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Industry Type (1/06/10):                                   Cyclical
Key Indices:                                                     S5TRAN
Recommendation:                                                  Hold

Top 5 Picks:                  CNI, MRTN, TNP, BNI, LSTR







Description and Summary:  
The transportation industry facilitates the movement of both passengers and freight. Though the airline industry is very visible to the average citizen, commercial (freight) transportation is actually a much larger business in terms of revenues. In fact, Standard & Poor’s estimates that aggregate revenues for the US commercial freight transportation market (comprised of the trucking, rail, air, water, and pipeline sectors) reached about $795 billion in 2008. This amounts to 5.6% of US gross domestic product (GDP) in 2008. By comparison, the US Department of Transportation (DOT) reported that the US airline industry generated only $173 billion in total revenues in 2007 (latest available). Within the commercial freight transportation market, trucking accounts for the overwhelming majority of revenues at roughly 83%.
International Competitive Structure: 
The landscape in most areas is characterized by a few big public companies and many private or smaller companies. For example, the American Trucking Association estimates that private carriers account for about 44% of the motor carriage market. In the trucking industry, large public companies include J.B. Hunt, Landstar, Werner, YRC, and Fed-Ex, and Con-way; in railroad, BNSF, Union Pacific, CSX, and Norfolk Southern; and in air, Fed-Ex and United Parcel Service (UPS). UPS is the largest transportation company overall in the United States with revenues of $51.5 billion in 2008.
Strengths:

1. An improving economy would boost volume. Economists have been increasingly optimistic about 2010, and the transportation industry is well positioned to benefit from such a recovery. As economic activity increases, more goods will need to be shipped, which means more revenue for firms in this industry. 

2. Profitability would also improve in an economic recovery. In good conditions, transportation companies should be able to raise their rates, which would add dramatically to the benefits of increased volume.

3. Stimulus spending is increasing stone and steel loadings. This is good news for the railroad industry in particular, and has likely been a key contributor in the recent rise in boxcar orders (a leading industry indicator).

Weaknesses:

1. The economic recession has stifled demand. This has led to lower freight levels, which means lower revenues for firms in this industry. Even though many economists are optimistic about 2010, many questions remain and optimism should still be cautious.
2. Lower freight levels mean less pricing power. As volume dropped off during the recession, the industry became increasingly competitive. This has been a significant challenge for firms because they lose not only volume, but also profitability.
3. Coal demand has declined significantly. Coal is the largest single freight category in the railroad industry, so this has been a tough blow recently. Lower industrial power usage and conservation efforts by budget-conscious households have been the major culprits.

4. Weather always causes uncertainty. Hurricanes, snow, and flooding disrupt short- and long-term processes through the destruction of distribution networks and inter-modal hubs. Weather also affects the ability to provide service in a timely fashion. 

Opportunities/Trends:

1. Companies that improve speed, service, flexibility, and area served will capture market share. The challenge is to operate most efficiently, incorporate new technology best, and lower the cost of services as a proportion of the value of goods delivered.
2. High-value freight looks most promising long term. This bodes well for the air cargo industry, which typically ships more expensive goods with more urgent time frames. However, railroad typically hauls bulk freight and may gradually lose market share as a result. Trucking is normally a blend of both.

Threats:

1. Trucking companies could struggle to find drivers. During economic recoveries, drivers tend to find more attractive occupations, causing a shortage of qualified drivers. Companies have faced this issue before, but it could be particularly challenging this time around.
2. Strict EPA engine emissions regulations could impose significant costs. For example, a new set of regulations for trucks go into effect in January 2010. Past regulations have sometimes hurt fuel efficiency and necessitated sizeable capital expenditures.
Key Valuation Ratios to Watch:
The transportation sector covers a diverse mixture of industries and the relevant ratios are diverse as well. For rail, watch ton-mileage and boxcar orders; for air, PPI; for trucking, S&P truck operating ratio; and for airlines, passenger revenues per passenger revenue mile.
Key Items to Watch:

Oil prices, general economic conditions, weather conditions, labor costs, and equipment costs are all significant to the health of the transportation industry.  Company margins can be destroyed by a spike in oil prices, a storm, or the failure to reach a labor agreement. Also watch weather conditions specific to economically significant areas.
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