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Sectors matter when picking 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.

Growth at a reasonable price, is a valuation and analysis framework which works best when
applied to growth stocks: companies where the share price might be a chunkymultiple of
expected earnings per share, but where those earnings are still expected to grow at a decent
annualised rate going forward. Shifting the emphasis to valuing the earnings growth rate, rather
thanmerely static estimates of profits at various points in the future is the premise which
underpins the price-to-earnings growth or ‘PEG’ ratio.

The trouble with PEG ratios is they canmake stocks on a cyclical upswing look very cheap and
attractive when they actually warrant the extra risk premium that’s reflected in their modest
pricing. In such cases, it could be the share price is too close to a cyclical peak and at risk of a
reversal. For this reason, we also use a variation of the PEGmethod that blends historic and
forward growth rates and the dividend yield, to give a smoothed out valuation ratio.

Yet this isn’t foolproof.When interpreting screen results, the sector in which the companies
operate must be front of mind. On our UK large-cap screen, the high ranking of insurers likeAviva
(AV) andAdmiral (ADM) can be partly attributed to the relatively high dividend yields of the
sector and the current stage of the insurance and investing cycle. It’s worth re-reading Alex
Newman’s excellent missive on understanding the sector before choosing to add these shares to
your portfolio.

Aim is arguably the UK’s growthmarket, although again a bit of qualitative sector analysis is
important. Mining stocks like gold producers Pan African Resources (PAF) and Serabi Gold
(SRB), the bulk of Serabi’s operations are in Brazil, are clearly going to be affected bymovements
in the price of the yellowmetal. True, there may be good reasons to expect the gold bull run to
continue, but cyclicality is a risk.

Arguably it’s in the field of technology where GARP is a good starting point to assess long-run
potential growth stocks.With that in mind, it is noteworthy to see electronic and communications
equipment manufacturer Filtronic (FTC) ranking well on the Aim screen. It has contracts with
ElonMusk’s SpaceX and Simon Thompson has previously touted the shares’ potential.
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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.

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

● 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).
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● 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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