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US is the best place to find GARPwinners

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. We’re also checking revenue growth
expectations as the system is likely to work better when companies are expanding sales.

Tempering optimism is important when analysing shares based on analysts’ forecasts of earnings
growth. It’s also worthwhile to consider the effects of cyclicality or periods of disappointment
when judging how that growth should be valued. For this reason, we look at two versions of the
share price-to-earnings growth rate (PEG) ratio in our growth at a reasonable price (GARP)
screen.

Themost straightforward is the forward PEGwhich, in our screen, we apply based on the Year 2
PE (i.e., based on forecast earnings for the year after the current unreported year) divided by the
growth rate in earnings to that time. Based on this, stocks on our US screen like Facebook owner
and web tech development companyMeta Platforms (US:META) look cheap.

However, it’s worth paying attention to our other PEG ratio - the one we hold greater store by on
the screen - which combines forward and historic growth rates and dividends, to give a smoothed
out sense of how a stock delivers returns on its investors’ capital. In the past, this wouldn’t have
been a great way to assess a US tech stock. After all, they were capital-light businesses,
experiencing almost exponential growth. But the game has changed somewhat.

A couple of years ago, investors baulked at the vast investment in research and development
Meta wasmaking in its metaverse project. The way these costs can drag on earnings needs to be
reflected in any long-term analysis of the stock, especially as there may be bets that don’t pay off
as rapidly as management and investors may hope for. Tech is in an arms race with Artificial
Intelligence (AI) and when you also consider digital (crypto) currencies and themetaverse, there
are plenty of projects for ambitious CEOs to burn cash on.

In the UK, there is a preponderance of sectors where following GARP can lead to cyclical
miss-steps. On the Aimmarket, there are some businesses that might fit the bill as growth plays,
but they are often vulnerable to bumps in the road, so the cheap valuation relative to expected
growth rates ought to be seen as a risk premium for both uncertainty and the lower levels of
liquidity (ease of buying and selling) that you see with these stocks.
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December 2024GARP results

Continued belowwith USGARP results
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GARP criteria for USmega/large-caps, UK large-caps,

UKmid-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

period. A figure below one suggests that a company is cheaply valued relative

to its expected earnings growth.

3



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

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

(see below).

● Compulsory test: past five-year compound annual growth rate (CAGR) for sales

averaged with two-year forecast sales CAGR to be above five per cent and the

forward sales CAGR to be above five per cent on its own.

● 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.

● No downgrade to forecast sales growth over the past three months.

● 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.

● Compulsory test: past five year compound annual growth rate (CAGR) for sales

averaged with two-year forecast sales CAGR to be above 7.5 per cent and the

forward sales CAGR to be above 7.6 per cent on its own.

● Compulsory test: No downgrade to forecast sales growth over the past three

months.

● A two-year forward PEG below one.
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● 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).

● 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).

● 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 sales growth forecasts.

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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