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Does the future look cleaner for water stocks?   

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.  

Given uncertainty around the long-term future of the publicly listed UK utilities and widespread 
criticism of polluting water companies, it might come as a surprise to find that utilities stocks ​
have been outperforming the wider market. In the six months to 30 June this year, the MSCI ​
UK Utilities index delivered a net return of 15 per cent compared to 9 per cent for the MSCI ​
UK index.  

These energy and water stocks - the MSCI utilities basket contains National Grid (NG), SSE (SSE), 
Centrica (CNA), United Utilities (UU) and Severn Trent (SVT) - are considered by some investors 
as “bond proxies” for their reliable income characteristics. Dividends are backed up by 
monopolistic business models and inelastic demand, although there is a risk to payouts from 
significant capital spending commitments (given the pressures of the energy transition and 
creaking UK infrastructure), regulatory pressures and elevated debt levels.  

Our latest growth at a reasonable price (GARP) screen for UK large-caps is led by United Utilities, 
the water utility focused on the North West of England. As the screen highlights, analysts expect 
earnings per share (EPS) to more than double this year before the growth rate falls back to low 
double-digits next year. The shares trade on just 11 times forward consensus earnings.  

Fellow water utility Severn Trent (SVT), which operates across the Midlands and Wales, has 
maintained a spot on the screen and is also expected to post robust earnings growth. It is more 
expensive than its peer, as it trades on 15 times forward consensus earnings. It also passed one 
fewer test, as it failed both our year-on-year EPS growth and five-year historic revenue growth 
tests.  

Underlying profits for these water stocks are set to be maintained at higher levels as they move 
through the 2025-30 regulatory period. However, chunky growth rates come with a caveat. 
Profits have been volatile at both companies in recent periods and analysts don’t expect a 
completely straight line upwards in the coming years.   

Sticking with the water theme, Royal Caribbean (US:RCL) maintained its position on our US 
screen, which was once again headed by the healthcare trio of Eli Lilly (US:LLY), Molina 
Healthcare (US:MOH) and Universal Health Services (US:UHS). Cruise line giant Royal 
Caribbean has seen record demand after the pandemic, it became investment-grade again earlier 
this year and debt is falling. Yet, its valuation of 20 times forward consensus earnings is a notable 
premium to peers. 
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GARP criteria  for US mega/large-caps, UK large-caps, ​
UK mid-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 and mid-cap): 

●​ Compulsory test: PEG ratio below the median 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 5 per cent and the forward sales CAGR to 

be above 5 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.  
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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). 

●​ Either a net income margin above 10 per cent or a net income margin 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 the median 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 the US we screen from the S&P 500 index. 

 

For the UK main market we 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.  

 

UK mid-cap: Companies not in the top 85 per cent by size, but above £250mn​
in market cap. 

 
UK small-cap: Companies between £35mn and £250mn market cap. 

 

For Aim-listed shares we screen from companies bigger than £35mn ​
market cap.  
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