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Does P/E speak to company value? 
Written by: Nicola Broekhuysen, Research Analyst at Blue Alpha Investment Management 

 
Most investors are familiar with the idea of value investing, or simply put a “buy-them-low, sell-them-

high” strategy. To measure the attractiveness (or “cheapness”) of a stock, one of the most frequently 

used metrics is the Price-to-Earnings (P/E) ratio. 

 

Simplistically, P/E is a shortcut used to determine the amount of cash that is generated per share. 

The lower this number, the less an investor pays for company profits and therefore, the “cheaper” the 

stock is. The trouble is that P/E doesn’t tell you how much actual cash is generated. Rather, it 

describes accounting earnings. Earnings per share (EPS) is both easily understandable and readily 

available in company reports, which encourages its usage.  

 

Unfortunately, accounting earnings aren’t “clean” numbers. For one, EPS doesn’t account for working 

capital, the resources required to run and grow a business, which is often a significant proportion of 

expenses. During times of expansion there is more demand for working capital (such as inventory or 

credit) and this draws down cash. As EPS doesn’t factor this in, it can be a misleading measure of a 

business’s economic reality.  

 

However, P/E is not the only value measure around. “Cheapness” is often gauged by using Price-to-

Book (PB), Dividend Yield (DY) or Price-to-Free-Cash-Flow (P/FCF). FCF is the cash being earned by 

the operations of a business, after accounting for the cash costs of maintaining and growing operations 

i.e. working capital and capex requirements. Figure 1 depicts the performance of each of these 

measures globally. In this case, the investment universe is the MSCI World Index ex-Financials. All 

companies in the index are ranked from cheapest to most expensive by each measure. The cheapest 
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20% form the portfolios as labelled: fwd. PE, PB, DY and FCF Yield (the inverse of P/FCF). Had you 

only chosen stocks based on PE, PB, or DY, you would have under-performed, while FCF Yield would 

have delivered considerable out-performance. 

 

Figure 1: Global Value Strategies 

 

Source: Citi Research 

 

But does this apply to South African markets? Many investors would argue that anything from size, 

liquidity, analyst coverage or structural differences would render this global insight impractical in the 

South African context – but is this the case? Using the JSE All Share ex-Banks as our investible 

universe, we again rank all stocks from cheapest to most expensive. In Figure 2, stocks are ranked by 

both P/E and P/FCF. Once more, the cheapest 20% make up the respective portfolios. In the interest of 

removing any bias, the stocks in both portfolios are equally weighted and rebalanced monthly. 

 

While both strategies are considered “Value” approaches, as was the case globally, the long-run 

performance of each diverges significantly – with FCF out-performing, and PE under-performing the 

broad market.  
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Figure 2: P/FCF, P/E and the JSE All Share Returns 

 

Over the last 10 years, the P/FCF-ranked portfolio has beaten the P/E-ranked portfolio in eight of those 

years. P/FCF has outperformed the market by 4.3% compounded annually over the last ten years, while 

P/E has underperformed at -1.3% a year on average. 

In fact, the returns seen in the above portfolios are further justified when assessing their respective 

return on equity (ROE) metrics, as in Figure 3:  

 

Figure 3: P/FCF, P/E and the JSE All Share compared by ROE 

 P/E Portfolio P/FCF Portfolio All-Share 

Return on Equity 12%  12% 15%  15% 21%   21% 

Source: Bloomberg 

Return on Equity is a measure of a company’s ability and effectiveness in generating income for a given 

amount invested into the company by shareholders. A business creates value by achieving ROE in 

excess of its cost of capital. In South Africa, the average cost of capital is around 12%.  

 

Rational investors would never explicitly want low-returning businesses in their portfolios, but by 

focusing on P/E alone, the result is exactly that. When comparing ROE’s, we see that using only P/E to 

determine “cheapness” can result in investors buying stocks which may appear cheap but have low 

returns and poor operating metrics, and therefore are cheap for a reason.  

 

There is no golden ratio, or single metric that can be relied on throughout the cycle. Different markets 

will demand different approaches, but by looking at other metrics - like P/FCF - in conjunction with 

P/E, investors are better equipped to avoid poor investments and ultimately earn superior 

returns. 
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Glacier Research would like to thank Nicola Broekhuysen for her contribution to 

this week’s Funds on Friday.   
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