
Water Pricing Continues to Far Outpace CPI, Clearing Way for
Rate Case Success.

Janney Water Meter - March 2011

INVESTMENT CONCLUSION:

Water prices gained 8% in 2010, far above the overall rate of inflation - which ran at 1.6% (and just 1.0%
ex-food/energy) - according to Federal Reserve CPI data. Despite the fact that year-ago data now presents challenging
comps, water prices continued to increase at pace far exceeding broad inflationary measures in January 2011, up 6.2%
versus a continued +1.6% overall / +1.0% core CPI. While this data largely reflects water pricing trends for municipal
water utilities, it also offers important confirmation for our positive stance on investor-owned water utilities. By exposing
unsustainably low "below-cost" pricing structures at many municipal water utilities, robust increases in municipal water
prices undermine a stand-by ratepayer advocate argument against IOU rate increases and create a backdrop against which
regulated utilities can achieve successful rate case outcomes). This is particularly important for BUY-rated American
Water (AWK), which is relying on an aggressive rate case program to pull itself out of its current "under-earning" status
and to deliver on its earnings growth targets. Overall, we believe that a notable silver-lining of the ongoing crunch in
municipal budgets is that it is accelerating long overdue progress toward "full-cost pricing" of water and wastewater
services, which benefits both investor-owned water utilities and makers of water-related equipment/technology.

KEY POINTS:

• Water utilities: Water pricing continues to outpace broad inflation measures in January. Water pricing
increased 6.2% in January, impressive given that pricing is now lapping difficult comps (prices increased 8% in
2010). Continued strength in municipal water pricing creates a favorable backdrop for investor-owned water utilities
and reinforces our positive thesis for BUY-rated American Water (AWK) in particular as rate catch-up remains a
core aspect of the investment thesis.

• Ag/Irrigation: Commodities remain elevated, setting stage for strong 2011 selling season. Despite a recent
pullback from particularly lofty levels in recent weeks, key agricultural commodity prices (most notably corn)
remain elevated by any historical measure, and with droughts among the key factors impacting supply, 2011 is
shaping up as a strong year for center pivot sales. Still, we believe shares of Lindsay Corporation (LNN) and
Valmont Industries (VMI) both Neutral-rated, are already discounting stellar 2011 results.

• Industrial: Key industrial demand indicators continue to give off favorable cyclical signs. As the economy
continues to gradually work its way out of the deep 2008-2009 recession, demand indicators for companies serving
the industrial water market continue to trend favorably. As a result, we expect continued positive top-line comps
throughout 2011 for companies leveraged to this key vertical, including BUY-rated Nalco Holding (NLC).

• Construction: Mixed, but remodeling strong, commercial upturn inching closer. The outlook for construction
markets remains decidedly mixed, with remodeling already showing solid growth, commercial still weak but
showing early signs of life, and residential flat on its back. Still, with sentiment around the construction markets
bearish, we believe some construction-related stocks look compelling, including BUY-rated Watts Water (WTS).

• Municipal: Rumors of muni water utilities' financial death remain greatly exaggerated. In the current
environment of weak state/local finances, conventional wisdom holds that makers of water-related infrastructure
products will experience a sharp downward trajectory in demand in 2011. In our view, the prevalence of water
enterprise account financial structures, improving local tax receipts, rising water prices, and the non-discretionary
nature of water infrastructure will drive surprisingly resilient demand in the municipal channel in 2011.
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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.  Preliminary data 

for 4Q-2010 indicates a 6.9 percent growth  in tax 

receipts, reinforcing our view that state and 

municipal governments continue to recover.

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

LATEST: 3Q-2010: +5.2% year/year
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Source: Bloomberg

While muni issuance rose slightly in Feb,  2011 results 

have trailed behind 2010 issuance thus far this year.  

Muni issuance is a gauge of municipalities' access to 

capital - and both Fitch and S&P recently affirmed 

their stable outlooks for municipal credit generally.

IMPACT: AMN, BMI, MWA, NWPX (NR)

LATEST: 2011: $27.7B vs. $43.5B 5-year avg 
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Municipal Water & Wastewater Pricing (Year/Year Rate of Change)

Water prices increased 6.2% in January despite a 

tough comp, and although more tough comps are 

on the way throughout the year, water pricing 

will likely continue to outpace overall inflation.

Source: United States Federal Reserve

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

LATEST: 393.3 Jan: +6.2% y/y
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Copper Pricing  (US$/lb.)

Copper prices continued their rise in February, creating the risk of margin 

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

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

higher level of exploratory drilling activity spawned by higher prices.

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

LATEST: Feb: $4.52/lb; +3% sequentially, +39% y/y
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U.S. Housing Starts (000s)

As housing continues to bounce along the bottom, makers 

of water-related infrastructure products for residential 

applications face a significant headwind.  Still, GDP growth 

and gradually declining unemployment will likely temper 

the negative groupthink on housing as 2011 unfolds.

IMPACT: MWA, WTS

LATEST: Jan: 596,000; +12.7% Sequentially, -2.6% y/y
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U.S. Residential Building Permits (000s)

Building permits declined 10% in January, the 

latest in a string of bad data on the housing front.  
Overall, a recovery in this key water infrastructure 

demand channel likely remains a ways off.

Source: United States Census Bureau

IMPACT: MWA, WTS

LATEST: Jan: 562,000; -10% Sequentially, -11% 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 returned to 50 even in January, after a high of 53.9 in December.  Despite 

near-term volatility, the trend clearly remains higher in the ABI, and we believe 

that a positive inflection point in commercial construction is on the horizon.

Source: The American Institute of Architects (AIA)

Expansion  ↑

Contraction ↓

IMPACT: GRC, MWA, WTS, TTEK

LATEST: Jan: 50.0 vs. 53.9 in Dec, 42.5 year ago

 

- 5 -



 

 

84

86

88

90

92

94

96

98

100

102
M

a
r-

0
8

M
a

y
-0

8

Ju
l-

0
8

S
e

p
-0

8

N
o

v
-0

8

Ja
n

-0
9

M
a

r-
0

9

M
a

y
-0

9

Ju
l-

0
9

S
e

p
-0

9

N
o

v
-0

9

Ja
n

-1
0

M
a

r-
1

0

M
a

y
-1

0

Ju
l-

1
0

S
e

p
-1

0

N
o

v
-1

0

Ja
n

-1
1

U.S. Industrial Production (Indexed to 2007)

Sustained level of Industrial Production is a 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: Jan: 95.1, flat sequentially, +5% y/y
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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: Jan: 67.8 vs. 60.9 in Dec, 65.9 year ago
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Source: USDA

Although notoriously volatile, net farm income has been notably 

strong in recent years and in 2011 could very well surpass prior 

peak levels.  Coupled with elevated ag commodity prices, this 

bodes well for makers of center pivot irrigation systems in 2011.

IMPACT: LNN, VMI

LATEST: 2011E: $95B vs. $86B in 2008 (Peak)
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Average Spot Corn Price ($/bushel)

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: Feb: $6.90/bsl vs. $6.35/bsl in Jan.
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research report.

Janney Montgomery Scott LLC ("JMS") Equity Research Disclosure Legend
Individual disclosures for the companies mentioned in this report can be obtained by calling or writing Janney Montgomery
Scott LLC as provided on the first page of this report.Disclosure Site

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

IB Serv./Past 12 Mos.
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Other Disclosures
Investment opinions are based on each stock's 6-12 month return potential. Our ratings are not based on formal price targets,
however our analysts will discuss fair value and/or target price ranges in research reports. Decisions to buy or sell a stock should
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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