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A Cutting Edge Opportunity

by FLEMING MEEKS

THE SUMMER AFTER I finished high school I worked as a drill press operator for the Boston Stove Co. in
Reading, Mass. It was a messy, mindless job, well suited for an 18-year-old with other things on his mind. If
you bought a Kenmore gas range in 1969, the broiler jets might have been drilled out by me.

Machine tools have come a long way since then. Today a wide
range of materials, from hardened steel and carbon fiber to
ceiling tiles and paper, are being cut by high-pressure waterjets,
which are far more precise and efficient than mechanical tools.
This is not a huge industry. Flow International (ticker: FLOW),
the largest player in the business, with around 60% of the
global market, brought in just $244 million in revenue in fiscal
2008, which ended in April. Flow’s earnings were $10.6 million,
or 28 cents a share, not including a one time gain of 30 cents.
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But Flow has several potential growth drivers, not least the
acquisition of the industry’s 3rd largest player, Omax, for $109
million in cash and stock. The deal, which was approved this | Price: $6.83
52-Week Range: $11.54 -

@ BigCharts.cor 2:35 PMW ET, 7/25/2008

month by the Federal Trade Commission, is expected to close in
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September. Pro forma revenue for the two companies will be | $9.05 .
around $330 million in fiscal *09. Nick Galluccio, who owns the | Market Value: $248 million
stock in the GAMCO Westwood Small Cap fund, thinks the FY 2008 Revenue:  $244 million
company could earn 45 cents this year, 5 cents above the FY 2008 Net $10.6 million

Income:
consensus estimate of 40 cents.

FY 2008 EPS: $0.28
The market, however, is less than keen on Flow. Orders from Est FY 2009 EPS: 0.40
some industrial customers have slowed, though sales of spare | Est FY 2009 P/E: 17
parts, which make up 28% of revenue, remain strong. In | Dividend Yield: NA
particular, investors worry about sales to the automotive Data as of 07/25/08
industry and a perceived weakness in aerospace. There is also Source: Thomson Reuters

concern over the integration of the two cross-town rival firms— = —
both Flow and Omax are based in Kent. Wash.

Flow’s shares, which traded as $13.83 last year, closed Friday at $6.83. Galluccio thinks they're worth $11 a
share, and he’s not the only person who thinks the stock is undervalued. Activist hedge fund investor Daniel
Loeb, of Third Point, owns 12.5% of the Flow’s shares and has been pressuring the company to boost the
stock price.



Flow’s waterjet machines produce highly pressurized streams of water—up to 87,000 pounds per square
inch—that are thinner than a human hair and move at three times the speed of sound. They are used in
traditional machine shops as well as for industrial cleaning—and even for cutting up poultry. One of the key
advantages over lasers and traditional cutting tools is that they produce no heat, which makes them ideal for
cutting carbon fiber, which is increasingly used in the aerospace industry. Heat from lasers and saws
weakens the structure of carbon fiber.

Flow sells equipment to Mitsubishi Heavy Industries to cut the wings of Boeing’s long-delayed 787, and last
month the company announced a contract with Airbus, worth $30 million over the next 18-to-24 months, to
build and install equipment for the A350 aircraft.

While industrial companies have been in the dumps lately, Flow, which gets roughly half of its revenue from
overseas, has been posting strong numbers, and the Omax deal and the new aerospace business should
continue to boost growth. Eventually the market will catch onto this cutting edge story, and when it does it
will drive the shares higher.

Top Ten Holders: Flow International (FLOW)

Insitution Holding Change % OS Filing Date
Third Point 4,710,000 -350,000 12.53 4/7/08
Lord, Abbett & Co. 3,659,208 -14,171 9,73  03/31/08
Independence Investments 2,502,782 -148,150 6.66  03/31/08
NorthPointe Capital 2,225,307 -204,037 5.92 03/31/08
Fidelity Management & Research 1,718,100 1,718,100 4.57 03/31/08
Royce & Associates 1,608,596 47,600 4,28 03/31/08
Peregrine Capital Management 1,308,200 -285,500 3.48 03/31/08
Delaware Investments 1,228,400 96,600 3.27 03/31/08
MFC Global Investment Management 1,197,945 -22,255 3.19  03/31/08
Granahan Investment Management 1,146,800 116,650 3.05 6/30/08
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