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Inflation continues to wobble the tightrope

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:

The UK’s awful inflation numbers have once again upset the apple cart for domestic assets.
Readers should by now be able to recite in their sleep that when central banks raise interest rates,
bond yields must rise and therefore prices (which move inversely with yields) must fall. The higher
cost of money also affects discount rates for investors so share valuations require a re-set.When
inflation disappoints like it has this week, the assumptions bond investors made about the pace of
central bank tightening and the timing of a pivot to looser monetary policy get ripped up; this
forces a repricing which has a knock-on effect to other assets like shares.

Lower energy prices may now have the headline Consumer Prices Index (CPI) rising at ‘only’ 8.7
per cent year on year to April 2023 (down from 10.1 per cent YoY toMarch), but that’s mostly
down to calmer energy markets. Food prices are an eye-watering 19 per cent more expensive
than a year ago.When you ignore volatile items like food and energy, the rate of ‘core’ inflation is
getting worse - up from 6.2 to 6.8 per cent.

Central banks can’t domuch about energy and food security - but they can restrict the supply of
money andmake borrowingmore expensive. This increases companies’ cost of capital and chokes
off consumer credit, dampening demand, and hopefully gets core inflation under control.
Unfortunately, the Bank of England has more work to do and won’t be able to cut rates as soon as
hoped.

Quality shares aren’t a hedge against inflation, but they do offer investors one of the best ways to
outperform rising prices over the longer term. Companies with pricing power, wide ‘moats’, high
margins and a proven ability to deliver above average returns on invested capital (ROIC) will hold
investors in good stead provided they buy the shares at a reasonable valuation.

This value part of the puzzle was missing in the run-up to the phase of aggressive interest rate
hikes that gathered pace in 2022. Expensive quality stocks sold off savagely along with bonds last
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year, but now the decision whether to buy certain investments is more nuanced. Bad inflation
prints like the UK had for April causes a rethink of valuations, but where quality shares are already
cheap relative to their history against interest rates, there is a bit more of a margin of safety.

Whereas it was understandable to step back from quality shares last year, now there may be a
case for some shares to buy and hold, trusting the quality of the underlying businesses to win
through. This is where your individuality as an investor is important: a big part of the buy case is
always your personal objectives and time horizon.

● When interpreting the results of a quality screen like ours, it is always prudent to
consider whether a company ranks well because it has just enjoyed a good cyclical
period or perhaps it has been enjoying a recovery run which it may struggle to
sustain.When it comes toBurberry (BRBY), the UK luxury fashion retailer,
questions about the durability of its recovery were raised by Robin Hardy when he
took a deep dive look at the company back in January. Since then a decent set of
preliminary full year results for 2022-23 and possibilities for sales to recover in
China since its re-opening hasn’t dispelled lingering doubts that this is a business
not quite at the top table of the famously recession-resistant luxury goods market.
Therefore, although ROIC andmargins are impressive, there isn’t quite the moat
for a nailed on quality investment case.

● Other UK large caps ranking well in the screen include several businesses that are
on the Alpha quality shares watchlist. Many of these companies are true
buy-and-hold compounders, so the issue is one of valuation both in terms of their
history relative to themarket and, crucially right now, relative to interest rates.
The likes of engineering/industrial companies Spirax-Sarco (SPX) andHalma
(HLMA) are reasonably valued against their history but are still expensive versus
rates.

● In the mid-cap space IT and software development businessKainos (KNOS)
enjoyed a spike in its share price on the back of a stellar set of full-year results
(revenue up almost a quarter and profit before tax up 18 per cent) but the shares
have pulled back along with the rest of the market. This should pique investor
interest as there is room for an upgrade cycle here and, although rated on close to
27 times forward earnings, the company is not expensive compared to its history
versus themarket and has been inexpensive versus bond yields. Although, the
latest sell-off in gilts (UK government bonds), does highlight the short-termmacro
risks that can cause valuation assumptions to adjust.

● Our US screen is very much reflective of some of the new quality growth
industries of the 21st century - with the screen topped by silicon design and
verification business Synopsys (US:SNPS) and cloud-connectable medical device
specialistResMed (US:RMD). It is also not a surprise to see the early pace-setters
in Artificial Intelligence likeMicrosoft (US:MSFT) and Alphabet (US: GOOGL)
ranking highly. Although the glamour stock of the day,Nvidia (US:NVDA)which
leads in the graphics processing units used in deep learning and other AI
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computational processes, is filtered out for being too expensive.

Quality screen results tables

Continued below
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Continued below
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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
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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.

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.
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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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