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Are GARP companies atop an earnings rollercoaster?

Growth at a reasonable price, or GARP, has proved a reliable strategy that has previously
generated market-beating returns. We run our GARP screens across three indices: FTSE
All-Share, All Small and Aim

Comment by Alpha editor:

● Investing is never just about painting by numbers. Although in theory and
through back-testing many of the risk-return factors stock screens isolate show
aggregate outperformance, stock-pickers must always look behind the numbers.

● Our growth at a reasonable price screen shows plenty of companies that have
had a combination of a good earnings run and attractive forecast earnings.  Also,
they aren’t expensive based on a multiple of that spliced past and expected profit
growth.

● Where investors must kick the tires is in checking where companies are in the
business cycle.  Packaging specialist Macfarlane (MACF) which tops our screen
has done very well recently and there is still optimism for e-commerce growth.
There is a case, however, for investors to play devil’s advocate and ask how
demand for mail order would cope in a more traditional cyclical recession, rather
than the enforced shutdown of the economy due to Covid-19.

● There is also the consideration that some earnings growth figures have been
flattered by the bounce back from re-opening and in the case of JD Sports
Fashion (JD.) acquisitions have helped. Again, what damage could a recession
do?

● Finally, investors should always be wary of the property based businesses
flagged as cheap relative to growth by the PEG ratios used in this screen. Rising
build cost inflation and falling house price inflation, never mind the potential for
land prices to be written down in a recession, means investors need to tread
carefully at this stage in the cycle.
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Source: Refinitiv, Investors Chronicle

Finding that magic combination of value and growth
Buying shares that offer growth at a reasonable price (GARP) can generate

strong returns. Prominent exponents of this style of investing include the likes

of Jim Slater, Peter Lynch and, arguably, also John Neff. A key metric to assess

whether companies offer the magic combination of value and growth is the

price-to-earnings-growth (PEG) ratio. In its most basic form the ratio simply

compares a share’s valuation against its earnings with its earnings growth rate

(historic or forecast). This approach is not overly exacting, but over many years

it has proved a very effective way of identifying great investment opportunities

when combined with other factors that suggest there are solid foundations to

the value and growth measures used by the ratio.

Large-cap GARP criteria
Our large-cap GARP screen is run on all FTSE All-Share stocks and uses a PEG

ratio based on the historic price/earnings (PE) ratio divided by a combination of

the 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. The screening criteria are:
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● A PEG ratio below the median average.

● A PE ratio that is higher than that of the lowest quarter of stocks screened (i.e. not

suspiciously cheap) and below the top quarter (i.e. not dangerously expensive).

● 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.

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

years.

● Positive free cash flow in each of the past three years.

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

Not many stocks pass such a stringent list of criteria. The ones that pass all the tests are

listed at the top of the table at the top of page 4, followed by those failing one test, then

those failing two tests and so on as detailed in the ‘Tests passed’ column. All stocks must

pass the 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.

Small-cap GARP criteria
Our small-cap GARP screen is run on all stocks in the FTSE All-Small and

Alternative Investment Market (Aim) indices, with the results from the

individual indices listed in separate tables. The 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 quarter of all stocks screened.

● EPS growth forecast 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 return on equity (ROE) of over 12.5 per cent or an operating margin of

over 15 per cent (i.e. an indicator of a quality business that may have a sustainable

advantage).

● Either three-month share price momentum better than the median 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.
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● A market capitalisation of more than £10m (i.e. not severely illiquid).

Not many stocks pass such a stringent list of criteria. The ones that pass all the tests are

listed at the top of the tables on page 5, followed by those failing one test, then those

failing two tests and so on as detailed in the ‘Tests passed’ column. All stocks must pass

the low 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.

Stock screen and methodology by Algy Hall
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