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Fighting a Revenue Problem with
More Cost

UPS (like FDX) is compelled to make incremental investments
in its network to keep up with volumes and yet lacks the
pricing power to get adequate returns for those investments,
in our view. With secular competitive threats on the horizon,
we see multiple sources of earnings pressure.

Despite a robust peak season, UPS reported a large miss in 4Q as weaker

revenue mix pressured yields and margins. UPS’s reported 4Q adjusted EPS of

$1.63 vs. MSe $1.67 (cons. $1.69) and $1.57 LY. Consolidated revenues increased

5.5% YoY to $16.9 bn, falling right between MSe of $16.8 bn and cons. $17.0 bn.

Although total volumes beat MSe by 2.4%, driven by Domestic packages, the

robust volumes were mostly offset by weaker RPU (Domestic -1% and

International -0.5% vs. MSe). Consolidated op. income of $2.22 bn (margin 13.1%)

missed MSe $2.34 bn (margin 14.0%) and cons. $2.38 bn (margin 14.0%). Most

notably Domestic op. margin was 12.3% vs. MSe 13.5%, primarily attributed to an

unfavorable mix of residential delivery and Surepost growth, which more than

offset gains from ORION and hub modernization. B2B volumes were also

negative in the quarter as B2C reached 55% of Domestic volumes, the biggest

shift from (high margin) B2B to (low margin) B2C that mgmt has seen in 10 years.

International margins of 21.2% beat MSe 20.6%, while Supply Chain & Freight

margins disappointed at 6.7% vs. MSe 7.5%. Looking ahead, mgmt noted that FX

headwinds would be a $400 mm (vs. $300 mm before) or ~300 bps margin

headwind to the International segment and an overall $0.30 EPS headwind.

Furthermore, Domestic margins would only be “up slightly” y/y, while Freight

margins would be “down slightly” y/y. As such, mgmt issued 2017 EPS guidance of

$5.80-6.10 ($5.95 midpoint vs. MSe $5.94 and cons. $6.16 at the time of the

earnings release). Mgmt expects capex of ~$4B in 2017, up ~25% y/y.

Cost headwinds now, revenue headwind later? With UPS having to catch up with

FDX on hub modernization (which management said was about half-way

complete) and acquire new planes (as announced in 3Q16), capex could remain

elevated for some time (above 5% of revenue for a few years) even as margins

remain depressed. Mgmt believes that this is the price to pay for future growth.

The problem, in our view, is that there is no guarantee that they will be paid for

the investments they are making. The bull case around UPS has been that they

can improve the returns in the eCommerce business by increasing B2C delivery

density and price as the volume growth picks up. However, this has not
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happened thus far – we note that UPS’s B2C volumes increased 86% from 2006-

2016 while domestic revenue per unit ex-fuel increased only 8% and Domestic

margins have compressed over the same time frame. This raises the question of

whether the mix drag from eCommerce is because of lower delivery density or

lower price. If price is the drag, we believe this is unlikely to change going

forward unless online shoppers become more amenable to paying for shipping,

something that they have gotten accustomed to getting for (nearly) free in the

past few years. The real bear case may be what happens if the anticipated

volumes do not come as a result of insourcing initiatives at giants like AMZN /

WMT and the omnichannel shift accelerating at other eCommerce retailers. In

fact, we have seen signs that the giants may be ramping up insourcing faster than

anticipated, even as several brick-and-mortar retailers struggle for eCommerce

traction (which is not a positive for UPS being overexposed to non-AMZN

eCommerce).

We expect to get more detail at the Feb 21 analyst day. We will be looking for

UPS to show us a path to improving pricing and staying competitive vs. the twin

threats of insourcing and omnichannel shift. We note, however, that UPS will

only update its existing 2019 guidance at the event and not give us targets

beyond that range, which may limit our long-term visibility. Given the 2016

results and 2017 guidance, we think UPS will almost certainly have to cut their

2016-19 targets from 5-7% revenue growth, 8-11% op. income growth and 9-13%

EPS growth (we are currently at 3.5%, 2.7% and 5% avg. annual growth rates with

cons. at 6%, 7%, and 9%, respectively). We remain Cautious on the legacy Parcels

and UPS in particular given our secular concerns around competition. Investor

sentiment, however, remains positive, with the stock trading at 18.4x, 1.2x above

historical valuation and 2.6x above FDX vs. historical gap of 2.3x,. Even investors

who see the threat of competition believe that UPS has a 2-3 year window of

opportunity to capitalize on eCommerce growth before the pressure intensifies.

However, if UPS trims its 2019 targets on cost inflation and significantly higher

capex, there may not be much of a window even if the competitive forces take

that long to ramp up (we do not think they will).

Updating FY17 EPS estimate below the midpoint of guidance and lowering PT.

We are taking down our FY17/18 EPS estimates for UPS to $5.90 and $6.20 from

$5.94 and $6.25, respectively. The main discrepancy between our model and

mgmt’s guidance is our assumption for total revenue to grow 4% y/y in 2017 vs.

guidance of 5-7%; specifically, we are modeling Domestic revenues +4% y/y vs.

guidance of 5-7% given our view that pricing pressures will continue as a result of

mix headwinds, despite inline volumes vs. guidance. Along with the impact of

higher capex over the next few years, our PT goes to $85 from $87.
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MS EPS Variance

Exhibit 1: MS EPS Variance: UPS 4Q16 Tax-Adj. EPS of $1.58 vs. MSe of $1.67 and IBES Cons. of
$1.69

($mm, except per share data) 4Q16A 4Q16E % Var
Impact on

EPS
IBES Cons.

Ests. % Var
Impact on

EPS 4Q15A YoY%A YoY%e
US Domestic Package $10,913 $10,753 1.5% $0.12 $10,265 6.3% 4.7%
International Package $3,335 $3,350 -0.4% -$0.01 $3,175 5.0% 5.5%
Supply Chain & Freight $2,683 $2,665 0.7% $0.01 $2,614 2.6% 2.0%

Total Op Rev $16,931 $16,768 1.0% $0.12 $17,008 -0.5% -$0.06 $16,054 5.5% 4.4%
Adj. Compensation & Benefits $8,671 $8,857 -2.1% $0.14 $8,386 3.4% 5.6%
Fuel Expense $638 $613 4.1% -$0.02 $582 9.6% 5.3%

Adj. Total Op Exp $14,708 $14,426 2.0% -$0.21 $14,630 0.5% -$0.06 $13,885 5.9% 3.9%
Adj. Operating Income $2,223 $2,342 -5.1% -$0.09 $2,378 -6.5% -$0.12 $2,169 2.5% 8.0%
Adj. Total Op Margin 13.1% 14.0% 14.0% 13.5%

US Domestic Package Op Income $1,338 $1,452 -7.8% -$0.09 $1,346 -0.6% 7.8%
US Domestic Package Op Marg 12.3% 13.5% -1.2 13.1% -0.9 0.4

International Package Op Income $706 $690 2.3% $0.01 $624 13.1% 10.6%
International Package Op Marg 21.2% 20.6% 0.6 19.7% 1.5 0.9

Supply Chain & Freight Op Income $179 $200 -10.5% -$0.02 $199 -10.1% 0.5%
Supply Chain & Freight Op Marg 6.7% 7.5% -0.8 7.6% -0.9 -0.1

Operating Margin 13.1% 14.0% -0.8 14.0% -0.9 13.5% -0.4 0.5
Net Interest Income (Expense) -$88 -$87 -1.1% $0.00 -$87 1.7% $0.00 -$82 7.3% 6.1%
Adj. Income Before Income Taxes $2,135 $2,255 -5.3% -$0.09 $2,291 -6.8% -$0.12 $2,087 2.3% 8.0%

Adj. Income Taxes $701 $788 -11.1% $0.05 $804 -12.9% $0.06 $677 3.5% 16.5%
Tax Rate % 32.8% 35.0% -2.1 35.1% -2.3 32.4% 0.4 2.5

Adj. Net Income $1,434 $1,466 -2.2% -$0.04 $1,487 -3.6% -$0.06 $1,410 1.7% 4.0%
Adj. Diluted Earnings per Share $1.63 $1.67 -2.5% -$0.04 $1.69 -3.7% -$0.06 $1.57 3.7% 6.3%
Diluted Shares Out. 881 879 0.3% $0.00 880 0.1% $0.00 898 -1.9% -2.2%

MS Calculations
Tax Normalization Impact -$0.05
EPS Adj. for Normalized Taxes $1.58

Segment Details 4Q16A 4Q16E % Var 4Q15A YoY%A YoY%e
Consolidated Volume 1,433 1,399 2.4% 1,338 7.1% 4.6%
Operating Weekdays 63 63 0.0% 62 1.6% 1.6%

Revenue
US Domestic Package $10,913 $10,753 1.5% $10,265 6.3% 4.7%
International Package $3,335 $3,350 -0.4% $3,175 5.0% 5.5%
Consolidated $14,248 $14,102 1.0% $13,440 6.0% 4.9%

Average Daily Volume
US Domestic Package 19,551 19,019 2.8% 18,614 5.0% 2.2%
International Package 3,193 3,190 0.1% 2,975 7.3% 7.2%
Consolidated 22,744 22,209 2.4% 21,589 5.3% 2.9%

Revenue Per Unit
US Domestic Package $8.9 $9.0 -1.3% $8.9 -0.4% 0.9%
International Package $16.6 $16.7 -0.5% $17.2 -3.7% -3.2%
Consolidated $9.9 $10.1 -1.3% $10.0 -1.0% 0.4%

2017 Adj. EPS Guidance Guidance 2017 MSe Cons. % MS Var 2016A YoY% Guid YoY%MSe
Diluted Earnings per Share $5.95 $5.94 $6.16 0.1% $5.75 3.5% 3.4%
Diluted EPS Range $5.80-$6.10

MS Calculations Formulas
Tax Normalization Impact = (Income Taxes - (Pretax Income * Tax Rate %)) / Diluted Shares Out.

UPS Variance Analysis

Source: Thomson Reuters, Morgan Stanley Research, Company Data
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Investment Thesis
We are Underweight UPS. We see

competitive secular threats to the Parcel
business from the potential in-sourcing of
delivery at the eCommerce giants on the one
side and the potential crowdsourcing of last-
mile deliveries by new startups on the other.
Together, these trends could erode returns in
the B2C space, which has been a huge driver
of growth for the legacy parcels in recent
years. Despite its strong operating metrics,
UPS could be more at risk of disruption given
its larger B2C business, fewer self-help
initiatives than FDX and more expensive
valuation.

Investment Positives
A strong balance sheet with leading ROIC

and FCF

Industry leading position and strong
operating quality has driven industry-leading
margins

Risks to our Price Target
Most exposed to potentially growing

competition in the Parcel space

Exposed to macro risk, especially in the
Ground business

Unionized workforce raises risk of potential
strike and disruption to business

Valuation higher than FDX

 
Risk Reward

United Parcel Service (UPS, Underweight, PT $85)United Parcel Service (UPS, Underweight, PT $85)

$85.00 (-22%)

$109.13

$69.00 (-37%)

$138.00 (+26%)
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Exhibit 2: Bull, Base and Bear Case

YE2017 YE2018

YE2017 YE2018

YE2017 YE2018

Strong demand, productivity and yield management produce
outsized margin expansion. Top-line tailwind from faster B2C

growth more than offsets earnings headwinds from lower network
density. Buybacks are highly accretive and eCommerce threat

fails to materialize supporting higher P/E multiple. Potential
policy changes accelerate topline growth and decrease the tax

rate to ~25%.

Base Case

16.5

13.7

Bull Case

Bear Case

We expect mid-single digit top-line growth at UPS in 2017/2018.
Ecommerce will continue to drive decent B2C volume growth in

the near-term; however, residential delivery will still be a mix
headwind for UPS. In the long run, we see competitive secular

threats to the Parcel business. We expect limited margin
exansion opportunities given fewer self-help initiatives vs. FDX.

Fwd P / E
Multiple

Fwd P / E
Multiple Valuation Level $138EPS Estimate

EPS Estimate

EPS Estimate

$85Valuation Level

EBITDA Margin % 15.4%

$7.56

$5.43

Revenue Growth

$8.38

$5.90 $6.20

13.0% 12.9%

4.1% 3.5%

Global slowdown and higher fuel halt volume recovery limiting
pace of pricing. Lower density, faster B2C growth, and limited

operating leverage weigh on margins. Lackluster growth strategy
and looming eCommerce threats results in P/E multiple derating.

Fwd P / E
Multiple 12.0 Valuation Level $69$5.71

Operating Margin %

12.2%Operating Margin % 12.2%

15.9%

EBITDA Margin % 16.8% 16.9%

Revenue Growth 2.7% 2.9%

Operating Margin % 13.8% 13.8%

Revenue Growth 8.6% 8.4%

EBITDA Margin % 18.2% 19.0%

Valuation Discussion
We use a 10-year DCF assuming 7.2% WACC and terminal cash flow perpetual growth rate of 2.0%, (implying an exit
EBITDA multiple of 8.0x). Our DCF valuation implies January 2018e TMF PE of 13.7x, which is below historical
average given competitive secular threats.

Source: Morgan Stanley Research Estimates
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INDUSTRY COVERAGE: Freight Transportation

COMPANY (TICKER) RATING (AS OF) PRICE* (01/31/2017)

Ravi Shanker
ArcBest Corp (ARCB.O) E (10/06/2011) $31.60
C.H. Robinson Worldwide Inc. (CHRW.O) U (06/09/2013) $76.06
Canadian National Railway Co. (CNR.TO) O (02/23/2016) C$90.44
Canadian Pacific Railway Ltd. (CP.TO) O (06/03/2016) C$196.81
CSX Corporation (CSX.O) E (01/19/2017) $46.39
Echo Global Logistics Inc (ECHO.O) O (07/16/2012) $23.75
Expeditors International of Washington I (EXPD.O) E (02/25/2015) $52.08
FedEx Corporation (FDX.N) E (06/20/2013) $189.11
Genesee & Wyoming Inc. (GWR.N) E (02/23/2016) $75.36
Heartland Express Inc. (HTLD.O) U (05/06/2011) $20.60
Hub Group Inc (HUBG.O) E (07/16/2012) $44.35
J.B. Hunt Transport Services Inc. (JBHT.O) E (05/06/2011) $99.08
Kansas City Southern (KSU.N) E (02/23/2016) $85.91
Knight Transportation Inc. (KNX.N) O (02/23/2016) $33.40
Landstar System Inc (LSTR.O) U (02/23/2016) $84.60
Norfolk Southern Corp. (NSC.N) U (06/03/2016) $117.46
Old Dominion Freight Line Inc (ODFL.O) O (10/06/2011) $88.28
Saia, Inc. (SAIA.O) U (02/23/2016) $48.05
Swift Transportation (SWFT.N) O (02/23/2016) $22.83
Union Pacific Corp. (UNP.N) O (06/03/2016) $106.58
United Parcel Service (UPS.N) U (02/23/2016) $109.13
Werner Enterprises (WERN.O) O (02/23/2016) $28.10
XPO Logistics, Inc. (XPO.N) O (11/16/2015) $44.74

Stock Ratings are subject to change. Please see latest research for each company.
* Historical prices are not split adjusted.
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