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PPCS  use of EBITDA figures misleading investors 

South Island co-operative PPCS’s capital bond lists on the New Zealand Stock Exchange this week.  Canterbury University senior lecturer and co-operatives expert Alan Robb runs the rule over the co-op’s first ever prospectus, released last month.

PPCS is a successful farmer-owned co-operative which faces many risks – climate, foreign exchange fluctuations, a long operating cycle and competition from investor-owned competitors whose first loyalty is to the suppliers of capital and not to farmers.
Co-operatives evolved, historically, because the behaviour of investor-owned companies was frequently unethical.  The statement on the co-operative identity adopted by the International Co-operative Alliance – the world body of co-operatives - says “In the tradition of their founders, co-operative members believe in the ethical values of honesty, openness, social responsibility and caring for others.”
The behaviour of PPCS in its takeover of Richmond Ltd raised concerns about the ethical standards of PPCS.  Justice Young’s comments on “The failure by PPCS to reveal the true position in relation to the HKM transaction”, its “gross commercial misconduct”, and “deliberate, flagrant and contumelious [arrogant /brazen] breach of the substantial security holder regime” received wide publicity throughout the public media.  The leading article in the Institute of Directors’ journal “Boardroom” for June 2003 was headlined “If governance is about human behaviour, what will the Appeal Court make of the Richmond PPCS saga?”
Richmond is now a part-owned (63%) subsidiary of PPCS.  Its acquisition has been a costly exercise for PPCS, not only in financial terms but also from the aspect of reputation. 

Against this background PPCS is now seeking between $50 million and $75 million to replace the bank credit used in the acquisition.  Secured bonds are being offered for a three year term with interest payable quarterly at 9.75%.
Because of adverse publicity over the misrepresentation of key information in the takeover, investors may well be looking closely at the standards of disclosure in the PPCS prospectus.  
They could reasonably expect an absence of ambiguities or misstatements.
The auditor’s report shows that the amounts in the summary of financial statements have been correctly taken from the audited financial statements of PPCS for the years 1999-2003 and the supplementary information required by law has been properly presented.

This good standard is marred by a paragraph on page three. “Key Investment Highlights”, a section not covered by the audit reportt says:
STRONG CASH FLOWS: PPCS has the capacity to generate strong cash flows.  Total earnings before interest, tax, depreciation and amortisation (“EBITDA”) for the year ended 31 August 2003 were almost $46 million, and total earnings before interest and tax were more than $33 million.  PPCS has consistently generated strong operating cash flow over the past five years, with EBITDA for the five years ended 31 August 2003 averaging more than $40 million per year (see “Summary of Financial Information” on page 27).

This is misleading in my view.  EBITDA is not a measure of operating cash flow.  
In June 2000 Pamela Stumpp, Senior Vice president of Moody’s Investors Service, gave a speech entitled “Ten critical failings of EBITDA as the principal determinant of cash flow.”  She noted that leveraged buyout sponsors and bankers have promoted the use of EBITDA “for its obvious image benefits”.  Stumpp warned that EBITDA doesn’t capture a company’s ability to cover debt service costs, i.e. interest payments, from earnings.  Her comments has since been repeated internationally including in the UK’s Financial Times (August 7, 2000) and here in the National Business Review (September 1, 2000).
So why did some analysts use it?  An answer was given by Michael Griffis (In Stocks Today June 6, 1999) who said “When your job is to recommend a stock, and there are no other reasons to recommend a stock, you better say something.  So just say E-Bit-Da.” 
 Analysts who were pushing many dotcom companies in the 1990s faced no reported profits and no operating cash flows so the only positive number they could use was EBITDA.
PPCS, by contrast, has been generating both profits and operating cash flows. There is therefore no suggestion that EBITDA is the only positive number.  But by treating EBITDA as if it were the same as operating cash flow they misrepresent what the operating cash flows really were.

Figure 1 shows that EBITDA differed materially from the net operating cash flow of PPCS every year from 1999 to 2002:

Figure 1: PPCS

	$million
	1999
	2000
	2001
	2002

	EBITDA
	$39.458
	$46.478
	$76.191
	$48.889

	Net Operating Cash Flow
	$89.220
	$55.489
	$21.771
	$32.391


The misstatements are even more pronounced if one looks at the two measures for Richmond.  In their case EBITDA would have reported a positive number in two years when net operating cash flow was in fact negative.  In no year would EBITDA have been an accurate measure of net operating cash flow (see figure 2).
Figure 2: Richmond

	$million
	1999
	2000
	2001
	2002

	EBITDA
	$18.562
	$46.146
	$56.136
	$18.253

	Net Operating Cash Flow
	($10.624)
	$13.203
	($29.047)
	$62.096


It is not possible to calculate the 2003 figures for PPCS and Richmond separately because the published accounts of PPCS to 31 August include five months results of Richmond which balances on 30 September.
This does not invalidate the point that EBITDA is a misleading surrogate for net operating cash flow.
Investors could also be justifiably confused when they note that one of the covenants in the trust deed is that on each annual and half-yearly balance date “the ratio of EBIT to Interest Costs for the 12 months ending on that date will be not less than 1.5 to1”. 
 Having been given the impression that EBITDA was relevant they might ask, why now switch to EBIT?  Is it a good indicator of the company’s ability to pay interest?  The answer is no.
Interest is paid in cash, and should be paid from the operating cash flow.  It cannot be paid from either EBIT or EBITDA.

A relevant measure of the ability of a company to pay its interest is the ratio of ‘Net Operating Cash Flow before Interest, divided by Interest’.  We could abbreviate it to OCBIDI and pronounce it ‘Ock-Bi-Di’.  It’s as easy to say as ‘E-Bit-Da’ and it means something about real cash.
Figure 3 shows what this has been for PPCS and Richmond.
Figure 3: OCBIDI comparison

	
	1999
	2000
	2001
	2002

	PPCS
	9.3:1
	5.1:1
	2.5:1
	3.9:1

	Richmond
	(0.2):1
	2.0:1
	(1.3):1
	6.3:1


In each of the four years PPCS covered its interest bill at least 2.5 times which seems a comfortable margin.  
However, had Richmond been a subsidiary in those years it would have failed to cover its own interest bill in 1999 and 2001.  
Its negative cash flow from operations would have resulted in the group as a whole generating only 75c for each dollar of interest in 2001.
PPCS has done itself and investors a disservice by equating cash flow from operations with EBITDA. 
Securities regulations, which impose a liability for untrue statements, deem a statement to be untrue if it is misleading.
