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INVESTMENT FOCUS: IS EV / EBITDA 
A BETTER VALUATION MEASURE THAN 
PE FOR INDUSTRIAL COMPANIES?

THE SHORT ANSWER IS: YES, SOMETIMES - BUT USING THE TWO METRICS IS TANDEM 
IS ALWAYS BETTER.  WE START OFF WITH A WALK THROUGH ON DEFINITIONS AND THEN 
WILL ILLUSTRATE OUR THINKING USING THESE COMPANIES AS EXAMPLES - NAMPAK 
(NPK), SHOPRITE (SHP) AND PICK N PAY (PIK).

importance of focusing on cash flow 
when valuing investments. Looking at 
the equation for Price / Cash Flow, 
which is set out below, which should 
give a hint as to why EV / EBITDA 
can sometimes be a superior 
valuation measure.

Price / Cash Flow = EV /(EBITDA – 
Capex –Tax paid – Interest paid)

You may ask how this is different 
to focusing on earnings? Cash flow 
picks up if there is something odd 
is going on with the depreciation 
charge (e.g. much lower than capex), 

At the 2014 results 
NPK had a tax rate of 
6% and a depreciation 
charge of R800m vs a 
capex charge, including 
acquisitions, of R6bn. 
In addition, the interest 
charge was relatively 
low as the high capex 
in the previous year 
was only reflected in 
the borrowings on the 
balance sheet towards 
the year end, so the 
interest charge had not 
yet annualised. 

the interest line (e.g. often clouded by 
forex gains / losses), or taxes (e.g. an 
unsustainable tax rate). And in these 
cases EV / EBITDA will be a better 
valuation measure.  

This is well illustrated by NPK where 
rising earnings suggested all was 
well, but EBITDA sent the opposite 
signal. Chart1 shows the EBITDA and 
Earnings of NPK through time. You 
can see that earnings have been rising 
but that EBITDA has been falling.

First some definitions: 
• PE is of course Price / EPS or 

Market cap/ Net income.  
 I could also rewrite this as Market 

cap / (EBITDA – Depreciation – 
Interest paid)* (1-tax rate)

• EV / EBITDA is Enterprise Value 
/ Earnings before depreciation, 
interest and taxes. Enterprise value 
is market cap plus net debt.

One of our biggest priorities when 
evaluating potential investments is 
getting a handle on the cash flow of 
that company. Our experience, and 
countless back tests confirm, the 

CHART 1 EBITDA VS EARNINGS FOR NPK

Source: : Bloomberg
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All 3 factors flattered the earnings 
of the company. By contrast EBITDA 
had none of this distortion. So in 
2014 EPS rose whereas EBITDA 
fell. Also, because debt had been 
growing EV was also rising. So 
the actual EV / EBITDA increased 
significantly as you can see in chart 
2. NPK is a case where EBITDA 
and EV / EBITDA gave a better 
measure of operational cash flow 
and valuation than earnings and PE.

Our next example is comparing two 
companies in the same sector – the 
food retailers PIK and SHP. We’ve set 
out a few metrics in the table below:

 

As you can see PIK has a much 
higher PE than SHP, however the EV 
/ EBITDA is very similar. Once again 
depreciation is playing a big role.

Why would this be? One reason is 
that SHP owns a greater share of 
it properties than PIK – the effect 
of this is two-fold. Firstly, the cost 
of expanding your footprint is partly 
carried in the income statement and 
partly in the cash flow statement as 
many costs get capitalised. On leased 
properties, the full occupancy cost is 
reflected in the income statement.

Secondly, companies have lots of 
leeway in assessing the useful life 
of their assets, which has a direct 
impact on the depreciation charge. 
So in the same sector EV / EBITDA 

CHART 2 EV / EBITDA OF NPK

CHART 3 PIK 12M FORWARD EV / EBITDA

can be a good cross reference for 
valuation. It is also interesting to 
note that the forward dividend yields 
of these two companies is quite 
similar despite very different PE 
ratings (refer to chart 3).

Lastly, it is worth pointing out 
that in Resource companies EV / 
EBITDA can be a poor valuation 

measure mainly because of 
the high and cyclical nature of 
capital commitments. So it is no 
surprise that Resource companies 
command lower ratings and 
typically oscillate between EV/ 
EBITDA ratings of 4 and 8, 
whereas Industrials with low capex 
requirements attract EV/ EBITDA 
ratings of between 8 and 12.
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PIK SHP

PE

EV / EBITDA

Capex /
Depreciation

25

10.5

1.2

17.5

9.5

2.7

Source: Bloomberg


