Understanding EPS, EBITDA, and Cash Flow from Operations

Key Financial Metrics for Evaluating Business Performance and Value

Financial analysts, investors, lenders, and management teams rely on several core financial metrics to
evaluate a company’s performance and financial health. Among the most widely used indicators are
Earnings Per Share (EPS), EBITDA, and Cash Flow from Operations (CFO).

Each metric highlights a different aspect of financial performance.

e EPS focuses on profitability available to shareholders

e EBITDA measures operating earnings

e Operating cash flow evaluates how much cash the company actually generates from its core
business activities.

When analyzed together, these metrics provide a more comprehensive view of a company’s operational
performance, profitability, and financial sustainability.

Earnings Per Share (EPS)

EPS measures the portion of a company’s net income that is attributable to each outstanding share of
common stock. It is one of the most commonly referenced indicators of corporate profitability and is
closely monitored by investors and financial markets.

EPS = Net Income - Preferred Dividends/ Average Outstanding Shares
Why EPS Matters

EPS provides insight into how effectively a company generates profits for its shareholders. A higher or
growing EPS generally signals improved profitability and can positively influence investor confidence and
stock valuation.

EPS is important because it:
¢ Indicates the profit earned per share of stock
e Servesas a key input in equity valuation models
e Helpsinvestors compare profitability across companies
o Reflects the company’s ability to generate returns for shareholders
How Analysts and Management Use EPS
Analysts review EPS trends to evaluate whether a company is improving its profitability over time. They

also compare actual EPS results with market expectations, as differences can significantly influence stock
prices.

Management monitors EPS to assess overall profitability, communicate financial guidance to investors,
and measure progress in creating long-term shareholder value.



EBITDA (Earnings Before Interest, Taxes, Depreciation, and Amortization)

EBITDA measures a company’s operating profitability before accounting for financing decisions, tax
structures, and non-cash accounting expenses such as depreciation and amortization.

EBITDA = Net Income + Interest + Taxes + Depreciation + Amortization
Why EBITDA Matters

EBITDA focuses on the earnings generated purely from business operations. By excluding financing costs
and non-cash charges, it provides a clearer view of operational efficiency and core profitability.

This metric is widely used because it:

¢ Highlights operational performance

e Allows comparison between companies with different capital structures

¢ Reduces the impact of accounting policies

e Serves as a common benchmark for performance and valuation
Because of these characteristics, EBITDA is frequently used in corporate finance, mergers and
acquisitions, and private equity analysis.

Limitations of EBITDA

While EBITDA is useful for evaluating operating performance, it does not represent actual cash flow. It
does not account for:

e Changes in working capital
o Capital expenditures

e Debt obligations

e Cash taxes

For this reason, EBITDA should always be evaluated alongside cash flow metrics.
Cash Flow from Operations (CFO)

Cash Flow from Operations measures the actual cash generated by a company’s core business activities
during a given period.

CFO = Net Income + Non-cash Expenses + Changes in Working Capital
Why Operating Cash Flow Matters

Operating cash flow indicates whether a company’s reported profits translate into real cash inflows.
Strong operating cash flow demonstrates that the company’s operations are generating sufficient
liquidity to sustain the business.

This metric is important because it:

¢ Measures the actual cash generated by operations



¢ Indicates the company’s ability to fund operations and repay obligations

e Helps evaluate financial stability and liquidity

Companies with strong operating cash flow are typically better positioned to invest in growth, repay
debt, and return capital to shareholders.

Key Difference Between EBITDA and Operating Cash Flow

Although EBITDA and operating cash flow both relate to a company’s ability to generate earnings from
its operations, they measure different concepts.

EBITDA represents operating earnings, while operating cash flow measures the actual cash generated
by those operations.

For example, a company may report strong EBITDA but generate lower cash flow if:
e Customers delay payments
e Inventory levels increase
e Cash is used to fund working capital
In simple terms:
o EBITDA shows how profitable the operations are.
e Operating cash flow shows how much cash the business actually generated.
Both metrics are important, but operating cash flow provides the most direct insight into financial
sustainability and liquidity.
How These Metrics Work Together

EPS, EBITDA, and operating cash flow represent different layers of financial performance but together
they answer three fundamental questions about a business:

EBITDA focuses on operational earnings and evaluates core operating performance

EPS focuses on shareholders profitability and measures earnings available to shareholders

Operating Cash Flow focuses on cash generation and indicates financial strength and sustainability

When these metrics move in the same direction, they generally indicate a healthy and sustainable
business model.

When these metrics Diverge or show significantly different trends, analysts investigate further.

Strong EPS but Weak Cash Flow

This may indicate:
e Rising accounts receivable
e Aggressive revenue recognition
e Inventory buildup

Such situations suggest profits may not be converting into cash.



Strong EBITDA but Declining EPS
Possible causes include:
e Higher interest expenses
¢ Increased depreciation from capital investments
e Rising tax costs
This may indicate financial or capital structure pressures.
Strong Cash Flow but Lower EPS
This can occur when companies experience:
e High depreciation expenses
e Large non-cash accounting charges
e Asset-heavy operations
In some cases, this may still indicate a healthy cash-generating business.

Final Takeaway

EPS, EBITDA, and Cash Flow from Operations are among the most important metrics used to evaluate a
company'’s financial performance and value.

o EBITDA measures operational profitability.

e EPS measures profitability available to shareholders.

e Operating Cash Flow measures the actual cash generated by the business.

While EBITDA reflects operating earnings and EPS reflects shareholder profit, operating cash flow
ultimately reveals whether the company is generating real cash from its operations.

When analyzed together, these metrics provide a comprehensive framework for understanding
operational performance, profitability, liquidity, and overall business value.



