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What’s growth andwhat’s fair value?

Growth at a reasonable price, or GARP, has proved a reliable strategy that has previously
generated market-beating returns. Our GARP screen looks at both past rates of growth and
analysts’ forecasts, which can smooth out expectations, but the caution of actual buyers in the
market is also worth considering.

Comment by Alpha editor:

Stock screens are rarely a crystal ball, but they give a good snap-shot of companies’
financial performance and analysts’ expectations at a point in time.Whether the shares
that come through filtering subsequently perform strongly is influenced bymacro factors
such as confidence in the economy, monetary policy and a benign international situation.
There is precious little certainty on any of these scores, although stock markets have
shown a fair amount of resilience.

Judging which shares are well-placed to make good on analysts’ positive forecasts and
break highest when news improves is an even harder call to make than overall market
direction. Our growth at a reasonable price (GARP) screen hopes to point us in the right
direction by flagging companies that combine growing returns with decent value.

The chief metric of the screen is a variation on the PEG ratio, which in its simplest form is
the share price to earnings per share (PE) ratio divided by the rate of earnings per share
growth (EPS) over the period (trailing or forecast) being analysed. The idea is to place
valuation multiples in the context of the continuous growth investors are paying up for
and we apply the logic to US stocks included in the S&P 500 index, as well as large-cap,
mid-cap and small-cap main market UK shares, and companies whose equity is valued
above £35mn on Aim.

We use two variations of this metric. The first is a forward-looking PEG applied to each of
the five universes we screen from. This is the two-year forward PE (today’s share price
divided by the forecast earnings per share (EPS) for the financial year after the current
unreported one) divided by the implied growth rate between the last reported EPS and
the EPS predicted for the year after the current unreported one.

The drawback of this figure is the over-reliance on analysts’ forecasts and the ease with
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which it can get sucked into buying onmania or on upgrade cycles that are due to some
unsustainable factor with enough uncertainty that the market is right to price in a higher
risk premium. Therefore, we view the forward-looking PEGs alongside blended versions
that give a smoothed-out composite of past earnings growth and expected future growth.

For the huge US companies included in the S&P 500, as well as larger andmid-sized
UK-listed shares, we take the historic PE ratio (for the most recently reported financial
year) and divide it by a denominator designed to reflect realistic assumptions of the value
that will be generated for shareholders. This denominator is calculated by splicing the
trailing five-year compound annual growth rate of EPS with the forecast two-year rate.
To this we add the dividend yield.

For smaller companies on themain market and Aim stocks, the past-future blend is
achieved with a PEGmade up of historic PE divided by forward two-year growth rate.

For all companies, viewing the forward-looking and relevant blendedmeasures
side-by-side is valuable. The blended PEG is the main determinant of being allowed to
rank on our screen, but it isn’t perfect: companies that have had wind in their sails from
cyclical factors conducive to their business model need to be scrutinised as to whether
they can continue their good run.

As a rule of thumb, a PEG of below one is considered cheap and anything beyond 1.5 is
getting on for expensive. On our US screen, for example, the bright expectations for travel
and hotels booking businessBooking Holdings (US:BKNG), see it valued on a forward
PEG of 0.5 but the blended figure of 1.1 indicates fair value. The backward component of
the blended PEG is over long enough to smooth out for the impact of the pandemic, but
allowances for those lost years is part of the assessment would-be investors must
undertake.With worries around economic headwinds and household incomes being
squeezed, however, the forward-looking PEGmay be baking in a reasonable risk
premium.

Meta Platforms (US:META)was one of the tech superstars of the Covid-era but hit the
skids in 2022 as valuation assumptions were realigned amid interest rate rise. Right now,
having rebounded in 2023, the PEG of 1 suggests the stocks are bang on fair value. The
forward PEG of 0.4, meanwhile, hints at investors being cautious about projected growth
that could well come good if the company’s open-source AI offering comes good.
Although the uncertain timescales and the possible impact of an investment arms race in
the newwave of technologies maymean caution is warranted.

That said, if US interest rate rises have peaked and cuts are in the offering next year –
which is a crucial presidential race year after all – then there could be room for
considerable upside forMeta even from here.

For mid-cap, small and Aim-listed UK companie,s one of the tests we view alongside the
PEG comparisons sets minimum levels for net profit margins and asset turnover (revenue
divided by average total assets). These are two of the non-leverage components of return
on equity and can be taken as a useful quality sense check. In other words companies
failing these tests may be cheap for a reason.
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November 2023GARP results

Continued below
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GARP criteria for USmega/large caps, UK large caps, UK

mid-caps

Blended PEG ratio: historic price/earnings (PE) ratio divided by a combination

of the blended past/expected earnings growth rate and dividend yield. The

earnings growth rate is calculated based on the average of the five-year historic

growth rate and the average forecast growth over the next two years.

Fwd PEG: The PE in the numerator is the ratio of current share price to

expected earnings per share one year ahead of the current unreported year.

The growth rate in the denominator is the compound annual growth rate

between last reported earnings and the expected earnings at the end of the
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period. A figure below one suggests that a company is cheaply valued relative to

its expected earnings growth.

Screening criteria (US, UK large andmid-cap):

● Compulsory test: PEG ratio below themedian average of the respective universe

(see below).

● A two-year forward PEG below one.

● A five-year historic EPS compound annual growth rate above 7.5 per cent, but

below 20 per cent (i.e. high, but sustainably so).

● A five-year historic revenue compound annual growth rate above 5 per cent (i.e.

sales growth underpinning earnings growth).

● Year-on-year EPS growth in each of the past two half-year periods. (Quarterly

periods for the US stocks.)

● Average forecast EPS growth of more than 7.5 per cent for the next two financial

years.

● Cash conversion above 90 per cent..

● No downgrade to forecast EPS over the past three months.

All stocks must pass the historic PEG test to feature in the table.While the primary

ranking of the stocks is based on the number of tests they pass, inside each of these

groupings, stocks are ordered according to their attractiveness based on a combination

of PEG and three-month price momentum.

GARP criteria for UK small-cap and Aim-listed stocks

The small-cap screen uses a PEG based on the historic PE ratio and average

forecast growth for the next two financial years. The screening criteria are:

● A PEG ratio in the bottom half of all stocks screened.Compulsory test.

● A two-year forward PEG below one.

● EPS growth forecast above at least 7.5 per cent for each of the next two financial

years and an average growth rate over the period of more than 10 per cent and

less than 50 per cent (i.e. high, but sustainably so).

● Either a net incomemargin above 10 per cent or a net incomemargin above 7.5

per cent and asset turnover of at least two. (i.e. we’re looking for indicators of a

quality business that may have a sustainable advantage).
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● Either three-month share price momentum better than themedian average or

earnings upgrades of 10 per cent or more over the past three months (i.e. recent

reasons to feel positive).

● Operating cash conversion of 90 per cent or more.

● Net debt of less than 1.5 times cash profits.

● No downgrade to forecast EPS over the past three months.

While the primary ranking of the stocks is based on the number of tests they pass, inside

each of these groupings, stocks are ordered according to their attractiveness based on a

combination of PEG and three-month price momentum.

Universe:

For theUSwe screen from the S&P 500 index

For theUKmainmarketwe start with all companies with a market cap of over

£35mn and then split them as follows:

UK large-cap: The top 85 per cent of our list of main market companies by

market cap.

UKmid-cap: Companies not in the top 85 per cent by size but above £250mn

in market cap

UK small-cap:Companies between £35mn and £250mnmarket cap.

ForAim-listed shares we screen from companies bigger than £35mn

market cap.
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