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BEFORE THE
SURFACE TRANSPORTATION BOARD

RAILROAD COST OF CAPITAL-2022 )  EP 558 (Sub-No. 26)

REPLY STATEMENT OF THE WESTERN COAL TRAFFIC LEAGUE

Pursuant to the notice that the Surface Transportation Board (“STB” or
“Board”) served in the above-captioned proceeding on February 7, 2023, the Western
Coal Traffic League (“WCTL”)! hereby replies to the opening statement that the
Association of American Railroads (“AAR” or “Railroads”) submitted on April 11, 2023.

L. INTRODUCTION AND SUMMARY

For present purposes, WCTL does not dispute the accuracy of the AAR’s
mathematical calculations in implementing its interpretation of the Board’s methodology.

Nonetheless, the Board’s methodology continues to yield an inaccurate and
substantially overstated cost of capital (“COC”) due to its miscalculation of the cost of
equity (“COE”) component. The COE error stems from flaws, especially in the Multi-
Stage Discounted Cash Flow (“MSDCF”) model, but also in the implementation of the

Capital Asset Pricing Model (“CAPM”). Even if the MSDCF were properly specified for

'WCTL is a voluntary association, whose regular membership consists entirely of
shippers of coal mined west of the Mississippi River that is transported by rail. WCTL
members currently ship and receive in excess of 90 million tons of coal by rail each year.
WCTL’s members are: Ameren Missouri, Arizona Electric Power Cooperative, Inc.,
Austin Energy (City of Austin, Texas), CLECO Corporation, CPS Energy, Entergy
Services, Inc., Evergy, Inc., Lower Colorado River Authority, MidAmerican Energy
Company, Minnesota Power, Nebraska Public Power District, and Western Fuels
Association, Inc.



the railroad industry (and it is not), its results would still be tainted by the use of improper
inputs, particularly earnings per share (“EPS”) growth rates that are distorted by stock
repurchases or buybacks and other defects. At least for 2022, the EPS data is so suspect
as to make the MSDCF unusable.

To measure the distortion caused by stock buybacks, WCTL obtained the
equity analyst reports for CSX, NS, and UP prepared by Credit Suisse referenced in the
Refinitiv data submitted by the AAR. The AAR workpapers reference other EPS
forecasts, but Refinitiv conceals their identity. In attempting to reconcile the Refinitiv
EPS growth figures to the Credit Suisse reports, WCTL discovered severe threshold
defects, even before considering buybacks.

The CSX and NS EPS growth forecasts utilize 2021 as the base or starting
point, whereas the UP report utilizes a 2022 base. That inconsistency alone should
preclude any reliance on the EPS inputs or the MSDCF. In addition, the Credit Suisse
EPS forecasts cover only nine quarters (4Q22, 1Q-4Q23, 1Q-4Q24), short of the three-
year minimum supposedly required for inclusion as a long-term forecast under the
MSDCF. Furthermore, data from 2022 is included in both the forecast and the baseline
cashflow data, amounting to a mismatch and a double count. Such threshold defects in
the underlying data in the only identified EPS reports should prohibit any reliance on the
MSDCF whatsoever. The underlying data simply lacks basic integrity.

Beyond that, review of the Credit Suisse reports confirms that buybacks
have an excessive impact on the EPS growth rates. As shown in Table 5, infra, buybacks

account for 37.4%, 45%, and 44.2% of the forecasted “long-term” EPS growth that



Credit Suisse projects for CSX, NS, and UP, respectively. Removing the impact of the
buybacks converts the 13.01%, 10%, and 10.73% EPS growth rates for the carriers to
earnings growth rates of 7.91%, 5.37%, and 5.84%, respectively. Buybacks overstate the
growth rates, overstated growth rates inflate the future cashflows, and inflated cashflows
result in an overstated COE. While only the Credit Suisse figures are available for
analysis, the same defect likely attaches to the other EPS forecasts that are unidentified,
and thus unreviewable. Use of the MSDCEF is not permissible under such circumstances.

The CAPM calculations remain biased by the use of a historical, 1926-
based market-risk premium (“MRP”) of 7.17%, as contrasted with the 6% and lower
MRPs recommended by respected firms such as Kroll and KPMG.

The resulting AAR values simply do not conform to current investor
expectations and fail common sense tests. In particular, the AAR posits a “hybrid” COE
of nearly 12% (11.99%) for an industry that has slightly less than average risk, as
reflected in the AAR’s beta of 0.9946. In contrast, long-term (ten-year) forecasts for the
total return on equities generally, which corresponds to the sum of the CAPM’s MRP and
the risk-free rate (or “RFR”), do not exceed 10%, and 8% is a more representative, and
even generous, upper bound. Using an 8% COE with the AAR’s capital structure and
cost of debt yields an overall COC of 7.32% (see Table 4, infra), indicating that the
AAR’s figure is overstated by some 45% (10.58%/7.32%=1.45).

The 7.32% COC value closely conforms to the values presented for the
three carriers in the composite sample presented by Morgan Stanley in December 2022,

as well as in earlier years. The 7.32% is also within the range of values used by railroad



investors themselves, specifically, for the valuation opinions that Morgan Stanley and
Bank of America prepared for, and that CP, CN, and KCS utilized in, CP’s acquisition of
KCS, as well as CN’s proposed acquisition of KCS, in 2021. The Board endorsed those
analyses in its CP/KCS Merger decision in FD 36500 served March 15, 2023, at 150.

In short, abundant evidence demonstrates that the AAR/STB cost of capital
values are substantially overstated for 2022, as they have been in previous years. For
2022, the COC should not exceed 7.32%.

WCTL is not deaf to the AAR/STB rejoinders that the COC methodology
can be considered only in a separate rulemaking proceeding, and not in an annual EP 558
determination. Several responses are in order. First, the problems with the Board’s
methodology manifest themselves differently depending on each year’s data, and errors
and distortions should be documented and described as they emerge. If the data is
defective, the MSDCF cannot be utilized. Second, the soundness of a theoretical
construct cannot be divorced from how it functions in practice and the data on which it
relies. The Board cannot adopt a methodology and then refuse to examine the inputs or
results for the methodology, especially when the Board is ostensibly estimating
something it cannot measure directly. Third, the Board can always commence a
rulemaking proceeding to review the methodology on its own initiative. To that end,
WCTL asks that these comments be construed as a petition for the STB to institute
rulemaking to the extent necessary to have its concerns considered and addressed. The
errors, especially in the MSDCEF inputs, likely extend to previous years. Earlier

calculations should be reviewed or, at the very least, be subject to reexamination,



especially to the extent they retain prospective significance for multi-year applications,
such as RSAM and long-term revenue adequacy.

I1. THE AAR’S COST OF EQUITY DEVIATES SUBSTANTIALLY FROM
RESPECTED BENCHMARKS

Railroads are said to compete with firms in other industries for investor
capital.? To that extent, an appropriate starting point for reviewing the railroad COE is to
consider the expected return that equities generally need to offer in order to attract or
retain investment.

The closest that the Board’s current methodology comes to ascertaining that
benchmark is the CAPM, where the AAR combines the 3.30% RFR (reflecting the yield
on 20-year U.S. Treasury bonds) with a 7.17% MRP to yield a standard return for
equities of 10.47%, which is then adjusted downwards slightly by the 0.9946 railroad
beta to yield a CAPM COPE of 10.43%. However, the Board employs a MRP that
reflects the arithmetic average of the historical S&P 500 equity returns relative to the
RFR since 1926, nearly a hundred years ago, rather than a MRP that seeks to measure

more current investor expectations.

2 In fact, the railroads in the composite sample have not needed to raise outside
equity capital in many years, and instead rely on revenues extracted from customers. The
railroads respond that those revenues are not “excess,” but needed to fund dividends,
buybacks, and capital expenditures, and suppressing their COE will cause funds needed
for operations to be diverted to non-railroad purposes. That outcome seems unlikely.
Most railroad rates are not regulated (the same reason that “circularity” is supposedly not
a concern). The extraordinary returns that the railroads continue to extract provide more
than ample incentive for the railroads not to kill their “golden goose.” For example, UP’s
return on equity in 2022 exceeded 52%. UP Annual Report for 2022 at 32,
https://www.up.com/cs/groups/public/@uprr/@investor/documents/investordocuments/p
df up 10k 02102023.pdf.



https://www.up.com/cs/groups/public/@uprr/@investor/documents/investordocuments/pdf_up_10k_02102023.pdf
https://www.up.com/cs/groups/public/@uprr/@investor/documents/investordocuments/pdf_up_10k_02102023.pdf

Expected equity returns, which form the opportunity cost of capital in the
market where railroads ostensibly compete for capital, are far lower. For example,
Vanguard forecasted, as of December 12, 2022, “U.S. equities to return 4.7%-6.7% over
the next 10 years.”? As of January 4, 2023, before year-end 2022 corporate results were
released, JP Morgan’s long-term (10-15-year) projected return for U.S. large cap equities
was significantly higher at 7.9%, but still far below the AAR’s posited 10.47%.*
Schwab’s report of the same date for 10-year projected returns (2023-2032) forecasted a
return for U.S. Large-Company Stocks of 6.1%, within Vanguard’s range.’

In addition, Kroll (successor to Morningstar, which acquired Ibbotson)
recommends a MRP of 6.0% as of the end of 2022.° When combined with the AAR’s
3.3% RFR, the resulting expected equity return is 9.27% (see Table 4, infra), 116 basis
points below the AAR CAPM value, and 272 basis points below the 11.99% hybrid COE

value proffered by the AAR.

3 See
https://advisors.vanguard.com/insights/article/2023economyandmarkets4thingstoknow.

4 See https://am.jpmorgan.com/content/dam/jpm-am-
aem/global/en/insights/portfolio-insights/Itcma/ltcma-full-report.pdf (p. 14). The
document is not dated, but selecting the “Description” tab under “Properties” shows
created and modified dates of January 2, 2023.

> See https://www.schwab.com/learn/story/schwabs-long-term-capital-market-
expectations.

6 See https://www.kroll.com/en/insights/publications/cost-of-capital. Kroll
recommends a 20-year RFR of the higher of a “normalized” 3.5% or spot yield.



https://advisors.vanguard.com/insights/article/2023economyandmarkets4thingstoknow
https://am.jpmorgan.com/content/dam/jpm-am-aem/global/en/insights/portfolio-insights/ltcma/ltcma-full-report.pdf
https://am.jpmorgan.com/content/dam/jpm-am-aem/global/en/insights/portfolio-insights/ltcma/ltcma-full-report.pdf
https://www.schwab.com/learn/story/schwabs-long-term-capital-market-expectations
https://www.schwab.com/learn/story/schwabs-long-term-capital-market-expectations
https://www.kroll.com/en/insights/publications/cost-of-capital

The AAR’s COE values are simply far out of line with current capital
market realities and expectations and confer an excessive return relative to that required
to attract or maintain investment.

III. THE AAR’S COST OF CAPITAL ALSO DEVIATES SUBSTANTIALLY
FROM BENCHMARKS FOR THE RAILROAD INDUSTRY

The AAR’s 10.58% COC value also falls far outside the range of available
COC benchmarks for the railroad industry itself.

In particular, Morgan Stanley continues to present weighted average cost of
capital (“WACC”) values for individual railroads. The most timely and relevant are
those from its 4022 Preview: In Limbo for Freight Transportation for North America,
dated January 11, 2023, before the railroads disclosed their results for 4Q22. Relevant
excerpts from the report are attached as Exhibit A. The following table presents the

figures and then applies the AAR’s weighting of the carriers by market capitalization:

Table 1
Morgan Stanley COC Values for Year-End 2022
Carrier MS COC | Weight Weighted

CSX 7.30% 26.11% 1.91%
NS 7.10% 22.87% 1.62%
upP 6.90% 51.03% 3.52%

100.00% 7.05%

The calculation is presented at WCTL’s e-workpaper at tab “Table 1.”7

7 The Morgan Stanley (and perhaps the Bank of America figures that are discussed
infra) may possibly incorporate reflect a tax shield for debt. If so, the effect is very
modest, as the shield is calculated as weight of debt (18.29%) times cost of debt (4.28%)
times tax rate (21%), which equals 0.1644%.



Notwithstanding the economic tumult of 2022, Morgan Stanley’s COC

values for the carriers for 2022 are similar to its corresponding values as of the end of

2021:8
Table 2
Morgan Stanley COC Values for Year-End 2021
Carrier | MS COC Weight Weighted
CSX 7.50% 25.84% 1.94%
NS 7.50% 23.13% 1.73%
UP 7.20% 51.03% 3.67%
100.00% 7.35%

The calculation is presented at WCTL’s e-workpaper at tab “Table 2.” The fact that
Morgan Stanley’s weighted average COC for 2022 (7.05%) is slightly lower than that for
2021 (7.35%) demonstrates that increases in inflation and interest rates during 2022 do
not compel a COC increase, especially to the extent that long-term investor expectations
have cooled.

The Morgan Stanley values are particularly informative in that Morgan
Stanley, along with Bank of America, addressed the costs of capital for KCS, CP, and CN
in conjunction with CP’s and CN’s pursuit of KCS in 2021, which culminated in CP’s
acquisition of KCS into a voting trust on December 14, 2021, followed by the Board’s
approval of the merger in a decision in FD 36500, CP/KCS Merger, served March 15,

2023. Morgan Stanley and Bank of America both provided fairness opinions that CP and

8 See 4021 Preview: The Show Goes On (For Now), Morgan Stanley Freight
Transportation/North America (Jan. 10, 2022), excerpts attached as Exhibit B. The
market capitalization percentages are those from the STB’s 2021 Cost of Capital
Decision in Table 14 at p. 19.



KCS included at Annexes B and C, respectively, in their November 3, 2021 proxy
statement for the voting trust acquisition.’

The proxy statement explained that Morgan Stanley also provided some
additional valuations finding a range of implied equity values for KCS. Morgan Stanley
discounted unlevered free cash flows and a range of terminal values by utilizing weighted
average costs of capital between 6.1% and 7.3% that was determined using a CAPM cost
of equity. The cash flows and terminal values were calculated:

by applying a discount rate range of 6.1% to 7.3%, which was

selected based on Morgan Stanley’s professional judgment

and experience, to reflect KCS’s estimated weighted average

cost of capital. Morgan Stanley used a discount rate range of

6.1% to 7.3% to reflect KCS’s estimated weighted average

cost of capital, which was calculated by multiplying the cost

of each capital source (debt and equity) by its relevant weight,

and then adding the products together to determine the value.

Cost of equity was calculated using the Capital Asset Pricing

Model (“CAPM”).

CP/KCS Proxy Statement at 75.

Morgan Stanley used a similar approach for CP, with a value range of 5.4%
to 6.7%. Id. at 81. Bank of America performed a similar valuation, identifying cost of
capital values of 6.0% to 7.5% for both KCS and CP. /d. at 91. In addition, the two

firms provided very similar analyses for CN’s proposed acquisition of KCS. For

example, the two firms provided fairness opinions dated May 21, 2021, that were

? See
https://www.sec.gov/Archives/edgar/data/54480/000119312521318604/d877235ddefm 14
a.htm. The fairness opinions are dated September 15, 2021.



https://www.sec.gov/Archives/edgar/data/54480/000119312521318604/d877235ddefm14a.htm
https://www.sec.gov/Archives/edgar/data/54480/000119312521318604/d877235ddefm14a.htm

included at Annexes B and C of CN’s June 22, 2021 filing.!* In their separate valuations,
Morgan Stanley used a cost of capital range of 6.4% to 7.6% for KCS and 5.5% to 6.6%
for CN, and Bank of America used a cost of capital range of 6.0% to 7.5% for KCS and
5.5% to 7.0% for CN. CN/KCS Proxy Statement at 60, 65, 75, and 77.

The Morgan Stanley and Bank of America values are especially telling in
that they were procured by and relied upon by the Class I railroads and presented to help
investors assess the merits of the proxy offers. Moreover, the Board itself endorsed the
two firms’ analyses in finding the compensation to be fair to KCS (and CP) shareholders
and approving the CP-KCS merger:

These financial analyses [including Morgan Stanley and Bank

of America] employed various valuation techniques... These

investment firms, which have substantial expertise... After

carefully reviewing the arguments and conclusions of these

investment firms, and with no argument in the record to the

contrary, the Board finds that the terms of the acquisition

agreement are fair to the shareholders of CP and KCS.

FD 36500, CP/KCS Merger (STB served March 15, 2023), at 150. In contrast, the
AAR’s 10.58% COC value enjoys no such apparent industry endorsement or
investor/real-world utilization. The Morgan Stanley and Bank of America values thus
confirm that the AAR’s posited COC value of 10.58% is substantially out of line and

vastly overstates the return that investors and Class I railroads themselves seek and

expect to invest in the railroad industry.

10 See
https://www.sec.gov/Archives/edgar/data/16868/000119312521196364/d107427d14.htm
#rom107427 120.
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IV. REASONABLE APPLICATION OF THE CAPM SUPPORTS THE
MORGAN STANLEY AND BANK OF AMERICA COC VALUES

The reasonableness of the Morgan Stanley and Bank of America COC
values is easily supported by standard application of the CAPM.

For example, use of the Kroll-recommended MRP of 6.0% (see n.6, supra,
and related text) in conjunction with the AAR’s RFR of 3.30%, together with the AAR’s

0.9946 beta, capital structure, and cost of debt results in an overall COC below 8.5%:

Table 3
Derivation of Cost of Capital for Industry Composite Sample
Using Kroll MRP and AAR RFR, Beta, Capital Structure, and Cost of Debt

CAPM Cost of Equity Industry Cost of Capital
Risk-Free Rate 3.30% [ Component Weight | Cost
Market-Risk Premium 6.00% | Debt 18.29% | 0.78%
Beta (Composite Sample) [ 0.9946 | Equity 81.71% | 7.57%
Cost of Equity 9.27% | Average COC 8.36%

The calculation is presented at WCTL’s e-workpaper at tab “Table 3.” By this
conservative approach, the AAR’s figure is overstated by nearly 27%
(10.58%/8.36%=1.266).

Furthermore, the implied valuation premise in Table 3 is that long-term
equity returns, as measured by the sum of the RFR and MRP, will approximate 9.3%. As
noted, respected forecasts are substantially lower, about 7.9% according to JP Morgan,
and lower still according to Vanguard and Schwab. Utilizing an 8% COE value,
excluding any beta adjustment, and including the AAR’s values for the capital structure

and cost of debt, yields a railroad overall COC of 7.32%:

11



Table 4
Weighted Average Cost of Capital Using 8%
COE with AAR’s Capital Structure and Cost of Debt

Weight | Value | Weighted Value
Debt 18.29% | 4.28% 0.78%
Equity 81.71% | 8.00% 6.54%
Overall COC 7.32%

The calculation is presented at WCTL’s e-workpaper at tab “Table 4.”

The 7.32% value is at the upper end of the Morgan Stanley range for the
KCS acquisition (2021 valuation), above the Bank of America range for the KCS
acquisition (again, a 2021 valuation), in line with the Morgan Stanley composite sample
valuation for 2021 (Table 1, supra), and 27 basis points above the Morgan Stanley
valuation for the composite sample for 2022 (Table 2, supra). The 7.32% figure is thus
an appropriate benchmark or upper limit value.

V. THE AAR’S MSDCF CALCULATIONS RELY ON FLAWED DATA

The AAR’s higher values are driven in substantial part by the impact of the
MSDCF. WCTL has long been concerned about the impact of share reductions due to
buybacks on the EPS forecasts used in the MSDCF. The MSDCEF utilizes EPS
projections as a proxy for growth in cashflows, and the EPS reflects changes in shares as
well as earnings. The AAR obtains its EPS values from Refinitiv, not the actual
underlying analyst reports. AAR at 7; Verified Statement of AAR Witness John Gray
(“Gray VS”) at 42-43 and Appendix L.

In order to bring some transparency and to review what is “under the hood”
in the Refinitiv EPS projections presented by the AAR, WCTL sought to obtain the

actual analyst reports. A major obstacle is that the forecast providers have, with one

12



exception, denied Refinitiv permission to identify the forecaster. The AAR’s Appendix L
identifies four EPS growth estimates for CSX and three each for NS and UP, but the only
identified analyst is Ariel Rosa of Credit Suisse.!! WCTL was able to obtain, after some
effort and payment of a fee, the Credit Suisse reports for the three carriers.!> WCTL has
included the Credit Suisse reports for CSX, NS, and UP as Exhibits C, D, and E,
respectively.

Working from those reports, WCTL was able to replicate, or very closely
approximate, ' the EPS figures that the AAR attributes to Refinitiv utilizing the Credit
Suisse figures for earnings (termed “Adjusted Net Income”), shares, and EPS,!* as shown

in the following table:

' Three or four estimates per carrier is not a very robust sample. The paucity of
estimates suggests that investors attach little importance to them or do not consider them
to be reliable. In any event, Credit Suisse is the highest estimate in each instance.

12 While the fee was modest, the Board’s stated preference is that COC data inputs
should be available without charge. E.g., EP 558 (Sub-No. 10), Railroad Cost of
Capital—2006 (STB served Apr. 14, 2008), at 7. WCTL’s impression is that each
railroad routinely receives copies of analyst reports for that railroad.

13 Rounding and/or truncation may account for the minor difference with NS,
where the AAR showed a 9.96% growth rate not 10.00%. Credit Suisse also shows a
$14.10 EPS for UP in 2024, not $14.09.

14 The Credit Suisse reports also present annual percentage growth figures for EPS
growth, EBIT, and net profit.
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Impact of Forecasted Growth in Actual Earnings and

Table 5

Buybacks on Credit Suisse Forecasted EPS Growth Rates

2021 Total Buyback
Carrier | Metric Actual 2022 2023 2024 Growth CAGR impact
CSX Earnings $3,516 | $4,040 | $4,184 | $4,418 25.65% 7.91%
Shares 2255 | 2145 | 2,044 1,963 14.88% 4.73%
EPS $1.56 | $1.88| $2.05| $2.25 44.35% 13.01% | 37.43%
NS Earnings $3,005 | $3,187 | $3,307 | $3,516 17.00% 5.37%
Shares 248 236 226 218 13.76% 4.39%
EPS $12.12 | $13.50 | $14.63 | $16.13 33.11% 10.00% | 44.97%
UP Earnings 6,523 7,184 7,503 8,047 12.01% 5.84%
Shares 655 625 598 571 9.46% 4.62%
EPS $9.96 | $11.49 | $12.55 | $14.09 22.61% 10.73% | 44.19%
Notes:

1. Refinitiv growth values for CSX and NS use a 2021 base, but a 2022 base for UP.

2. Some minor deviations from Credit Suisse and Refinitiv values apparently due to rounding.
3. Change in shares depicted as impact on EPS due to decreasing shares.

4. Buyback impact relative to earnings growth calculated on an arithmetic basis.

5. The calculation is shown in WCTL e-workpaper tab “Table 5.”

Preparation of Table 5 revealed several major data issues. The first, and
most serious, is that the CSX and NS EPS forecast values, as presented by the AAR,
utilize a 2021 base, but the UP forecast utilizes a 2022 base. The forecasts plainly should
be stated on the same basis, as using different bases introduces distortions. For example,
using a 2022 base for CSX reduces the 13.01% EPS growth rate to 9.4%.'> The 2022
base appears appropriate inasmuch as the first forecasted year in the MSDCEF is 2023.

Second, the forecasts are not really long-term. The forecasts were, as
required by the Board, prepared in the fourth quarter of 2022, when data from the first

three quarters of 2022 was already historical and incorporated in the historical or actual

15 CSX’s earnings for 2022/2021 are $2.25/$1.88, which equals 1.197, and the
square root (to obtain the two-year compound annual growth rate or CAGR) is 1.094,
corresponding to 9.4%. In contrast, Credit Suisse shows CSX’s earnings in 2022
increased 14.9% from 2021 alone ($4,040/$3,516=1.094).

14



analysis. The forecast then spans only nine quarters: the last quarter of 2022, the four
quarters of 2023, and the four quarters of 2024. A nine-quarter forecast is not a three-
year forecast, the supposed minimum for a long-term forecast under the MSDCF. EP 664
(Sub-No. 1), Use of a Multi-Stage Discounted Cash flow Model in Determining the
Railroad Industry’s Cost of Capital (STB NPR served Aug. 11, 2008), at 5. A nine-
quarter forecast covers less than half of the twenty quarters covered by the first stage, and
less than a quarter of the forty quarters covered by the first two stages combined. A
shorter forecast is less likely to prove accurate for the extended period for which it is
applied under the MSDCF, and more prone to overstate the impact of shorter-term
factors, particularly extraordinary growth.

Third, even assuming arguendo that 2022 is selected as the base for the
forecast, actual data from the fourth quarter of 2022 (the first quarter covered by the
forecast) is already incorporated elsewhere in the MSDCF. Specifically, historical, full-
year data for 2022 is used for determining the initial cash flow for both (a) the
“smoothing” and (b) the application of the smoothing factors to the 2022 earnings, as
depicted in Table No. 13 in the Gray VS at 40. There is thus a double count in that the
same data is considered in both the baseline data and the forecast. The problem is
exacerbated if the forecast relies on a 2021 base and includes growth for 2022.

These problems are severe in isolation, and even more problematic in
combination. The same problems may well extend to the unidentified forecasts, and

Refinitiv’s source anonymity precludes review. In short, what data there is lacks basic

15



integrity, and the other forecast data is not even available for inspection. A MSDCF that
relies on such flawed and unreviewable inputs should not be utilized.

VI. THE BOARD’S CAPM COE IS ALSO DEFECTIVE BECAUSE IT
RELIES ON EPS GROWTH RATES THAT ARE BIASED BY STOCK
BUYBACKS

As noted above, WCTL sought the Credit Suisse reports to ascertain the
extent to which the forecasted EPS growth rates rely not on growth in actual earnings (the
“E”), but instead on reductions in shares (the “S”) caused by buybacks. As demonstrated
below, the buybacks are a major contributor to the EPS growth projections in the Credit
Suisse forecasts and are likely to taint the other EPS forecasts as well.

The railroads engaged in substantial buybacks in 2022, as well as in prior
years. UP reduced its full-year average share count in 2022 by 5%, !¢ as did CSX,!” and
NS’s share repurchases amounted to 4.9%. '8

That magnitude of buybacks increases the importance of understanding
how buybacks alter the EPS calculation. For this purpose, assume that a hypothetical

firm earns $100 in both years 1 and 2, has 100 shares in year 1, and buys back 5 shares in

year 2. The 5% reduction in shares (5/100) causes the EPS to go from $1 per share in

16 UP 2022 Annual Report, supra, at 4.

17CSX 2002 Annual Report at 78 (2,141 million shares outstanding at the end of
2022, compared to 2,255 million shares outstanding at the end of 2021),
https://s2.q4cdn.com/859568992/files/doc_financials/2022/ar/2022-csx-annual-

report.pdf.

8 N'S Annual Report for 2022 at K72 (showing 235.6 million shares outstanding at
the end of 2022, compared to 248.1 million shares outstanding at the end of 2021),
http://www.nscorp.com/content/nscorp/en/investor-relations/financial-reports/annual-
reports/_jcr_content/mainpar/twocolparsys/rightcol/download/file.res/2022%20Annual%

20Report.pdf.
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year one ($100/100 shares) to $1.0526 per share in year two ($100/95 shares), an increase
of 5.26%, despite no change in total earnings. For this reason, Table 5, supra, depicts the
impact of buybacks on EPS (the equivalent of the 5.26%), not the reduction in shares (the
5%).

WCTL prepared Table 5 to isolate the respective roles of earnings and
buybacks in the EPS growth depicted in the Credit Suisse forecasts (or the AAR/Refinitiv
presentation thereof). Table 5 shows how buybacks account for: (a) 37.43% of CSX’s
13.01% EPS growth, (b) 44.97% of NS’s 9.96% EPS growth, and (c) 44.19% of UP’s
10.73% EPS growth. Stated differently, the Credit Suisse EPS growth would, without the
buybacks, have been 7.91% for CSX, 5.37% for NS, and 5.84% for CSX, NS, and UP,
respectively. Using the 2022 base, the CSX forecasted growth rate in earnings is even
lower, 4.57%." The corrected growth rates are less than or near the Stage Three growth
rate of 5.68%, undermining the basis for the MSDCF’s assumption that terminal
cashflows should be redefined and suddenly surge upwards at the end of Stage Two.

A sell-side analyst logically focuses on EPS in providing guidance on

whether investors should buy, hold, or sell individual shares and at what price.?° In

19 CSX’s two-year compound annual growth rate is calculated square root of CSX
2022 earnings/2021 earnings (($4,418/$4010)%°=1.0457).

20 Likewise, analysts also logically consider a firm’s leverage. For example, the
Credit Suisse reports present debt and develop a “Net debt/equity (%).” The reports
include operating leases within debt, although confirmation requires additional data. For
example, the Credit Suisse report for UP on page 2 specifies $30,198 as “Net debt” as of
the end of 2021 (“12/21A”). UP presents its 2021 debt in its 2021 10-K,
https://www.up.com/cs/groups/public/@uprr/@investor/documents/investordocuments/p
df up_ 10k 02042022.pdf, in its balance sheet at page 37 (““Consolidated Statements of
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contrast, the MSDCF centers on the relationship between cashflows and market
capitalization for the company as a whole, not individual shares. Use of EPS growth in
the presence of non-trivial buybacks causes systematic overstatement of those future
cashflows and the associated COE discount rate under the MSDCEF.

The AAR attempts to anticipate WCTL’s criticism (which WCTL has
presented previously), and offers a rebuttal. The AAR’s Mr. Gray claims that buybacks
serve to lower the cost of capital by accelerating the distribution of cashflows to sellers:

One interested party believes that stock repurchases
(buybacks) bias the MSDCF upwardly. However, stock
repurchases have the opposite effect — they bias the MSDCF
downward. The MSDCF does not fully reflect the reality that
distributions to shareholders (buybacks) mean cash flows to
investors are shifted forward in time, and earlier cash flows
should raise cost of equity estimates since the present value of
a dollar received today is always (unless we have deflation)
greater than the present value of that same dollar received at
some future date. Since the model cannot account for this
shift forward in cash flows, it is likely to understate the cost
of equity. See September 5, 2014, verified statement of Dr.
Bente Villadsen on behalf of Association of American
Railroads in Ex Parte No. 664 (Sub-No. 2).

Gray VS at 38 n.27 (original emphasis).
Mr. Gray’s assertion lacks foundation and defies logic. The MSDCF model

is designed to be indifferent as to whether available cashflow is distributed as dividends,

Financial Position””). CSX specifies $2,166 in debt due within one year, $27,563 in debt
due after one year, and $1,429 in operating leases, which sum to $31,158. Subtracting
the $960 in cash and cash equivalents yields the Credit Suisse net debt figure of $30,198.
The Credit Suisse reports confirm that investors treat operating leases as debt. The
Board’s failure to do so is another source of COC overstatement relative to investor
expectations.
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used for buybacks, and/or retained for reinvestment in the form of capital expenditures.
In fact, the Board proposed and selected the MSDCF because it utilizes a broad measure
of “available” cash flow, not how the cashflow is utilized.?! One of the model’s
supposed virtues compared to, say, the prior Gordon Dividend Growth model, is that the
MSDCEF can be applied to firms that do not pay dividends or utilize buybacks.

Mr. Gray’s claim that buybacks are better or more valuable than other uses
of cashflow thus violates the MSDCEF’s basic precept. The AAR is effectively seeking to
have its cake (an MSDCF model that is indifferent as to how available cashflow is
utilized), and eat it, too (claim buybacks count more than other uses of cashflow).??

Mr. Gray also fails to consider that buybacks and dividends both have tax

consequences for the affected shareholder(s). In contrast, retaining the funds allows the

2! The MSDCF “incorporates a wider array of cash flows for equity investors by
applying expectations of earnings growth to the firms’ cash flows, not just actual
dividends. Thus, it accounts for all of the relevant cash flows a reasonable investor is
likely to anticipate, including share repurchases and earnings’ reinvestments to obtain
greater future cash flows, along with dividends.” EP 664 (Sub-No. 1) (NPR), supra, at 5
(proposing the MSDCF). “These cash flows are not presumed to be paid out to investors;
instead, it is assumed investors will ultimately benefit from these cash flows through
higher regular dividends, special dividends, stock buybacks, or stock price appreciation.”
EP 664 (Sub-No. 1) (STB decision served Jan. 28, 2009), at 5 (adopting the MSDCEF).

22 For purposes of this proceeding, WCTL will assume that the funds utilized for
dividends and buybacks are not needed for capital expenditures or to support operations.
However, there is abundant evidence that the railroads have, in fact, harmed their
customers, the public, and themselves by not maintaining and attracting an adequate labor
force, not having locomotives available, choosing to run longer trains without having
longer sidings available to accommodate those trains, limiting capital expenditures,
reducing maintenance, and not preserving resiliency and surge capacity. In that regard
the $6.3 billion that UP paid $ for buybacks in 2022 was $1.7 billion more than the $4.6
billion it paid for compensation and benefits for labor, its single largest expense category,
and nearly $3 billion more than the $3.4 billion it paid for capital expenditures. UP 2022
Annual Report, supra, at 20, 25, 30.
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taxes to be deferred and funds favorably reinvested inside the railroad, e.g., UP achieved
a return on equity in 2022 exceeding 50%. A shareholder needing the cash can always
elect to sell the shares at a time of his or her choosing.

Even assuming arguendo some additional value in making earlier
distributions to shareholders, as opposed to capex investment or general retention, the
same benefit could be achieved through dividends, without reducing shares and altering
the resulting EPS.?* The COE should not increase because a firm distributes cash using
buybacks instead of dividends, but that is exactly the outcome under the MSDCF. And
even if buybacks, but not dividends, somehow magically lowered the COE, there is no
reason to think that reduction would offset the EPS increase, some 37%-45% in the
4Q2022 Credit Suisse reports, resulting from the reduction in shares and the resulting
increase in projected cashflows and the associated COE.

As noted, WCTL’s analysis is based on the Credit Suisse reports, the only
ones that Refinitiv identifies by name, but other analysts forecasting EPS would logically
treat buybacks in the same manner. The MSDCEF should not be utilized in conjunction
with EPS growth rates that reflect stock repurchases, especially when buybacks account

for much of the projected EPS growth. The Board lacks the information to adjust those

23 Dividends go to all shareholders, whereas buybacks initially go only to those
shareholders that elect to sell, but the buybacks reduce the number of outstanding shares,
which increases the value of all shares outstanding. To return to the hypothetical, one
share of 100 total outstanding shares is worth 1% of the company, but one share of 95
shares is worth more, 1.0526%, of the company. Even if buybacks somehow lower the
firm’s equity, the firm’s cost of capital should remain unchanged under the Modigliani-
Miller Theorem.
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other forecasts for buybacks. As explained, the Credit Suisse reports are problematic in
other respects, and those flaws may also extend to the other, anonymous reports. Under
the circumstances, the MSDCF should not be utilized at all. In addition, prior
determinations should also be revisited, or their use limited accordingly.

VII. THE MSDCF AS APPLIED IS A POOR FIT FOR THE RAILROAD
INDUSTRY

Even putting aside the problems with data integrity and the impact of
buybacks on the growth rates, the MSDCEF is a poor fit as applied to the composite
sample for calculating the railroad industry cost of capital.

Of particular concern is the second stage of the model that utilizes the
simple average of the Stage One growth rates. Mr. Gray notes that Stage Two “is not a
transition stage where the growth rate should be smoothed” (original emphasis), but
instead one where “the growth of any particular company will lie more in line with the
industry as a whole” and “other companies ‘catch’ their industry growth leaders, or the
leaders fall back to the rate of the slower growth railroads.” Gray VS at 43-44 (second
passage quoting /bbotson SBBI 2013 Valuation Yearbook (Morningstar) at 51). Mr. Gray
omits the /bbotson SBBI language that the growth rates for the first stage “should reflect
any extraordinary near-term growth potential,” so that in “years 6 through 10, an average
of the analysts’ consensus estimates of growth for the entire industry is used.” 2011
Ibbotson SBBI Valuation Yearbook (Morningstar) at 50. In other words, the second stage
may not be a formal “transition,” but is nonetheless intended to balance out or dilute any

extraordinary growth in the first stage for any particular firm.
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That balancing effect disappears when the “industry” is specified to include
only three (once four) firms that are very similar and heavily intertwined. CSX, NS, and
UP serve the same or closely related markets and often the same exact customers,
interchange traffic, and have joint rate or revenue sharing arrangements of various kinds;
they use nearly identical and/or interchangeable technology; and they have all embraced
PSR, giving rise to the same associated problems, locomotive deficits, and headcount
shortages. Under such circumstances, intra-industry diversity dissipates, growth rates
converge, and the second stage for any particular firm largely duplicates the first. In
particular, the spread of median growth rates for the three railroads in the composite
sample in 2022 was only 264 basis points, and the spread was less than half that in 2021,
only 101 basis points. Under those circumstances, there is no “industry as a whole,” and
the model does not function as intended.

Accordingly, when growth rates are particularly high, as has been the case
for railroads that are prone to cyclicality, the MSDCF projects outsized growth to
continue over an unrealistic time period. For example, the average growth rate in 2021
was 17.56%, which causes cashflows to more than double over the first stage
(1.1756°=2.25), and to quintuple at the end of the second stage (1.1756'°=5.04), only then
to be redefined upwards even more for the terminal stage. Such outsize results represent
a perversion of the model as it was intended to operate. While the AAR’s growth rates
are lower in 2022, there is no reduction in the second stage, and 10.28% in the second

stage represents outsize growth as it is 81% greater than the 5.68% terminal growth rate.
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The combination of the clustering of the growth rates and their cyclicality
also creates year-to-year instability of the MSDCEF results, especially as compared to the
relative stability of the CAPM. The following table compares the MSDCF, CAPM, and

combined COE over the six years from 2017 through 2022:

Table 6
Comparison of MSDCF and
CAPM COE Values 2017-2022

Year MSDCF CAPM Average

2017 12.18% | 10.74% 11.46%

2018 17.01% | 10.70% 13.86%

2019 11.12% | 10.22% 10.67%

2020 9.52% 9.14% 9.33%

2021 14.09% 9.97% 12.03%

2022 13.54% | 10.43% 11.99%
Average | 12.91% | 10.20% 11.56%

Standard
Deviation 2.60% 0.60% 1.51%

The calculation is presented at WCTL’s e-workpaper at tab “Table 6.” The MSDCF
COE is systematically greater than the CAPM COE over this period by an average of
2.71 percentage points or 27% (12.91%/10.20%). Furthermore, the volatility of the
MSDCF COE, as measured by the standard deviation, is 2.6%, as against an average
COE of 12.91%, and more than quadruple the volatility of the CAPM COE at 60 basis
points. The volatility of the hybrid MSDCF/CAPM is 151 basis points, two and a half
times that of the CAPM by itself.

At the time it sponsored the hybrid approach, the AAR presented data to
show that adding the MSDCF would reduce volatility. Specifically, Dr. Bruce Stangle’s
Verified Statement in EP 664 (Sub-No. 1), dated April 14, 2008, showed MSDCF

volatility at 92 basis points, CAPM volatility at 93 basis points, and combined volatility
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at 75 basis points. “Thus,” he asserted, “if the Board were to adopt the combination
methodology demonstrated above it would produce a more stable estimate of the
industry’s cost of equity than if it were to rely on the CAPM methodology alone.”
Stangle VS at 7-8. The MSDCEF has had the opposite effect in practice.

The theory underlying the MSDCEF theory is that higher growth rates will
be matched by increases in stock price and market capitalization that offset the growth
rates and stabilize the COE. The MSDCF COE surges and high standard deviation
demonstrate that the stock price response is insufficient. The logical conclusion is that
the MSDCEF is a poor fit for the railroads, as the market does not believe the forecasts will
hold for the extended term, e.g., that a nine-quarter forecast will prove accurate over forty
quarters. In other words, the MSDCF does not track investor expectations.

The MSDCEF has not served its intended purpose. It has increased volatility
substantially and produced COE results that are so far out of benchmark range as to lack
credibility. For example, the 2021 MSDCF COE values are double the high end of the
Morgan Stanley and Bank of America values that three Class I railroads and their
shareholders relied upon for an enormous transaction. Even putting aside the other
problems, the MSDCF as applied remains a very poor fit for the composite sample.

VIII. THE BOARD’S CAPM VALUE IS ALSO OVERSTATED BY USE OF A
HISTORICAL MRP

WCTL has previously explained how the Board’s CAPM is distorted by
use of a historical MRP instead of a current one that better captures the current

opportunity cost of capital. As explained in Table 3 at page 11, supra, use of the Kroll-
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recommended current MRP of 6.0%, together with the AAR’s other inputs for the RFR
and capital structure, results in a COE of 9.27% (120 basis points lower than under the
AAR’s CAPM COE), and an overall COC of 8.36% (222 basis points lower than the
AAR’s COC). Furthermore, those values are overstated compared to the Vanguard and
Schwab projected return on equities for the next ten years and the Morgan Stanley and
Bank of America estimates for the COC.

Professor Damodaran of the Stern School of Business of New York
University addresses historical versus current MRPs at length in the 2023 version of his
annual paper, Equity Risk Premiums (ERP): Determinants, Estimation, and Implications
— The 2023 Edition, Updated: March 23, 2023, available at

https://papers.ssrn.com/sol3/papers.cfm?abstract_id=4398884. Professor Damodaran

notes, among other things, that “[s]ince the 2008 crisis, with its aftermath of low
government bond rates and a simmering economic crisis, equity risk premiums in the
United States have behaved differently than they have historically.” /d. at 14. Even if it
made sense to apply historical MRPs before 2008 (when the Board added the MSDCF),
that justification has dissipated.

Professor Damodaran further notes that “[t]he implied equity premium has
deviated from the historical premium for the US equity market for most of the last few
decades.” Id. at 97. The implied equity premium reflects the relationship of market
prices, cashflows and estimated growth rates, which equates to a DCF analysis of the
market as a whole. He presents the following chart to depict the gap between the

historical and implied MRPs:
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Figure 10: Historical versus Implied Premium - 1961- 2022
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Id. at 97. The historical premiums, depicted in red and green, are not identical to, and are
actually generally lower than, the Ibbotson, 1926-based MRP.?*

Professor Damodaran further finds that the current implied premium has
favorable correlation (at the 95% confidence interval), or predictive power, to actual
returns for the next five and ten years, whereas the historical MRP actually shows similar
correlation for the next five and ten years, but only as a negative or contra indicator. Id.

at 125-26. “If predictive power were the only test, historical premiums clearly fail the

24 Professor Damodaran also notes the “strong arguments that can be made for the
use of geometric averages,” including that “the arithmetic average return is likely to
overstate the premium,” and that “the argument for geometric average becomes stronger”
when dealing with “expected returns over long periods (such as five or ten years).” Id. at
36-37.
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test.” Id. at 126. Damodaran’s implied MRP yields a value of 5.94% as of January 1,
2023.

Mr. Gray also comments that the railroad industry beta, 0.9946, is the
lowest since 2009. Gray VS at 36. That statement is correct, but he omits his previous
assertions that railroad betas above 1.0 since 2009 “further demonstrate that railroad
stocks are consistently more volatile and are regarded as having more risk than does the
market generally.” E.g., Gray 2021 VS at 37. The 2022 beta value plainly demonstrates
that railroad stocks do not inherently pose more risk than the market generally.
Furthermore, the railroad betas have been decreasing since reaching a recent high-water
mark of 1.349 in 2013. The nine years of consecutive decreases, the magnitude of the
decrease from 2021 to 2022 (1.0704 to 0.9946), and the fact that the beta is effectively a
five-year rolling average, where the 2023 beta will incorporate four years of the 2022
beta, all indicate that the railroad beta may remain under 1.0 for some time to come.

As WCTL has noted previously, the CAPM is the dominant model for
estimating the COE. The CAPM is also the model that Morgan Stanley used in its
analysis of the CP-KCS merger, which analysis the Board endorsed in its decision
approving the merger. It seems doubtful that Morgan Stanley could have reached its
CAPM values while using a historical MRP.

IX. CONCLUSION

For the reasons stated above, the Board should rely exclusively on the

CAPM, albeit with a MRP not exceeding 6%, to calculate the COE portion of the COC.

There is no sound basis for continuing to use the MSDCEF, if there ever was.
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Furthermore, prior COC values should be revised, or be subject to reexamination, insofar
as they may rely on defective MSDCF EPS data and buybacks.
Respectfully submitted,

WESTERN COAL TRAFFIC LEAGUE

Of Counsel: William L. Slover

/s/ Robert D. Rosenberg
Slover & Loftus LLP Slover & Loftus LLP
1224 Seventeenth Street, N.W. 1224 Seventeenth Street, N.W.
Washington, D.C. 20036 Washington, D.C. 20036
(202) 347-7170 (202) 347-7170
Dated: May 2, 2023 Its Attorneys
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Freight Transportation | North America

4Q22 Preview: In Limbo

4Q results are likely to fall in that awkward space where
investors expect misses but are not sure if this is the last cut.
We expect the market to look for direction from leading
indicators and external factors rather than the EPS to
determine if bad news is good news or actually just bad news.

This is going to be a tough earnings season for the Freight Transportation space.

Fundamentals clearly ground to a halt in 3Q and any momentum carried into
that quarter would have likely run out in 4Q as fundamentals deteriorated
further. While we upgraded our sector view to In-line with our 2023 Outlook as
we started to see some signs of inflection in the data toward the end of 2022, it
is too early for that to show up in the numbers just yet + the rebound off the
bottom still puts absolute numbers at a low level. We expect 6 beats, 15 misses
and 2 in-line prints in this quarter. Investor positioning continues to be very
difficult to determine with the market going on several bullish and bearish
weeks. On the one hand, the group is down, on average, 25% from its all time
highs set this cycle, on the other hand, roughly half the group is within 10% of
their all-time highs, making it hard to pound the table on a full positioning reset
(though we did note in our outlook that 2023/24 sell side cons. EPS has fallen
~10% from the late 2022 peak). We expect a noisy earnings season where some
misses get bought and others get sold, reflecting the tussle between the bull
and bear cases amongst investors. Idiosyncratic stories (KNX, SNDR, TFIl, CHRW,
UPS, etc.) are likely to get the most attention.

What we are looking for by vertical:

1. Rail/IMC. We got the first glimpse on the impact of cost inflation post the
labor deal on the 3Q calls but the full 2023 impact may still be
underestimated by the street. Coupled with choppiness on mix (coal, grain,
IM), pricing (can Rails get price over inflation in a downturn), fuel
headwinds and general inflation, all eyes will be on 2023 guidance from
the Rails. We expect OR guidance to be tough (if we get much detail at
all) and a slow volume start to the year could make it hard for sentiment
to turn bullish on the Rails. We noted in our 2023 Outlook that unlike
TL/LTLs, Rail cons. EPS has not really declined so far, putting numbers at
risk. We should also get more detail on what the normalized competitive
environment looks Llike between the IMCs (UNP vs. BNSF, JBHT vs. KNX vs.
SNDR) in 2023.

2. TL/LTL. 4Q is going to be rough for the Trucking companies as we lap
arguably the best Trucking quarter in history in 2021. Despite peak season
turning out to be somewhat better than expected (or at least not as bad),
the loss of high margin project business, slipping spot/contract rates and
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WHAT'S CHANGED? From: TO:
ArcBest Corp (ARCB.O)

Price Target $139.00 $138.00
J.B. Hunt Transport Services Inc. (JBHT.O)
Price Target $170.00 $178.00
Knight Transportation Inc. (KNX.N)

Price Target $85.00 $88.00
CSX Corporation (CSX.0)

Price Target $23.00 $24.00
Saia, Inc. (SAIA.O)

Price Target $185.00 $188.00
Heartland Express Inc. (HTLD.O)

Price Target $17.00 $18.00
C.H. Robinson Worldwide Inc. (CHRW.O)
Price Target $66.00 $67.00
Union Pacific Corp. (UNP.N)

Price Target $§177.00 $179.00
Hub Group Inc (HUBG.O)

Price Target $86.00 $87.00
TFI International Inc (TFII.N)

Price Target $131.00 $140.00
Canadian National Railway Co. (CNR.TO)
Price Target C$157.00 €$156.00

Please see price target changes in Exhibit 1
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Risk Reward — CSX Corporation (CSX.0)

Challenged End Markets and Potentially Unsustainable OR

PRICE TARGET $24.00

We use a 10-year DCF assuming 7.3% WACC and terminal cash flow perpetual growth rate of
1.5%. Our DCF valuation implies a fwd P/E of ~14x, which is modestly below CSX's historical
average. We believe US rails deserve to trade at discounts to historical valuation due to
structural growth and pricing headwinds relative to history.

$23.00 ¢
MS PT

Consensus Price Target Distribution $39.00

Source: Refinitiv, Morgan Stanley Research Mean 4 Morgan Stanley Estimates

RISK REWARD CHART AND OPTIONS IMPLIED PROBABILITIES (12M)
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Source: Refinitiv, Morgan Stanley Research, Morgan Stanley Institutional Equities Division. The probabilities of our Bull,
Base, and Bear case scenarios playing out were estimated with implied volatility data from the options market as of 10
Jan, 2023. All figures are approximate risk-neutral probabilities of the stock reaching beyond the scenario price in either
three-months’ or one-years' time. View explanation of Options Probabilities methodology here

BULL CASE
19x Bull Case on NTM EPS

Economic recovery accelerates. Rather than
tipping into a slowdown or a recession,
consumer spending recovers/accelerates.
Auto volume recovery acts as a tailwind to
topline as coal upside also benefits TH22,
though moderating in 2H. Pricing remains
strong and CSX capitalizes on accessorials,
providing a tailwind to earnings.

$35.00 BASE CASE $24.00

14x Base Case on NTM EPS

Skirting a Recession. The economy stays in
growth territory albeit at a more modest
pace, but this is enough for the Freight cycle
to inflect in 2H23. Revenues decline LSD%
y/y as yield and volume growth prove
tougher to come by as accesorials normalize,
coal faces a difficult comp and IM faces
tougher competition from truck, at least
through TH. Cost inflation moderates but
outpaces yield growth and, as such, OR
deteriorates y/y.

UPDATE

UNDERWEIGHT THESIS

2023 is a new chapter for CSX with a new
CEO who will be hoping that the pivot to
growth which CSX has been trying to
achieve for the last 2 years finally comes
through. However, like other US Rail peers,
tough comps on coal, truck competition,
muted auto growth as well as headwinds on
accessorials and cost inflation put OR at risk
in 2023. Like US Rails peers, the stock has
underperformed the sector for 2 years but
also like peers, numbers and the multiple
still have some room to find the floor, in our
opinion, keeping us UW.

Consensus Rating Distribution

] 63% Overweight

[ 33% Equal-weight
ol 3% Underweight
@ MS Rating

Source: Refinitiv, Morgan Stanley Research

Risk Reward Themes

Contrarian:
Secular Growth:

Negative
Negative

View descriptions of Risk Rewards Themes here

BEAR CASE $15.00

10x Bear Case on NTM EPS

From Recovery to Recession. 2023 tips into
full recession and industrial /bulk
commodity end markets are hit the most
while IM suffers from even more
competition with truck as pricing
normalizes. CSX falls short of revenue and
EBIT expectations given volume softness
due to tougher comps, a slower than
expected auto recovery, and higher than
anticipated cost inflation.
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Risk Reward — Norfolk Southern Corp. (NSC.N)

Cyclical and Secular Topline Risk Face High PSR Expectations

PRICE TARGET $177.00

We use a 10-year DCF assuming 7.1% WACC and terminal cash flow perpetual growth rate of
1.5%. Our DCF valuation implies a fwd P/E of ~13.0x, which is below NSC's historical avg.
given our cautious outlook on rails. We believe US rails deserve to trade at discounts to
historical valuation due to structural growth and pricing headwinds relative to history.

$177.00 &
MS PT

Consensus Price Target Distribution $278.00

Source: Refinitiv, Morgan Stanley Research Mean 4 Morgan Stanley Estimates

RISK REWARD CHART AND OPTIONS IMPLIED PROBABILITIES (12M)
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Key: — Historical Stock Performance @ Current Stock Price 4 Price Target

Source: Refinitiv, Morgan Stanley Research, Morgan Stanley Institutional Equities Division. The probabilities of our Bull,
Base, and Bear case scenarios playing out were estimated with implied volatility data from the options market as of 10
Jan, 2023. All figures are approximate risk-neutral probabilities of the stock reaching beyond the scenario price in either
three-months’ or one-years' time. View explanation of Options Probabilities methodology here

$280.00 BASE CASE $177.00

13x Base Case on NTM EPS

Skirting a Recession. The economy stays in
growth territory albeit at a more modest
pace, but this is enough for the Freight cycle
to inflect in 2H23. Revenues decline LSD%
as volume and yield growth prove harder to
come by. IM suffers from service issues and
share gains from truck do not materialize
esp. in TH given the softer TL market.
Meanwhile, cost inflation weighs on
expenses (esp. labor) driving OR to
deteriorate y/y even despite the easy comp.

BULL CASE
20x Bull Case on NTM EPS

Economic recovery accelerates. Rather than
tipping into a slowdown or a recession,
consumer spending recovers/accelerates and
Industrial /bulk commodity end markets
keep up while IM competition with truck
eases (though some share is still lost to to
expedited modes like Air and Truck occurs).
OR traction continues while coal and auto
markets act as tailwinds to topline.

UPDATE

UNDERWEIGHT THESIS

We believe NSC continues to face secular
headwinds given end market exposure and
we expect headwinds to continue. While the
company has executed on PSR, coal gains
are likely to be transitory in nature and the
rail continues to face the threat of share
gain from truck. Valuation remains expensive
relative to history as we believe consensus
expectations may be too high for NSC given
the significant OR and volume traction they
must demonstrate.

Consensus Rating Distribution

I 27% Overweight

] 70% Equal-weight
ol 3% Underweight
® MS Rating

Source: Refinitiv, Morgan Stanley Research

Risk Reward Themes

Secular Growth: Negative
Market Share: Negative
Contrarian: Negative

View descriptions of Risk Rewards Themes here

BEAR CASE $110.00

10.0x Bear Case on NTM EPS

From Recovery to Recession. 2023 tips into
a full recession. IM suffers from even more
competition with truck and coal tailwinds
reverse sharply. Volumes and OR fall short
of market expectations.
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Risk Reward — Union Pacific Corp. (UNP.N)

We See Cyclical + Secular Headwinds and PSR OR Expectations Are High

PRICE TARGET $179.00

We use a 10-year DCF assuming 6.9% WACC and terminal cash flow perpetual growth rate of
1.5%. Our DCF valuation implies a fwd P/E of ~17x, which is modestly below UNP's historical
avg. We believe US rails deserve to trade at discounts to historical valuation due to structural
growth and pricing headwinds relative to history.

$177.00 ¢
MS PT

Consensus Price Target Distribution $250.00

Source: Refinitiv, Morgan Stanley Research Mean 4 Morgan Stanley Estimates

RISK REWARD CHART AND OPTIONS IMPLIED PROBABILITIES (12M)
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Key: — Historical Stock Performance @ Current Stock Price 4 Price Target

Source: Refinitiv, Morgan Stanley Research, Morgan Stanley Institutional Equities Division. The probabilities of our Bull,
Base, and Bear case scenarios playing out were estimated with implied volatility data from the options market as of 10
Jan, 2023. All figures are approximate risk-neutral probabilities of the stock reaching beyond the scenario price in either

three-months’ or one-years' time. View explanation of Options Probabilities methodology here

BULL CASE $250.00

20x Bull Case on NTM EPS

Economic recovery accelerates. Rather than
tipping into a slowdown or a recession,
consumer spending recovers/accelerates..
Volumes benefit (driven by autos and coal)
from easing congestion and improving
service levels, and pricing strengthens,
acting as a tailwind to OR. IM sees less
competition from truck as spot spikes again
and OR meets market expectations.

BASE CASE $179.00

17x Base Case on NTM EPS

Skirting a Recession. The economy stays in
growth territory albeit at a more modest
pace, but this is enough for the Freight cycle
to inflect in 2H23. Carloads are ~flat in 2023
given the comp remains relatively easy and
congestion eases. Pricing moderates as FS
normalizes and coal mix benefits ease
though yields manage to stay just positive.
However, cost inflation means OR
deteriorates y/y.

UPDATE

EQUAL-WEIGHT THESIS

We believe investor sentiment around UNP
remains neutral to leaning positive as the
stock likely remains a “default” core holding
in a robust macro with a big infrastructure
bill on the way. Progress toward 55% OR
continues but gains may be harder to come
by, secular volume headwinds remain and
competition could intensify.

Consensus Rating Distribution

I 55% Overweight
o IS 42% Equal-weight

[ | 3% Underweight
® MS Rating

Source: Refinitiv, Morgan Stanley Research

Risk Reward Themes

Secular Growth: Negative
Market Share: Negative
Contrarian: Negative

View descriptions of Risk Rewards Themes here

BEAR CASE $133.00

16x Bear Case on NTM EPS

From Recovery to Recession. 2023 tips into
a full recession and network congestion
persists while the strong mix markets like
coal normalize quickly, limiting upside to
volumes and weighing on yields. Meanwhile
accessorials normalizing provide additional
pressure on pricing. IM conversion continues
to lag while OR deteriorates by over a pt.
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January 10, 2022 06:00 AM GMT

Freight Transportation | North America

4Q21 Preview: The Show Goes
On (For Now)

4Q results are likely to stick closely to the template of 2Q and
3Q. 2022 guidance is unlikely to deviate too much from
consensus as we wait and watch for what 2022 is shaping up
to be. Positioning shifts could drive volatility.

No major shifts in 4Q but 2022 could be a different story. The unprecedented
cycle that brought us to this point likely continued unabated in 4Q. Based on
early December updates at conferences and catch-up calls with management
teams, tight supply chains and a strong macro drove strong topline conditions at
the Transports though relative to 3Q, a tougher comp and higher inflation played
a little spoilsport. We expect 10 beats, 5 misses and 7 in-line prints vs. current
consensus. As always in 4Q, forward commentary/FY guidance will matter more
than the print itself though we expect more of a cat-and-mouse game this year.
Current conditions are expected to last at least into 1Q if not TH and we expect
more mgmt. teams to sound constructive on the near-term, even if some harbor
concerns about 2H22. The “tale of two halves"” possibility for 2022 (see our
2022 Outlook here) and lack of COVID and cycle visibility means that most
companies are likely to issue guidance close to current consensus - for now -
and wait to see how the year plays out. This means that, for the third quarter in a
row, investor positioning (rather than fundamentals) will likely drive stock
moves and volatility has been high in the last few weeks. With heavy
polarization between cycle bulls and bears, there appears to be growing
consensus around implementing the late-cycle playbook though the debate
appears to be around the exact timing of doing so (is now too early or just
right?). As we noted in our December sector downgrade the group is trading at
close to peak multiples on very peak earnings, which could leave the stocks
vulnerable if guidance doesn't push consensus higher, in our view.

What we are looking for by sub sector:

1. Rails/IMCs: 4Q was another quarter of tough volumes (4Q down ~3% y/y)
and congestion issues for the Rails which has already driven some (like
UNP) to cut FY guidance intra-quarter. While the Rails (and investors) seem
to be counting on the traditional rebound thesis for 2022, we flagged the
risk in our Outlook piece that consensus expectations were too high. The
key will be how much volume and pricing growth expectations will be
offset by rising inflation / labor sourcing issues (as recently flagged at

conferences) and lapping accessorials comps in 2022 if congestion eases.

2. TL/LTLs: The Trucking names will likely continue to sound extremely
bullish on current conditions going into 2022 which should drive very
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IndustryView Cautious
What's Changed FROM TO
ArcBest Corp (ARCB.O)

Price Target $140.00 $145.00
Old Dominion Freight Line Inc (ODFL.O)

Price Target $330.00 $336.00
Knight Transportation Inc. (KNX.N)

Price Target $77.00 $79.00
C.H. Robinson Worldwide Inc. (CHRW.O)
Price Target $60.00 $65.00
Saia, Inc. (SAIA.O)

Price Target $200.00 $210.00

Please see price target changes in Exhibit 1
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conflict of interest that could affect the objectivity of
Morgan Stanley Research. Investors should consider
Morgan Stanley Research as only a single factor in making
their investment decision.
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Risk Reward — CSX Corporation (CSX.0)

Challenged End Markets and Potentially Unsustainable OR

PRICE TARGET $26.00

We use a 10-year DCF assuming 7.5% WACC and terminal cash flow perpetual growth rate of
1.5%. Our DCF valuation implies a fwd P/E of ~15x, which is modestly below CSX's historical
average. We believe US rails deserve to trade at discounts to historical valuation due to
structural growth and pricing headwinds relative to history.

$26.00 ¢
MS PT

Consensus Price Target Distribution $45.00

Source: Refinitiv, Morgan Stanley Research Mean 4 Morgan Stanley Estimates

RISK REWARD CHART AND OPTIONS IMPLIED PROBABILITIES (12M)
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Key: — Historical Stock Performance @ Current Stock Price 4 Price Target

Source: Refinitiv, Morgan Stanley Research, Morgan Stanley Institutional Equities Division. The probabilities of our Bull,
Base, and Bear case scenarios playing out were estimated with implied volatility data from the options market as of 07
Jan, 2022. All figures are approximate risk-neutral probabilities of the stock reaching beyond the scenario price in either
three-months’ or one-years' time. View explanation of Options Probabilities methodology here

BULL CASE $45.00 $26.00

25x Bull Case on NTM EPS

Recovery accelerates. The broader market
recovery continues to be robust and the
industrial economy recovery accelerates.
Auto volume recovery acts as a tailwind to
topline as coal upside also benefits TH22,
though moderating in 2H. Pricing remains
strong and CSX capitalizes on accessorials,
providing a tailwind to earnings.

BASE CASE
15x Base Case on NTM EPS

Steady recovery. The broader economy
continues to see growth. CSX falls short of
revenue and EBIT expectations given the
tougher comps on volume and OR. While
coal sees gains in TH, these unwind in 2H and
into 2023, keeping the market from paying a
full multiple for the gains. Auto recovery
meets expectations but cost inflation acts as
a headwind, limiting OR upside.

UPDATE

UNDERWEIGHT THESIS

We believe the rising macro tide is offset by
several key end markets facing cyclical and
secular threats (auto, coal, intermodal),
pricing gains may be decelerating, low
hanging cost opportunities may have already
been taken, OR is likely stable but hard to
improve from here. Sentiment is not as
frothy as other US Rails but valuation is
significantly higher than history. The
combination of topline headwinds, high bar
on cons. EPS and high multiple keeps us
UW.

Consensus Rating Distribution

| 67% Overweight

I 30% Equal-weight
ol 4% Underweight
® MS Rating

Source: Refinitiv, Morgan Stanley Research

Risk Reward Themes

Contrarian:
Secular Growth:

Negative
Negative

View descriptions of Risk Rewards Themes here

BEAR CASE $15.00

10.0x Bear Case on NTM EPS

Recovery turns sluggish. The broader
economy sees more moderated growth and
industrial /bulk commodity end markets are
hit the most while IM suffers from even
more competition with truck as pricing
normalizes. CSX falls short of revenue and
EBIT expectations given volume softness
due to tougher comps, a slower than
expected auto recovery, and higher than
anticipated cost inflation.
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Risk Reward — Norfolk Southern Corp. (NSC.N)

Top Rail UW: Cyclical and Secular Topline Risk Face High PSR Expectations

PRICE TARGET $200.00

We use a 10-year DCF assuming 7.5% WACC and terminal cash flow perpetual growth rate of
1.5%. Our DCF valuation implies a fwd P/E of ~14.0x, which is below NSC's historical avg.
given our cautious outlook on rails. We believe US rails deserve to trade at discounts to
historical valuation due to structural growth and pricing headwinds relative to history.

$200.00 ¢ $352.00

MS PT

Consensus Price Target Distribution

Source: Refinitiv, Morgan Stanley Research Mean 4 Morgan Stanley Estimates

RISK REWARD CHART AND OPTIONS IMPLIED PROBABILITIES (12M)
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Key: — Historical Stock Performance @ Current Stock Price 4 Price Target

Source: Refinitiv, Morgan Stanley Research, Morgan Stanley Institutional Equities Division. The probabilities of our Bull,
Base, and Bear case scenarios playing out were estimated with implied volatility data from the options market as of 07
Jan, 2022. All figures are approximate risk-neutral probabilities of the stock reaching beyond the scenario price in either
three-months’ or one-years' time. View explanation of Options Probabilities methodology here

$330.00 BASE CASE $200.00

15x Base Case on NTM EPS

Steady recovery. The broader economy sees
"normalized" growth in 2022. While coal and
autos see a rebound, coal proves transitory
and autos still see some headwinds. IM
suffers from competition with truck while
OR and volume improvement fall short of
elevated market expectations.

BULL CASE
25x Bull Case on NTM EPS

Recovery accelerates. The broader economy
growth stays robust / accelerates and
Industrial /bulk commodity end markets
keep up while IM competition with truck
eases (though some share is still lost to to
expedited modes like Air and Truck occurs).
OR traction continues while coal and auto
markets act as tailwinds to topline.

UPDATE

UNDERWEIGHT THESIS

We believe NSC continues to face secular
headwinds given end market exposure and
we expect headwinds to continue. While the
company has executed on PSR, coal gains
are likely to be transitory in nature and the
rail continues to face the threat of share
gain from truck. Valuation remains expensive
relative to history as we believe consensus
expectations may be too high for NSC given
the significant OR and volume traction they
must demonstrate.

Consensus Rating Distribution

I 54% Overweight

] 36% Equal-weight
o 1% Underweight
® MS Rating

Source: Refinitiv, Morgan Stanley Research

Risk Reward Themes

Secular Growth: Negative
Market Share: Negative
Contrarian: Negative

View descriptions of Risk Rewards Themes here

BEAR CASE $115.00

10.0x Bear Case on NTM EPS

Recovery turns sluggish. The broader
economy growth turns sluggish with
Industrial/bulk commodity end markets hit
hard. IM suffers from even more
competition with truck and the auto
recovery is delayed into 2023. Volumes and
OR fall short of market expectations.
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Risk Reward — Union Pacific Corp. (UNP.N)

We See Cyclical + Secular Headwinds and PSR OR Expectations Are High

PRICE TARGET $215.00

We use a 10-year DCF assuming 7.2% WACC and terminal cash flow perpetual growth rate of
1.5%. Our DCF valuation implies a fwd P/E of ~18x, which is relatively inline with UNP's
historical 5-year avg. We believe US rails deserve to trade at discounts to historical valuation
due to structural growth and pricing headwinds relative to history.

Consensus Price Target Distribution

Source: Refinitiv, Morgan Stanley Research
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Key: — Historical Stock Performance @ Current Stock Price 4 Price Target

Source: Refinitiv, Morgan Stanley Research, Morgan Stanley Institutional Equities Division. The probabilities of our Bull,
Base, and Bear case scenarios playing out were estimated with implied volatility data from the options market as of 07
Jan, 2022. All figures are approximate risk-neutral probabilities of the stock reaching beyond the scenario price in either

three-months’ or one-years' time. View explanation of Options Probabilities methodology here

BULL CASE $285.00

26.5x Bull Case on NTM EPS

Recovery accelerates. The broader economy
continues to see robust growth. Volumes
benefit (driven by autos and coal) from
easing congestion and improving service
levels, and pricing strengthens, acting as a
tailwind to OR. IM sees usual competition
from truck and OR meets market
expectations.

BASE CASE $215.00

19x Base Case on NTM EPS

Steady recovery. Carloads see some modest
upside in 2022 on easier comps as
congestion eases, particularly in autos and
possibly in coal. Pricing sees stronger levels
than in recent years and OR sees some
benefit but risks falling short of
expectations.

UPDATE

EQUAL-WEIGHT THESIS

We believe investor sentiment around UNP
remains neutral to leaning positive as the
stock likely remains a “default” core holding
in a robust macro with a big infrastructure
bill on the way. Progress toward 55% OR
continues but gains may be harder to come
by, secular volume headwinds remain and
competition could intensify.

Consensus Rating Distribution

| 80% Overweight
o N 20% Equal-weight
0% Underweight
@® MS Rating

Source: Refinitiv, Morgan Stanley Research

Risk Reward Themes

Secular Growth: Negative
Market Share: Negative
Contrarian: Negative

View descriptions of Risk Rewards Themes here

BEAR CASE $165.00

15x Bear Case on NTM EPS

Recovery turns sluggish. Growth in the
broader economy continues but network
congestion persists and the auto recovery
falls short of expectations, limiting upside to
volumes. Accessorial regulations provide
some pressure on pricing. IM conversion
continues to lag while OR improvement falls
short of market expectations.
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21 October 2022
Equity Research
Americas | United States

CSX Corporation

Another strong quarter as yields and service
improvement drive EPS beat; CEO Hinrichs
advocates for ONE CSX approach

Railroads | Company Update

m  Robust yield growth, service improvement drive EPS beat: CSX posted 3022 EPS
of $0.52, up +21% y-y, above our $0.48 and Street’s $0.49 estimates. Results included
$42 mil. in one-time accruals due to union labor agreements, without which EPS would
have been $0.54. OR deteriorated 310bps y-y to 59.5% (including accruals), but beat our
target by 20bp. Revenue grew +18.3% y-y to $3.9 bil., $229 mil. above our target, driven
by yield growth of +16.5% y-y (boosted by fuel surcharges), which beat our target by
6.6%. Carloads grew +1.5% y-y, beating our target by +0.2%, led by autos, ag. products
and intermodal, but fertilizers, chemicals and coal saw volume declines, lagging our target.

m  New CEO Hinrichs inherits business seeing notable improvement, but facing
macro challenges: On his first earmnings call as the new CEO of CSX, Joe Hinrichs
advocated the ONE CSX approach, noting the ways the company could benefit from
improving relations with employees and focusing on service and transparency with
customers. He touted the long-term opportunity from adding volume at high incremental
margins — but noted that this could only be made possible through better service. We have
been encouraged by improvements in network fluidity through the quarter, which should
clear the way for additional capacity while lowering costs in the coming quarters. In contrast
to railroad peer UNP, which seemed to be struggling to handle inflationary cost pressures,
CSX seems to be taking price and driving efficiencies sufficient to manage through these
headwinds. The company reaffirmed its outlook for double-digit revenue and operating
income growth in 2022, both of which now seem like fairly easy hurdles to clear (we target
full-year revenue growth of +18% and operating income growth of +12%).

m Maintain Outperform, $36 TP: We reiterate our Outperform rating and $36 target price
which we base on a 17.5x target P/E on our 2023e EPS. We raise our 2022 EPS
estimate to $1.88 from $1.85 (reflecting the 3Q beat, lowering 4Q EPS to $0.46 from
$0.48). We keep our 2023 and 2024 EPS estimates at $2.05 and $2.25, respectively.
CSX remains among our top picks, with the stock at just 13.2x our 2023e EPS, a
level that has historically proven inexpensive versus its historical one-standard
deviation trading range of 13x-19.5x forward EPS. We remain concerned about economic
risk but view the current valuation as fairly compensating for macro downside. Furthermore,
while our 2023e EPS of $2.05 is above Street’s $1.92, we see room to outperform given
our target includes zero margin improvement despite improved network fluidity.

Financial and valuation metrics

Year 12/21A 12/22E 12/23E 12/24E
EPS (CS adi.) (US$) 1.66 1.88 2.05 2.95
Prev. EPS (US$) - 1.85 - -
Revenue (US$ m) 12,622.0 14,822.0 15,398.0 16,052.4
P/OCF (x) 16.6 10.5 9.9 8.8
EV/EBITDA (current) 11.1 10.0 9.7 9.2
Net debt (US$ m) 14,605 16,166 16,228 16,101
ROIC (%) 14.26 15.38 15.47 156.90
Number of shares (m) 2,141.24 IC (current, US$ m) 28,105.00
Net debt (Next Qtr., US$ m) 16,156.1 Dividend (current, US$) 0.40
Net debt/tot eq (Next Qtr.,%) 122.4

Source: Company data, Refinitiv, Credit Suisse estimates
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On 20-Oct-2022 the S&P 500 INDEX closed at 35685.62Daily
Oct21, 2021 - Oct20, 2022, 10/21/21 = US$35.01

Quarterly EPS Qi Q2 Q3 Q4
2021A 0.31 0.40 0.43 0.42
2022E 0.39 0.51 0.52 0.46
2023E 0.46 0.54 0.53 0.51
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21 October 2022

N

CREDIT SUISSE

CSX Corporation csx

Price (20 Oct 2022): US$27.08

Target Price: 36.00

Analyst: Ariel Rosa
Rating: Outperform

Income Statement 12/21A 12/22E 12/23E 12/24E
Revenue (US$ m) 12,522.0 14,822.0 15,398.0 16,052.4 Company Background
ES'IDQ;:?: m) ( fo%S) ( 17f76§ ( 17’563455) ( 18230049:3 CSX Corporation, together with its subsidiaries, provides rail-based freight
EB?T. (US$) ' 5.945 5.895 6.109 6.435 transportation services and the transportation of intermodal containers
Net interest exp (722) (733) (740) (760)  and trailers, focused on the Eastern U.S.
PBT (US$) 4,602 5,276 5,469 5,775
I,\r)”c::;;etsaxes “ ,0862 “ ,2352 “ ,2852 “ ,367} BIue/Grey Sky Scenario
Reported net income (US$) 3,516 4,040 4,184 4,418 - Blue Sky
Other NPAT adjustments 0 0 0 0 U5$43.00
Adjusted net income 3,516 4,040 4,184 4,418
Cash Flow 12/21A 12/22E 12/23E 12/24E
EBIT 5,245 5,895 6,109 6,435
Net interest (722) (733) (740) (760)
Change in working capital 13) 32 (102) amn | lT,arget
CAPEX (1,266) (1,974) (2,290) (2,340) US$35.00
Free cashflow to the firm 3,833 3,551 3,328 3,669
Acquisitions - - - -
Divestments 529 39 60 60
Cash flow from investments (1,877) (2,189) (2,290) (2,340)
Changes in Net Cash/Debt (574) (1,551) (72) 127
Balance Sheet (US$) 12/21A 12/22E 12/23E 12/24E
Assets g::ircreent e
Cash & cash equivalents 2,239 2,527 2,455 2,682 US$27.08
Total current assets 3,873 4,407 4,477 4,660
Total assets 40,531 42,415 43,239 44,153
Liabilities
Total current liabilities 2,233 2,470 2,510 2,549 -— o GreySky
Total liabilities 27,031 29,214 29,254 29,293
Total liabilities and equity 40,531 42,415 43,239 44,153
Net debt 14,605 16,156 16,228 16,101 -
Per share 12/21A 12/22E 12/23E 12/24E  Our Blue Sky Scenario (US$) 43.00
No. of shares (wtd avg) 2,255 2,145 2,044 1,963 . )
CS adi. EPS 1.56 1.88 2.05 005  Toarrive at our Blue Sky scenario, we assume 5% EPS growth above
Prev. EPS (US$) - 1.85 - - our target for the year-ahead, which is consistent with a strong EPS
Dividend (US$) 0.37 0.40 0.44 0.48  growth year for CSX. We then apply a target P/E multiple of 20x, which
Eree cash flow per share 12/12'172 12/12'22 12/12'22 12/12'22 is at the high-end of CSX's historical P/E range and would reflect a
SZL’:ZQ:sMh %) 18.3 8.4 39 40  Premium to the S&P500, which we feel is appropriate for North American
0 . . . .
EBIT drowth (%) 20.2 19.4 36 53 rails. We believe CSX has the ability to outperform these targets as it
Net profit growth (%) 27.2 14.9 3.6 5.6 improves service on its network.
EPS growth (%) 29.9 20.8 8.7 9.9
N .
CaToA a9 218D 85 D1 OwGrerSy Scenaio US)
Erettax m?rgwg%) gg? g?g g?g ggg To arrive at our Grey Sky scenario, we assume a 15% short-fall on EPS
Vzlun;:fr"n > 12/21'A 12/22'E 12/2:§E 12/24E growth relative to our year-ahead target, which would be consistent with a
EV/Sales (x) 5.80 5.00 4.80 460  challenging year for CSX. We then apply a target P/E multiple of 12.5x,
P/E () 17.4 14.4 13.2 12.0  which represents a discount to the S&P500 and is near the low-end of
Price to book (x) 4.5 4.4 4.0 3.6 the company’s historical one-standard deviation forward P/E trading
Asset turnover 0.3 0.3 0.4 0.4 range.
Returns 12/21A 12/22E 12/23E 12/24E
ROE stated-return on (%) 26.4 30.3 30.8 30.7 .
ROIC (%) 14.3 15.4 15.5 15.9 Share price performance
Gearing 12/21A 12/22E 12/23E 12/24E 40
Net debt/equity (%) 108.2 122.4 116.0 108.3
Interest coverage ratio (X) 7.3 8.0 8.3 8.5 35
Quarterly EPS Q1 Q2 Q3 Q4
2021A 0.31 0.40 0.43 0.42
2022E 0.39 0.51 0.52 0.46 30
2023E 0.46 0.54 0.53 0.51
25

Source: FTI, Company data, Refinitiv, Credit Suisse Securities (EUROPE) LTD. Estimates
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Figure 1: CSX’s forward P/E now trades near its lowest levels Figure 2: U.S. rails continue to trade near their biggest
since the onset of the pandemic discount to their Canadian peers in the past decade
CSX forward P/E Canadian Rails Premium to US Rails
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Source: Company data, Credit Suisse estimates, the BLOOMBERG Source: Company data, Credit Suisse estimates, the BLOOMBERG
PROFESSIONAL™ service PROFESSIONAL™ service
Summary of 3Q. results
CSX consolidated revenues were $3.9 billion, up +18% y-y and $229 million above our
estimate. Freight revenues were $3.4 billion, up +18% y-y as all three segments reported
double digit y-y revenue growth led by Coal (up +36% y-y), Intermodal (up +19% y-y) and Total
Merchandise (up +14% y-y).
Notably, automotive led the total merchandise segment in both revenue per carload (+16% y-
y vs. our estimate of +11%) and volume growth (+13.3% y-y vs. our estimate of +12.5%).
Management noted continued strength in the automotive market and improving chip supply,
resulting in greater finished vehicles inventories that need to be moved. Agriculture and Food
Products also saw double digit growth in volume (+10% y-y vs. our estimate of 8% y-y) and
yield (+13% y-y vs. our estimate of 8% y-y), driven by improved cycle times and improved
demand for grain, wheat, and ethanol.
Coal volumes were down -2% y-y compared to our estimate of -0.5% attributable to
production and infrastructure constraints along with a shortage of manpower. However, this was
more than offset by strong export benchmarks which drove coal yields up +38% y-y (+590bps
above our estimate).
Finally, intermodal demand persisted during the quarter, as volumes were up +2.4% y-y, in-
line with our estimate and driven by customers looking for more cost-effective transportation
alternatives to trucks.
CSX Corporation 3
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Figure 3: Revenue increased +18% y-y, above our +11% Figure 4: Carloads were up +1.5% y-y, a 130bps sequential
estimate, driven primarily by higher yields; CSX expects improvement reflecting improved service levels that freed up
double-digit revenue growth for the full year 2022 greater capacity
Qtr Revenue Growth % y-y Qtr Carload Growth % y-y
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Source: Company data, Credit Suisse estimates Source: Company data, Credit Suisse estimates

Operating income was $1.6 billion, up +10% y-y, and $101 million above our estimate.
Labor and Fringe expense saw a meaningful step up to $759 million from $684 million in 2Q
due to a $97 million impact from cost inflation related to tentative agreements with labor unions
in September 2022, $42 million of which relates to prior period labor and benefits. OR for the
quarter was 59.5%, which included $42 million in prior period labor expense and represents a
310bps y-y deterioration.

T&E headcount reached its highest level since the pandemic growing +7.2% y-y in 3Q. With a
robust hiring pipeline underway, management anticipates accelerated headcount growth with
improved attrition rates in 4Q.

Figure 5: Key metrics of network fluidity showed significant Figure 6: Terminal dwell has also shown meaningful
signs of improvement in 3022, most notably velocity, which improvements in 3Q, with recent weeks exceeding 2021 levels
exceeded levels since the onset of the pandemic
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CSX generated $2.9 billion in free cash flow YTD through 3022, roughly in line with the same
period a year ago. However, net of proceeds from property dispositions, 3Q YTD free cash flow
grew +8.4% y-y. During the quarter, CSX repurchased $1.2 billion worth of shares while
issuing $2 billion of debt, further reducing shares outstanding and more than tripling its cash
balance since the previous quarter. At the end of the quarter, the company’s leverage profile
was at 2.2x net debt to TTM EBITDA, consistent with 3021 levels.

CSX Corporation 4
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Figure 7: CSX has conducted over $3.7 billion in share repurchases and $650 million
in dividend distribution YTD while maintaining strong liquidity
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Valuation Methodology and Risks

Target Price and Rating
Valuation Methodology and Risks: (12 months) for CSX Corporation (CSX.0Q)

Method: Our $36 target price is based on an 17.5x target multiple on our 2023 EPS estimate, near the average of its long-term forward P/E
range of 13x to 20x forward earnings. We believe our Outperform rating and target multiple are justified by CSX’ s strong cash flow
generation and earning potential, with under-appreciated upside to earnings from volume growth at high incremental margins.

Risk:  Risks to achieving our price target of $36 and our Outperform rating for CSX are economic weakness, service difficulties, fuel price
pressures, management changes, a cyclical rotation out of the railroad sector, difficulties in achieving the objectives of the One Plan,
and service disruptions stemming from potential industry consolidation.

CSX Corporation 6
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Companies Mentioned (Price as of 20-Oct-2022)
CSX Corporation (CSX.0Q, $27.08, OUTPERFORM, TP $36.0)

Disclosure Appendix

Analyst Certification

I, Ariel Rosa, certify that (1) the views expressed in this report accurately reflect my personal views about all of the subject companies and
securities and (2) no part of my compensation was, is or will be directly or indirectly related to the specific recommendations or views expressed
in this report.

3-Year Price and Rating History for CSX Corporation (CSX.0Q)

CSX.0Q Closing Price  Target Price — Target Price — Closing Price CSX0Q
Date (US$) (US$) Rating

926-Nov-19 23.98 97.67 0 40 LIJ_LL
16-Jan-20 25.568 27.33 35

17-Jan-20 25.47 28.00 20

07-Apr-20 20.38 23.00

07-Jul-20 20,84 96.00 %

23-Jul-20 23.84 27.67 20

02-Oct-20 25.72 29.67 15

29-0ct-20 27.24 30.33 01-8n-2020 01-LI-2020 01-Bn-2021 01-LI-2021 01-hn-2022 01-LI-2022
15-Nov-20 30.20 34.00

11-Jan-21 32.00 38.00 ouTPERFORM

22-Jan-21 29.21 37.67

09-Apr-21 32.76 38.33

30-Jun-21 32.08 38.00

22-Jul-21 32.67 39.00

27-Jun-22 29.32 35.00

21-Jul-22 30.99 37.00

12-Aug-22 34.35 41.00

15-Sep-22 30.17 39.00

10-Oct-22 26.59 36.00

* Asterisk signifies initiation or assumption of coverage.

As of December 10, 2012 Analysts’ stock rating are defined as follows:
Outperform (O) : The stock’s total return is expected to outperform the relevant benchmark® over the next 12 months.

Neutral (N) : The stock’s total return is expected to be in line with the relevant benchmark” over the next 12 months.

Underperform (U) : The stock’s total return is expected to underperform the relevant benchmark™ over the next 12 months.

‘Relevant benchmark by region: As of 10th December 2012, Japanese ratings are based on a stock’s total return relative to the analyst's coverage universe
which consists of all companies covered by the analyst within the relevant sector, with Outperforms representing the most attractive, Neutrals the less attractive,
and Underperforms the least attractive investment opportunities. As of 2nd October 2012, U.S. and Canadian as well as European (excluding Turkey) ratings are
based on a stock’s total return relative to the analyst's coverage universe which consists of all companies covered by the analyst within the relevant sector, with
Outperforms representing the most attractive, Neutrals the less attractive, and Underperforms the least attractive investment opportunities. For Latin America,
Turkey and Asia (excluding Japan and Australia), stock ratings are based on a stock’s total return relative to the average total return of the relevant country or
regional benchmark (India - S&P BSE Sensex Index); for China A share the relevant index is the Shanghai Shenzhen CSI 300 (CSI300); prior to 2nd October
2012 U.S. and Canadian ratings were based on (1) a stock’s absolute total return potential to its current share price and (2) the relative attractiveness of a
stock’s total return potential within an analyst's coverage universe. For Australian and New Zealand stocks, the expected total return (ETR) calculation includes
12-month rolling dividend yield. An Outperform rating is assigned where an ETR is greater than or equal to 7.5%; Underperform where an ETR less than or equal
to 5%. A Neutral may be assigned where the ETR is between -5% and 15%. The overlapping rating range allows analysts to assign a rating that puts ETR in the
context of associated risks. Prior to 18 May 2015, ETR ranges for Outperform and Underperform ratings did not overlap with Ne utral thresholds between 15%
and 7.5%, which was in operation from 7 July 2011.

Restricted (R) : In certain circumstances, Credit Suisse policy and/or applicable law and regulations preclude certain types of communications,
including an investment recommendation, during the course of Credit Suisse's engagement in an investment banking transaction and in certain
other circumstances.

Not Rated (NR) : Credit Suisse Equity Research does not have an investment rating or view on the stock or any other securities related to the
company at this time.

Not Covered (NC) : Credit Suisse Equity Research does not provide ongoing coverage of the company or offer an investment rating or
investment view on the equity security of the company or related products.
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Volatility Indicator [V] : A stock is defined as volatile if the stock price has moved up or down by 20% or more in a month in at least 8 of the
past 24 months or the analyst expects significant volatility going forward.

Analysts’ sector weightings are distinct from analysts’ stock ratings and are based on the analyst’s expectations for the fundamentals and/or
valuation of the sector” relative to the group’s historic fundamentals and/or valuation:

Overweight : The analyst’s expectation for the sector’s fundamentals and/or valuation is favorable over the next 12 months.

Market Weight : The analyst's expectation for the sector’s fundamentals and/or valuation is neutral over the next 12 months.

Underweight : The analyst’s expectation for the sector’s fundamentals and/or valuation is cautious over the next 12 months.
"An analyst’s coverage sector consists of all companies covered by the analyst within the relevant sector. An analyst may cover multiple sectors.

Credit Suisse's distribution of stock ratings (and banking clients) is:

Global Ratings Distribution

Rating Versus universe (%) Of which banking clients (%)
Outperform/Buy* 54% (28% banking clients)
Neutral/Hold* 35% (21% banking clients)
Underperform/Sell 10% (19% banking clients)
Restricted 1%

Please click here to view the MAR quarterly recommendations and investment services report for fundamental research recommendations.

“For purposes of the NYSE and FINRA ratings distribution disclosure requirements, our stock ratings of Outperform, Neutral, and Underperform most closely
correspond to Buy, Hold, and Sell, respectively; however, the meanings are not the same, as our stock ratings are determined on a relative basis. (Please refer to
definitions above.) An investor's decision to buy or sell a security should be based on investment objectives, current holdings, and other individual factors.

Important Global Disclosures

Credit Suisse’s research reports are made available to clients through our proprietary research portal on CS PLUS. Credit Suisse research
products may also be made available through third-party vendors or alternate electronic means as a convenience. Certain research products are
only made available through CS PLUS. The services provided by Credit Suisse’s analysts to clients may depend on a specific client's
preferences regarding the frequency and manner of receiving communications, the client’s risk profile and investment, the size and scope of the
overall client relationship with the Firm, as well as legal and regulatory constraints. To access all of Credit Suisse's research that you are entitled
to receive in the most timely manner, please contact your sales representative or go to https://plus.credit-suisse.com .

Credit Suisse's policy is to update research reports as it deems appropriate, based on developments with the subject company, the sector or the
market that may have a material impact on the research views or opinions stated herein.

Credit Suisse's policy is only to publish investment research that is impartial, independent, clear, fair and not misleading. For more detail please
refer to Credit Suisse's Policies for Managing Conflicts of Interest in connection with Investment Research: https://www.credit-
suisse.com/sites/disclaimers-ib/en/managing-conflicts.html .

Any information relating to the tax status of financial instruments discussed herein is not intended to provide tax advice or to be used by anyone
to provide tax advice. Investors are urged to seek tax advice based on their particular circumstances from an independent tax professional.

Credit Suisse has decided not to enter into business relationships with companies that Credit Suisse has determined to be involved in the
development, manufacture, or acquisition of anti-personnel mines and cluster munitions. For Credit Suisse's position on the issue, please see
https://www.credit-suisse.com/media/assets/corporate/docs/about-us/responsibility/banking/policy-summaries-en.pdf .

The analyst(s) responsible for preparing this research report received compensation that is based upon various factors including Credit Suisse's
total revenues, a portion of which are generated by Credit Suisse's investment banking activities

Please refer to the firm's disclosure website at https://rave.credit-suisse.com/disclosures/view/selectArchive for the definitions of abbreviations
typically used in the target price method and risk sections.

See the Companies Mentioned section for full company names

Credit Suisse currently has, or had within the past 12 months, the following as investment banking client(s): CSX.0Q

Credit Suisse provided investment banking services to the subject company (CSX.0Q) within the past 12 months.

Credit Suisse has managed or co-managed a public offering of securities for the subject company (CSX.0Q) within the past 12 months.

Within the past 12 months, Credit Suisse has received compensation for investment banking services from the following issuer(s): CSX.0Q
Credit Suisse expects to receive or intends to seek investment banking related compensation from the subject company (CSX.0Q) within the
next 3 months.

Credit Suisse or a member of the Credit Suisse Group is a market maker or liquidity provider in the securities of the following subject issuer(s):
CSX.0Q

A member of the Credit Suisse Group is party to an agreement with, or may have provided services set out in sections A and B of Annex | of
Directive 2014/65/EU of the European Parliament and Council ("MIFID Services") to, the subject issuer (CSX.0Q) within the past 12 months.

For date and time of production, dissemination and history of recommendation for the subject company(ies) featured in this report, disseminated
within the past 12 months, please refer to the link: https://rave.credit-
suisse.com/disclosures/view/report?i=74950 1 &v=ycigtolfzn2yylwewhpi2rym .

Important Regional Disclosures

Singapore recipients should contact Credit Suisse AG, Singapore Branch for any matters arising from, or in connection with, this research report.
Analysts who conduct site visits of covered issuers are not permitted to accept payment or reimbursement for travel expenses from the issuer for
the site visit.
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For Credit Suisse Securities (Canada), Inc.'s policies and procedures regarding the dissemination of equity research, please visit
https://www.credit-suisse.com/sites/disclaimers-ib/en/canada-research-policy.html.

Investors should note that income from such securities and other financial instruments, if any, may fluctuate and that price or value of such
securities and instruments may rise or fall and, in some cases, investors may lose their entire principal investment.

To the extent any Credit Suisse equity research analyst employed by Credit Suisse International (a "UK Analyst") has interactions with a Spanish
domiciled client of Credit Suisse AG or its affiliates, such UK Analyst will be acting for and on behalf of Credit Suisse Bank (Europe), S.A., with
respect only to the provision of equity research services to Spanish domiciled clients of Credit Suisse AG or its affiliates.

Pursuant to CVM Resolution No. 20/2021, of February 25, 2021, the author(s) of the report hereby certify(ies) that the views expressed in this
report solely and exclusively reflect the personal opinions of the author(s) and have been prepared independently, including with respect to Credit
Suisse. Part of the author(s)’s compensation is based on various factors, including the total revenues of Credit Suisse, but no part of the
compensation has been, is, or will be related to the specific recommendations or views expressed in this report. In addition, Credit Suisse
declares that: Credit Suisse has provided, and/or may in the future provide investment banking, brokerage, asset management, commercial
banking and other financial services to the subject company/companies or its affiliates, for which they have received or may receive customary
fees and commissions, and which constituted or may constitute relevant financial or commercial interests in relation to the subject
company/companies or the subject securities.

This research report is authored by:

Credit Suisse Securities (USA) LLC ............cooiiiiiiiiiii e Ariel Rosa ; Ben Mohr

There is currently no universal definition or exhaustive list defining the issues or factors that are covered by the concept of "ESG" (Environmental,
Social, Governance). If not indicated otherwise, 'ESG' is used interchangeably with the terms 'sustainable' and 'sustainability'. Unless indicated
otherwise, the views expressed herein are based on CS' own assumptions and interpretation of ESG at the time of drafting. CS' views on ESG
may evolve over time and are subject to change.

Where a sustainability assessment is identified as including elements which track environmental, social or governance (ESG) objectives, CS s,
wholly or in part, reliant on third-party sources of information (including, but not limited to, such information produced by the
issuing/manufacturing company itself) and external guidance. These sources of information may be limited in terms of accuracy, availability and
timeliness. It is possible that the data from ESG data providers may be incorrect, unavailable (e.g., not existing, or absence of look-through), or
not fully updated. CS has not sought to independently verify information obtained from public and third-party sources and makes no
representations or warranties as to accuracy, completeness or reliability of such information. Additionally, as global laws, guidelines and
regulations in relation to the tracking and provision of such data are evolving, all such disclosures are made on a non-reliance basis and are
subject to change. Unless required by applicable law, CS is not obliged to provide updates on sustainability assessments. Any updates might be
subject to a time lag, due to e.g. lack of available data.

An ESG assessment reflects the opinion of the assessing party (CS or external parties such as rating agencies or other financial institutions). In
the absence of a standardized ESG assessment system, each assessing party has its own research and analysis framework/methodology.
Therefore, ESG assessment or risk levels given by different assessing parties to the same company can vary. Further, ESG assessment is
limited to considering company performance against certain ESG criteria only and does not take into account the other factors needed to assess
the value of a company.

Important disclosures regarding companies that are the subject of this report are available by calling +1 (877) 291-2683. The same important
disclosures, with the exception of valuation methodology and risk discussions, are also available on Credit Suisse’s disclosure website at
https://rave.credit-suisse.com/disclosures . For valuation methodology and risks associated with any recommendation, price target, or rating
referenced in this report, please refer to the disclosures section of the most recent report regarding the subject company.
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This report is produced by subsidiaries and affiliates of Credit Suisse ("CS") operating under its Securities Research function within the Investment Banking Division. For more information on our structure, please use the following link: https:/www.credit-
suisse.com/who-we-are All material presented in this report, unless specifically indicated otherwise, is under copyright to CS. None of the material, nor its content, nor any copy of it, may be aftered in any way, transmitted to, copied or distributed to any other party,
without the prior express written permission of CS. All trademarks, service marks and logos used in this report are trademarks or service marks or registered trademarks or service marks of CS. CS will not treat recipients of this report as its customers by virtue of
their receiving this report. The investments and services contained or referred to in this report may not be suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about such investments or investment services.
Nothing in this report constitutes investment, legal, accounting or tax advice, or a representation that any investment or strategy is suitable or appropriate to your individual circumstances, or otherwise constitutes a personal recommendation to you. Please note in
particular that the bases and levels of taxation may change. Information and opinions presented in this report have been obtained or derived from sources believed by CS to be reliable, but CS makes no representation as to their accuracy or completeness. CS
accepts no liability for loss arising from the use of the material presented in this report, except that this exclusion of liability does not apply to the extent that such liability arises under specific statutes or regulations applicable to CS. This reportis not to be relied upon
in substitution for the exercise of independent judgment. CS may have issued, and may in the future issue, other communications that are inconsistent with, and reach different conclusions from, the information presented in this report. Those communications
reflect the different assumptions, views and analytical methods of the analysts who prepared them and CS is under no obligation to ensure that such other communications are brought to the attention of any recipient of this report. Some investments referred to in
this report will be offered solely by a single entity and in the case of some investments solely by CS, or an associate of CS or CS may be the only market maker in such investments. Past performance should not be taken as an indication or guarantee of future
performance, and no representation or warranty, express or implied, is made regarding future performance. Information, opinions and estimates contained in this report reflect a judgment at its original date of publication by CS and are subject to change without
notice. The price, value of and income from any of the securities or financial instruments mentioned in this report can fall as well as rise. The value of securities and financial instruments is subject to exchange rate fluctuation that may have a positive or adverse
effect on the price or income of such securities or financial instruments. Investors in securities such as ADR's, the values of which are influenced by cumrency volatility, effectively assume this risk. Structured securities are complex instruments, typically involve a high
degree of risk and are intended for sale only to sophisticated investors who are capable of understanding and assuming the risks involved. The market value of any structured security may be affected by changes in economic, financial and political factors
(including, but not limited to, spot and forward interest and exchange rates), time to maturity, market conditions and volatility, and the credit quality of any issuer or reference issuer. Any investor interested in purchasing a structured product should conduct their own
investigation and analysis of the product and consutt with their own professional advisers as to the risks involved in making such a purchase. Some investments discussed in this report may have a high level of volatility. High volatility investments may experience
sudden and large falls in their value causing losses when that investment is realised. Those losses may equal your original investment. Indeed, in the case of some investments the potential losses may exceed the amount of initial investment and, in such
circumstances, you may be required to pay more money to support those losses. Income yields from investments may fluctuate and, in consequence, initial capital paid to make the investment may be used as part of that income yield. Some investments may not
be readily realisable and it may be difficult to sell or realise those investments, similarly it may prove difficult for you o obtain reliable information about the value, or risks, to which such an investment s exposed. This report may provide the addresses of, or contain
hyperfinks to, websites. Except to the extent to which the report refers to website material of CS, CS has not reviewed any such site and takes no responsibility for the content contained therein. Such address or hyperiink (including addresses or hyperiinks to CS's
own website material) is provided solely for your convenience and information and the content of any such website does not in any way form part of this document. Accessing such website or following such link through this report or CS's website shall be at your
own risk. This report may contain material that is not directed to, or intended for distribution to or use by, any person or entity who is a citizen o resident of or located in any locality, state, country or other jurisdiction where such distribution, publication, availability or
use would be contrary to law or regulation or which would subject CS to any registration or licensing requirement within such jurisdiction. The information, tools and material presented in this report are provided to you for information purposes only and are not to be
used or considered as an offer or the solicitation of an offer to sell or to buy or subscribe for securities or other financial instruments. CS may not have taken any steps to ensure that the securities referred to in this report are suitable for any particular investor. This
research report does not, and is not intended to be, an advertisement within the meaning of article 68 of the Swiss Financial Services Act and/or article 95 of the Swiss Financial Services Ordinance. This research report is not a prospectus, basic information sheet
(BIB) or a key information document (KID). Any recipients of this document should, however, note that any communication forwarding or using this research report as a basis for discussion, would qualify as such advertisement if it is intended to draw the recipient's
attention to specific financial instruments covered by this research report.

This report is issued and distributed in United Kingdom and European Union (except Germany and Spain): by Credit Suisse Intemational, One Cabot Square, London E14 4QJ, England, which is authorised by the Prudential Regulation Authority and
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Norfolk Southern

NS land deal shifts asset ownership, but limited
impact on core ops; trim estimates on yield
headwinds but still view Street as conservative

Railroads | Decrease Target Price

B NS to purchase CSR assets in $1.6 billion deal: On Monday, NS announced the
execution of a purchase agreement to acquire the assets of the Cincinnati Southern
Railway (CSR) for $1.62 billion. The agreement would give NS ownership of approximately
9,500 acres on which sits 337 miles of railroad between Cincinnati and Chattanooga, TN
currently maintained and operated by the Cincinnati, New Orleans and Texas Pacific
Railway Company (CNOTP), a wholly owned subsidiary of NS. The line forms one of the
highest-density parts of NS’ network, with as many as 30 trains per day, connecting key
segments of NS’ line between Chicago and Atlanta. From an operating standpoint, we do
not expect much to change from this transaction. NS has been leasing this land from CSR,
with the current agreement set to expire in 2026. With the transfer of ownership, we
expect a cut to operating rents and a step up in depreciation expense. NS expects the deal
to close in TH 2024, with a long lead time in closing as the transaction could be subject to
a public vote from the citizens of Cincinnati, as well as a number of other conditions.

m Trim estimates but Street consensus appears conservative in our view: Our prior
2023 and 2024 adj. EPS estimates of $15.25 and $17.00, respectively, represented the
highs on the Street, solidly above consensus’ $14.10 and $15.31 targets. We now lower
our '23 and '24 ests. 4% and 5% to $14.65 and $16.10, respectively. The cuts to our
estimates reflect (1) higher expected interest expense from debt related to this transaction,
(2) a modest cut to our buyback target given a higher share price assumption and lower
repurchase allocation, and (3) a reduction in our yield assumptions, as average revenue per
carload (ARC) is likely to come under pressure if coal prices drop and as assessorial
charges related to supply chain congestion moderate. Nevertheless, we see current Street
targets as conservative, with consensus expecting de minimis growth in ARCs over the next
two years (-0.1% in '23, +1.2% in '24) despite management expressing confidence in its
ability to price above inflation (as we wrote about last week). Street also expects limited
margin gains despite improving network fluidity and stabilizing fuel prices. We remain
Outperform but trim our price target to $278 from $282 on a 19x target P/E (from 18.5x).
We see opportunity for NS to reset expectations at its Investor Day in December. Key risks
include macro weakness and yield pressure from truck competition on falling rates.

Financial and valuation metrics

Year 12/21A 12/22E 12/23E 12/24E
EPS (CS adi.) (US$) 12.11 13.53 14.65 16.10
Prev. EPS (US$) - 13.55 15.95 17.00
Revenue (US$ m) 11,142.0 12,644.2 13,098.6 13,642.2
P/OCF (x) 17.4 12.2 11.6 10.6
EV/EBITDA (current) 12.7 1.7 1.3 10.7
Net debt (US$ m) 13,001 14,049 14,043 13,788
ROIC (%) 12.93 13.89 14.19 14.97
Number of shares (m) 231.51 IC (current, US$ m) 26,642.00
Net debt (Next Qtr., US$ m) 14,048.5 Dividend (current, US$) 4.96
Net debt/tot eq (Next Qtr.,%) 110.4

Source: Company data, Refinitiv, Credit Suisse estimates
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On 21-Nov-2022 the S&P 500 INDEX closed at 3585.62Daily
Nov22, 2021 - Nov21, 2022, 11/22/21 = US$277.06

Quarterly EPS Qi Q2 Q3 Q4
2021A 2.66 3.28 3.06 3.12
2022E 2.93 3.45 3.75 3.41
2023E 3.38 3.87 3.80 3.60

DISCLOSURE APPENDIX AT THE BACK OF THIS REPORT CONTAINS IMPORTANT DISCLOSURES, ANALYST CERTIFICATIONS,
LEGAL ENTITY DISCLOSURE AND THE STATUS OF NON-US ANALYSTS. US Disclosure: Credit Suisse does and seeks to do business
with companies covered in its research reports. As a result, investors should be aware that the Firm may have a conflict of interest that could
affect the objectivity of this report. Investors should consider this report as only a single factor in making their investment decision.
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Norfolk Southern wsc)
Price (21 Nov 2022): US$249.26

Target Price: (from 282.00) 278.00

Analyst: Ariel Rosa
Rating: Outperform

Income Statement 12/21A 12/22E 12/23E 12/24E
Revenue (US$ m) 11,142.0 12,644.2 13,098.6 13,642.2
EBITDA (US$ m) 5,628 6,115 6,333 6,706
Depr. & amort. (1,181) (1,229) (1,309) (1,388)
EBIT (US$) 4,447 4,886 5,023 5,318
Net interest exp (646) (692) (712) (740)
PBT (US$) 3,878 4,187 4,351 4,626
Income taxes 873) (1,001) (1,044) (1,110)
Minorities - - - -
Reported net income (US$) 3,005 3,187 3,307 3,516
Other NPAT adjustments 0 0 0 0
Adjusted net income 3,005 3,187 3,307 3,516
Cash Flow 12/21A 12/22E 12/23E 12/24E
EBIT 4,447 4,886 5,023 5,318
Net interest (646) (692) (712) (740)
Change in working capital (29) 296 18 12
CAPEX (1,470) (1,792) (1,725) (1,750)
Free cashflow to the firm 2,785 3,018 3,110 3,366
Acquisitions - - - -
Divestments - - - -
Cash flow from investments (1,222) (1,555) (1,665) (1,690)
Changes in Net Cash/Debt (1,435) (1,048) 5 256
Balance Sheet (US$) 12/21A 12/22E 12/23E 12/24E
Assets

Cash & cash equivalents 839 1,019 1,025 2,280
Total current assets 2,167 2,363 2,400 3,692
Total assets 38,493 39,132 39,525 41,120
Liabilities

Total current liabilities 2,521 2,873 2,924 2,972
Total liabilities 24,852 26,407 26,658 27,906
Total liabilities and equity 38,493 39,132 39,525 41,120
Net debt 13,001 14,049 14,043 13,788
Per share 12/21A 12/22E 12/23E 12/24E
No. of shares (wtd avg) 248 236 226 218
CS adj. EPS 12.11 13.563 14.65 16.10
Prev. EPS (US$) - 13.55 15.25 17.00
Dividend (US$) 4.16 4.96 5.16 5.36
Free cash flow per share 11.23 12.81 13.78 15.42
Earnings 12/21A 12/22E 12/23E 12/24E
Sales growth (%) 13.8 13.56 3.6 4.2
EBIT growth (%) 27.6 9.9 2.8 5.9
Net profit growth (%) 26.5 6.0 3.8 6.3
EPS growth (%) 30.9 11.7 8.3 9.9
EBITDA margin (%) 50.5 48.4 48.3 49.2
EBIT margin (%) 39.9 38.6 38.3 39.0
Pretax margin (%) 34.8 33.1 33.2 33.9
Net margin (%) 27.0 25.2 25.2 25.8
Valuation 12/21A 12/22E 12/23E 12/24E
EV/Sales (x) 6.35 5.68 5.48 5.24
P/E (x) 20.6 18.4 17.0 15.5
Price to book (x) 4.4 4.5 4.9 4.0
Asset turnover 0.3 0.3 0.3 0.3
Returns 12/21A 12/22E 12/23E 12/24E
ROE stated-return on (%) 20.4 23.5 25.1 26.2
ROIC (%) 12.9 13.9 14.2 15.0
Gearing 12/21A 12/22E 12/23E 12/24E
Net debt/equity (%) 95.3 110.4 109.1 104.3
Interest coverage ratio (X) 6.9 7.1 7.1 7.2
Quarterly EPS Q1 Q2 Q3 Q4
2021A 2.66 3.28 3.06 3.12
2022E 2.93 3.45 3.75 3.41
2023E 3.38 3.87 3.80 3.60

Source: FTI, Company data, Refinitiv, Credit Suisse Securities (EUROPE) LTD. Estimates

Norfolk Southern

Company Background

Norfolk Southern Corporation, together with its subsidiaries, engages in
the rail transportation of raw materials, intermediate products, and
finished goods in the Eastern United States.

Blue/Grey Sky Scenario
Blue Sky
R US$323.00
Target
*— Price
US$278.00
Current
Price —e
US$249.26

Grey Sky
o« o US$165.00

Our Blue Sky Scenario (US$) (from 320.00) 323.00

To arrive at our $323 Blue Sky scenario, we assume 5% EPS growth in
the year-ahead in excess of our target, consistent with a strong EPS
growth year for NSC. We then apply a target P/E multiple of 21x, which
would reflect a premium to the S&P500 consistent with high-quality large
cap companies, which we feel is appropriate for North American rails.
NSC could see accelerated earnings growth from narrowing its margin
gap to its eastern peer CSX.

Our Grey Sky Scenario (US$) (from 162.00) 165.00

To arrive at our $165 Grey Sky scenario, we assume 10% EPS decline in
the year-ahead in excess of our target, which is consistent with a
challenging year for NSC. We then apply a target P/E multiple of 12.5x,
which represents a discount to the S&P500 and is near the low-end of
the company'’s historical one-standard deviation trading range.

Share price performance
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Figure 1: NSC forward P/E has fallen from the low- to mid-20s over the past 18
months, but has rebounded off multi-year lows in recent weeks as shares have
bounced from the low $200 range to its current $249

NSC forward P/E
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Source: Company data, Credit Suisse estimates, the BLOOMBERG PROFESSIONAL™ service

Figure 2: NS has seen a significant step-up in Avg. Rev/Carload driven by fuel
surcharges and pricing gains; on its 3Q call CEO Alan Shaw and CMO Ed Elkins
discussed its ability to price above inflation, but Street appears skeptical, forecasting
ARCs to decline -0.1% in ’23 and only modest +1.2% growth in ‘24

NSC Revenue/Carload y-y growth

Source: Company data, Credit Suisse estimates
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Valuation Methodology and Risks

Target Price and Rating
Valuation Methodology and Risks: (12 months) for Norfolk Southern (NSC.N)

Method: Our $278 target price is based on a 19x target multiple on our 2023 EPS estimate, near the upper-end of its long-term forward P/E
range of 13x to 19.5x forward earnings. We believe our Outperform rating and target multiple are supported by NSC' s margin
improvement potential and volume growth opportunities, particularly given the strength of its intermodal franchise.

Risk:  The biggest risk we see to our $278 price target and Outperform rating for NS is a regression to challenges in its service performance,
as this could hinder both its ability to cut costs and its ability to grow volumes, while also subjecting the company to greater scrutiny
from the STB. We look for evidence of improvement in its network fluidity, with the company noting that its hiring pipeline is now at its
highest level in 4 years, despite the tight labor market. NS also has higher consumer exposure than its eastern peer CSX given its
larger intermodal franchise, potentially leaving the company vulnerable to near-term recession risk from a pull-back in spending. NS has
also developed partnerships with Kansas City Southern for intermodal traffic in the Southeast, and we see this as potentially at risk
from the pending CP-KCS merger.

Norfolk Southern 4
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Companies Mentioned (Price as of 21-Nov-2022)
Norfolk Southern (NSC.N, $249.26, OUTPERFORM, TP $278.0)

Disclosure Appendix

Analyst Certification

I, Ariel Rosa, certify that (1) the views expressed in this report accurately reflect my personal views about all of the subject companies and
securities and (2) no part of my compensation was, is or will be directly or indirectly related to the specific recommendations or views expressed
in this report.

3-Year Price and Rating History for Norfolk Southern (NSC.N)

NSC.N Closing Price  Target Price — Targst Price — Qlosing Price NSGN

Date (US$) (US$) Rating 400

26-Nov-19 196.21 210.00 0

16-Jan-20 206.25 296.00

29-Jan-20 21483  241.00 %0 |_,.|—|__,
07-Apr-20 153.53 182.00

29-Apr-20 180.33 203.00 200

07-Jul-20 174.12 199.00

29-Jul-20 192.82 216.00 100

02-Oct-20 212.66 241,00 01-4n-2020 01-hn-2021 01-4n-2022
07-Oct-20 216.86 246.00

98-0ct-20 198.11 242,00 ey e
25-Nov-20 241.46 268.00

11-Jan-21 254.37 283.00

27-Jan-21 23b.64 271.00

08-Mar-21 2659.22 278.00

09-Apr-21 272.49 303.00

28-Apr-21 284.09 320.00

30-Jun-21 265.41 325.00

28-Jul-21 256.92 322.00

02-Aug-21 256.16 NC

27-Jun-22 2927.73 267.00 (Ol

27-Jul-22 243.24 277.00

12-Aug-22 261.84 292.00

10-Oct-22 212.24 264.00

26-Oct-22 292.12 267.00

17-Nov-22 245.56 282.00

* Asterisk signifies initiation or assumption of coverage.

Effective July 3, 2016, NC denotes termination of
coverage.

As of December 10, 2012 Analysts’ stock rating are defined as follows:

Outperform (O) : The stock’s total return is expected to outperform the relevant benchmark® over the next 12 months.

Neutral (N) : The stock’s total return is expected to be in line with the relevant benchmark” over the next 12 months.

Underperform (U) : The stock’s total return is expected to underperform the relevant benchmark® over the next 12 months.

‘Relevant benchmark by region: As of 10th December 2012, Japanese ratings are based on a stock’s total return relative to the analyst's coverage universe
which consists of all companies covered by the analyst within the relevant sector, with Outperforms representing the most attractive, Neutrals the less attractive,
and Underperforms the least attractive investment opportunities. As of 2nd October 2012, U.S. and Canadian as well as European (excluding Turkey) ratings are
based on a stock’s total return relative to the analyst's coverage universe which consists of all companies covered by the analyst within the relevant sector, with
Outperforms representing the most attractive, Neutrals the less attractive, and Underperforms the least attractive investment opportunities. For Latin America,
Turkey and Asia (excluding Japan and Australia), stock ratings are based on a stock’s total return relative to the average total return of the relevant country or
regional benchmark (India - S&P BSE Sensex Index); for China A share the relevant index is the Shanghai Shenzhen CSI 300 (CSI300); prior to 2nd October
2012 U.S. and Canadian ratings were based on (1) a stock’s absolute total return potential to its current share price and (2) the relative attractiveness of a
stock’s total return potential within an analyst's coverage universe. For Australian and New Zealand stocks, the expected total return (ETR) calculation includes
12-month rolling dividend yield. An Outperform rating is assigned where an ETR is greater than or equal to 7.5%; Underperform where an ETR less than or equal
to 5%. A Neutral may be assigned where the ETR is between -5% and 15%. The overlapping rating range allows analysts to assign a rating that puts ETR in the
context of associated risks. Prior to 18 May 2015, ETR ranges for Outperform and Underperform ratings did not overlap with Neutral thresholds between 15%
and 7.5%, which was in operation from 7 July 2011.
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Restricted (R) : In certain circumstances, Credit Suisse policy and/or applicable law and regulations preclude certain types of communications,
including an investment recommendation, during the course of Credit Suisse's engagement in an investment banking transaction and in certain
other circumstances.

Not Rated (NR) : Credit Suisse Equity Research does not have an investment rating or view on the stock or any other securities related to the
company at this time.

Not Covered (NC) : Credit Suisse Equity Research does not provide ongoing coverage of the company or offer an investment rating or
investment view on the equity security of the company or related products.

Volatility Indicator [V] : A stock is defined as volatile if the stock price has moved up or down by 20% or more in a month in at least 8 of the
past 24 months or the analyst expects significant volatility going forward.

Analysts’ sector weightings are distinct from analysts’ stock ratings and are based on the analyst’s expectations for the fundamentals and/or
valuation of the sector” relative to the group’s historic fundamentals and/or valuation:

Overweight : The analyst’s expectation for the sector’s fundamentals and/or valuation is favorable over the next 12 months.

Market Weight : The analyst’s expectation for the sector’s fundamentals and/or valuation is neutral over the next 12 months.

Underweight : The analyst’s expectation for the sector’s fundamentals and/or valuation is cautious over the next 12 months.
"An analyst's coverage sector consists of all companies covered by the analyst within the relevant sector. An analyst may cover multiple sectors.

Credit Suisse's distribution of stock ratings (and banking clients) is:

Global Ratings Distribution

Rating Versus universe (%) Of which banking clients (%)
Outperform/Buy* 54% (28% banking clients)
Neutral/Hold* 35% (22% banking clients)
Underperform/Sell 10% (21% banking clients)
Restricted 1%

Please click here to view the MAR quarterly recommendations and investment services report for fundamental research recommendations.

*For purposes of the NYSE and FINRA ratings distribution disclosure requirements, our stock ratings of Outperform, Neutral, and Underperform most closely
correspond to Buy, Hold, and Sell, respectively; however, the meanings are not the same, as our stock ratings are determined on a relative basis. (Please refer to
definitions above.) An investor's decision to buy or sell a security should be based on investment objectives, current holdings, and other individual factors.
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Credit Suisse's policy is to update research reports as it deems appropriate, based on developments with the subject company, the sector or the
market that may have a material impact on the research views or opinions stated herein.

Credit Suisse's policy is only to publish investment research that is impartial, independent, clear, fair and not misleading. For more detail please
refer to Credit Suisse's Policies for Managing Conflicts of Interest in connection with Investment Research: https://www.credit-
suisse.com/sites/disclaimers-ib/en/managing-conflicts.html .

Any information relating to the tax status of financial instruments discussed herein is not intended to provide tax advice or to be used by anyone
to provide tax advice. Investors are urged to seek tax advice based on their particular circumstances from an independent tax professional.

Credit Suisse has decided not to enter into business relationships with companies that Credit Suisse has determined to be involved in the
development, manufacture, or acquisition of anti-personnel mines and cluster munitions. For Credit Suisse's position on the issue, please see
https://www.credit-suisse.com/media/assets/corporate/docs/about-us/responsibility/banking/policy-summaries-en.pdf .

The analyst(s) responsible for preparing this research report received compensation that is based upon various factors including Credit Suisse's
total revenues, a portion of which are generated by Credit Suisse's investment banking activities

Please refer to the firm's disclosure website at https://rave.credit-suisse.com/disclosures/view/selectArchive for the definitions of abbreviations
typically used in the target price method and risk sections.

See the Companies Mentioned section for full company names

Credit Suisse or a member of the Credit Suisse Group is a market maker or liquidity provider in the securities of the following subject issuer(s):
NSC.N

Credit Suisse beneficially holds >0.5% long position of the total issued share capital of the subject company (NSC.N).

For date and time of production, dissemination and history of recommendation for the subject company(ies) featured in this report, disseminated
within the past 12 months, please refer to the link: https://rave.credit-
suisse.com/disclosures/view/report?i=759238&v=20npblsc 1sdi7q73kpg4t03qr .

Important Regional Disclosures

Singapore recipients should contact Credit Suisse AG, Singapore Branch for any matters arising from, or in connection with, this research report.
Analysts who conduct site visits of covered issuers are not permitted to accept payment or reimbursement for travel expenses from the issuer for
the site visit.
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For Credit Suisse Securities (Canada), Inc.'s policies and procedures regarding the dissemination of equity research, please visit
https://www.credit-suisse.com/sites/disclaimers-ib/en/canada-research-policy.html.

Investors should note that income from such securities and other financial instruments, if any, may fluctuate and that price or value of such
securities and instruments may rise or fall and, in some cases, investors may lose their entire principal investment.

To the extent any Credit Suisse equity research analyst employed by Credit Suisse International (a "UK Analyst") has interactions with a Spanish
domiciled client of Credit Suisse AG or its affiliates, such UK Analyst will be acting for and on behalf of Credit Suisse Bank (Europe), S.A., with
respect only to the provision of equity research services to Spanish domiciled clients of Credit Suisse AG or its affiliates.

Pursuant to CVM Resolution No. 20/2021, of February 25, 2021, the author(s) of the report hereby certify(ies) that the views expressed in this
report solely and exclusively reflect the personal opinions of the author(s) and have been prepared independently, including with respect to Credit
Suisse. Part of the author(s)’s compensation is based on various factors, including the total revenues of Credit Suisse, but no part of the
compensation has been, is, or will be related to the specific recommendations or views expressed in this report. In addition, Credit Suisse
declares that: Credit Suisse has provided, and/or may in the future provide investment banking, brokerage, asset management, commercial
banking and other financial services to the subject company/companies or its affiliates, for which they have received or may receive customary
fees and commissions, and which constituted or may constitute relevant financial or commercial interests in relation to the subject
company/companies or the subject securities.

This research report is authored by:

Credit Suisse Securities (USA) LLC ............cooiiiiiiiiiii e Ariel Rosa ; Ben Mohr

There is currently no universal definition or exhaustive list defining the issues or factors that are covered by the concept of "ESG" (Environmental,
Social, Governance). If not indicated otherwise, 'ESG' is used interchangeably with the terms 'sustainable' and 'sustainability'. Unless indicated
otherwise, the views expressed herein are based on CS' own assumptions and interpretation of ESG at the time of drafting. CS' views on ESG
may evolve over time and are subject to change.

Where a sustainability assessment is identified as including elements which track environmental, social or governance (ESG) objectives, CS is,
wholly or in part, reliant on third-party sources of information (including, but not limited to, such information produced by the
issuing/manufacturing company itself) and external guidance. These sources of information may be limited in terms of accuracy, availability and
timeliness. It is possible that the data from ESG data providers may be incorrect, unavailable (e.g., not existing, or absence of look-through), or
not fully updated. CS has not sought to independently verify information obtained from public and third-party sources and makes no
representations or warranties as to accuracy, completeness or reliability of such information. Additionally, as global laws, guidelines and
regulations in relation to the tracking and provision of such data are evolving, all such disclosures are made on a non-reliance basis and are
subject to change. Unless required by applicable law, CS is not obliged to provide updates on sustainability assessments. Any updates might be
subject to a time lag, due to e.g. lack of available data.

An ESG assessment reflects the opinion of the assessing party (CS or external parties such as rating agencies or other financial institutions). In
the absence of a standardized ESG assessment system, each assessing party has its own research and analysis framework/methodology.
Therefore, ESG assessment or risk levels given by different assessing parties to the same company can vary. Further, ESG assessment is
limited to considering company performance against certain ESG criteria only and does not take into account the other factors needed to assess
the value of a company.

Important disclosures regarding companies that are the subject of this report are available by calling +1 (877) 291-2683. The same important
disclosures, with the exception of valuation methodology and risk discussions, are also available on Credit Suisse’s disclosure website at
https://rave.credit-suisse.com/disclosures . For valuation methodology and risks associated with any recommendation, price target, or rating
referenced in this report, please refer to the disclosures section of the most recent report regarding the subject company.

Norfolk Southern 7



https://rave.credit-suisse.com/disclosures

N

21 November 2022 CREDIT SUISSE

This report is produced by subsidiaries and affiliates of Credit Suisse ("CS") operating under its Securities Research function within the Investment Banking Division. For more information on our structure, please use the following link: https:/www.credit-
suisse.com/who-we-are All material presented in this report, unless specifically indicated otherwise, is under copyright to CS. None of the material, nor its content, nor any copy of it, may be altered in any way, transmitted to, copied or distributed to any other party,
without the prior express written permission of CS. All trademarks, service marks and logos used in this report are trademarks or service marks or registered trademarks or service marks of CS. CS will not treat recipients of this report as its customers by virtue of
their receiving this report. The investments and services contained or referred to in this report may not be suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about such investments or investment services.
Nothing in this report constitutes investment, legal, accounting or tax advice, or a representation that any investment or strategy is suitable or appropriate to your individual circumstances, or otherwise constitutes a personal recommendation to you. Please note in
particular that the bases and levels of taxation may change. Information and opinions presented in this report have been obtained or derived from sources believed by CS to be reliable, but CS makes no representation as to their accuracy or completeness. CS
accepts no liability for loss arising from the use of the material presented in this report, except that this exclusion of liability does not apply to the extent that such liability arises under specific statutes or regulations applicable to CS. This reportis not to be relied upon
in substitution for the exercise of independent judgment. CS may have issued, and may in the future issue, other communications that are inconsistent with, and reach different conclusions from, the information presented in this report. Those communications
reflect the different assumptions, views and analytical methods of the analysts who prepared them and CS is under no obligation to ensure that such other communications are brought to the attention of any recipient of this report. Some investments referred to in
this report will be offered solely by a single entity and in the case of some investments solely by CS, or an associate of CS or CS may be the only market maker in such investments. Past performance should not be taken as an indication or guarantee of future
performance, and no representation or warranty, express or implied, is made regarding future performance. Information, opinions and estimates contained in this report reflect a judgment at its original date of publication by CS and are subject to change without
notice. The price, value of and income from any of the securities or financial instruments mentioned in this report can fall as well as rise. The value of securities and financial instruments is subject to exchange rate fluctuation that may have a posttive or adverse
effect on the price or income of such securities or financial instruments. Investors in securities such as ADR's, the values of which are influenced by cumrency volatility, effectively assume this risk. Structured securities are complex instruments, typically involve a high
degree of risk and are intended for sale only to sophisticated investors who are capable of understanding and assuming the risks involved. The market value of any structured security may be affected by changes in economic, financial and political factors
(including, but not limited to, spot and forward interest and exchange rates), time to maturity, market conditions and volatiity, and the credit quality of any issuer or reference issuer. Any investor interested in purchasing a structured product should conduct their own
investigation and analysis of the product and consutt with their own professional advisers as to the risks involved in making such a purchase. Some investments discussed in this report may have a high level of volatility. High volatility investments may experience
sudden and large falls in their value causing losses when that investment is realised. Those losses may equal your original investment. Indeed, in the case of some investments the potential losses may exceed the amount of initial investment and, in such
circumstances, you may be required to pay more money to support those losses. Income yields from investments may fluctuate and, in consequence, initial capital paid to make the investment may be used as part of that income yield. Some investments may not
be readily realisable and it may be difficult to sell or realise those investments, similarly it may prove difficult for you to obtain reliable information about the value, or risks, to which such an investment s exposed. This report may provide the addresses of, or contain
hyperfinks to, websites. Except to the extent to which the report refers to website material of CS, CS has not reviewed any such site and takes no responsibility for the content contained therein. Such address or hyperiink (including addresses or hyperiinks to CS's
own website material) is provided solely for your convenience and information and the content of any such website does not in any way form part of this document. Accessing such website or following such link through this report or CS's website shall be at your
own risk. This report may contain material that is not directed to, or intended for distribution to or use by, any person or entity who is a citizen o resident of or located in any locality, state, country or other jurisdiction where such distribution, publication, availability or
use would be contrary to law or regulation or which would subject CS to any registration or licensing requirement within such jurisdiction. The information, tools and material presented in this report are provided to you for information purposes only and are not to be
used or considered as an offer or the solicitation of an offer to sell or to buy or subscribe for securities or other financial instruments. CS may not have taken any steps to ensure that the securities referred to in this report are suitable for any particular investor. This
research report does not, and is not intended to be, an advertisement within the meaning of article 68 of the Swiss Financial Services Act and/or article 95 of the Swiss Financial Services Ordinance. This research report is not a prospectus, basic information sheet
(BIB) or a key information document (KID). Any recipients of this document should, however, note that any communication forwarding or using this research report as a basis for discussion, would qualify as such advertisement if it is intended to draw the recipient's
attention to specific financial instruments covered by this research report.

This report is issued and distributed in United Kingdom and European Union (except Germany and Spain): by Credit Suisse Intemational, One Cabot Square, London E14 4QJ, England, which is authorised by the Prudential Regulation Authority and
regulated by the Financial Conduct Authority and the Prudential Regulation Authority; Spain: Credit Suisse Bank (Europe), S.A. regulated by the Comision Nacional del Mercado de Valores; Germany: Credit Suisse (Deutschland) Aktiengesellschaft regulated by
the Bundesanstalt fuer Finanzdienstleistungsaufsicht ('BaFin"). United States: Credit Suisse Securities (USA) LLC; Canada: Credit Suisse Securities (Canada), Inc.; Switzerland: Credit Suisse AG; Brazil: Credit Suisse (Brasil) S.A. Comretora de Titulos e Valores
Mobiliérios or its affiliates; Mexico: Banco Credit Suisse (México), S.A., Institucion de Banca Muttiple, Grupo Financiero Credit Suisse (México) and Casa de Bolsa Credit Suisse (México), S.A. de C.V., Grupo Financiero Credit Suisse (México) ("Credit Suisse
Mexico"). This document has been prepared for information purposes only and is exclusively distributed in Mexico to Institutional Investors. Credit Suisse Mexico is not responsible for any onward distribution of this report to non-institutional investors by any third
party. The authors of this report have not received payment or compensation from any entity or company other than from the relevant Credit Suisse Group company employing them; Japan: by Credit Suisse Securities (Japan) Limited, Financial Instruments Firm,
Director-General of Kanto Local Finance Bureau ( Kinsho) No. 66, a member of Japan Securities Dealers Association, The Financial Futures Association of Japan, Japan Investment Advisers Association, Type Il Financial Instruments Fims Association. This
report has been prepared and issued for distribution in Japan to Credit Suisse’s clients, including institutional investors; Hong Kong SAR: Credit Suisse (Hong Kong) Limited; Australia: Credit Suisse Equities (Australia) Limited; Thailand: Credit Suisse Securities
(Thailand) Limited, regulated by the Office of the Securities and Exchange Commission, Thailand, having registered address at 990 Abdulrahim Place, 27th Floor, Unit 2701, Rama IV Road, Silom, Bangrak, Bangkok10500, Thailand, Tel. +66 2614 6000;
Malaysia: Credit Suisse Securities (Malaysia) Sdn Bhd; Singapore: Credit Suisse AG, Singapore Branch; India: Credit Suisse Securities (India) Private Limited (CIN no.U67120MH1996PTC104392) regulated by the Securities and Exchange Board of India as
Research Analyst (registration no. INH 000001030) and as Stock Broker (registration no. INZ000248233), having registered address at 9th Floor, Ceejay House, Dr.AB. Road, Worli, Mumbai - 18, India, T- +91-22 6777 3777; South Korea: Credit Suisse
Securities (Europe) Limited, Seoul Branch; Taiwan (Chinese Taipei): Credit Suisse AG Taipei Securities Branch; Indonesia: PT Credit Suisse Sekuritas Indonesia; Philippines:Credit Suisse Securities (Philippines) Inc., and elsewhere in the world by the
relevant authorised affiliate of the above.

Additional Regional Disclaimers

Australia: Credit Suisse Securities (Europe) Limited ("CSSEL") and Credit Suisse International ("CSI") are authorised by the Prudential Regulation Authority and regulated by the Financial Conduct Authority ("FCA") and the Prudential Regulation Authority under
UK laws, which differ from Australian Laws. CSSEL and CSI do not hold an Australian Financial Services Licence ("AFSL") and are exempt from the requirement to hold an AFSL under the Corporations Act (Cth) 2001 ("Corporations Act") in respect of the financial
services provided to Australian wholesale clients (within the meaning of section 761G of the Corporations Act) (hereinafter referred to as “Financial Services”). This material is not for distribution to retail clients and is directed exclusively at Credit Suisse's
professional clients and eligible counterparties as defined by the FCA, and wholesale clients as defined under section 761G of the Corporations Act. Credit Suisse (Hong Kong) Limited ("CSHK") is licensed and regulated by the Securities and Futures Commission
of Hong Kong under the laws of Hong Kong SAR, which differ from Australian laws. CSHKL does not hold an AFSL and is exempt from the requirement to hold an AFSL under the Corporations Act in respect of providing Financial Services. Investment banking
senvices in the United States are provided by Credit Suisse Securities (USA) LLC, an affiliate of Credit Suisse Group. CSSU is regulated by the United States Securities and Exchange Commission under United States laws, which differ from Australian laws. CSSU
does not hold an AFSL and is exempt from the requirement to hold an AFSL under the Corporations Act in respect of providing Financial Services. Credit Suisse Asset Management LLC (CSAM) is authorised by the Securities and Exchange Commission under
US laws, which differ from Australian laws. CSAM does not hold an AFSL and is exempt from the requirement to hold an AFSL under the Corporations Act in respect of providing Financial Services. This material is provided solely to Institutional Accounts (as
defined in the FINRA rules) who are Eligible Contract Participants (as defined in the US Commodity Exchange Act). Credit Suisse Equities (Australia) Limited (ABN 35 068 232 708) ("CSEAL") is an AFSL holder in Australia (AFSL 237237).

EU: This report has been produced by subsidiaries and ffiliates of Credit Suisse operating under its Securities Research function within the Investment Banking Division.

In jurisdictions where CS is not already registered or licensed to trade in securities, transactions will only be effected in accordance with applicable securities legislation, which will vary from jurisdiction to jurisdiction and may require that the trade be made in
accordance with applicable exemptions from registration or licensing requirements.

This material is issued and distributed in the U.S. by CSSU, a member of NYSE, FINRA, SIPC and the NFA, and CSSU accepts responsibility for its contents. Clients should contact analysts and execute transactions through a Credit Suisse subsidiary or affiliate in
their home jurisdiction unless goveming law permits otherwise.

CS may provide various services to US municipal entities or obligated persons ("municipalities"), including suggesting individual transactions or trades and entering into such transactions. Any services CS provides to municipalities are not viewed as "advice" within
the meaning of Section 975 of the Dodd-Frank Wall Street Reform and Consumer Protection Act. CS is providing any such services and related information solely on an arm's length basis and not as an advisor or fiduciary to the municipality. In connection with the
provision of the any such services, there is no agreement, direct or indirect, between any municipality (including the officials, management, employees or agents thereof) and CS for CS to provide advice to the municipality. Municipaliies should consult with their
financial, accounting and legal advisors regarding any such services provided by CS. In addition, CS is not acting for direct or indirect compensation to solicit the municipality on behalf of an unaffiliated broker, dealer, municipal securities dealer, municipal advisor, or
investment adviser for the purpose of obtaining or retaining an engagement by the municipality for or in connection with Municipal Financial Products, the issuance of municipal securities, or of an investment adviser to provide investment advisory services to or on
behalf of the municipalty. If this report is being distributed by a financial institution other than Credit Suisse AG, or its affliates, that financial institution is solely responsible for distribution. Clients of that institution should contact that institution to effect a transaction in
the securities mentioned in this report or require further information. This report does not constitute investment advice by Credit Suisse to the clients of the distributing financial institution, and neither Credit Suisse AG, its affliates, and their respective officers,
directors and employees accept any liability whatsoever for any direct or consequential loss arising from their use of this report or its content. No information or communication provided herein or otherwise is intended to be, or should be construed as, a
recommendation within the meaning of the US Department of Labor’s final regulation defining "investment advice" for purposes of the Employee Retirement Income Security Act of 1974, as amended and Section 4975 of the Intemal Revenue Code of 1986, as
amended, and the information provided herein is intended to be general information, and should not be construed as, providing investment advice (impartial or otherwise).

Malaysia: Research provided to residents of Malaysia is authorised by the Head of Research for Credit Suisse Securities (Malaysia) Sdn Bhd, to whom they should direct any queries on +603 2723 2020.

Singapore: This report has been prepared and issued for distribution in Singapore to institutional investors, accredited investors and expert investors (each as defined under the Financial Advisers Regulations) only, and is also distributed by Credit Suisse AG,
Singapore Branch to overseas investors (as defined under the Financial Advisers Regulations). Credit Suisse AG, Singapore Branch may distribute reports produced by its foreign entities or affiliates pursuant to an amrangement under Regulation 32C of the
Financial Advisers Regulations. Singapore recipients should contact Credit Suisse AG, Singapore Branch at +65-6212-2000 for matters arising from, or in connection with, this report. By virtue of your status as an institutional investor, accredited investor, expert
investor or overseas investor, Credit Suisse AG, Singapore Branch is exempted from complying with certain compliance requirements under the Financial Advisers Act, Chapter 110 of Singapore (the “FAA"), the Financial Advisers Regulations and the relevant
Notices and Guidelines issued thereunder, in respect of any financial advisory service which Credit Suisse AG, Singapore Branch may provide to you.

Copyright © 2022 CREDIT SUISSE AG andor its affiliates. Al rights reserved.

When you purchase non-isted Japanese fixed income securities (Japanese govemment bonds, Japanese municipal bonds, Japanese govemment guaranteed bonds, Japanese corporate bonds) from CS as a seller, you will be requested to pay the purchase
price only.
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20 October 2022
Equity Research
Americas | United States

Union Pacific

Cut to volume & margin outlook overshadows
solid 3Q beat; cost pressures pushing out 55%
operating ratio target

Railroads | Decrease Target Price

m  UNP shares hit hard on cut to volume and margin outlook: UNP experienced its
biggest drop in 2 years (down -6.8% vs. -0.8% for the S&P500) as the company cut its
outlook for full-year carload growth to 3% (from +4%-5%) and its full-year operating ratio
to 60% (from 58%). The cut to volumes reflects a weakening macro environment, ongoing
service challenges (which are gradually improving but still lackluster), and the drop in truck
rates driving competition against rail. At the same time, the cut to its operating ratio outlook
is being driven by inflationary cost pressures, and particularly the recent increase in wages
from the pending agreement with its unions which guarantees a 7.0% wage increase this
year and a 4.0% increase in 2023 in addition to annual $1,000 bonus payments. UP said
it still feels confident in its ability to reach a 55% operating ratio over time, but the timeline
to achieve this has been pushed out. For our part, we think the share price move was
overdone given a solid 3Q earnings beat and UP’s demonstrated history of being able to
capture pricing to offset inflationary cost pressures. However, skepticism is warranted as
the company has walked back its margin target every quarter this year, and as competitor
CSX noted, a lot of volume is required to offset a point of margin. We continue to look for
improvements to network fluidity to help offset inflationary cost pressure, but it will take
time for UP to get pricing sufficient to drive operating ratios back to the mid-50s. We bump
our OR targets to 58.2% for 2023e (from 56.3%) and 57.3% for 2024e (from 55.9%).

m  Strong pricing drives 3Q EPS beat: UNP posted 3022 adj. EPS of $3.19, up +23.9%
y-y, above our $3.00 and consensus’ $3.05 targets. Adjusted results exclude a $114 mil.
charge due to the labor agreement accruals (which account for all expected ratifications),
resulting in GAAP EPS of $3.05. The EPS beat was driven by strong pricing gains, with
revenue per carload up +14.5% y-y (above our +9.8% estimate). Given the strong pricing,
we see room for UP to offset cost pressures aided by continued solid demand trends.

m  We remain Outperform, lower PT to $232 from $244, holding our 18.5x target P/E on
our 2023e EPS but lowering our EPS targets. We cut ‘22, ‘23, ‘24 adj. EPS estimates to
$11.50, $12.65, and $14.10 from $11.65, $13.20, $14.50, respectively. Key risks
include macro weakness and UP’s ability to secure incrementally accretive volume to
improve OR. We continue to believe long-term holders should buy on weakness given the
cash flow generation potential of the business and its depressed multiple versus history.

Financial and valuation metrics

Year 12/21A 12/22E 12/23E 12/24E
EPS (CS adi.) (US$) 9.95 11.60 12.55 14.10
Prev. EPS (US$) - 11.65 13.20 14.50
Revenue (US$ m) 21,804.0 24,996.5 26,171.5 27,380.4
P/OCF (x) 18.3 12.4 11.3 10.1
EV/EBITDA (current) 13.0 12.1 11.3 10.6
Net debt (US$ m) 30,198 32,978 35,566 37,627
ROIC (%) 16.20 17.61 18.39 19.22
Number of shares (m) 624.48 IC (current, US$ m) 44,359.00
Net debt (Next Qtr., US$ m) 32,978.1 Dividend (current, US$) 5.20
Net debt/tot eq (Next Qtr.,%) 282.4

Source: Company data, Refinitiv, Credit Suisse estimates
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On 20-Oct-2022 the S&P 500 INDEX closed at 35685.62Daily
Oct21, 2021 - Oct20, 2022, 10/21/21 = US$231.28

Quarterly EPS Qi Q2 Q3 Q4
2021A 2.00 2.72 2.57 2.66
2022E 2.57 2.93 3.19 2.82
2023E 2.83 3.18 3.31 3.23

DISCLOSURE APPENDIX AT THE BACK OF THIS REPORT CONTAINS IMPORTANT DISCLOSURES, ANALYST CERTIFICATIONS,
LEGAL ENTITY DISCLOSURE AND THE STATUS OF NON-US ANALYSTS. US Disclosure: Credit Suisse does and seeks to do business
with companies covered in its research reports. As a result, investors should be aware that the Firm may have a conflict of interest that could
affect the objectivity of this report. Investors should consider this report as only a single factor in making their investment decision.
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Price (20 Oct 2022): US$186.45

Target Price: (from 244.00) 232.00

Analyst: Ariel Rosa
Rating: Outperform

Income Statement 12/21A 12/22E 12/23E 12/24E
Revenue (US$ m) 21,804.0 24,996.5 26,171.5 27,380.4
EBITDA (US$ m) 11,546 12,410 13,270 14,123
Depr. & amort. (2,208) (2,244) (2,322) (2,443)
EBIT (US$) 9,338 10,166 10,948 11,680
Net interest exp (1,157) (1,253) (1,300) (1,320)
PBT (US$) 8,478 9,287 9,808 10,520
Income taxes (1,955) (2,103) (2,305) (2,472)
Minorities - - - -
Reported net income (US$) 6,523 7,184 7,503 8,047
Other NPAT adjustments 0 0 0 0
Adjusted net income 6,523 7,184 7,503 8,047
Cash Flow 12/21A 12/22E 12/23E 12/24E
EBIT 9,338 10,166 10,948 11,680
Net interest (1,157) (1,253) (1,300) (1,320)
Change in working capital 203 43 6 16
CAPEX (2,936) (3,410) (3,400) (3,600)
Free cashflow to the firm 6,096 6,016 6,431 6,907
Acquisitions - - - -
Divestments 178 200 180 200
Cash flow from investments (2,709) (3,225) (3,220) (3,400)
Changes in Net Cash/Debt (3,985) (2,780) (2,588) (2,061)
Balance Sheet (US$) 12/21A 12/22E 12/23E 12/24E
Assets

Cash & cash equivalents 960 2,247 659 598
Total current assets 3,551 5,188 3,692 3,711
Total assets 63,525 66,806 68,530 71,949
Liabilities

Total current liabilities 5,744 5,646 5,743 5,839
Total liabilities 49,364 55,127 58,546 63,085
Total liabilities and equity 63,525 66,806 68,530 71,949
Net debt 30,198 32,978 35,566 37,627
Per share 12/21A 12/22E 12/23E 12/24E
No. of shares (wtd avg) 655 625 598 571
CS adj. EPS 9.95 11.50 12.55 14.10
Prev. EPS (US$) - 11.65 13.20 14.50
Dividend (US$) 4.29 5.08 5.35 5.65
Free cash flow per share 9.30 9.63 10.75 12.10
Earnings 12/21A 12/22E 12/23E 12/24E
Sales growth (%) 11.6 14.6 4.7 4.6
EBIT growth (%) 16.1 8.9 7.7 6.7
Net profit growth (%) 17.4 10.1 4.4 7.3
EPS growth (%) 21.6 15.6 9.1 12.4
EBITDA margin (%) 53.0 49.6 50.7 51.6
EBIT margin (%) 42.8 40.7 41.8 42.7
Pretax margin (%) 38.9 37.2 37.5 38.4
Net margin (%) 29.9 28.7 28.7 20.4
Valuation 12/21A 12/22E 12/23E 12/24E
EV/Sales (x) 6.73 5.98 5.81 5.63
P/E (x) 18.7 16.2 14.9 13.2
Price to book (x) 1.9 1.8 1.6 1.4
Asset turnover 0.3 0.4 0.4 0.4
Returns 12/21A 12/22E 12/23E 12/24E
ROE stated-return on (%) 10.7 11.3 11.2 11.3
ROIC (%) 16.2 17.6 18.4 19.2
Gearing 12/21A 12/22E 12/23E 12/24E
Net debt/equity (%) 213.2 282.4 356.2 4945
Interest coverage ratio (X) 8.1 8.1 8.4 8.8
Quarterly EPS Q1 Q2 Q3 Q4
2021A 2.00 2.72 2.57 2.66
2022E 2.567 2.93 3.19 2.82
2023E 2.83 3.18 3.31 3.23

Source: FTI, Company data, Refinitiv, Credit Suisse Securities (EUROPE) LTD. Estimates

Union Pacific

Company Background

Union Pacific Corporation is engaged in the transportation business. The
Company'’s principal operating company, Union Pacific Railroad Company,
links 23 states in the western two-thirds of the United States of America.

Blue/Grey Sky Scenario
Blue Sky
R US$277.00
Target
*— Price
US$232.00
Current
Price —e
US$186.45

Grey Sky
o« o US$149.00

Our Blue Sky Scenario (US$) (from 291.00) 277.00

To arrive at our Blue Sky scenario, we assume 5% EPS growth above
our current target in the year-ahead, which is near the average of its
historical annual EPS growth. We then apply a target P/E of 21x, which
would reflect a premium to the S&P500 consistent with high-quality large
cap companies, which we feel is appropriate for North American rails. We
believe UNP has the ability to drive eamings growth as it improves service
on its network.

Our Grey Sky Scenario (US$) (from 157.00) 149.00

To arrive at our Grey Sky scenario, we assume an EPS decline of -15%
below our current target in the year-ahead, which is consistent with a
challenging year for UNP. We then apply a target P/E multiple of 14x,
which represents a discount to the S&P500 and is near the low-end of
the company'’s historical one-standard deviation trading range.

Share price performance
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Figure 1: UP’s forward P/E now trades near the lower bound of its historical one-
standard deviation range of 14.5x-20x forward earnings, even as we view current
estimates as reflecting limited ability to return margins to the mid-50s
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Summary of 3Q Results

UP consolidated revenues were $6.57 billion, up +18% y-y, and $293 million above our
estimate. All three of its Freight segments beat our revenue targets, posting double-digit y-y top
line gains led by Premium (up +25% y-y, 450bps above our estimate), Bulk (up +16% y-y;
400bps above our estimate), and Industrial (up +15% y-y; 570bps above our estimate). Overall
volume increased modestly +3.2% y-y (in-line with our estimate) while revenue/carload
increased +14.5% y-y, solidly above our +9.8% estimate.

UP said it believes it left demand on the table, notably in its unit train business that required
more crews and resources. It noted that it will continue to work on service network
improvements and bring on board more workers. Management expects +3% y-y carload growth
for 2022 (down from prior +4%-5% growth expectation) and reaffirmed its expectation that it
should be able to price above inflation.

Service remained a challenge in the quarter, aggravated by concerns with a nationwide labor
strike. Freight car velocity showed modest improvement, up +2.1% on a sequential basis but
down -2.1% y-y, to 191 miles per day. Terminal dwell improved 0.8% sequentially but fell
1.7% y-y. Both metrics picked up during the quarter from near multi-year lows in 1H22.
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Figure 2: Volume (as measured by carloads), was up +3.5% y-y in 3Q and up +5% during the first two weeks of 4Q; velocity and

dwell have been improving slightly from multi-year lows earlier this year
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Premium revenues (33% of 2021 total revenues) were $1.96 billion, up +25% y-y on a
+3.5% y-y volume increase, beating our estimates by $70 million. Premium yield grew +21%
y-y driven by core pricing gains and fuel surcharge. Automotive volumes were up +19% y-y
driven by strong production and inventory replenishment needs. The Intermodal segment
experienced an +18% y-y increase in revenue. While volumes remained flat, domestic
intermodal fell -3% y-y led by a -16% y-y decline in parcel shipments.

Industrial revenues (36% of 2021 total revenues) were $2.19 billion, up +15% y-y ($109
million above our estimate), driven by a +4% y-y increase in volume and +11% y-y increase in
revenue per carload. Three of its four segments exceeded our estimates, with the exception of
Energy & Specialized Markets. The underperformance in the Energy and Specialty segment was
attributable to a -3% y-y decrease in volume driven by lower petroleum shipments resulting from
regulatory changes in the Mexican market.

Bulk revenues (31% of 2021 total revenues) were $1.96 billion, up +16% y-y, beating our
estimate by $68 million. Bulk carloads grew +2% y-y led by Coal and Renewables (+4.7% y-y;
in-line with our estimate) benefitting from 2 contract wins and favorable natural gas prices.
Favorable yield resulted in double-digit y-y increases across Grain (+18% y-y), Fertilizer (+12%
y-y), and Food & Refrigerated (+15% y-y) while Coal yields were up +9% y-y.
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Figure 3: Fuel surcharge bolstered the double-digit y-y revenue increases across UP’s reported segments. Volume growth
showed signs of improvement (+3.2% y-y) from the company’s network recovery efforts. While the 2022 OR target has been

revised upward to 60%, UP said it remains confident in achieving a 55% OR over the long-term

9 -
Qtr Carload Growth % y-y Revenue/Carload Change % y-y
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Source: Company data, Credit Suisse estimates

UP recognized a $114 million adjustment related to labor accrual adjustments that
had a net $0.14/sh impact on EPS. This includes $92 million related to 2020 and 2021
accruals. GAAP operating income was $2.6 billion, implying a 59.6% OR. Accounting for labor
accrual adjustments, adjusted operating income was $2.75 billion, up +13% y-y and $47
million above our estimate. Adjusted OR was 58.2% (vs our estimate of 57%), a 190bps y-y
deterioration and 200bps sequential improvement, reflecting cost containment pressures from
the inflationary environment and challenges with creating incremental operational efficiencies.

Management revised its full year OR guidance from 58% to 60% (which includes the $114
million retroactive accrual) while remaining committed to its 55% OR target it set out in its 2021
Investor Day, acknowledging “the road to getting there is longer.”
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Figure 4: Operating income and EPS continue to grow steadily, assisted in-part by consistent share buybacks
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Shareholder Return & Financial Profile
UP management announced in May 2022 a +10% increase in dividend payout ($1.30/sh) and
expects share repurchases for the full year to be $6.5 billion. UP’s quarterly adjusted debt to
EBITDA ratio was 2.8x, and it also noted an upgrade by Moody’s to A3. Wage inflation is
expected to be 7% y-y in the first half of '23 and 4% y-y in the back half.
Figure 5: Growth in employee headcount has sharply rebounded since COVID; there was a sizeable increase in 3Q. comp &
benefits per employee per the PEB agreement, as wage inflation continues to pressure margins
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Source: Company data, Credit Suisse estimates
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Valuation Methodology and Risks

Target Price and Rating
Valuation Methodology and Risks: (12 months) for Union Pacific (UNP.N)

Method: Our $232 target price is based on a 18.5x target multiple on our 2023 EPS estimate, above the average of its long-term forward P/E

Risk:

range of 14.5x to 20x forward eamnings. We believe a target multiple above the average of UNP’ s historical P/E range is justified by
its strong cash flow generation and its proven ability to deliver compound eamnings growth, which should be boosted by volume growth
as service recovers,

Risks to our Outperform rating and $232 TP are as follows: Our biggest concern for UNP relates to cycle risk, as we do not believe
that current estimates reflect a sharp recession. In the 2015-2016 freight recession, forward EPS estimates fell by 30% over the
course of 8 months, resulting in a peak-to-trough decline in UNP shares of more than 40%. While we see less froth in UNP earnings
at present than in the 2014-2015 period, it is clear that UNP is not immune to macro risk given its diversified end market exposure.
Our second major concern relates to its recent service issues, which has raised the ire of the rails’ regulator, the Surface Transportation
Board (STB). We expect network congestion to ease in 2H22, but note that if it does not, an increased regulatory presence in the rails
could negatively impact current industry dynamics. On a longer-term basis, we see disruption risk from technologies like autonomous
trucks, which have been actively testing in regions where UNP has a large presence, such as key corridors from California to Texas.
We do expect the transportation landscape to change over time, we believe the efficiency, scale and fuel benefits of rail over truck are
sufficiently defensible to limit the risk of autonomous trucks.
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Companies Mentioned (Price as of 19-Oct-2022)
Union Pacific (UNP.N, $200.06, OUTPERFORM, TP $232.0)

Disclosure Appendix

Analyst Certification

|, Ariel Rosa, certify that (1) the views expressed in this report accurately reflect my personal views about all of the subject companies and
securities and (2) no part of my compensation was, is or will be directly or indirectly related to the specific recommendations or views expressed
in this report.

3-Year Price and Rating History for Union Pacific (UNP.N)

UNP.N Closing Price  Target Price — Target Price — Closing Price UNP.N

Date (US$) (US$) Rating 300

926-Nov-19 178.09 200.00 0 P

16-Jan-20 183.90 215.00 250 S|
93-Jan-20 187.19 216.00 M
07-Apr-20 145.76 168.00 200

23-Apr-20 152.29 175.00 150

07-Jul-20 169.78 195.00

24-Jul-20 176.12 202.00 100

02-Oct-20 196.35 225.00 01 -.anl-2020 01 -.LIII-2020 Oﬂ-danl-2021 01-J..I|‘-2021 Oﬂ-danl-2022 01-J..I|‘-2022
93-Oct-20 188.14 223,00

25-Nov-20 207.24 234.00 OUTPERFORM

11-Jan-21 217.35 249.00

21-Jan-21 207.90 243,00

09-Apr-21 293.24 955.00

30-Jun-21 219.93 260.00

929-Jul-21 219.54 264.00

02-Aug-21 217.52 264.00 .

05-Jan-22 952,79 .

12-Jan-22 247.00 264.00 ok

27-Jun-22 213.85 .

928-Jun-22 213.36 255,00 0

21-Jul-22 211.90 952.00

12-Aug-22 239.95 272.00

10-Oct-22 194.05 244,00

* Asterisk signifies initiation or assumption of coverage.

As of December 10, 2012 Analysts’ stock rating are defined as follows:

Outperform (O) : The stock’s total return is expected to outperform the relevant benchmark™ over the next 12 months.

Neutral (N) : The stock’s total return is expected to be in line with the relevant benchmark™ over the next 12 months.

Underperform (U) : The stock’s total return is expected to underperform the relevant benchmark™ over the next 12 months.

"Relevant benchmark by region: As of 10th December 2012, Japanese ratings are based on a stock’s total return relative to the analyst's coverage universe
which consists of all companies covered by the analyst within the relevant sector, with Outperforms representing the most attractive, Neutrals the less attractive,
and Underperforms the least attractive investment opportunities. As of 2nd October 2012, U.S. and Canadian as well as European (excluding Turkey) ratings are
based on a stock’s total return relative to the analyst's coverage universe which consists of all companies covered by the analyst within the relevant sector, with
Outperforms representing the most attractive, Neutrals the less attractive, and Underperforms the least attractive investment opportunities. For Latin America,
Turkey and Asia (excluding Japan and Australia), stock ratings are based on a stock’s total return relative to the average total return of the relevant country or
regional benchmark (India - S&P BSE Sensex Index); for China A share the relevant index is the Shanghai Shenzhen CSI 300 (CSI300); prior to 2nd October
2012 U.S. and Canadian ratings were based on (1) a stock’s absolute total return potential to its current share price and (2) the relative attractiveness of a
stock’s total return potential within an analyst's coverage universe. For Australian and New Zealand stocks, the expected total return (ETR) calculation includes
12-month rolling dividend yield. An Outperform rating is assigned where an ETR is greater than or equal to 7.5%; Underperform where an ETR less than or equal
to 5%. A Neutral may be assigned where the ETR is between -5% and 15%. The overlapping rating range allows analysts to assign a rating that puts ETR in the
context of associated risks. Prior to 18 May 2015, ETR ranges for Outperform and Underperform ratings did not overlap with Ne utral thresholds between 15%
and 7.5%, which was in operation from 7 July 2011.

Restricted (R) : In certain circumstances, Credit Suisse policy and/or applicable law and regulations preclude certain types of communications,
including an investment recommendation, during the course of Credit Suisse's engagement in an investment banking transaction and in certain
other circumstances.

Not Rated (NR) : Credit Suisse Equity Research does not have an investment rating or view on the stock or any other securities related to the
company at this time.

Not Covered (NC) : Credit Suisse Equity Research does not provide ongoing coverage of the company or offer an investment rating or
investment view on the equity security of the company or related products.
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Volatility Indicator [V] : A stock is defined as volatile if the stock price has moved up or down by 20% or more in a month in at least 8 of the
past 24 months or the analyst expects significant volatility going forward.

Analysts’ sector weightings are distinct from analysts’ stock ratings and are based on the analyst's expectations for the fundamentals and/or
valuation of the sector” relative to the group'’s historic fundamentals and/or valuation:

Overweight : The analyst’s expectation for the sector’s fundamentals and/or valuation is favorable over the next 12 months.

Market Weight : The analyst’s expectation for the sector’s fundamentals and/or valuation is neutral over the next 12 months.

Underweight : The analyst’s expectation for the sector’s fundamentals and/or valuation is cautious over the next 12 months.
"An analyst’s coverage sector consists of all companies covered by the analyst within the relevant sector. An analyst may cover multiple sectors.

Credit Suisse's distribution of stock ratings (and banking clients) is:

Global Ratings Distribution

Rating Versus universe (%) Of which banking clients (%)
Outperform/Buy* 54% (28% banking clients)
Neutral/Hold* 35% (21% banking clients)
Underperform/Sell 10% (19% banking clients)
Restricted 1%

Please click here to view the MAR quarterly recommendations and investment services report for fundamental research recommendations.

“For purposes of the NYSE and FINRA ratings distribution disclosure requirements, our stock ratings of Outperform, Neutral, and Underperform most closely
correspond to Buy, Hold, and Sell, respectively; however, the meanings are not the same, as our stock ratings are determined on a relative basis. (Please refer to
definitions above.) An investor's decision to buy or sell a security should be based on investment objectives, current holdings, and other individual factors.

Important Global Disclosures

Credit Suisse’s research reports are made available to clients through our proprietary research portal on CS PLUS. Credit Suisse research
products may also be made available through third-party vendors or alternate electronic means as a convenience. Certain research products are
only made available through CS PLUS. The services provided by Credit Suisse’s analysts to clients may depend on a specific client’s
preferences regarding the frequency and manner of receiving communications, the client’s risk profile and investment, the size and scope of the
overall client relationship with the Firm, as well as legal and regulatory constraints. To access all of Credit Suisse’s research that you are entitled
to receive in the most timely manner, please contact your sales representative or go to https://plus.credit-suisse.com .

Credit Suisse's policy is to update research reports as it deems appropriate, based on developments with the subject company, the sector or the
market that may have a material impact on the research views or opinions stated herein.

Credit Suisse's policy is only to publish investment research that is impartial, independent, clear, fair and not misleading. For more detail please
refer to Credit Suisse's Policies for Managing Conflicts of Interest in connection with Investment Research: https://www.credit-
suisse.com/sites/disclaimers-ib/en/managing-conflicts.html .

Any information relating to the tax status of financial instruments discussed herein is not intended to provide tax advice or to be used by anyone
to provide tax advice. Investors are urged to seek tax advice based on their particular circumstances from an independent tax professional.

Credit Suisse has decided not to enter into business relationships with companies that Credit Suisse has determined to be involved in the
development, manufacture, or acquisition of anti-personnel mines and cluster munitions. For Credit Suisse's position on the issue, please see
https://www.credit-suisse.com/media/assets/corporate/docs/about-us/responsibility/banking/policy-summaries-en.pdf .

The analyst(s) responsible for preparing this research report received compensation that is based upon various factors including Credit Suisse's
total revenues, a portion of which are generated by Credit Suisse's investment banking activities

Please refer to the firm's disclosure website at https://rave.credit-suisse.com/disclosures/view/selectArchive for the definitions of abbreviations
typically used in the target price method and risk sections.

See the Companies Mentioned section for full company names

Credit Suisse currently has, or had within the past 12 months, the following as investment banking client(s): UNP.N

Credit Suisse provided investment banking services to the subject company (UNP.N) within the past 12 months.

Within the last 12 months, Credit Suisse has received compensation for non-investment banking services or products from the following
issuer(s): UNP.N

Credit Suisse has managed or co-managed a public offering of securities for the subject company (UNP.N) within the past 12 months.

Within the past 12 months, Credit Suisse has received compensation for investment banking services from the following issuer(s): UNP.N

Credit Suisse expects to receive or intends to seek investment banking related compensation from the subject company (UNP.N) within the next
3 months.

Credit Suisse currently has, or had within the past 12 months, the following issuer(s) as client(s), and the services provided were non-
investment-banking, securities-related: UNP.N

Credit Suisse or a member of the Credit Suisse Group is a market maker or liquidity provider in the securities of the following subject issuer(s):
UNP.N

A member of the Credit Suisse Group is party to an agreement with, or may have provided services set out in sections A and B of Annex | of
Directive 2014/65/EU of the European Parliament and Council ("MiFID Services") to, the subject issuer (UNP.N) within the past 12 months.
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For date and time of production, dissemination and history of recommendation for the subject company(ies) featured in this report, disseminated
within  the past 12 months, please refer to the link: https://rave.credit-suisse.com/disclosures/view/report?i=7494788&v=-
34a1na2z7vuhggfsisO1qgl2sp .

Important Regional Disclosures

Singapore recipients should contact Credit Suisse AG, Singapore Branch for any matters arising from, or in connection with, this research report.
Analysts who conduct site visits of covered issuers are not permitted to accept payment or reimbursement for travel expenses from the issuer for
the site visit.

For Credit Suisse Securities (Canada), Inc.'s policies and procedures regarding the dissemination of equity research, please visit
https://www.credit-suisse.com/sites/disclaimers-ib/en/canada-research-policy.html.

Investors should note that income from such securities and other financial instruments, if any, may fluctuate and that price or value of such
securities and instruments may rise or fall and, in some cases, investors may lose their entire principal investment.

To the extent any Credit Suisse equity research analyst employed by Credit Suisse International (a "UK Analyst") has interactions with a Spanish
domiciled client of Credit Suisse AG or its affiliates, such UK Analyst will be acting for and on behalf of Credit Suisse Bank (Europe), S.A., with
respect only to the provision of equity research services to Spanish domiciled clients of Credit Suisse AG or its affiliates.

Pursuant to CVM Resolution No. 20/2021, of February 25, 2021, the author(s) of the report hereby certify(ies) that the views expressed in this
report solely and exclusively reflect the personal opinions of the author(s) and have been prepared independently, including with respect to Credit
Suisse. Part of the author(s)’s compensation is based on various factors, including the total revenues of Credit Suisse, but no part of the
compensation has been, is, or will be related to the specific recommendations or views expressed in this report. In addition, Credit Suisse
declares that: Credit Suisse has provided, and/or may in the future provide investment banking, brokerage, asset management, commercial
banking and other financial services to the subject company/companies or its affiliates, for which they have received or may receive customary
fees and commissions, and which constituted or may constitute relevant financial or commercial interests in relation to the subject
company/companies or the subject securities.

This research report is authored by:

Credit Suisse Securities (USA) LLC ..ot e e e e eaas Ariel Rosa ; Ben Mohr

There is currently no universal definition or exhaustive list defining the issues or factors that are covered by the concept of "ESG" (Environmental,
Social, Governance). If not indicated otherwise, 'ESG' is used interchangeably with the terms 'sustainable' and 'sustainability'. Unless indicated
otherwise, the views expressed herein are based on CS' own assumptions and interpretation of ESG at the time of drafting. CS' views on ESG
may evolve over time and are subject to change.

Where a sustainability assessment is identified as including elements which track environmental, social or governance (ESG) objectives, CS s,
wholly or in part, reliant on third-party sources of information (including, but not limited to, such information produced by the
issuing/manufacturing company itself) and external guidance. These sources of information may be limited in terms of accuracy, availability and
timeliness. It is possible that the data from ESG data providers may be incorrect, unavailable (e.g., not existing, or absence of look-through), or
not fully updated. CS has not sought to independently verify information obtained from public and third-party sources and makes no
representations or warranties as to accuracy, completeness or reliability of such information. Additionally, as global laws, guidelines and
regulations in relation to the tracking and provision of such data are evolving, all such disclosures are made on a non-reliance basis and are
subject to change. Unless required by applicable law, CS is not obliged to provide updates on sustainability assessments. Any updates might be
subject to a time lag, due to e.g. lack of available data.

An ESG assessment reflects the opinion of the assessing party (CS or external parties such as rating agencies or other financial institutions). In
the absence of a standardized ESG assessment system, each assessing party has its own research and analysis framework/methodology.
Therefore, ESG assessment or risk levels given by different assessing parties to the same company can vary. Further, ESG assessment is
limited to considering company performance against certain ESG criteria only and does not take into account the other factors needed to assess
the value of a company.

Important disclosures regarding companies that are the subject of this report are available by calling +1 (877) 291-2683. The same important
disclosures, with the exception of valuation methodology and risk discussions, are also available on Credit Suisse’s disclosure website at
https://rave.credit-suisse.com/disclosures . For valuation methodology and risks associated with any recommendation, price target, or rating
referenced in this report, please refer to the disclosures section of the most recent report regarding the subject company.
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This report is produced by subsidiaries and affiliates of Credit Suisse ("CS") operating under its Securities Research function within the Investment Banking Division. For more information on our structure, please use the following link: https:/www.credit-
suisse.com/who-we-are All material presented in this report, unless specifically indicated otherwise, is under copyright to CS. None of the material, nor its content, nor any copy of it, may be altered in any way, transmitted to, copied or distributed to any other party,
without the prior express written permission of CS. All trademarks, service marks and logos used in this report are trademarks or service marks or registered trademarks or service marks of CS. CS will not treat recipients of this report as its customers by virtue of
their receiving this report. The investments and services contained or referred to in this report may not be suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about such investments or investment services.
Nothing in this report constitutes investment, legal, accounting or tax advice, or a representation that any investment or strategy is suitable or appropriate to your individual circumstances, or otherwise constitutes a personal recommendation to you. Please note in
particular that the bases and levels of taxation may change. Information and opinions presented in this report have been obtained or derived from sources believed by CS to be reliable, but CS makes no representation as to their accuracy or completeness. CS
accepts no liability for loss arising from the use of the material presented in this report, except that this exclusion of liability does not apply to the extent that such liability arises under specific statutes or regulations applicable to CS. This reportis not to be relied upon
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this report will be offered solely by a single entity and in the case of some investments solely by CS, or an associate of CS or CS may be the only market maker in such investments. Past performance should not be taken as an indication or guarantee of future
performance, and no representation or warranty, express or implied, is made regarding future performance. Information, opinions and estimates contained in this report reflect a judgment at its original date of publication by CS and are subject to change without
notice. The price, value of and income from any of the securities or financial instruments mentioned in this report can fall as well as rise. The value of securities and financial instruments is subject to exchange rate fluctuation that may have a posttive or adverse
effect on the price or income of such securities or financial instruments. Investors in securities such as ADR's, the values of which are influenced by cumrency volatility, effectively assume this risk. Structured securities are complex instruments, typically involve a high
degree of risk and are intended for sale only to sophisticated investors who are capable of understanding and assuming the risks involved. The market value of any structured security may be affected by changes in economic, financial and political factors
(including, but not limited to, spot and forward interest and exchange rates), time to maturity, market conditions and volatiity, and the credit quality of any issuer or reference issuer. Any investor interested in purchasing a structured product should conduct their own
investigation and analysis of the product and consutt with their own professional advisers as to the risks involved in making such a purchase. Some investments discussed in this report may have a high level of volatility. High volatility investments may experience
sudden and large falls in their value causing losses when that investment is realised. Those losses may equal your original investment. Indeed, in the case of some investments the potential losses may exceed the amount of initial investment and, in such
circumstances, you may be required to pay more money to support those losses. Income yields from investments may fluctuate and, in consequence, initial capital paid to make the investment may be used as part of that income yield. Some investments may not
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