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Getting behind the quality metrics

Our screen highlights a wide variety of market and geopolitical factors for investors to
consider, from the benefits of scale in an inflationary environment to standing out for the
wrong reasons in a time of conflict

Comment by Alpha deputy editor:

Fewer companies made the cut this time around on our UK large-cap screen, but one
moremade a clean sweep. Catering businessCompass Group (CPG) joined Holiday Inn
owner InterContinental Hotels Group (IHG) in passing all our tests.

Compass failed our EPS growth rate test in January, but the analyst consensus is now for
the catering business to deliver more than 10 per cent EPS growth in the current and
next financial years. The company kept full-year guidance unchanged in a February
update after reporting organic revenue growth of 11.7 per cent in its first quarter.
Compass and other big catering stocks like Sodexo (FR:SW) andAramark (US:ARMK)
are gaining share from regional players and self-operators as they are better-equipped to
deal with wage and food inflation pressures.

Across the Atlantic, theMagnificent Seven stocks have been driving USmarket returns.
There were some interesting movements amongst these top players on our US screen.
Meta Platforms (US:META),whose valuation puts it on the cheap end of the big tech
companies, appeared this time around after its shares fell last week on the back of
announcing an increase in capex to drive AI growth. Revenue was up 27 per cent in the
company’s first quarter. On the other hand,Nvidia (US:NVDA) fell off the screen because
it just failed our cash conversion test of having a metric of at least 95 per cent.

Elsewhere on our US screen, leading global oilfield services business SLB (US:SLB) stands
out for its relatively low valuation. That doesn’t automatically mean a good investment
opportunity, though. Quite apart from financial metric considerations, unlike its rivals, the
company still operates in Russia more than two years after the invasion of Ukraine.
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AlphaQuality screening criteria

Our quality screen focusses on return on invested capital (ROIC) to better reflect how
well management teams are doing at making returns at firm’s with diverse capital
structures.

Quality tests

● Return on Invested Capital (ROIC) above themedian for the last two full financial
years.

● ROIC is higher than two years ago.
● Earnings before interest and tax (EBIT) margins have been positive in the past two

years. (Trailing 12-mth basis).
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Growth tests

● Forecast earnings per share (EPS) growth rate for current and next financial years
both above 10 per cent.

Liquidity tests

● Interest cover (EBIT divided by interest payments) of at least five times.
● Cash conversion (cash from operations divided by net profit) above 95 per cent.

Valuation tests

● NTMFwd PE ratio not in top or bottom decile. (Not US or UK large cap)
● Price to earnings growth (PEG) ratio not in top fifth.

Screen rankings are on tests passed and then on composite of last full year’s cash return
on capital employed (CROCI) and EBITmargin.

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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