns



Endnotes
1 Pearson Hunt, Charles M. Williams, and Gordon
Donaldson, Basic Business Finance, Fourth
Edition, Richard D. Irwin, Inc.: Homewood, Illinois,
1971, pp. 220-223.

2 Ibid., p. 238.

3 Kent Eastman, “EBITDA: An Overrated Tool for
Cash Flow Analysis, Commercial Lending Review,
January-February 1997, pp. 64-69.

4 Ronald Fink, “Mind the Gap,” CFO, November
2000, p. 48.

5 Rhonda L. Rundle, “How FPA Landed in
Bankruptcy Court, Wall Street Journal, 7/21/98, p.
B5.

6 Pamela M. Stumpp, “Putting EBITDA in
Perspective: Ten Critical Failings of EBITDA as the
Principal Determinant of Cash Flow,” Moody’s
Investor Services, June 2000, p. 3.

7 Herb Greenberg, “EBITDA: Never Trust
Anything You Can’t Pronounce, Fortune, 6/22/98,
pp. 192 and 194.

8 Ray A. Smith, “REIT Wrangle: A Debate Over
Earnings Puts Major Wall Street Analysts at
Odds,” Wall Street Journal, 8/29/01, pp. C1 and
C14.

9 Jonathan Weil, “What’s the P/E Ratio? Well,
Depends on What Is Meant by Earnings,” Wall
Street Journal , 8/21/01, pp. A1 and A8. 

10 Greenberg, op. cit.

11 Ibid.

12 Eric Taub, “Movie Theatres: the Sequel,” Loan
Capital Markets Monthly Report, published by
SunTrust Equitable Securities, Atlanta, Georgia,
October 2000, pp. 16-25.

13 Russ Banham, “The Phantom of the
Megaplex,” CFO, January 2001, pp. 81-83.

14 Greenberg, op. cit.

15 Stumpp, op. cit., p. 2.

16 Eastman, op. cit., pp. 66-68.

17 Gold Sheets, Loan Pricing Corporation, 135
W. 50th Street, New York, New York, 10020,
phone: 212-489-5455.

18 Sarah Bartlett, Nanette Byrnes, Richard A.
Melcher, and Debra Sparks, “Who Can You
Trust?” Business Week, 10/5/98, pp. 137-138. 

19 Bernard Condon, “Pick a Number, Any
Number,” Forbes, 3/23/98, pp. 125-128.

20 Aaron Elstein, “Unusual Expenses Raise
Concerns,” Wall Street Journal, August 23, 2001,
pp. C1-C2.

21 Richard Hamm, “How to Compute DSC? Let
Us Count the Ways,” Journal of Lending & Credit
Risk Management, May 1999, pp. 55-56.

22 Dev Strischek, “Coming to Terms with
Financial Covenants,” Journal of Commercial
Lending, January 1994, pp. 11-17.

23 Hamm, op. cit., p. 56.

24 Ibid.

Bibliography
“Auditory Discomfort.” The Economist, January
15, 2000, p. 78.

Banham, Russ. “The Phantom of the Megaplex,”
CFO, January 2001, pp. 81-3.

Bartlett, Sarah; Byrnes, Nanette; Melcher, Richard
A.; and Sparks, Debra. “Who Can You Trust?”
Business Week, 10/5/98, pp. 133-142.

Condon, Bernard. “Pick a Number, Any Number.”
Forbes, March 23, 1998, pp. 124-8.

Eastman, Kent. “EBITDA: an Overrated Tool for
Cash Flow Analysis.” Commercial Lending Review,
January-February 1997, pp. 64-9.

Elstein, Aaron. “Unusual Expenses Raise
Concerns.” Wall Street Journal, August 23, 2001.

Fink, Ronald. “Mind the Gap,” CFO, November
2000, pp. 46-54.

Grant, James. “Recalling the ‘87 Crash,”
Bloomberg Personal, September 1997, pp. 45-6.

Greenberg, Herb. “EBITDA: Never Trust Anything
That You Can’t Pronounce,”Fortune, June 22,
1998.

Hamm, Richard A. “How to Compute DSC? Let Us
Count the Ways,” The Journal of Lending & Credit
Risk Management, May 1999, pp. 54-7, 71.

King, Alfred M. “Warning: Use of EBITDA May Be
Dangerous to Your Career,”Strategic Finance,
September 2001, pp. 35-7.

Logan, Ben. “After Stormy ‘98, Large Corporate
Market Makes Major Changes; Will Middle Market
Follow Suit?” Gold Sheets Middle Market,
February 1999, pp. 1-3, 24.

Moore, Pamela L. “This Scandal Changes
Everything,” Business Week, February 28, 2000,
pp. 140-3.

McWilliams, Gary. “How Shifting Forces in PC
Business Undid Top Dealer InaCom,” Wall Street
Journal, November 8, 2000, pp. A1 and A10.

“Profits? What Profits?” The Economist, October
21, 2000, pp. 83-4.

Rundle, Rhonda L. “How FPA Landed in Bank-
ruptcy Court,” Wall Street Journal, July 21, 1998,
p, B5.

Schroeder, Michael. “Informix Settles Allegations
by SEC of Accounting Fraud Tied to Deficits,” Wall
Street Journal , January 12, 2000, p. B6.

Smith, Ray A., “REIT Wrangle: A Debate Over
Earnings Puts Major Wall Street Analysts at
Odds,” Wall Street Journal, August 29, 2001, C1
and C14.

Sparks, Debra. “How Formica Got Burned Out by
Buyouts,” Business Week, March 22, 1999, pp.
83-4.

Strischek, Dev. “Coming to Terms with Financial
Covenants,” Journal of Commercial Lending,
January 1994, pp. 11-17.

Stumpp, Pamela M. “Putting EBITDA in Per-
spective: Ten Critical Failings of EBITDA as the
Principal Determinant of Cash Flow.” Speech pre-
sented in New York City on June 15, 2000, at the
10th Annual High Yield Bond Seminar of the New
York Society of Security Analysts. Published in
Moody’s Investor Service Global Credit Research,
Special Comment, June 2000, 23 pages.

Taub, Eric. “Movie Theaters: The Sequel.” Loan
Capital Markets Monthly Report. Published by
SunTrust Equitable Securities, Inc., October 2000,
pp. 16-25.

Tilson, Whitney. “Cash is King,” Fool.com/The
Motley Fool, November 21, 2000, www.fool.com,
pp. 1-3.

Timmons, Heather. “Creative Accounting at
Century?” Business Week, February 21, 2000, pp.
141-4.

Tran, Khanh T. L. “Seagate Reports Loss of $35
Million After Charges Devour Operating Profit.”
Wall Street Journal, January 12, 2000, p. B6.

Tully, Shawn. “America’s Greatest Wealth
Creators,” Fortune, November 9, 1998, pp. 193-
204.

Weber, Joseph. “What to Do with All that %#*
Cash?” Business Week, November 20, 2000, p.
160.

Wingfield, Nick. “Amazon.com’s Own Books
Could Confuse Some Readers,” Wall Street
Journal, November 8, 2000, pp. C1-2.

40 The RMA Journal November 2001

E B I T D A :  I t  D o e s n ’ t  S p e l l
C a s h  F l o w

Precourse A - 11



THIS PAGE HAS BEEN INTENTIONALLY LEFT BLANK



T he debate over using
either EBITDA (earn-
ings before interest,

taxes, depreciation, and amortiza-
tion) or cash flow in measuring
return or repayment ability
reminds me of a line from one of
my favorite movies, Trading Places.
At the end of the movie, when
the main cast of characters is
sprawled along a secluded tropical
beach, the ex-servant Coleman
asks his lady friend whether she
would like to dine on “the lobster
or the cracked crab.” Her
response: “Can’t we have both?”

Well, over the years, I’ve had
to “eat” both EBITDA and oper-
ating cash flow arguments. As col-
leagues have debated EBITDA
versus cash flow, every such dis-
cussion has ended with the com-
promise that each method is
important in its own right and
that both should be employed

whenever possible. The two
methods can produce frustrating-
ly divergent results. But it is pos-
sible to reconcile EBITDA and
cash flow. 

Cash Flow: There’s No
Accounting for Good Definitions

Cash flow is a rather broad
term. It has been used to refer to
net cash after operations (NCAO)
as calculated in RMA’s Uniform
Credit Analysis® cash flow state-
ment. It also has been used to
refer to operating cash flow as cal-
culated by the FASB 95 cash flow
statement. This article considers
cash flow to refer to the entire
FASB 95 cash flow statement’s
operating, investing, and financ-
ing activities, paying closest atten-
tion to operating cash flow and its
respective components but ulti-
mately covering all portions of the
cash flow statement.

The subject of operating cash
flow and the drawbacks of EBIT-
DA is not new. In the March 1993
Journal of Accountancy, Don E.
Giacomino and David E. Mielke
proposed nine ratios for financial
analysis based on cash from opera-
tions.1 In the July/August 2001
RMA Journal, Frank DiLorenzo
addressed the impact of balance
sheet changes on operating cash
flow and repayment analysis,
emphasizing the need to under-
stand the extent to which the
changes are recurring and con-
trolled by the company.2

Several more papers have
warned about the dangers of using
EBITDA. Moody’s Investors
Service issued a 24-page special
comment in mid-2000, presenting
10 critical failings of EBITDA.
Some of these failings include
ignoring changes in working capi-
tal, ignoring the quality of earn-
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Cash Flow or EBITDA?
Can’t We Have Both?

by John Cassis

It’s possible to reconcile EBITDA and cash flow, Cassis contends.

This article first explores some of the published debate on

EBITDA and cash flow, next reviews EBITDA and cash flow

components and what each one offers, and then repositions those

components to reconcile EBITDA and cash flow and improve their

usefulness to lenders and analysts.

© 2002 by RMA. Cassis is the senior portfolio specialist at SunTrust Bank, Fort Lauderdale, Florida. This article received the
first-place award in RMA’s 2002 Paper Writing Competition. It is the author’s fourth article to appear in The RMA Journal.
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ings, and ignoring unique attrib-
utes of many industries.3 Dev
Strischek recently described sev-
eral problems with EBITDA and
proposed some alternatives to
EBITDA-based loan covenants.
EBITDA drawbacks included
ignoring a company’s tax obliga-
tion, ignoring capex replenish-
ment, and ignoring dividend pay-
ments. Mr. Strischek’s proposals
included adjusting EBITDA to
free cash flow, and applying the
Uniform Credit Analysis’s NCAO
and cash after debt amortization
(CADA) to debt service.4 Another
argument in favor of a free cash
flow method for measuring debt
repayment ability appeared in the
March 2002 issue of The RMA
Journal.5 

Table 1 summarizes the fac-
tors influencing cash flow and
EBITDA discussed in those arti-
cles. These factors are separated
into calculated factors and user-
defined factors. Calculated factors
are already calculated in the FASB
95 cash flow statement, and user-
defined factors require the user’s
judgment to estimate them based
on research and analysis.

EBITDA: It Doesn’t Add Up to
Cash Flow

It’s clear that using unadjust-
ed EBITDA, which excludes all
of the factors shown in Table 1, is
a dangerous proposition. Further-
more, there is a distinct scarcity of
articles singing the praises of
EBITDA. Nevertheless, the
widespread use of EBITDA by
corporate lenders and securities
analysts suggests it serves some
useful purpose.

There are two common ways
to calculate EBITDA:

1. Net EBITDA: Begin with net
income straight from the
income statement and add
back interest expense, taxes,
depreciation, and amortization. 

2. Operating EBITDA: Begin
with net operating profit and
add back depreciation and
amortization. 

The second way bypasses taxes
and interest expense because
both are implicitly considered to
be nonoperating; by default, it also
ignores any extraordinary items,
interest income, gains and losses,
and other nonoperating income
and expenses. 

Operating EBITDA is also
equal to revenues minus operat-
ing expenses except for deprecia-
tion and amortization. When the
income statement is accrual based
and/or is prepared in accordance
with generally accepted account-
ing principles (GAAP), operating
EBITDA tells the user how much
out-of-pocket expense had to be
incurred to generate a certain
level of revenue. Any noncash
expenses and expenses not
required to generate those rev-
enues are excluded. Also not con-
sidered is whether or those rev-
enues were collected and whether

those expenses were paid during
the period being analyzed.
Ignoring this timing difference
leads to a pure measure of benefit
derived per effort expended.
Operating EBITDA tells the ana-
lyst just how efficient the compa-
ny was at utilizing its resources to
turn a profit, rather than how effi-
cient the company was at collect-
ing from customers and paying its
suppliers. That is the philosophi-
cal benefit of an accrual method
over a cash-only method.

So operating EBITDA meas-
ures the results of a company’s
performance—its success as a
going concern. However, this
powerful EBITDA measure can
be further enhanced for maximum
analytical value. Fortunately,
operating EBITDA is actually the
foundation of the operating sec-
tion of the cash flow statement.

Using the Cash Flow State-
ment—Operating Activities

In addition to operating
EBITDA, operating cash flow also
reflects interest, tax expense, and
nonoperating income and expens-
es. Consider the hypothetical
operating section of a FASB 95
cash flow statement and further
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Table 1
Factors to Be Considered when Reconciling EBITDA and Cash Flow

Calculated Factors
Tax obligations.
Capex replenishment (some adjustment may be necessary).
Dividend payments.
Changes in working capital.

User-Defined Factors
Extent to which balance sheet changes are recurring.
Extent to which balance sheet changes are controlled by the company.
Quality of earnings.
Unique attributes of different industries.
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breakout of net income shown in
Table 2. 

Clearly, the entire income
statement is embedded within the
first line of the operating cash flow
section. Although some adjust-
ments must be made to arrive at
cash from operations, all compo-
nents of net income are nonethe-
less accounted for. Furthermore,
since we know that EBITDA,
whether net or operating, is
derived entirely from the income
statement, it follows that EBIT-
DA must also be embedded with-
in the operating cash flow section.

Let’s now recast the income
statement and the cash flow state-
ment to group their line items
into more meaningful components
(see Table 3). When isolating
operating EBITDA from operat-
ing cash flow, it becomes appar-
ent that additional logical group-
ings of cash flow items are possi-
ble. Subtracting nonoperating
out-of-pocket income statement
items—except for interest
expense—from operating EBIT-
DA results in net EBITDA.
Next, by reducing this number by
out-of-pocket income taxes, one
of EBITDA’s failings, we get net
EBIDA. Furthermore, we can see
that the working capital require-
ment—the absence of which was
also mentioned as a failing of
EBITDA—has been isolated, as
has interest expense (a compo-
nent of debt service that the UCA
cash flow inherently isolates) and
changes in other operating bal-
ance sheet items. Note that while
depreciation, amortization, and
capital gains were accounted for
in the income statement, they
were removed from the operating
cash flow section because these

items are accounted for in another
part of the FASB 95 cash flow
statement. Also evident in Table
3 is that, when combining net
EBITDA with the working capi-

tal need, other operating balance
sheet items, and income state-
ment debt service, the end result
equals cash from operations.
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Table 2
Hypothetical Operating Cash Flow Section with Income

Statement Detail (in thousands)

Operating Cash Flow Income Statement
Net Income 100 Revenue 1,500
Plus Depreciation 50 Less: Cost of Sales ( 800)
Plus Amortization 20 Less: Rent ( 50)
Less: Capital Gains ( 30) Less: Payroll ( 250)
Change in Accounts Receivable ( 250) Less: Deprec. & Amort ( 70)
Change in Inventory ( 100) Less: Other Op. Expenses ( 100)
Change in Accounts Payable 150 Net Operating Profit 230
Change in Payroll Payable 20 Less: Interest Expense ( 90)
Change in Prepaids ( 10) Less: Income Taxes ( 50)
Change in Income Taxes Payable ( 20) Plus: Capital Gain 30
Change in Other Taxes Payable 30 Less: Other Expenses ( 20)

Cash From Operations ( 40) Net Income 100

Table 3
Logical Grouping of Income Statement and
Operating Cash Flow Items (in thousands)

Operating EBITDA Net Working Capital Need
Revenue 1,500 Change in Accounts Rec. ( 250)
Less: Cost of Sales ( 800) Change in Inventory ( 100)
Less: Rent ( 50) Change in Accounts Payables 150
Less: Payroll ( 250) Net Working Cap. Need ( 200)
Less: Other Op. Expenses ( 100)

Operating EBITDA 300

Other Operating Balance Sheet Items
Nonoperating Items Change in Payroll Payable 20

Other Expenses ( 20) Change in Prepaids ( 10)
Change in Other Taxes Payables 30

Net EBITDA 280 Net Change in Other Op. 40

Income Taxes Paid Income Statement Debt Service
Income Taxes ( 50) Interest Expense ( 90)
Change in Income Taxes Payables ( 20)

Income Taxes Paid ( 70)

Net EBIDA 210

Reconciliation
Net EBIDA 210
Less: Net Working Capital Need (200)
Plus: Net Change in Other Op. Items 40
Less: Income Stmt. Debt Service (  90)
Cash From Operations (  40)
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The Rest of the Cash Flow
Statement

While EBITDA and operat-
ing cash flow have received the
greatest attention to this point,
there are two more very funda-
mental sections of the FASB 95
cash flow statement—investing
and financing activities.

The investing section reports
the company’s capital expendi-
tures, subsidiary investments,
lending, and other mostly outflow
activities. Put another way, the
investing section of the cash flow

statement generally accounts for
the changes in nonoperating items
on the asset side of the balance
sheet. A typical investing section is
displayed in Table 4.

Another noted problem with
EBITDA is its failure to account
for capex requirements. Capex is
the fixed—and sometimes intan-
gible—asset purchases of a com-
pany. Capex requirements can fur-
ther be separated into a growth
component and a recurring com-
ponent.6 The recurring compo-
nent is one that occurs regularly

just to maintain the current
level of revenues and thus
should be covered by the
company’s current cash flow.
Growth capex exists only
when a company is expand-
ing, and it can prudently be
financed and repaid over
time instead of necessarily
being covered by cash flow
in the period incurred. The

cash flow in Table 4 reflects fixed
asset sales separate from fixed
asset purchases, but netting them
is the more common presentation.
Table 4 also shows the acquisition
of $120,000 in goodwill. Some
analysts consider goodwill acquisi-
tion to be capex while others
don’t. We will consider goodwill
acquisition to be capex on the
basis that goodwill is a permanent,
long-term asset regardless of the
desirability of its intrinsic value.

If lending money is not the
company’s primary business, then
that activity will appear in the
investing section instead of the
operating section. Similarly, if the
company is not an investment com-
pany that derives its operating rev-
enue from the income of subsidiary
companies, then income from sub-
sidiary, or investment in subsidiary
for a cash use, will appear in the
investing section. Furthermore, it is
possible to separate any positive
cash flow from subsidiaries, such as
distributions to the parent compa-
ny, into two components: return on
investment and return of invest-
ment. This is an important distinc-
tion where subsidiary accounting
exists because return on invest-
ment can be considered a compo-
nent of net EBITDA as an “in-the-
pocket” nonoperating income
statement activity. In contrast,
return of investment represents a
return of capital best matched
against the investment of capital
into the subsidiary. Several return-
on-capital and return-of-capital sce-
narios are shown in Table 5. 

Finally, other activities repre-
senting changes in nonoperating
balance sheet items are reflected
in the investing section. Depend-
ing on the cash flow statement,
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Table 4
Hypothetical Investing Cash Flow

Section (in thousands)

Sale of Fixed Assets 40
Purchase of Fixed Assets (  80)
Goodwill Acquired (120)
Change in Loan Receivable (  50)
Change in Other Nonoperating Assets (  20)
Investment in Subsidiary 10
Net Cash Used in Investing Activities (220)

Table 5
Return on Capital versus Return of Capital (in thousands)

Case 1 Case 2 Case 3 Case 4
Beginning Balance: Investment in Subsidiary 50 50 50 50
Plus: Income from Subsidiary 30 30 30 30
Less: Ending Balance: Investment in Subsidiary (80) (60) (40) (90)

Cash from (to) Subsidiary 0 20 40 (10)

Case 1—No distribution is paid by the subsidiary.

Case 2—A distribution of $20,000 is paid by the subsidiary, but there is growth in the balance
sheet item "investment in subsidiary," so no capital has been distributed. The full distribution is
a return on investment.

Case 3—A distribution of $40,000 is paid by the subsidiary. Since the "investment in sub-
sidiary" item declined during a period in which the subsidiary's income was positive, the amount
of this decline represents return of capital. In this case, return of investment = $10,000 (the end-
ing balance of investment in subsidiary less the beginning balance), and return on investment =
$30,000. The return on investment can be considered analogous to other nonoperating income
statement activities that were a true source of cash.

Case 4—A distribution may or may not have been made (enough information has not been pro-
vided to determine for certain). Should any distributions have actually been made, the parent
company nonetheless invested $10,000 above any distribution back into the subsidiary. In this
case, the whole $10,000 can be considered an investing activity.
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these items may or may not be
shown in detail. Furthermore,
certain such items—such as
advances to employees—may be
placed in the investing section by
one accountant and in the operat-
ing section by another. The finan-
cial statement user must make
sure that the cash flow figures are
properly analyzed for maximum
cash flow quality.

After using some assumptions
and grouping line items into logi-
cal components, the investing
cash flow shown in Table 4 might
be separated into the components
shown in Table 6. Once again, it
becomes apparent that the group-
ings total the net cash flow from
investing activities.

The financing section
accounts for all debt borrowings
and repayments as well as equity
issuances and dividends.
Financing activities can generally
be thought of as the nonoperating
debt and equity components of
the balance sheet. Financing
activities typically represent the
funding sources of investing and
operating activities. A typical
FASB 95 financing section is
shown in Table 7. 

While the Uniform Credit
Analysis (UCA) cash flow draws
some valuable distinctions here,
such as grouping dividends and
scheduled principal reductions into
a separate section called debt
amortization, the FASB 95 cash
flow does not. Recall that failing to
account for dividends is another
EBITDA shortcoming. Also,
depending on the accountant or
the inputs, sometimes neither the
FASB 95 cash flow nor the UCA
cash flow provides enough separa-

tion to understand all of a compa-
ny’s borrowings and repayments.
Frequently debt repayments are
netted against borrowings.
However, where this distinguish-
ing information exists, the financial
statement user should make the
extra effort to draw the distinc-
tions. If additional information
existed about the data in Table 7, a
suggested logical separation of the
financing activities is shown in
Table 8. The sum of the separate
financing activities equals net cash
provided by financing activities as
shown in the FASB 95 statement.

User-defined
Adjustments

While the
three sections of
the cash flow
statement will
provide all of
the calculated
factors whose
absences were
shortcomings of
EBITDA, what
about the user-
defined factors?
Almost every
company has
special circum-
stances of one
type or another
that are not self-
evident in
EBITDA or
even in the cash
flows. Non-
recurring
income and
expenses, build-
ing up of inven-
tory for a special
order, question-
able revenue-

recognition practices, and partial-
year results are common examples
of the user-defined EBITDA
shortfalls revealed earlier in Table
1. If a user-defined factor exists
but is not addressed, it can render
not only EBITDA dangerously
misleading but also cash flow.

Identifying and accounting
for these situations may take pure
detective work from the lender/
analyst. When identified, such
specific information must be
quantified, and the analyst should
adjust EBITDA and cash flow
accordingly. If EBITDA or operat-
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Table 6
Logical Grouping of Hypothetical Investing
Activities Shown in Table 4 (in thousands)

Mandatory Capital Expenditures (Net) ( 20)
Growth Capital Expenditures (Net) ( 140)
Return on Investment in Subsidiary 5
Return of Investment in Subsidiary 5
Other Investing Activities (Net) ( 70)

Net Cash Used in Investing Activities ( 220)

Table 7
Hypothetical Financing Cash Flow Section

(in thousands)

Cash Provided by Borrowings 100
Net Cash Provided by Equity Offering 40
Dividends Declared and Paid ( 20)

Net Cash Provided by Financing Activities 120

Table 8
Suggested Logical Separation of Hypothetical

Financing Activities Shown in Table 7
(in thousands)

Line of Credit Borrowings 150
Scheduled Principal Repayment ( 100)
Additional Term Borrowings 50

Cash Provided by Borrowings 100

Additional Stock Issued 90
Treasury Stock Purchased ( 50)

Cash Provided by Equity Offering 40

Dividends Declared and Paid ( 20)
Net Cash Provided by Financing Activities 120
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ing cash flow is being reduced by
the cost of a $50,000 judgment—
which, by all determination, was a
fluke—then this amount should
be added back in the analysis to
normalize the cash flow.

It would be well beyond the
scope of this article to isolate and
address all the many nonquantita-
tive circumstances that can ran-
domly impact EBITDA and cash
flow. The financial statement user
must determine what adjustments
are appropriate on a case-by-case
basis. This adjustment process is
the final critical component to
achieving the goal set at the
beginning of this article—to rec-
oncile EBITDA and cash flow. By
grouping the different sections of
the cash flow statement into logi-
cal, analytical components, we
have all the information we need
to complete the task. Let’s call
this reconciliation the Matched-
Allocation Performance Statement
(see Table 9).

The Matched-Allocation
Performance Statement

Table 9 illustrates the cash
flow-EBITDA reconciliation—a
cash flow statement that groups
all cash flow activities by the con-
ventional FASB 95 method, pres-
ents EBITDA as a stand-alone
cash flow measure, and shows
adjustments to reflect all calculat-
ed and user-defined shortcomings
shown in Table 1. Furthermore,
users accustomed to RMA’s UCA
cash flow statement will find
Table 9 very familiar. This new
presentation has been designed to
measure a company’s ability to
service its debt obligations.

The term matched allocation is
derived from the fact that sources
of cash are matched to their related
uses. For example, a revolving line
of credit that was used to support
growth in receivables and invento-
ry is grouped with those operating
balance sheet items. Also, certain
items initially classified as invest-

ing activities but which make more
sense as operating items are
matched to the related operating
items for a more meaningful analy-
sis. The performance statement
assumes that any financings direct-
ly matched to related uses are off-
set before any surplus or deficit is
made available to other sections of
the cash flow statement. While
some user discretion is necessary
to group sources and uses, the
lender/analyst usually has access to
the corporate officers for any miss-
ing information.

Let’s discuss the features and
layout of this statement. The per-
formance statement shown in
Table 9 has been derived from the
hypothetical groupings explained
earlier in this article. The perform-
ance statement is separated into six
sections moving vertically. The first
three sections are operating, invest-
ing, and financing items. The
fourth section is titled “adjust-
ments” and is designed to accept

31

Table 9
The Matched-Allocation Performance Statement

(2001 in thousands)

Cash Income Earned > Expenses Incurred Net Working Investment Other Activities Traditional Cash Flow

Operating items Op EBITDA 300 Nonop inc (20) Cash taxes (70) Chg in NTAs (200) Chg in other op 40 Op cash flow 10
Op cash flow 
before int exp 50

Cash return on Growth Other invest (70)
Investing items Recur capex (20) I-subs* 5 capex (140) Cash ret of I-subs* 5 Invest cash flow (220)

Financing items RLOC 150 Term debt 50 Stock issued, net 40
Other Fin cash flow 170

Adjustments

Totals 280 (15) (70) (50) (90)

Adjusted Net EBITDA 195 Adj Net working investment(140) Adj Other (30) 50
Adj Net EBITDA After Net WI 55 Net Cash Flow (40)

Repayment and Return Interest expense 40 40 40
Sched debt repymt 50 50 50

CF after debt Svc./DSC 105  2.17 X (35) 0.61X (40) 0.56 X

Dividends 20 20 20

CF After Dividends 85 (55) (60)
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input related to user-defined fac-
tors. The fifth section is a totals
section to tally each column and set
of columns. The sixth section is
credit specific and accounts for
debt service and dividends, and
provides net cash flow and debt
service coverage calculations.

The performance statement is
also separated into four sections
moving horizontally. Most atten-
tion will be given to these colum-
nar groupings of data, as these are
what distinguish this cash flow
statement.

The first columnar section,
“cash income earned in excess of
expenses incurred,” has three
columns:

1. Operating EBITDA (an
operating item) on the first line,
less recurring capex (an invest-
ment item) on the second line,
plus or minus any pertinent
adjustments. Any financing items
specifically used to support either
operating EBITDA or recurring
capex would also be placed in this
column on the rowed section
titled “financing items.” The
subtotal of this column allows for
consideration of five of EBITDA’s
shortfalls shown in Table 1: capex
replenishment plus all user-
defined factors known to the
lender/analyst.

2. Out-of-pocket nonoperating
income statement items, other
than interest expense. The out-of-
pocket qualifier indicates that cap-
ital gains and losses are excluded.
Items such as interest income and
extraordinary items would be
reflected here. Return on invest-
ment in subsidiary appears in the
investing row of this column. Here
the cash return on investment is

treated like a nonoperating
income statement item (similar to
dividend received from a publicly
traded investment). Any financing
items known to have specifically
supported these nonoperating
items would also be reflected in
this column.

3. Income taxes. The first row
is titled “cash taxes” and reflects
the cash actually paid for income
taxes shown in the operating
statement of a traditional FASB 95
cash flow statement. This is the
last column of the section because
both operating EBITDA and non-
operating income and expenses
are used to calculate income
taxes. There are two important
observations about this column:

1) Subchapter-S corporations
and other pass-through com-
panies are not obligated to
pay income taxes and thus
would not reflect a number
here. Treatment of this matter
is at the analyst’s discretion.
My personal preference in
this case is to allow income
tax to be zero and to account
for it in a global cash flow;
however, others may wish to
estimate income tax at the
corporate rate and include it
as an outflow in the adjust-
ments row.
2)  Subchapter-C corporations
are often required to recog-
nize deferred tax assets, liabil-
ities, income, and expenses
for a variety of reasons. They
sometimes also derive benefit
in the current period from
operating carryforwards on
losses incurred in previous
periods. As a result, total cash
taxes paid may not be indica-
tive of sustainable income tax

expense. In such a case, I
would use the adjustments
row to deduct estimated tax
underpayment or add back
estimated tax overpayment.
When tabulated, the three

columns total adjusted net
EBIDA. For those who want to
assess the company’s ability to
earn an accrual profit from primary
and ancillary business activities
after the payment of taxes, a debt
service section is provided imme-
diately below. Cash flow after debt
service and debt service coverage
are also reflected. Thereafter, divi-
dends are also deducted. Place-
ment of dividends beneath debt
service is a function of payment
priorities. While a company might
feel obligated to pay dividends to
support its market price, that same
company is more likely to suspend
the dividend and use the cash
saved to service its debt obliga-
tions. Cash flow after dividends is
reflected last.

Thus, the first columnar sec-
tion has accounted for all but one
of EBITDA’s failings shown in
Table 1. The fix for working capi-
tal changes is handled next.

The second columnar section,
“net working investment,” cap-
tures growth in working capital
and fixed assets, as well as any
external financing supporting that
growth. This section has two
columns.

1. The first column begins
with the description “change in
NTAs.” Net trading assets (or
NTAs) are defined as accounts
receivable, plus inventory, less
accounts payable. These three
special accounts are isolated and
given specific attention because

32 The RMA Journal December 2002 - January 2003

C a s h  F l o w  o r E B I T D A ?
C a n ’ t  W e  H a v e  B o t h ?

Precourse B - 7



of their overall importance rela-
tive to other operating balance
sheet items. Any loans used
specifically to finance NTAs, such
as asset-based credit lines or floor-
plan lines, would appear in the
same column. Let’s discuss cer-
tain issues related to NTAs:

• When a company’s sales are
not growing, NTAs generally
should not grow either. They
may change due to changes in
time to pay or collect, but
they generally will not be a
use of cash the way recurring
capex would be even in a no-
sales-growth situation.
• When a company’s sales are
growing or when net EBIDA
is being used to repay trade
debt, NTAs generally are a
cash use. Should the sales
growth be a one-time sales
growth, the change in NTAs
will also represent a one-time
cash use, but a cash use
nonetheless. As a result, many
cash flow proponents believe
that growth in NTAs should
always be deducted from net
EBIDA before calculating
debt service coverage. Still
other cash flow proponents
believe that any specific
financing used to support the
growth in NTAs should be
credited against NTAs before
taking the deduction against
net EBIDA. The matched-
allocation performance state-
ment assumes the latter: that
any specific borrowings used
to support the growth in
NTAs are used to offset the
cash use first. If the company
does not have or does not
qualify for revolving debt,
then net EBIDA would be

the obvious funding source.
• A company’s CFO frequent-
ly has a hand in the manage-
ment of NTAs and supporting
credit lines. Therefore, inclu-
sion of NTAs and related
financings in the measure of
debt service coverage can
include cash movements that
were made at the whim of
company management.
• NTAs can sometimes be a
source of cash when a compa-
ny’s sales are declining or
when a company is taking
extended terms on its
payables. Conservative cash
flow proponents take the
position that positive cash
flow from changes in NTAs
should not be credited to net
EBIDA when calculating
DSC. To the extent that such
changes are nonrecurring,
they should be reflected in
the adjustments row.
Otherwise, however, the
matched-allocation cash flow
is designed to give full credit
when NTA changes result in
a source of cash. If this source
were manufactured by man-
agement to alleviate a nega-
tive net EBIDA, this situation
would become apparent in
the totals row.
2. The second column begins

with the investing item “growth
capex.” This item represents pur-
chases of fixed assets and intangi-
bles to support the company’s
growth. These expenditures typi-
cally are the most significant uses
of cash on the cash flow state-
ment. Consequently, these pur-
chases are usually financed either
through long-term debt or equity,
which would then be reflected in

the financing section directly
beneath growth capex. However,
if growth capex is not financed
through external sources, then
adjusted net EBIDA would be
called upon for support just as it is
called upon to support NTA
growth in the absence of debt
financing.

The net working investment
(NWI) section ends with a subto-
tal for each column, as well as a
total for NWI itself. For those
who prefer to measure debt serv-
ice coverage after net EBIDA has
been applied to unfinanced NTA
and capex growth, a grand total
for the first two columnar sections
is also shown. Cash flow after
debt service, debt service cover-
age, and dividends are also
reflected for this grand total.

The third columnar section is
a “catch-all” section. Titled “other
activities,” it has just one column.
The section begins with changes
in operating balance sheet items
other than receivables, payables,
and inventory. Such changes, usu-
ally quite nominal, include accruals
for payroll, other taxes, and pre-
paid expenses. This column also
lists other investing activities, such
as loans advanced, investments in
subsidiaries, and return of invest-
ments in subsidiaries. Finally, any
debt or equity financing either
specific to these items or not else-
where classified would be shown
in the financing row of the column.

The fourth columnar section
is called “traditional cash flow”
and contains two columns. The
first column is a depiction of the
subtotal for each section of the
FASB 95 cash flow statement,
with a direct reconciliation to net
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cash flow. Some items shown
below the cash flow, such as divi-
dends and interest expense, are
transparently added back in calcu-
lating net cash from operations
and net cash provided by financ-
ing activities. The second column
is for the UCA cash flow user who
prefers operating cash flow before
interest expense—synonymous
with the UCA’s NCAO—as the
proper measure of debt service
coverage. The same debt service,
debt service coverage, and divi-
dend information shown else-
where are reflected here.

Some General Observations
As we move further to the

right on the performance state-
ment, each column becomes one
more step removed from the first
column. Operating EBITDA (col-
umn one) and nonoperating
income statement items (column
two) are both available to pay
taxes (column three). Any cash
remaining after the payment of
taxes would then be used to sup-
port NTA growth (column four)
and fixed asset growth (column
five), to the extent direct financ-
ing of these investments was not
sufficient. Finally, any cash left
over after that, plus any cash on
hand, would be used to support
the timing of other expenses as
well as sundry investments.

The three main columnar sec-
tions are also grouped by financing
methodology. The income over
expenses section effectively meas-
ures cash-flow-based lending for
the period, and hopefully lenders
would have calculated debt serv-
ice to fit within the parameters of
net adjusted EBIDA. The net
working investment section

reflects collateral-based lending
for the period, and hopefully
lenders will have advanced no
more credit than was warranted by
the additional NTAs and growth
capex acquired. The other activi-
ties section reflects such cash-on-
hand-based activities as nominal
timing differences in the payment
of payroll and other expenses, as
well as loans to others and invest-
ments in subsidiaries and similar
transactions usually financed by a
company’s cash on hand. They
could also legitimately be financed
by net cash flow remaining after
the first two columnar sections, or
possibly by new equity, but prefer-
ably not by debt unless the debt
was seasonal/unsecured and
specifically intended to cover tim-
ing differences.

Conclusion
The EBITDA-versus-cash

flow debate will continue for a
long time to come, because propo-
nents of each have solid reasons,
based on years of seasoned expe-
rience, for preferring one
approach over the other.
Ultimately, what matters most is
understanding a company’s per-
formance and knowing how capa-
ble it was, and will continue to be,
in repaying its debt obligations
and/or providing a return to its
investors.

It is not the intention of this
article to take sides in this debate,
but to present both sides and rec-
oncile them. EBITDA was shown
to be a component of cash flow,
and from there the remaining
components of cash flow were
repositioned in a way that hope-
fully makes the most sense for
lenders and analysts working with

complicated, modern-day financial
statements.

The matched-allocation per-
formance statement begins with
operating EBITDA and ends with
cash flow. It is the author’s hope
that the columns in between have
married the two concepts in a use-
ful and understandable manner.
This new presentation should
allow the lender/analyst to have it
both ways now that we have rec-
onciled their differences. Now all
we have to do is find that seclud-
ed tropical beach!  ❐

Contact Cassis by e-mail at
john.cassis@suntrust.com for a com-
plimentary blank copy of the perform-
ance statement in Excel format.
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