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Opportunity to top up on quality Alphabet

The holy grail for buy-and-hold investors is to find a business that is capable of generating a
high return on capital and sustaining it while reinvesting profits. This screen looks for shares
that display these quality characteristics and can potentially deliver significant compounded
returns over time.

Comment by Alpha editor:

TheNasdaq’s so-called “magnificent seven” tech superstars – are never really cheap and
certainly a current year forward PE (share price to predicted year-end earnings per
share) of 21 doesn’t makeAlphabet (US:GOOGL) a bargain. There are reasons to
consider topping up on one of the quality behemoths of the last two decades, however.

In the immediate term, Kyle Rodda, SeniorMarket Analyst at Capital.com counts a
recovery in Google ad revenues as reason to be bullish. Citing Q3 2022’s historic drop in
sales, this YoY comparator is likely to give Q3 2023 a nice gloss, especially as top-line
recovery is projected to “underpin a 36.6 per cent rebound in earnings per share to
$1.44”, in Rodda’s view.

Artificial Intelligence is both an opportunity and a threat:Microsoft’s (US:MSFT)
integration of ChatGPT into its Bing search offering is a very serious threat to Google’s
dominance. That said, Alphabet is hardly standing still on AI, with innovations such as
Duet AI for Google Cloud, having potential to help it disrupt tech rivals in important
business areas where they currently lead.

Given the innovation race, it’s hardly surprising that Alphabet fails our test to havemore
cash than two years ago, but on the cusp of the AI era, the company’s track record on our
core return on invested capital (ROIC) metric is reassuring. Furthermore, should the
recent turmoil in the US Treasury market see real yields peak, then investors could start
to become confident future changes in themarket discount rate for shares would be
more likely to work in their favour.

Our other quality screens see the likes of YouGov (YOU) andCerillion (CER), which
issued a positive full-year trading update last week, riding high on Aim. On the UKmain
market,RELX (REL),Halma (HLMA) and Experian (EXPN)maintain their consistency.
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Appendix: AlphaQuality screening criteria

Our quality screen has moved from focussing from return on equity (RoE), to looking at
the ROIC to better reflect howwell management teams are doing at firm’s with diverse
capital structures.

The new rules are as follows:

Compulsory tests (all screens)

● ROICmust have been above themedian for the last three full financial years.
● Compound annual growth rate (CAGR) for expected sales over the next three

years must be over 5 per cent.

Compulsory tests (just on small-cap, Aim, US S&P 500)

● Fwd PE (share price to forecast earnings per share for current financial year) not
in the cheapest 10 per cent or the most expensive 10 per cent of companies.

● Forecast earnings per share growth this year and next.

Other tests when failed will be indicated in the “tests failed” columns of the tables below.
The indicators to look out for are in brackets.

● EBIT (earnings before interest and taxation) margin forecast growth rate (over the
next three years) above themedian. (fc EBITmarg grth)

● ROIC is higher than two years ago. (ROIC > 2yrs ago)
● EBITmargin above themedian. (EBITmargin >median)
● EBITmargin growth rate over the past three years is above themedian. (past EBIT

marg grth)
● Free cash flow (after leases) divided by net income averages over 100 per cent ove

the past three years. (cash conv)
● Historic rate of sales growth (past three years) is positive. (sales grth +ve)
● Net debt at the last FY is lower than two years prior. (net debt down)
● Net debt to Ebitda (earnings before interest, tax, depreciation and amortisation)

at last full year below 1.5 times. (Net debt to EBITDA)

Some of these tests would have been compulsory but, thanks to the distortive effect of
the Covid-19 years, are used as guidance tests instead. Some tests are made compulsory
for Small-cap and Aim companies, however. These are the fc EBITmarg grth and cash
conv tests.

It might seem strange that US S&P 500 stocks are subject to more tests than UK
large-cap andmid-cap shares. This is partly because there are manymore quality
companies in the US to screen from, but also was designed to filter some of the very
expensive technology companies of which are somuchmore numerous stateside.
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The equities universe we screen from

Our UK equities universe methodology is inspired by the Numis family of UK

indices (although we do not copy them exactly). The aim is to give investors a

true overview of the genuine large-cap; mid-cap and small-cap companies that

are exciting analysts and themarkets.

We screen against the S&P 500 for large andmega-cap US companies.

Investors’ Chronicle UK screening cut-offs:

Large cap: The top 80 per cent of the UKmain market’s market capitalisation.

Mid cap: The next 15 per cent of UKmain market capitalisation (80th to 95th
percentile)

Small cap: The bottom five per cent of the main market by capitalisation with a
£35mn lower cut-off.

Aim:We cut off the Alternative market by excluding all companies below
£35mnmarket cap.
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