
Remain Overweight Water Cyclicals as Key Demand Channels
Show Signs of Life.

Janney Water Meter - February 2011

INVESTMENT CONCLUSION:

While the long-term "secular" themes driving growth in the water sector are real, the reality is that in the
short/intermediate-term, fundamentals for most water equipment/technology companies have a high degree of correlation
with the industrial economy broadly and with discrete cyclical sub-sectors more specifically. As a result, successful stock
picking in the water space is predicated in large part on an ability to gauge differences in the cyclical directions of these
key verticals and invest accordingly. Based on our current read of key forward-looking indicators, we believe that many
of the key end-markets for water equipment/technology will experience an accelerating upward trajectory in 2011, and
that the irrigation, industrial water treatment, and municipal demand channels have the most positive outlooks for 2011.
As a result, we continue to favor the more cyclical sub-sectors over less cyclical, lower-beta water utility names, and
believe investors should focus on companies levered to these key verticals. In the municipal channel, BUY-rated Badger
Meter (BMI) and Mueller Water (MWA) offer concentrated exposure, while in the industrial water area, BUY-rated
Nalco Holding (NLC) is our preferred play. In irrigation, although we expect strong growth in 2011, Neutral-rated
Lindsay Corporation (LNN) and Valmont (VMI) are already discounting much of the good news, in our view.

KEY POINTS:

• Industrial: Outlook improving along with broader economy (NLC the play). U.S. Industrial Production surged
6% from a year ago in December, continuing an extended run that began way back in June 2009. Confirming the
Industrial Production figures, the ISM New Orders index hit 60.9 in December, a bullish reading that suggests the
industrial economy will continue to gain traction in the quarters ahead. Coupled with increasingly stringent industrial
water regulations and greater water scarcity, this backdrop creates a positive demand environment for companies
providing industrial water solutions, such as BUY-rated Nalco Holding (NLC).

• Municipal: Forget the headlines - 2011 will be a good year (BMI, MWA the plays). With the press breathlessly
predicting Armageddon for state and local governments, it's hardly surprising that the current consensus sentiment is
to avoid any and all stocks with exposure to municipal spending. Our research, however, unambiguously suggests
that 2011 will be a solid year for water infrastructure spending. BUY-rated Badger Meter (BMI) and Mueller Water
Products (MWA) offer concentrated exposure to municipal water infrastructure spending.

• Ag/Irrigation: Market conditions there, but priced in (LNN, VMI the plays). Corn prices averaged a whopping
$6.71 per bushel in January, nearly double their mid-2010 levels, and surging commodity prices are driving a robust
outlook for net farm income in the near-term. This sets the stage for a strong 2011 center pivot selling season, and
this was confirmed by our recent attendance at the 2011 AgConnect Expo (for details, see our report dated January
10). Still, stocks of major center pivot players such as Neutral-rated Lindsay Corporation (LNN) and Valmont
Industries (VMI) are already discounting the good news, in our view.

• Construction: The wild card; money to be made for contrarians? (WTS the play). Similar to the municipal
channel, construction markets are currently characterized by groupthink - with the conventional wisdom being that
these markets will take years to rebound. Still, forward looking data points (such as January 54.2 ABI reading)
suggest a positive inflection point lies in the offing for the non-residential market. On the residential side, a growing
economy and declining unemployment could lead to an improved outlook by year-end. For investors looking to
make a contrarian bet on a construction market recovery, BUY-rated Watts Water is a compelling choice.
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U.S. State & Local Tax Receipts ($000s)

Source: United States Census Bureau

State & Local tax receipts continue their upward 

march, with 3Q-2010 marking the fourth consecutive 

year/year increase.  As government revenues expand 

with an improving economy, we believe that alarmist 

predictions of municipal collapse will fail to pan out.

IMPACT: BMI, INSU, MWA, TTEK, PUR-V (NR)

LATEST: 3Q-2010: +5.2% year/year
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Predictably, muni issuance declined in Jan. after a frenzied 

finish to 2010.  Muni issuance is a gauge of municipalities' 

access to capital - and with Fitch/S&P recently indicating 

stability for water-related issues, the outlook is solid.
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Municipal Water & Wastewater Pricing (Year/Year Rate of Change)

Water/ WW price inflation accelerated to 7% in December 

2010.  Although more tough comps are on the way in 2011, 

Water/WW prices  continue to outpace overall inflation 

and we believe the likelihood of price declines is low.

Source: United States Federal Reserve

IMPACT: ERII, GRC, INSU, MWA, WATER UTILITIES

LATEST: Dec: +6.7% year/year
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Copper Pricing  (US$/lb.)

Copper prices surged to new records in January, creating the risk of margin 

pressure for maker of water infrastructure products in 2011.  On the flip 

side, mineral driller Layne Christensen (LAYN-BUY) should benefit from the 

higher level of exploratory activity spawned by higher prices.

Source: Bloomberg

IMPACT: BMI (Input Cost), WTS (Input Cost), LAYN

LATEST: Jan: $4.40/lb; +5% sequentially, +39% y/y
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U.S. Housing Starts (000s)

Housing continues to bounce along the bottom, a head-

wind for makers of water infrastructure products for 

residential applications.  Still, GDP growth and gradually 

declining unemployment will likely chip away at the 

negative groupthink on housing as 2011 unfolds.

Source: United States Census Bureau

IMPACT: MWA, WTS

LATEST: Dec: 529,000; -4% Sequentially, -7% y/y

 

 

0

500

1,000

1,500

2,000

2,500

D
e

c-
0

1

M
a

y
-0

2

O
ct

-0
2

M
a

r-
0

3

A
u

g
-0

3

Ja
n

-0
4

Ju
n

-0
4

N
o

v
-0

4

A
p

r-
0

5

S
e

p
-0

5

F
e

b
-0

6

Ju
l-

0
6

D
e

c-
0

6

M
a

y
-0

7

O
ct

-0
7

M
a

r-
0

8

A
u

g
-0

8

Ja
n

-0
9

Ju
n

-0
9

N
o

v
-0

9

A
p

r-
1

0

S
e

p
-1

0

U.S. Residential Building Permits (000s)

Building permits ticked upwards by 17% in 

December, tempering the negative near-term 

outlook for the housing market somewhat.

Source: United States Census Bureau

IMPACT: MWA, WTS

LATEST: Dec: 635,000; 17% Sequentially, -7% y/y
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Leading Index of Remodeling Activity
(Four-quarter moving rate of change)

Source: Harvard University Joint Center for Housing Studies

An pick-up in remodeling activity has 

provided a timely offset to continued 

weakness in new housing starts in recent 

quarters, and Harvard's authoritative forecast 

of the remodeling market suggests that this 

will likely remain the case into 2011.

IMPACT: MWA, WTS, MAS (NR)

LATEST: 3Q2011 Remod. Market Projection: +7%
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Architectural Billings Index (ABI)

The ABI pushed higher above the key '50' threshold again in December, hitting it's 

highest level (54.2) since 2007.  We continue to believe that the next inflection point in 

this key water infrastructure end-market will be to the upside.

Source: The American Institute of Architects (AIA)

Expansion  ↑

Contraction ↓

IMPACT: GRC, MWA, WTS, TTEK

LATEST: Dec: 54.2 vs. 52 in Nov, 45.4 year ago
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U.S. Industrial Production (Indexed to 2007)

Improving Industrial Production is a significant positive development for companies 

providing water-related products/services for industrial applications.  Boasting a #1 

market position and a stable, recurring revenue driven business model, BUY-rated 

Nalco Holding (NLC) is our preferred play on the industrial water market.

Source: United States Census Bureau

IMPACT: BMI, CCC, GRC, MWA, NLC, WTS

LATEST: Dec: 94.9, +1% sequentially, +6% year/year
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ISM New Orders Index

As the ISM neared 50 in September, some 

feared a "double-dip" recession, but recent 

upward index readings confirm the 

economic expansion is gaining strength.

Expansion  ↑

Contraction ↓

IMPACT: BMI, CCC, GRC, MWA, NLC, WTS

LATEST: Dec: 60.9 vs. 56.6 in Nov, 64.8 year ago
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Although notoriously volatile, net farm income has been 

notably strong in recent years and should approach prior 

peak levels in 2010.  Coupled with strong commodity prices, 

this bodes well for makers of irrigation equipment in 2011.

IMPACT: LNN, VMI

LATEST: 2010E: $82B vs. $86B in 2008 (Peak)
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Average Spot Corn Price ($/bushel)

Source: Bloomberg

Agricultural commodity prices spiked in late 2010, 

benefiting from poor harvests, unfavorable weather, 

and a weak dollar.  Higher commodity prices make 

yield-enhancing center pivot systems more attractive.

IMPACT: LNN, VMI

LATEST: Jan: $6.71/bsl vs. $6.38/bsl in Dec.
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research report.

Janney Montgomery Scott LLC ("JMS") Equity Research Disclosure Legend
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Definition of Ratings
BUY: Janney expects that the subject company will appreciate in value. Additionally, we expect that the subject company will
outperform comparable companies within its sector.

NEUTRAL: Janney believes that the subject company is fairly valued and will perform in line with comparable companies
within its sector. Investors may add to current positions on short-term weakness and sell on strength as the valuations or
fundamentals become more or less attractive.

SELL: Janney expects that the subject company will likely decline in value and will underperform comparable companies
within its sector.

Janney Montgomery Scott Ratings Distribution as of 12/31/2010
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Other Disclosures
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be based on the investor's investment objectives and risk tolerance and should not rely solely on the rating. Investors should read
carefully the entire research report, which provides a more complete discussion of the analyst's views.
This research report is provided for informational purposes only and shall in no event be construed as an offer to sell or a
solicitation of an offer to buy any securities. The information described herein is taken from sources which we believe to be
reliable, but the accuracy and completeness of such information is not guaranteed by us. The opinions expressed herein may be
given only such weight as opinions warrant. This Firm, its officers, directors, employees, or members of their families may have
positions in the securities mentioned and may make purchases or sales of such securities from time to time in the open market or
otherwise and may sell to or buy from customers such securities on a principal basis.Supporting information related to the
recommendation, if any, made in the research report is available upon request.
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