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BEFORE THE
SURFACE TRANSPORTATION BOARD

In the Matter of: )

RAILROAD COST OF CAPITAL - ) Ex Parte No. 558 (Sub-No
2006 )

REPLY COMMENTS OF THE WESTERN COAL TRAFFIC LEAGUE

Pursuant to the notice of the Surface Transportation Board ("STB'" or

"Board1") served in the above-captioned proceeding on May 16,2007 ("Notice"), the

Western Coal Traffic League ("WCTL" or "League")1 submits these reply comments in

response to the comments filed by the Association of American Railroads and its member

railroads ("AAR" or "Railroads") on June 25,2007.

I. SCOPE OF WCTL'S COMMENTS

The Board's Notice references the pending proceeding concerning its cost

of capital methodology in Ex Parte No. 664, but states that "[c]omments should focus on

the various cost of capital components listed above using the same methodology followed

in the 2005 decision" and adds that k*[a]t this time we seek the information needed to

'WCTL is a voluntary association, whose regular membership consists entirely of
utility shippers of coal mined west of the Mississippi River that is transported by rail.
WCTL members presently ship and receive in excess of 140 million tons of coal by rail
each year. WCTL's members are: Alliant Energy; Ameren Energy Fuels and Services;
Arizona Electric Power Cooperative, Inc.; Arizona Public Service; Austin Energy (City of
Austin, Texas); CLECO Corporation; CPS Energy; Kansas City Power & Light
Company; Lower Colorado River Authority; MidAmerican Energy Company; Minnesota
Power; Nebraska Public Power District; Omaha Public Power District; Texas Municipal
Power Agency; Western Farmers Electric Cooperative; Western Fuels Association, Inc.;
Wisconsin Public Service Corporation; and Xcel Energy.



calculate the 2006 cost of capital under the existing methodology." Notice at 2.

Additionally, the Notice states that ''the current cost of debt and market-value based

capital structure mix will be used in this cost of capital determination." Id. at 1 n.l.

WCTL disagrees with these limitations, which appear to amount to

premature findings, for the reasons stated in its notice of intent to participate in this

proceeding filed May 25,2007. The STB's Notice asks WCTL, and the rest of the public,

to assume, contrary to fact, that the STB's discounted cash flow ("DCF") methodology is

sound and correct regardless of the content of the data that is utilized or the

reasonableness of the results. See, e.g.. Federal Power Comm 'n v. Hope Natural Gas

Co., 320 U.S. 591,602 (1944) ("Under the statutory standard... it is the result reached

not the method employed which is controlling It is not theory but the impact of the

rate order that counts.''). Indeed, the Notice even indicates that the capital structure issue

is not one of the matters implicated in Ex Parte No. 664, when WCTL has directly raised

the subject in that proceeding. Additionally, the notion that the agency would seek to

limit the scope of information available for its consideration at a time when it is

ostensibly reexamining its basic methodology is counter-intuitive, to say the least.

Accordingly, in order to participate meaningfully, and to afford the STB a

record that would enable it, if it were so inclined, to engage in reasoned (that is, non-

arbitrary and non-capricious) decision-making based on a reasonable record with

substantial evidence, WCTL is submitting information rcgrading the unreasonableness of

the inputs submitted by the Association of American Railroads ("AAR"') and the resulting

calculations as well as the unreasonableness of utilizing the market-based capital structure
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in conjunction with the DCF methodology.2 WCTL is also submitting its own alternate

calculations so as to comply with the STB's prior instructions in Railroad Cost of

Capital-1997,3 S.T.B. 176, 177n.l (1998).3 Towards that end, WCTL's comments

include as Exhibit A the Verified Statement of Thomas D. Crowley and Daniel L. Fapp,

President and Vice President, respectively, of L.E. Peabody & Associates, Inc.

("Crowley/Fapp VS").

WCTL will seek to be concise and minimize repetition of matters

previously submitted.

II. OVERVIEW

The AAR filing calculates a post-tax cost of capital for 2006 of 13.8%; this

figure translates into a pre-tax cost of capital in excess of 20%.

Moreover, the 2006 cost represents a sharp increase from 2005, which

represented a sharp increase from 2004. The following table depicts the changes in the

cost of capital since 2003:

2Becausc of the artificiality of the Board's distinction between the methodology
'and the data utilized, and out of an abundance of caution, WCTL is also submitting these
comments in Ex Parte No. 664. WCTL adds that these comments respond in part to
assertions made by the AAR for the first time at the hearing and in its post-hearing filing,
and its comments include some responsive materials that were not available at the time of
the hearing.

'Otherwise, the STB's Notice places WCTL in a Catch-22: in order to have its
views considered, WCTL must calculate a specific cost of capital, but WCTL cannot
calculate an appropriate cost of capital under the methodology and data that the STB has
asked the parties to use.
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Table 1
Cost of Capital 2003-2006 Under STB/AAR Methodology

Divided Yield Times 1 +
!/2 Growth Rate

Growth Rate

Total Cost of Equity

Cost of Debt

Percentage of Equity

Cost of Capital

Percent Increase in Cost
of Capital from Prior
Year*

2003
Decision

1.73%

11.0%

12.7%

5%

57.2%

9.4%

~~

2004
Decision

1.77%

11.39%

13.16%

5.25%

61.5%

10.1%

7.4%

2005
Decision

1.52%

13.66%

15.18%

5.36%

69.59%

12.2%

20.8%

2006 AAR
Filing

1.35%

14.75%

16.10%

5.97%

77.2%

13.8%

13.1%

Source: Figures for 2003-2005, taken from STB Ex Parte No. 558 (Sub-Nos. 7, 8, and
9), Cost of Capital - 2003, 2004. and 2005 (STB decisions served June 28, 2004, June
30, 2005, and September 20, 2006, respectively); figure for 2006 taken from AAR
filing.
x (Current Year Cost of Capital + Prior Year Cost of Capital) - 1

The cost of capital calculated by the AAR for 2006 thus reflects a

percentage increase of 13.1% over one year, 36.6% over two years, and 46.8% over three

years. Moreover, while there have been increases in all of the components over the four-

year period, the increase in debt, which corresponds to inflation, is very modest, just 97

basis points (two-thirds of which occurs in the last year), as contrasted with the overall

cost of capital, which increased by 440 basis points during the same period.

The key driver in the increase of the cost of capital has been the five-year

average growth rate, which the STB/AAR DCF model assumes will continue in
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perpetuity.4 The projected growth rate has increased by 375 basis points over the four-

year period.

In WCTL's view, the vast bulk of the increase results from the increases in

railroad rates, earnings (profits), and stock prices, and not any significant increase in

inflation or fundamental risk associated with railroading.5 WCTL is unaware of anything

that has caused the railroads'"cost'* of capital to increase so substantially over that period.

In particular, there is no evidence that investors are demanding substantially greater

returns before they will invest more in the railroad industry. Indeed, the railroads have

.shown no need for additional equity investment as the railroads have not issued stock in

an extended time and are instead engaged in substantial stock buybacks and dividend

increases, as well as net debt reductions, as discussed infra. The reality is that the

railroads are charging and earning more, the increased earnings are reflected in the higher

stock price, and the increase in the so-called cost of capital simply reflects projected

short-term increases in future earnings. It has precious little to do with what the railroads

4The dividend portion of the cost of equity calculation has gone down slightly over
the four-year period, but not nearly enough to offset the increase in the growth rate.
Indeed, if dividends had gone to zero after 2003, the cost of capital would have still
increased. (The STB's apparent statement to the contrary in Ex Parte No. 558 (Sub-No.
7), Cost of Capital - 2005 (STB served Feb. 9,2007), at 4-5, is thus unfounded.) Indeed,
the railroads have increased their dividends over this period, as discussed infra, but not by
enough (at least not yet) to track the increase in the stock price. At least part of the
explanation is that railroads have devoted substantial funds to stock buybacks instead.

5The railroad cost of debt has increased over this period, but that increase is far
less than the increase in the overall cost of capital. The CAPM analysis, discussed infra,
shows that the risk-free rate of return and general equity risk premium have stayed
relatively constant. There has been an increased in railroad industry beta, but the figure
has remained low.
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need to earn to induce reinvestment in railroading; instead, the changes reflect the fact

that stockholders are understandably willing to pay more for investments that offer

greater returns without accompanying increases in risks.

Significantly, there is ample reason to consider even the 11% growth rate

that applied in 2003 was completely unrealistic and unsustainable for the long-term, as

WCTL explained in both Ex Parte No. 558 (Sub-No. 9) and Ex Parte No. 664. "It is

theoretically impossible for the sustainable growth rate for a company to significantly

exceed the growth rate in the economy. Anything over 6-7% perpetual growth should be

questioned carefully. These earnings growth estimates typically are for only the next two

to five years; they are not perpetual. Therefore, any use of these forecasts in a single-

stage DCF model must be tempered with a longer-term forecast.'' S.P. Pratt, Cost of

Capital: Estimations and Applications (2d. ed.2002) at 113. ''In addition, resist the

temptation to apply the [DCF] formula to firms having high current rates of growth. Such

growth can rarely be sustained indefinitely, but the constant-growth DCF formula

assumes it can One wonders whether the large railroads listed there can really sustain

the 11 percent forecasted growth rate." R.A. Brealey, S.C. Myers, and A.J. Marcus,

Principles of Corporate Finance (8th ed. 2006) at 69 (commenting on 2004 railroad cost

of capital).6

6Dr. Myers served as an expert witness on the cost of capital for UP in both Docket
No. 42022, FMC Corporation and FMC Wyoming Corporation v. Union Pacific Railroad
Company, and Docket No. 42051, Wisconsin Power and Light Company v. Union Pacific
Railroad Company.
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The railroad industry cost of capital submitted by the AAR thus rests on a

key assumption, namely, that the railroad industry earnings will grow at a rate of 14.75%

into perpetuity, that is fundamentally untenable. Moreover, the AAR has produced no

evidence that the financial investment community, or the railroads themselves, actually

assign anywhere near a 13.1% weighted average cost of capital to the railroad industry.

WCTL's calculations show a cost of capital of 9.57%, which is very close to what has

been reported as the industry consensus of 9.5%. WCTL is submitting further evidence

from analysis prepared by Standard & Poor's that calculates a cost of capital closer to 9%.

These matters are addressed below.

III. CAPM ANALYSIS SHOWS NO SIGNIFICANT
INCREASE IN RAILROAD RISK

An increase in railroad cost of equity and cost of capital might well be

justified if there were substantial evidence of a significant increase in financial risk in the

railroad industry and/or general inflation. However, there is no evidence of such an

increase.

To confirm the lack of fundamental change, WCTL asked Messrs. Crowley

and Fapp, who prepared the analysis of the cost of capital using the Capital Asset Price

Model ("CAPM") for the 2005 cost of capital that WCTL submitted in Ex Parte No. 558

(Sub-No. 9), to prepare an equivalent analysis for the cost of capital in 2003,2004, and

2006. As before, they obtained data from Ibbotson Associates, now part of Momingstar.

Their analysis is described in Crowley/Fapp VS at 4-15, and the results are summarized

as follows:
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Table 2
Cost of Capital 2003-2006 Under Consistent Crowley CAPM Methodology

Risk-Free Return

Equity Risk Premium

Railroad Levered Beta

Size Adjustment

Cost of Equity

Cost of Debt

Percentage of Equity

Cost of Capital

Percent Increase in Cost
of Capital from Prior
Year*

2003

4.96%

7.20%

0.65

0.18%

9.83%

5%

57.2%

7.76%

—-

2004

5.05%

7.20%

0.66

0.27%

10.04

5.25%

61.5%

8.20%

5.7%

2005

4.65%

7.10%

0.81

0.04%

10.41

5.36%

69.59%

8.87%

8.1%

2006

4.99%

7.10%

0.82

-0.20%

10.64%

5.97%

77.2%

9.57%

18.1%

Source: Crowley/Fapp VS Ex. No. 6.
* (Current Year Cost of Capital - Prior Year Cost of Capital) - 1

The above analysis shows only modest increases, e.g., the cost of equity

increased by only 81 basis points and the overall cost of capital increased by only 181

basis points, as contrasted with increases under the STB/AAR DCF methodology of 340

basis points and 440 points, respectively. The analysis shown above confirms that there

has been no major change in the cost of equity based on a consistent application of

independently prepared data that seeks to measure fundamental risk in the railroad

industry and general rate of returns.7

7The analysis still shows a modest increase due to increases in levered betas and
the cost of debt.
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The results depicted above stand in stark contrast to those reached under the

Board's methodology and with the AAR's proposed data for 2006. The inescapable

conclusion is that what has changed in the cost of capital over the 2003-2006 period is not

the risk inherent in the four sample railroads or general inflation, but instead the levels of

railroad rates, earnings, and stock prices. As stated above, such changes reflect the

profitability of the railroad industry, but not its inherent risk, general inflation, or the

industry's cost of capital.

WCTL emphasizes that for immediate purposes, it is not necessary to agree

that Messrs. Crowley and Fapp have calculated the precise cost of capital in any of the

years since a precise cost of capital cannot be determined under any model. Indeed,

various adjustments could be made that would have the effect of modestly increasing or

decreasing the cost of capital in various years. In particular, Dr. James E. Hodder

calculated a modestly lower cost of capital for 2005 that WCTL submitted in Ex Parte

No. 664. That said, it bears noting that the cost of capital calculated by Messrs. Crowley

and Fapp for 2006 (9.57%) is very close to the 9.5% figure identified as the "consensus

among CFOs and investors" in the report from UBS Investment Research, When Pigs Fly

HI: Silk Purses from Sow's Ears, dated April 18,2006, submitted as Exhibit F to

WCTL's filing in Ex Parte No. 664. WCTL is resubmitting a copy of that report as

Exhibit B.

Another telling point for present purposes is that the cost of equity under

the CAPM approach shows modest change over the four-year period, casting doubt on the

integrity of the STB's approach as applied to the truncated average of the analyst
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projection of earnings growth over five years. The strong implication is that the earnings

projections have been driven by the increases in railroad earnings. Moreover, the

increases cast doubt on AAR's claim that the forecasted earnings approach is superior

because it is prospective, as contrasted with historical beta calculations. The reality is

that both approaches generally assume a continuation of established trends.

IV. EXCESSIVE EQUITY IN THE RAILROADS' CAPITAL STRUCTURE

Another factor contributing substantially to the increase in the railroads1

cost of capital over the past four years as calculated by the AAR and the STB has been

the increase in equity's percentage of the capital structure.

As shown in Table I, supra, the percentage of equity has gone from 57.2%

in 2003 to 77.2% in 2006, a percentage increase of 35%. The increase is not attributable

to the railroads' having issued any additional stock to the public. To the contrary, the

railroads have not issued any new stock in many years and have been engaged in

substantial stock buybacks, discussed further infra.

Instead, the increase in the equity percentage is attributable to increases in

stock prices, which, as noted supra, is also attributable to the increase in the railroads'

revenues and profits, and perhaps'the buybacks as well. The increase in stock price has

occurred not because investors are "demanding'' a greater return, but because they

(including the railroads, through their buybacks) are willing to pay more for the increased

earnings, i.e., if returns (profits) increase while risk and inflation remain relatively

constant, then the increased returns translate into a higher stock price. Another

contributing factor has been railroad net debt reductions, discussed infra.

-10-



The following table depicts the cost of capital under the STETs approach

and the AAR's submission if the railroads" equity/capitalization ratio were set at 60% and

50% for all four years, assuming that the cost of equity and the cost of debt remained the

same:.8

Table 3
Cost of Capital 2003-2006 Under STB/AAR Methodology

Assuming a Capital Structure of 60% Equity and 50% Equity

Cost of Equity

Cost of Debt

2003
Decision

12.7%

5%

2004
Decision

13.16%

5.25%

2005
Decision

15.18%

5.36%

2006 AAR
Filing

16.10%

5.97%

Assumed 60% Equity/40% Debt Capital Structure

Percentage of Equity

Cost of Capital

Percentage Increase in
Cost of Capital from Prior
Year* .

60%

9.62%

~~

60%

10.0%

4.0%

60%

11.25%

12.5%

60%

12.05%

7.1%

Same as above, but with 50% Equity/50% Debt Capital Structure

Percentage of Equity

Cost of Capital

Percentage Increase in
Cost of Capital from Prior
Year"

50%

8.85%

~~

50%

9.221%

4.1%

50%

10.27%

11.5%

50%

11.04%

7.5%

Source: Crowley/Fapp Ex. No. 12.
1 (Current Year Cost of Capital - Prior Year Cost of Capital) - 1

8WCTL does note that reducing the portion of equity would tend to increase the
cost of the debt as there is more risk due to the reduction in the size of the equity cushion.
Crowley/Fapp VS at 18 n.9. WCTL has not attempted to calculate the degree of this
increase. However, the UBS leverage analysis, Exhibit E, discussed infra, suggests that
railroads should still be able to improve their financial efficiency by increasing their debt.
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Comparison of Table 3 with Table 1, supra, shows that the reduction in the railroads'

leverage has contributed substantially to both the absolute size of the cost of capital and

to the relative increase over the 2003-2006 period.

WCTL explained in its written comments and at the public hearing in Ex

Parte No. 664 that one cause of the increased cost of capital under the Board's existing

methodology is the proportion of equity in the railroads' capital structure. Since that

time, there has been a considerable release of information from the financial investment

community and the railroads themselves that confirms WCTL's earlier views and

indicates that an appropriate starting target figure for railroad equity is 45% of total

market capitalization.

Attached as Exhibit C is an excerpt from a UBS Investment Research report

on Norfolk Southern, Hungry Like The Wolf, dated March 26,2007. The report states

that '*NS acknowledged the current debt/cap of 41% is too low," projects that it ''will fall

to about 39% on May 15 when NS makes a debt payment/" notes that "the company was

uncomfortable at 60% [debt/capital ratio] following the Conrail acquisition and doesn't

want to go back there,'" and states that UBS is "modeling a ramp up from 39% to 45%

through 2010."

Similarly, the April 5,2007 issue of Rail Stock Watch, excerpt attached as

Exhibit D, notes that:

Since the first of the year, railroads have been getting more
aggressive with the buyback programs, and some of them
(notably BNI and CNI) have talked publicly about increasing
their debt-to-cap ratios. The new conventional wisdom seems
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to be that a 45% debt-to-cap ratio is workable for a railroad,
up from a more traditional 40% target.

The report also references a March 15 report from UBS that took a poll among readers

that indicates that "the vast majority (80%) think the rails are underleveraged, while 20%

say "optimally leveraged.' Not a single respondent thinks the sector has too much debt."

Attached as Exhibit E is an UBS Q-Senes® report entitled Time to Lever

Up the Rails?, dated May 3,2007. It explains that a propriety UBS model estimated

"optimal sector leverage at 64% net debt/capital... compared to current ratio[] of 44%" as

"[t]his additional debt adds 5.4% to the sector's equity value from the debt tax shield and

11% from EPS accretion" that "wouldn't require sacrificing investment grade ratings."

Id at 1. The report further explains:

We've known the rail CFOs for a few years now and it's our
view that most of them still think in terms of dcbt-to-capital
ratios, with 40% (lease adjusted)9 being the consensus
"target". Forty percent is (very) comfortably investment
grade and affords them the flexibility to weather a recession
and the firepower to take on mergers and acquisition
opportunities. However, this is the "historic" target and
reflects a comfort level consistent with a different set of
industry fundamentals. Things have changed. Pricing is more
secular than cyclical, which means railroad revenues and
earnings are less cyclical than they used to be, with Ql/07
being the perfect example

What we've detected over the last few months is that the
CFOs are beginning to realize that -just as they've returned
to their historic leverage goal - fundamentals have
permanently changed and they've gone too far. They've
overshot. After years of retiring debt we now expect them to
be a net issuer of debt to achieve two ends:

'•'Lease adjusted" refers to capitalizing operating leases, as WCTL explained in its
Ex Parte No. 664 comments.
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(1) Prevent the balance sheets from becoming further
underlevered; and

(2) Re-lever to attune the capital structure to the changed
fundamentals.

Id, at 3 (original emphasis). The UBS Report then references a "fundamental disconnect'

between the views of the Class I railroads and their stockholders:

Early on we stated that the mentality of the CFOs is beginning
to shift from 40% target debt/cap to about 45%. Meanwhile,
stockholders are beginning to think 60%+. Hence the intense
LBO speculation with the rationale being that if the rails
won't lever up themselves, someone else will do it for them.

Id. at 5. UBS then states its conclusions, which are that there will be a nearer term

increase in debt/cap of 5-10% above the current level (the 40%) and that the longer-term

(3-5 years) will be closer to the 65%:

• Near-term. We think the rails will lever up to their
new "comfort zone'*, which is about 5% to 10% debt/cap
above where it is now. However, the timing and magnitude
will not be satisfactory to many investors. Given the history
of the industry and mentality of the senior executives, we
think the rails will lever up slowing and methodically over the
next three years by raising dividends faster than earnings
growth and buying back more stock than free cash flow
growth would exclusively allow. Debt issuances will make
up the difference.

• Longer term. We think things have irreversibly
changed and the goal posts have shifted. In 3-5 years we
think the new norm will be leverage ratios beginning to shift
closer to where our model suggests than where they are today.

Id. at 6. UBS report issued another report on May 8,2007, just five days later, regarding

CSX, entitled Levering Up? h 's a Start..., attached as Exhibit F. The report noted that

CSX had announced a 10% increase in its stock buyback program (to 15% of its market
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cap), a 25% increase in its dividend, and increases in its capital expenditures, which UBS

found consistent with increasing the debt/market cap ratio from 40% to 45%, as discussed

in the earlier UBS report.

The above information, reflecting views of the financial investment

community and the railroads themselves, justifies a determination that the appropriate

capital structure for determining the railroad cost of capital should consist of no more

than 60% equity (or at least 40% debt) and that a more appropriate starting figure at the

present time would be 50% or even 45% equity. WCTL adds that the UBS figures appear

to be "lease adjusted," meaning that operating leases are capitalized rather than treated as

an expense, consistent with fas pro forma financial presentations of some of the railroads

themselves, as explained in WCTL comments in Ex Parte No. 664.

At the public hearing in Ex Parte No. 664, the AAR contended that the lease

adjustment was precluded because it does not conform to generally accepted accounting

principles ("GAAP""), 49 U.S.C. § 11161 requires the Board to conform its cost

accounting rules to GAAP "to the maximum extent practicable/" and 49 U.S.C. § 11164

requires the Board's rules governing revenue and expense accounting by carriers to "be

consistent with generally accepted accounting principles uniformly applied to such

carriers."

WCTL respectfully submits that the AAR's contentions are entirely

misplaced. GAAP simply does not address such subjects as the cost of equity, cost of

debt, or cost of capital, beyond book values and the amount of interest actually paid.
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Since GAAP does not address these matters, there is no basis for the AAR's claim that

WCTL's requested adjustment violates the statutory language.10

Indeed, the AAR's analysis would prevent the STB from ever determining

that the railroads had failed to rationalize their capital structures and would confer an

incentive for the railroads to maintain inefficient capital structures and "'game" the cost of

capital by pursuing operating.leases. However, Congress has instructed the STB to

calculate revenue adequacy in a manner that reflects "honest, economical, and efficient

management... [including] repayment of a reasonable level of debt." 49 U.S.C. §

10704(2) & (2)(A). Accordingly, STB use of the AAR's capital structure when it does

not correspond to that recommended by the railroad themselves as well as industry

analysts constitutes arbitrary and capricious decision-making, is unsupported by

substantial evidence, and is in derogation of the STB's statutory responsibilities. That the

STB would seek to preclude submission of evidence to that effect, especially in advance,

constitutes a denial of due process.

Another issue associated with the STB/AAR approach is that the DCP
i

calculation of the cost of equity ostensibly reflects growth in the earnings per share.

Accordingly, to the extent that the reduction in equity percentage is achieved by a

reduction in the number of shares (buybacks), the result is likely to be an increase in the

growth in earnings per share as the same earnings would be allocated over fewer shares.

10If one really wanted to determine the debt-equity ratio by adhering to GAAP "to
the maximum extent practicable," it would be appropriate to rely on book values, which is
the approach that Witness Charles W. King addressed in Ex Parte No. 664. Significantly,
his book value approach yielded a 50%/50% equity-debt capital structure, very similar to
what the financial community is presently recommending for the railroad industry.
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Accordingly, the increase in earnings per share could well overstate the increase in

earnings, and the overstatement could be compounded by a decrease in debt-equity ratio

to the extent that buybacks contribute to higher stock prices.11 One of the drawbacks of

the STB/AAR approach of relying on analyst forecasts is that such calculations are not

made explicit or transparent.

In contrast, one of the virtues of the CAPM approach is that it is relatively

insensitive to changes in the debt-equity ratio, as explained Crowley/Fapp VS at 18-25.

The reason is that CAPM uses a levered beta that automatically adjusts the cost of equity

to reflect the capital structure. As noted supra, changing the relative weight of equity

would also tend to change the cost of debt because the "equity cushion'1 would vary, and

calculating that change in the cost of equity is normally a challenging exercise. However,

it is possible to avoid that issue by utilizing for comparison purposes a 100% equity/0%

debt structure. While such a capital structure is not realistic or desirable in the real world,

it is quite useful for demonstrating the robustness of the CAPM approach, as shown in the

following table:

"One of the typical rationales for stock buybacks is that the company believes that
the shares are underpriced in the market.
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Table 4
Calculation of Cost of Capital Using CAPM Under Different Debt-Equity Ratios

Cost of Capital Calculated Using

Actual STB/AAR Weights

Fixed 60% Equity/40% Debt

Fixed 50% Equity/50% Debt

Fixed 100% Equity/0% Debt12

2003

7.76%

7.77%

7.75%

7.82%

2004

8.20%

8.20%

8.19%

8.23%

2005

8.87%

8.94%

9.01%

8.63%

2006

9.57%

9.78%

9.89%

9.31%

Source: Crowley/Fapp Ex. Nos. 6, 9, 10, and 11.

The differences within each year are quite modest, with the largest spread (0.58%)

occurring only in the last year. The general lack of variability is also consistent with the

Modighani-Miller theorem that the value of a firm is unaffected by how the firm is

financed (putting aside issues of taxes, bankruptcy costs, asymmetric information, and

other inefficiencies). This lack of variability is an additional reason to consider CAPM

or some other measure at least as a check on the DCF calculations.

V. THE AAR DATA IS SUSPECT IN OTHER RESPECTS

The AAR filing seeks to give the impression that it depicts a consensus of

analysts that cover the railroads. In fact, the data submitted rests on a relatively thin

sample.

12The use of the 100% equity/0% debt structure is addressed in Crowley/Fapp VS
at 21 -22. WCTL does not suggest that the structure is realistic or desirable in the real
world, but it is useful in that elimination of the debt component eliminates the need to
posit a cost of debt that reflects a different equity cushion. The analysis thus
demonstrates that the CAPM analysis is relatively insensitive to the debt-equity structure,
and the analysis also establishes a useful benchmark for the overall cost of capital.
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In particular, the Rockcy VS states at page 11 that "ft]he number of

forecasts upon which the IBES sample average was based varied between a monthly high

of six to a monthly low of three.'* In fact, the low of three appears to be a misprint

because the lowest number of analysts shown in AAR Appendix C is 4. Be that as it may,

when the high and low estimates are thrown out in the truncation process, one is left with

a consensus of only two to four forecasts. Four is not a particularly robust number of

forecasts, and two is a very small figure indeed.

Use of a small number of forecasts might perhaps inspire some confidence

if there were a small spread between the forecasts. However, Appendix C of the Rockey

VS in the AAR's filing reveals sharp disparities between the high and the low. In

particular, the spread between the high and low forecasts is at least 80% in all months for

BNSF and CSX. For UP, the "high" is at least quadruple the low in ten of the twelve

months. To say that there is a meaningful "consensus" under such circumstances is a

considerable reach in both fact and logic.

To determine the reasonableness of the use of the limited number of

analysts1 forecasts, WCTL asked Messrs. Crowley and Fapp to obtain investment

information for the four sample railroads from Standard & Poor's ("S&P")» a McGraw-

Hill company, that is a recognized provider of financial data, as discussed in

Crowley/Fapp VS at 15-17. Copies of the S&P reports are included as Crowley/Fapp Ex.

No. 8. The reports are dated for the end of 2006, although the analysis in each report is

depicted as having been prepared in October or early November. Several features of the

analysis are of considerable interest.
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First, the beta values (0.84 for BNSF, 0.98 for CSX, 0.73 for NS, and 0.69

for UP, yielding a simple average of 0.81) appear quite consistent with the 0.82 levered

beta derived for 2006 by Crowley/Fapp in Ex. No. 6.

Second, page 6 of each of the S&P reports shows the number of analysts

that follow each railroad stock. Significantly, S&P shows that in each month there are at

least eleven analysts shown for each railroad. The implication is that barely half, or less,

of the analysts are making five-year projections. WCTL does not know why the universe

of analysts making five-year earning per share projections is so limited, but logical

possibilities are that: (a) a number of the analysts are not comfortable making such

projections, and/or (b) such projections are afforded relatively little weight in the

valuation process.13 In any event, the fact that a substantial portion of the analysts do not

make such suggestions indicates that relying almost entirely on such projections (plus

dividend yields) is a poor way to measure investor expectations, which is the supposed

rationale for relying on the projections in the first place.

Third, in the last bullet of the first page of each report, S&P references a

DCF model for each railroad that includes a weighted average cost of capital, a growth

rate (in most instances), and a terminal value, as follows:

13Another possibility is that the projections are for overall earnings rather than
earnings per share. This form of the analysis might avoid the complications associated
with stock buybacks.
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Table 5
S&P Weighted Average Costs of Capital, Growth Rates,
and Terminal Growth Rates for BNSF, CSX, NS, and UP

BNSF

CSX

NS

UP

Weighted Average
Cost of Capital

8.6%

9.0%

9.1%

8.0%

Growth Rate

9% growth in free cash
over next 10 years

not explicitly stated

7% net income growth over
the next five years

not explicitly stated

Terminal Growth
Rate

4.0%

3.5%

3.0%

3.0%

Source: Crowley/Fapp Ex. No. 8

These values are far lower than those claimed by the AAR.

A document, Standard & Poor 5 STock Appreciation Ranking System

(STARS): Methodology, Analysis, & Performance Attribution (June 2005), posted on

S&P's website, http://www2.standardandpoors.com/ spf/ pdf/ products/

STARS_v6.pdf?vregion=us&vlang=en, excerpt included as Exhibit G, explains at pages

12-13 that the value of the firm is based on free cash flow that is projected using a DCF

model and then discounted by the weighted average cost of capital, typically calculated

using a CAPM (beta) approach. The S&P analysis thus combines elements of the DCF

and CAPM approaches. In that regard, it is very significant not only that (a) the weighted

average cost of capital utilized is lower than that derived by Messrs. Crowley and Fapp,

but also (b) the stated interim growth rates are below those presented by the AAR (and in

the case of BNSF covers a ten-year period), (c) that the S&P analysis employs terminal

values, such as would be used in the multi-stage DCF, and (d) those terminal values

(simple average of 3.375%) are about a quarter of the 14.75% growth rate claimed by the
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AAR. The STB/AAR approach thus assumes that the railroads will achieve a perpetual

growth rate over four times the terminal growth value calculated by the S&P. The S&P

terminal growth values confirm the fundamental unsoundness of utilizing the STB/AAR

single-stage DCF model under the current circumstances. See Crowley/Fapp VS at 16

n.7. '

Fourth, it is significant that S&P also presents an '"Investability Quotient."

The penultimate page of each of the S&P reports provides the following definition for the

Investability Quotient ("IQ'"):

The IQ is a measure of investment desirability. It serves as an
indicator of potential medium-to-long term return and as a
caution against downside risk. The measure takes into
account variables such as technical indicators, earnings
estimates, liquidity, financial ratios and selected S&P
proprietary measures.

In short, the "Investability Quotient" appears to be a very reasonable approximation of

what the STB should want to take into account in determining revenue adequacy,

especially on a long-term basis. It is not a short-term measure, but it takes into account

medium-to-longer term return and the possibility of downside risk as well as earning

estimates. Significantly, all four of the sample railroads rank very high on this criterion.

BNSF ranks higher than 86% of all companies for which an S&P report is available, CSX

ranks higher than 79% as does Norfolk Southern, and Union Pacific ranks higher than

82%. It is very difficult to imagine how a finding that any of the railroads are not revenue

adequate can be reconciled with their high Investability Quotients.
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In short, the S&P analysis provides no basis for viewing the railroads as

suspect investments for raising their cost of capital, or finding them to be revenue

adequate.

VI. CAPACITY EXPANSION AND RAILROAD STOCK BUYBACKS

If past is prologue, the railroads can be expected to argue that the WCTL

criticisms and alternate calculations are unsound because they will deprive the railroads

of the capital they need to serve capacity in order to be able to meet burgeoning customer

demand. In contrast, some shippers have claimed that the railroads have been using their

recent surge in earnings not to make needed investments in expanding capacity, but

instead to finance stock buybacks and increased dividends.

To tests these claims, WCTL asks Messrs. Crowley and Fapp to compare

the changes in-cash used for railroad stock dividends and stock buybacks with the

changes in cash used for capital expenditures over the 2003-2006 period. Their analysis,

presented in Crowley/Fapp VS at 26-28, shows the following:
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Table 6
Comparison of Increases in Railroad Stock Dividends and Buybacks

and Capital Expenditures 2003-2006 (figures in $ million)

Dividends

Stock
Repurchases

Total

Net Capital
Expenditures

Difference

Level in
2003

$628

$217

$1,210

$5,029

Increase in
2004

$141

$159

$300

$225

$75

Increase in
2005

$99

$1,023

$1,122

$531

$591

Increase in
2006

$187

$760

$947

$1,036

($89)

Cumulative
Increase

$427

$1,942

$2,369

$1,792

$577

Source: Crowley/Fapp Ex. No. 13.

The above analysis shows that $577 million more of the increase in railroad

earnings and cash flow since 2003 has been used to provide dividends and stock buybacks

($2,369 million) to equity holders than has been used to increase capital expenditures

($1,792 million). Indeed, since 2003, more money has been devoted to stock buybacks

alone ($1.942 million) than has been spent on increasing capital expenditures ($1.792

million).

It might be of some significance if the railroads had been financing either

their distributions to stockholders or their capital expenditures through increased debt,

e.g., if the railroads had decided to increase their leverage, in which event the

distributions to stockholders might not have come directly from customers. WCTL asked

Messrs. Crowley and Fapp to examine this matter as well, and they found that over this

four-year period the railroads have actually used cash flow to reduce net long-tenn debt

by nearly $5 billion:
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Table 7
Railroad Net Long-Term Debt Repayments

2003-2006 (in million $)

Payments on Long-Term Debt

Proceeds from Issuance of
Long-Term Debt

Net reduction in Long-Term
Debt

2003

$3,384

$2,174

$1,210

2004

$1,777

$1,574

$203

2005

$3,335

$1,038

$2,297

2006

$2,009

$771

$1,238

Total

$10,505

$5,557

$4,948

Source: Crowley/Fapp Ex. No. 14.

The railroads' surge in distributions to stockholders has thus not been

financed through an increase in long term debt. To the contrary, substantial cash

generated from operations has been devoted to reducing long term debt. The reduction in

long term debt has certainly contributed to decreasing the debt/equity ratio, which, as

demonstrated supra, contributes substantially to the increase in the cost of capital under

the STB/AAR DCF methodology. Nonetheless, payments to reduce debt also represent

payments to capital holders and are fundamentally inconsistent with the notion that the

railroads do not have cash to be able to finance their capital expenditures, including

capacity expansion (which is only a portion of total capital expenditures).

Whether the railroads feel that capacity expansion is ultimately in their best

interests is a separate matter. However, the above analysis demonstrates that they have

ample cash available to finance activities, and there are substantial indications that they

could take on additional debt efficiently to further expand capacity, if they were so

inclined. The additional implication is that if the railroads are allowed to charge more or

are given additional assistance, such as through attractive tax arrangements, the benefits
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will flow more to the stockholders than to the customers that the railroads supposedly

serve. f
VII. CONCLUSION

For the reasons stated, the STB should adopt a cost of capital of 9.57%,

and certainly not in excess of 10%, for 2006.

The STB should not rely on its prior methodology for calculating the cost of

equity under the present conditions, nor should it rely on the unadjusted market

capitalization to determine the capital structure, as both items reflect the recent upsurge in

railroad rates, earnings, and stock prices, and result in a fatal circularity, as opposed to

any effort to measure the fundamentals of the industry or its inherent cost of capital.

MOREOVER. THE AAR HAS SUBMITTED ABSOLUTELY NO

EVIDENCE THAT THE FINANCIAL COMMUNITY OR THE RAILROADS

THEMSELVES CONSIDER THE 16.1% AND 13.8% FIGURES SUBMITTED BY

THE AAR TO BE AN ACCURATE REFLECTION OF THE RAILROAD

INDUSTRY COST OF EQUITY AND COST OF CAPITAL. RESPECTIVELY.

To the contrary, the UBS report submitted as Exhibit B identifies 9.5% as a consensus

figure for the railroad industry weighted average cost of capital, and the S&P analyses

submitted as Crowley/Fapp Ex. No. 8 indicate that a figure of around 9% is far more

realistic. Under the circumstances, the STB's adoption of the AAR forecast would be

arbitrary and capricious and would not rest on substantial evidence.
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Exhibit A

Verified Statement of Thomas D. Crowley and Daniel L. Fapp



I. INTRODUCTION

We are Thomas D. Crowley and Daniel L. Fapp. We are economists and. respecli\ely, the

President and a Vice President of L. li. Peabody & Associates, Inc., an economic consulting firm that

specializes in solving economic, transportation, marketing, and fuel supply problems Mr Crowley

has spent most of his consulting career ofover thirty-six (36) years evaluating fuel supply issues and

railroad operations, including railroad costs, price*, financing, capacity and equipment planning

issues. His assignments in these matters were commissioned by railroads, producers, and shippers

of different commodities A copy of his credentials is included as Exhibit No 1 to this verified

statement.

Mr. Fapp has been with L T Peabody & Associates. Inc since 1997 During this lime, he has

worked on numerous projects dealing with railroad operational and financial issues. Prior to joining

L \L. Peabody & Associates, Inc.. Mr. Fapp was employed by BHP Copper Inc. in the role of

Transportation Manager - Finance and Administration, and where he also served as an officer of the

three BHP Copper Inc. subsidiary railroads. The San Manual Ari/ona Railroad, the BHP Anxona

(formerly Magma Arizona) Railroad and the BHP Nevada Railroad. A copy of his credentials is

included as Exhibit No. 2 to this verified statement

Our consulting assignments regularly involve working with and determining various facets of

railroad financial issues, including cost of capital determinations. In these assignments, we have

calculated railroad capital structures, market values, eost of railroad debt, cost of preferred railroad

equity and common railroad equity. We arc also well acquainted with and have used the commonly

accepted models tor determining a firm's cost of equity, including the Discounted Cash Flow Model
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("DCF'), Capital Asset Pricing Model ("CAPM"), Fama-French 'I hrcc Factor Model and Arbitrage

Pricing Model.

We have developed railroad industry average cost of capital and company specific cost of

capital for use in litigation and for use in general business management For several clients, we have

both individually and together determined the Going Concern Value ("GCV") of privately held

railroads Developing the GCV under the Income Based Methodology requires developing company

specific costs of debt and equity for use in discounting future company cash flows. We have also

developed cost of capital in order to capture the costs associated with shipper investment in railroad

equipment and road property. Our findings regarding railroad cost of capital have been presented

to U.S District and State courts, the Interstate Commerce Commission, the Surface Transportation

Board C'STB") and the Federal Railroad Administration.

We have been asked by Counsel for the Western Coal Traffic League C'WCTL") to calculate

the railroad industry cost of equity (*'COh") for the years 2003 to 2006 using the widely accepted

Capital Asset Pricing Model ("CAPM") approach and to calculate the railroad industry cost of

capital ("COC") based upon our COE calculations. In addition, we have been asked to develop the

railroad industry COC assuming different railroad industry capital structures than the capital

structures determined by the STB in us 2003, 2004 and 2005 Ex Parte No. 558 decisions and

estimated by the American Association of Railroads ("AAR"') in its Opening Evidence in this

proceeding Finally. WCTL Counsel has asked us to compare the railroads' use of cash distributed

to railroad debt and equity holders to the eash used to fund capital expenditures.
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Our testimony is summarized further below under the following topical headings:

II. Railroad Industry Cost Of Equity Using the CAPM

III. Railroad Industry Cost of Capital

IV. Impact of Capital Structure on Railroad Industry Cost of Capital

V. Railroads* Use of Cash
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II. THE RAILROAD INDUSTRY COST
OF EQUITY USING THE CAPM

We have calculated the railroad industry COC under the CAPM approach in lieu of the single-

stage DCF approach previously used by the STB. The CAPM is part of a larger economic theory

known as Capital Market Theory, which seeks to model pricing for assets based upon their relative

risk Investors will expect higher returns for higher risk The Capital Market Theory represents a

significant body of work over the past 50 years, and CAPM is a conceptual cornerstone of modern

Capital Market Theory.

The CAPM calculates a firm's COE by comparing the company's risk profile to that of the

market as a whole. Mathematical!), the CAPM can be expressed using the following equation*

k=r f+p(rpm) + rps

Where:

k = COE,

rr = Rate of return available on a risk-free security:

p = The measure of systematic risk ol'a stock, relative to
the market as a whole:

rpm - '1 he general equity risk premium for the market, and

rps = The market risk premium related to company size.

The CAPM assumes lhat investors will be compensated for three factors 1) for investing their

money, which is approximated by the risk free return, 2) lor systematic risk of default, which cannot

be eliminated through a diversified portfolio and is approximated by the market risk premium; and
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3) lor unsystematic risk, which depends upon the company's fortunes, as approximated by a

company's Beta (P). Each factor is described in more detail below

The risk-free rate (r,) refers to a rate of return that is available in the market on an investment

that is free of default risk Normally, since the true risk-free rate is unknown, the yield to maturity

on a long-term government security is used as a proxy. This represents a risklcss asset because the

government can raise taxes to cover the debt it incurs, thereby negating its risk of default.

The systematic risk, the additional return investors expect to receive to compensate for the

additional risk associated with investing in equities as opposed to the risk free assets, is represented

by the equity risk premium. The equity risk premium can be calculated at any time by comparing

the rates of return on the market as whole to the rates of returns offered by long-term government

securities. However, over a short-time period, the equity risk premium can greatly fluctuate due to

"noise" intrinsic to the market as a whole. To avoid this problem of noisy data, long-term averages

of the historic equity risk premium are used

Ibbotson Associates ("Ibbotson"), a leading financial consulting firm, publishes a \\ idely used

estimate of the market risk premium - Ibbotson calculates its historic average by comparing the

arithmetic average total return of the S&I* 500 Index to the arithmetic average return of Treasury

- Mormngstar, Inc, a leading provider of independent investment research in the United States and in major
international markets, acquired Ibbotson in March, 2006 Since a majority of the data we use in our analyses was
produced under the Ibhotson moniker, we continue to refer to more recent data as Ibbotson data
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sccuritics. The Ibbotson calculation of the equity risk premium is widely considered the best

estimate of the equity risk premium available.^

Unsystematic risk is represented by the Beta (p) Mathematically, Beta is equal to the

covanancc between a company's stock and the market as a whole divided by the variance of the

market as whole (p = olfloeL mnrkrt) - a ,marktfl)) 'I he degree of risk represented by the si/e of the Beta

represents three decisions the firm mokes. The first decision relates to the type of business of the

company. l;or example, the more discretionary a company's products or services are. the higher the

Beta and hence risk Second is the cost structure of the firm as measured by the company's operating

leverage, and third the Financial leverage that the firm takes on. The higher the financial leverage,

the higher the Beta With access to historical company stock data, Beta can be calculated through

the use of standard ordinary least square regression models. However, Beta information is readily

available from reputable third-party sources, including Ibbotson Tbbotson prepares two primary

types of Beta estimates for large, publicly traded companies, levered and unlevered Betas Exhibit

No. 3 to this verified statement contains copies of the Ibbotson's Beta Reports for each of the study
i

railroads for 2003 to 2006. An unlcvcrcd Beta assumes that a firm's capital structure consists

entirely of equity, and that the firm

- See Cw/ of Capital Estimations and Application*. S P l*ratt. Second Edition. 2002. p 113
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holds no debt A levered Beta takes into consideration the incremental risk associated with a

company's debt2'

Finally, in addition to calculating the basic CAPM. financial theorists have determined there to

he a "size effect" inherent in the CAPM. Simply stated, smaller companies have greater risks and

require higher rates of return, while larger companies arc less risky, and require lower rates of return

Ibbotson Associates has for many years separated companies with publicly traded equity into deciles

based on size and calculated the size premium inherent in each decile's cost of equity. Exhibit No.

3 to this veri fled statement contains excerpts of Ibbotson's Risk Premia Over 1 ime Reports for 2004

to 2007. which contain updates on company size premiums for each year 2003 through 2006. For

example, as shown in the Ibbotson 2007 report, those companies in the highest decile with market

- An expanded explanation of the difference between levered and unlevered Beta* is summarized as follows
Assuming all other factors that impact a firm's risk arc held constant, higher amounts of debt, or financial leverage,
increase a firm's risk profile Thus, higher financial leverage increases the Beta ot the equity of the firm The
reason for this, all other things being equal, ib higher leverage increases the variabilit} of the firm's income It can
also be thought ot as claims on the firm Debt holders have first claim on the firm's assets versus equity holders
As the amount of debt increases, the risk that the equity holders will lace ol not receiving their claim is greater

An unlevered Beta reflects the risk ot the firm's equity assuming that the company is financed with 100% equity
Since greater levels of debt or leverage brings greater variability to the firm's income, the risk to the shareholder
increases as the amount of debt increases

To reflect these higher risks, Beta is adjusted for Ihc relative portions of debt and equity within the firm This
leverage adjusted Beta, or "levered Beta,' is defined mathematical I \ as follows

Levered Beta = Unlevered Beta x // +(1- Corporate Tax Kate) x (Debt Capital/Equity Capital)/

Since the STB docs not account tor and does not consider the tax-shielding effects of a company's tax rate in its
Cost of Capita! determination, the impact of tax rates was excluded from our levered Beta calculation, and the
equation simplifies to

Levered Beta = Ualevered Beta x/1 + (Debt Capital/Equity Capital)/

If (he firm has no debt financing, then the debt to equil> ratio is 0, and the levered and un levered beta are equal
This also reflects the least risky position for the shareholders since they have 100 percent of the claims on the firm
As the amount of debt in the firm increases and the equity becomes more risky, the levered beta also increases
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capitalizations of greater than approximately SI6.9 billion have a negative size premium of

approximately 0 36 percent. In other words, the largest publicly traded companies have, on average,

had equity returns 0.36 percent less than that estimated by a straight application of the CAPM.

Similarly, those companies with the smallest market capitalizations (less than $173 million) have

shown size premiums of upwards of 9 68 percent Any calculation of the COL using the CAPM

should take into consideration the relative size of the firms.

Using publicly available U.S. government security information and Ibbotson Beta and risk

premium information, we have calculated the 2003 to 2006 composite COfc for the railroad industry

using the CAPM. The determination of the data to include in the CAPM and its application arc

discussed below

The first required component in the CAPM is an estimate of the risk-free rate of return for each

year. As mentioned previously, consensus amongst financial analysts today is to use long term

government securities as a proxy for the risk-free rate of return *' We used the average 20-year U.S.

Treasury yield to maturity for each study year as the risk-free rate when developing the COE under

the CAPM. To be consistent \\ilh the STB's COC calculations, we developed the average on a

monthly basis. Table 1 below displays the average risk-free late for 2003 to 2006.

- The estimated risk-free rate using long-term U S governmentsecurniesactuallyhasoneelementofnsk maturity
or interest risk This is the risk that the value ot the bond will fluctuate with changes in general level of interest
rates It is generally agreed though that, even with this risk, long-term government securities remain the best proxy
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Table 1

Average Risk Free

Rales of Return - 2003 to 2006

1.

2.

3

4

Sourci

Year
(1)

2003

2004

2005

2006

Exhibit No

Average
Risk Free Rale

«)

4 96%

5 05*4

4 65%

4 99%

4

As shown in Table 1 above, the average risk free rate ranged from 4 65 percent to 5.05 percent

during the four year study period

To measure unsystematic risk, we obtained from Ibbotson its estimates for the unlevered Beta

for the four U.S. based Class I railroads included in the AAR's COC analysis, UP, BNSF, CSXTand

NS ('"Class I railroads" or "Study Group") for each of the study years. A railroad industry weighted

average unlevered Beta was calculated using the average market value of common equity of each

of the four railroads included in the Study Group as the weighting factor. Table 2 below shows the

railroad industry composite unle\ered Beta for each of the study years.
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'I able 2
Lnlevered Railroad Industry

Common Etiuitv Betas - 2003 to 2006

Year

(1)

1. 2003

2 2004

3 2005

4 2006

Unlevered Common
Eauilv

037

040

056

064

Source Exhibit No 5. Line 5. 10, 15 and 20

As shown in Table 2 above, the railroad industry composite unlevered Beta ranged from 0.37

in 2003 to 0.64 in 2006.

We next adjusted the composite unlcvered Beta by the weighted average railroad debt to equity

ratio for each year to yield a levered Beta, which takes into consideration the risk implicit in the

railroad industry COE from the railroad industry's debt load. Table 3 below summarizes our

calculations of the railroad industry composite average levered Betas for 2003 to 2006.
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Item
(1)

1 Railroad Industry Debt to I-quity Ratio

a Debt Portion of Capital Structure

b Equity Portion of Capital Structure

c Debt/Equity Ratio-'

2 Railroad Industry Lnlevered Beta-"

3 Railroad Industry Levered Beta-3'

Table 3
Railroad Industry Levered Beta

2003
(2)

2004
(3)

2005
(4)

2006
(5)

428% 385% 304% 228%

57 2% 61 5% 696% 77 2%

075 063 044 030

037 040 056 064

065 066 081 082

\! Line la-Line Ib

2/ I uhlc 2 above

V (I -I me 1c)xLmc2

Souixc fxhibit No 6 Line

As shown in Table 3 above, the railroad industry composite average levered Beta ranged from

0 65 in 2003 to 0 82 in 2006.

Next, we obtained risk premium information from Ibbotson that reflected the market risk

premium at the end of each study year Ibbotson's estimates of the long-term equity risk premium

equaled 7.2 percent in 2003 and 2004 and 7.1 percent for 2005 and 2006. In addition, the si/e

premium of the railroad industry was also considered for each year As mentioned previously,

financial analysts believe that company size impacts the relative risks of equities 'I ho four curriers

in the Study Group have relatively large market capitalizations and therefore can be expected to have

relatively low risk relative to smaller companies, all other factors being equal. Ibbotson has
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calculated separate size premiums for each year for each decile of companies' market capitalization.

By weighting the size premiums by the four railroads' market capitalizations, we determined a

composite railroad industry size premium for each study year. Table 4 below summarizes our

determination of each year's weighted average industry size premium

Table 4

Railroad Industry Average

Size Premiums - 2003 to 2006

1

2

3

4

Year
(1)

2003

2004

2005

2006

Source Lxhibil No 7.

Size Premium
(1)

0 18%

0 27%

0 04%

(0 20%)

Line 5 for each yc.ir

Having developed a proxy of the risk-free rate, calculated the railroad industry composite

levered Beta and composite size premium and obtained current estimates of the equity risk premium,

we combined the data to develop the COE using the CAPM for each year, which is shown in Table

5 below.
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Table 5

Railroad Industry Cost of Eauitv - 2003 to 2006

1

t

3

4

!/

2J

Item 2003 2004

(1) (2) (3)

Average Risk Tree Rate 4 96% 5 05%

Railroad Ri*k Premium

a Equity Risk Premium 7 20% 7 20%

b Railroad Industry Levered Beta 0 65 0 66

c Railroad Industry Risk Premium-1 4 TOW 4.72%

Railroad Industry Size Premium 0 18% 0 27%

Railroad Industry Cost of Equity-* 9 83% 10 04%

Line 2u \ Line 2b

Line 1 + I me 2c f 1 me 3 1 otals ma> not lool due to rounding

2005 2006
(4) (5)

4 65% 4 99%

7 10% 7 10%

0.81 082

5 72% 5 84%

0 04% (0 20%)

1041% 1064%

Source Exhibit No 6

As shown in '1 able 5 above and \vhen the data is combined, the composite railroad industry COE

ranges from 9 83 percent in 2003 to 10.64 percent in 2006. or an increase of 81 basis points over four

vears.-'

One (1) basis point equals 0 01 percent
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III. RAILROAD INDUSTRY
COST OF CAPITAL

To develop an initial determination of the railroad industry COC for each year in the study

period, we utih/ed the same approach as used by the STB for its determination of the 2003,2004

and 2005 COC and by the AAR for Us estimate of the 2006 COC. with the exception of the COE

calculation. For COE, we substituted the CAPM COE for each year instead of using the COE

developed by the STB in 2003, 2004 and 2005 and proposed by the AAR for 2006 The other

components of the COC remained the same, including a composite railroad industry capital structure

and the railroad industry cost of debt.

Table 6 below summarizes the 2003 to 2006 COC using a CAPM COE
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I able 6
Railroad Industry Weighted Cosl of Capital -2003 to 2006

Item 2003 2004 2005 2006
(1) (2) (3) H) (V

1 Weighted Cost of I .quity

a Railroad Indu>,tr> Cost oUZquity 9 830/o 1004% 1041% I064°0

b Equity Portion of Capital Structure 57 2% 61 5% 696% 77 2%

c Weighted Cost of Railroad Industry Equity^' 562% 618% 724% 821%

2 Weighted Cost of Debt

a Railroad Industry Cost of Debt 5 00% 5 25% 5 36% 5 97%

b Debt Portion ot Capital Structure 42 8B/o 38 5% 304% 22 8%

c Weighted Cost of Railroad Industry Debt 2 14% 2.02% 1.63% I 36%

3 Railroad Industry Weighted Cost of Capital-1 7 76% 8 2Q°,o 8 87% 9 57%

I/ Line lax Line Ih

2/ Line Ic + Lmc2c

Source Kxhihit No 6

As shown in Table 6 above, based on STB's capital structure and COD for each year and the

CAPM determined COR, the railroad industry weighted average COC increased from 7.76 percent

in 2003 to 9.57 percent in 2006.

To verify our COC estimations, we searched for independent calculations of* the individual

railroads or the rail road industry COC - Our search found a readily available public source that meet

this criterium.

-' We define "independent" in this situation as COC estimates not prepared specifically for the instant proceeding
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Standard & Poor's ("S&P"), through its stock reports tor the Study Group, develops each

railroad's weighted average COC S&P uses Us COC estimate along with short-term and terminal

growth estimates of free cash flow in a discounted cash flow ("DCF") model to estimate each firm's

enterprise value, which is then used to estimate a target stock price.-7 Table 7 below displays S&P's

estimates of the four railroads1 weighted average costs of capital at the end of 2006.

Table 7

S&P's Estimates of Railroad's 2006

Weighted Average Costs of Canital

Railroad
(I)

1 Union Pacific Corporation

2 Rurlmg Northern & Santa Fc Corporation

3 CSX Corporation

4 Norfolk Southern Corporation

Weighted Average
Cost of Canital

(2)

80%

86°o

9 0%

9.1%

Source Txhibit No K

We also note the relevance of the multiple growth estimates that S&P uses in us DCF valuation of the individual
railroads The STB's DCF model for estimating the railroad industry COC is essentially the same model as S&P's
DCF model used to develop S&P's railroad enterprise values and relies upon the same basic economic principles
S&P is using required rates of return and cashflow estimates to develop a stock price The STB is using cashflow
estimates and stock prices to develop a required rate of return I lowcver. unlike the STB's DCF model which uses
a single growth rate and assumes that railroad earnings and dividends will grow at the same rate for perpetuity
S&P's DO model assumes that the railroads have at least two growth raies -a short-term growth rate lasting 10
years, and a long term, or "terminal," growth rate which will last into perpetuity S&P could have developed its
DCF model assuming a single growth rale, but recognised that the railroads cannot maintain their current high
growth rate forever Instead, S&P utilized multiple growth rates in its DCF valuation model recognizing that not
to do so would overstate the railroads' values
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As shown in Table 7 above. S&P has estimated the COG for the four railroads in the Study

Group to range from 8 0 percent to 9.1 percent. While lower than our estimate of the 2006 railroad

industry weighted average COC. S&P's estimates are much closer to our estimates than the 13 8

percent COC proposed by the AAR utilizing the procedure applied by the STB in prior wars.*'

-' The reasons S&P'sestimates arc lower arc unknown from ihc data contained in the S&P stock reports, but are most
likely due to one of two reasons hirst, most Wall Street and valuation analysts adjust the company's cost of debt
for the tax advantage of corporate borrowing by multiplying the company's COD by one minus marginal corporate
tax rate This lowers the COD and the overall COC Second. S&P may have adjusted the capital mix 10 a target
long-term target capital structure, thereby placing less weight on equity capital and more weight on lower cost debt
capital
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IV. IMPACT OF CAPITAL
STRUCTURE ON RAILROAD

INDUSTRY COST OF CAPITAL

We determine the COC for 2003 to 2006 assuming different railroad industry capital structures

than those developed by the STB for Us 2003 to 2005 COC determinations and the railroad industry

capital structure proposed by the AAR for 2006. Specifically, we calculated the COC for each year

between 2003 and 2006 assuming a 60 percent common equity and 40 percent debt capital structure,

a SO percent common equity and SO percent debt capital mix and a 100 percent common equity basis

In addition, we calculated the 2003 to 2006 COC using ST13 and AAR COE and COD. but using

different capital mixes. We discuss the results of our calculations below.

The railroad industry capital structure is a key component ofthe COC estimate given it impacts

not only the weighting of the various required returns, but also has impacts on the required returns.

Adjusting the railroad industry average capital structure has t\vo impacts on our COC calculation

First, changing the capital mix impacts the calculation of the railroad industry's average levered

Beta, which subsequently changes the railroad industry COb under the CAPM methodology.-'

Second, adjusting the capital structure changes the relative weights ofthe COE and COD. further

changing the COC. As the amount of debt in the capital structure increases, greater weight is placed

on the lower COD leading to a lower COC, holding all else constant. Whether the impact ofthe

I he reason for this is the levered Beta used m the CAPM accounts for changes in risk to stockholders as the amount
of debt in the firm changes, holding all else constant Thcoreticall), as the amount of debt increases, the more risky
the firm becomes, and the greater the return required to owners ofthe company's capital Therefore, as the amount
of debt m the firm increases, the Beta of the common equity increases and the cost of equity also increases The
converse is aLso true As the amount of debt in the firm decreases, the less risky the firm becomes, and the lower
the required return For simplicity sake, we also assume that the COD will not change with changes in the capital
mix, however, changes in the capital structure ol the firm u ill also impact the COD
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changc in the capital mix is a net increase or decrease m the COC will depend upon the mix of

variables.

'I able 8 below displays the results of using a target 60 percent common equity and 40 percent

debt capital structure in lieu of the capital structure used by the STB and proposed by the AAR.

Table 8

Railroad Industry Weighted Cost of Capital Under CAPM With

60 Percent Common Equity and 40 Percent Debt Capital Structure

Item 2003 2004 2005 2006
(H (2) (3) (4) (5)

1 Weighted Cost ot llquity

a Railroad Industry Cost of hquily 9 61 to 10 16% II 32% 1231%

b Equity Portion of Capital Structure 60 0% 600% 600% 60 0%

c Weighted Cost of Railroad Industry l-quit>-' 5 77°« 610% 679% 739%

2 Weighted Cost of Debt

a Railroad Industry Cost of Debt 5 00% 5 25% 5 36% 5 97%

b Debt Portion of Capital Structure 400% 40 0% 40 0% 400%

c Weighted Cost ot Railroad Industry Debt 2 00% 2 10% 2 14% 2 39%

3 Railroad Industry Weighted Cost of Capital 777% 820% 894% 978%

I/ Line lax Lino Ib

21 Line U * Line 2c Figures miiy not lout duo in rounding

Source Kxhibu No l)
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As shown in Table 8 above, adjusting the capital structure to reflect a 60 pcrccnt/40 percent

common equity to debt mix increases the COC by one (1), seven (7) and 21 basis points,

respectively, in 2003, 2005 and 2006 versus our CAPM calculations using the STB's and AAR's

railroad industry capital structures, while remaining basically unchanged m 2004.—

Adjusting the railroad industry capita! structure to a SO percent common equity/50 debt mix has

similar changes in the COC as shown in Table 9 below.

— As shown in Exhibit 6, Ihe STB determined ihe railroad industry's 2004 capital mix included 61 5 percent common
equity and 38 5 percent debt, which is nearly equal to the hypothetical capital structure in the example



-21-

1 able 9

Railroad Industry Weighted Cost of Capital Under CAPM With

50 Percent Common Rquit\ and 50 Percent Debt Capital Structure

hem 2003 2004 2005 2006
U) (2) (3) (4) (5)

1 Weighted Cost ot Equity

a Railroad Industry Cost ot Equity 10 51% II 13% 12 65% 13 82%

b Equity Portion of Capital Structure 50 0% 50 0% 500% 50 0%

c. Weighted Cost of Railroad Induslrv Tquity^ 525% 557% 633% 6<>|%

2 Weighted Cost of Debt

a Railroad Industry Cost of Debl 500% 525% 536% 597%

b Debt Portion of Capital Structure 500°o 50 0% 50 0% 50 0%

c Weighted Cost of Railroad Industry Debt 2 50% 2 63% 2 68% 2 90%

3 Railroad Industry Weighted Cost of Capital-- 775% 819% 901% 989%

U Line lax Line Ih

21 Line Ic i- Line 2e higurc-* ma\ not fool due in rounding

Source hxhibil No K)

As shown in Table 9 above, switching to a 50 percent common equity/ SO percent debt capital

mix lowers the COC by one (1) basis point in 2003 and 2004. In 2005 and 2006, the higher

percentage of debt caused the COC to increase by 14 and 32 basis points over our calculations using

the STB's und AAR's railroad industry capital structures

Finally, we calculated the COL and COC assuming 100 percent common equity financing as

shown in Table 10 below.
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Table 10
Railroad Industn Cost of Capital Under CAPM

With 100 Percent Common Equity Capital Structure

_ Item _ 2003 2004 21ID5 2006
(I) (2) (3) (4) (5)

I Weighted Cost of Equity

a Railroad Industry Cost of Hquily 7 82% 8 23% 8 67% 0 31%

b Equity Portion of Capital Structure 1000% 1000% 1000% 1000%

c Weighted Cost of Railroad Induslr> Equity-' 782% 823% 867%

\J \ me lax I me Ib

2/ Line Ic ' Luic2i.

Source I xhihu No 11

2 Weighted Cost of Debt

a Railroad Industry Cosl of Debt 5 00% 5 25% 5.36% 5 *>7%

2 Debt Portion o( Capital Structure 00% 0 0% 0 0% 0 0%

3 Weighted Cost of Railroad Industry Debt 0 00% 0 00% 0 00% 0 00%

3 Railroad Industry Weighted Cost of Capital-- 782% 823% 867% 431%

As shown in Table 10 above, assuming a 100 percent common equity capital structure increases

the COG slightly in 2003 and 2004 as compared to the railroad industry weighted cost of capital

based on the STB's and AAK's weighting factors and summarized in Table 6 above. The opposite

is true for 2005 and 2006, that is the COC decreases.

Finally, we calculate the railroad industry' COC for each of the study years using the target

capital structures from above and the COE and COD decided by the STB in its 2003.2004 and 2005

Ex Partc No 558 decisions and proposed by the AAR in this proceeding. Table 11 below shows the
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results of using the STB's and AAR's required rates of return and a 60 percent common equily/40

percent debt capital mix

lable 11

Railroad Industry Weighted Cost of Capital With STB/AAR COE and

And COD With 60 Percent Common Kauitv and 40 Percent Debt Canital Structure

1

2

3

I/

Item 2003 2004 2005
(1) (2) (3) (4)

Weighted Cost of Equil>

a Railroad Industry Cost of Equity 1 2 70% 1 3 1 6% 1 5 1 8%

b Equitv Portion of Capital Structure 60 0% 60 0% 60 0%

c Weighted Cost ot Railroad Industry 1 qmty±' 762% 790% « 1 1%

Weighted Cost of Debt

a Railroad Industry Cost of Debt S 00% S 25% 5 36%

b Debt Portion of Capital Structure 40 0°o 40 0°o 40 0%

c Weighted Cost of Railroad Industry Debt 2 00% 2 10% 2 14%

Railroad Industry Weighted Cost of Capital-7 9 62% 10 00% 1 1 25%

Line lax I me Ib

2006
(5)

16 10%

60 0%

966%

5 97%

40 0%

2 29%

1205%

21 1 me Ic > Line 2i Hgures may not foul due u» rounding

Source bxhihil No 12

As shown in Table 11 above, substituting a 60 percent common equity/40 percent debt capital

mix leads to COC's ranging from 9 62 percent to 12.05 percent. These estimates are. on average.

65 basis points lower than the COC estimated by the STB and AAR..—'

— The STB estimated the railroad mdustr> COC were 9 4 percent, 10 I percent and 13 3 percent in 2003.2004 and
2005, respectively, while the AAR proposes a 13 8 percent COC for 2006 Therefore. [(9 4 percent - 9 62 percent)
+ (101 percent - i 0 0 percent) + (122 percent -11 25 percent) + (13 8 percent -12 05 percent)] -4 = 065 percent
or 65 basis points.
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Additionally. using a 50 percent common equity/50 percent debt target capital structure

produces results as shown in Table 12 below

Table 12
Railroad Industrj Weighted Cost of Capital With STB/AAR COE and

And COD With 50 Percent Common Eauitv and 50 Percent Debt Canital Structure

1

2

3

\l

y

Item
(1)

Weighted Cost of Rquity

a Railroad Industrv Cost of Equity

b Equity Portion of Capital Structure

c Weighted Cost of Railroad Industry Equity*

Weighted Cost of Debt

a Railroad Industry Cost of Debt

b Debt Portion of Capital Structure

c Weighted Cosl of Railroad Indusln Debt

Railroad Industry Weighted Cost of Capital-*

1 me lax l.mc Ib

1 me k • I me 2c higuivs ma\ not fool due In rounding

2003 2004 2005
(2) (3) (4)

*

1270% 1316% 1518%

50 0% 50 0% 50 0%

635% 658% 759%

5 00% 5 25% 5 36%

50 0% 500% 500%

250% 263% 268%

885% «2I% 10.27%

2006
(5)

16 10%

50 0%

8 05%

5 97%

500%

290%

1 1 04%

Source Exhibit No 12

As shown in Table 12 above, using a 50 percent common equity and 50 percent debt target

capital structure has an even greater impact on the COC than a 60 percent common equity/40 percent

debt mix, with COC now ranging from 8.85 percent to 11.04 percent. Using a 50 percent common

equity/50 percent debt mix leads to COC estimates which arc. on average, 153 basis points lower
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than calculated by the STB and AAR using their calculations of the railroad industry capital

structures —

— [(9.4 percent - 8 85 percent) M10 1 percent - 9 21 percent) + (122 percent -10 07 percent) -"-(138 percent - 11 04
percent)] - 4 = 1 53 percent or 153 basi-i points
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V. RAILROAD'S USE OF CASH

We next compared the cash the Class I railroads have used on capital expenditures in the last

four years to the cash used to repay debt and to distribute to shareholders We discuss the results of

our comparisons below

Lvcryday, llrms make decisions about what they will do with cash generated and used by their

operating, investment and financing activities— Businesses must maintain a balance between

retaining cash to fund continuing operations and investments and distributing cash to debt and equity

holders. Within the railroad industry, railroads have historically retained cash within their

companies to fund operations and capital programs. This historical trend, however, has shifted in

the last few years as the railroads have distributed more cash to shareholders through stock

repurchases and dividends, and to debt holders through the retirement of debt

Table 13 below compares the net cash distributed to shareholders to cash the railroads have used

for net capital expenditures as reported in Class I railroads' SEC Form 10-K Consolidated

Statements of Cashflow

—' Operating activities include income from business operations and changes in working capital accounts such as
receivables and payables Investing activities include the acquisition and disposition of non-current assets such as
propcrt), plant and equipment and short-term investments molhcrcompanicsorassets Financing activities include
the issuing of debt and equilv instruments the repayment of debt, and ihe distribution of cash to shareholders
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Table 13
Comparison Of Cash Distributed To

Common Equity Holders And Net Capital Expenditures
(Millions of dollars)

Base Increase Increase Increase Cumulative
Item 2003 in 2004 in 2005 in 2006 Increase
(I) (2) (3; (4) (5) (6)

1 Cash Distributed to Common Equity Holders

a Dividends Paid S628 SI41 S99 SI87 S427

b Stock Repurchases $217 SI49 SI.023 S760 SI.942

c Net Payments to Common hquitx Holders-' S845 S300 $ 1. 122 &947 $2,369

2 Net Capita! Expenditures 55,029 $225 S531 $ 1,036 $ 1.792

3 Net Difference -- — S75 S591 (S89) S577

\l Sum df I incs la (o Ih

y Line 2-Line Id

Source Exhibit No 13

As shown in Table 13 above, the Class I railroads increased their cash disbursements to

common equity holders in the form of cash dividends and stock repurchases by approximately $2.4

billion over the four year period. During the same lime period, the Class I railroads increased net

cash expended on net capital projects by approximately SI.8 billion.—

The disbursements of cash to common equity holders was> not the only use of cash to repay

holders of capital \\ithmtheClass1 railroads As shown in Table 14 below, the Class I railroads also

used their increases in cashflow to repay long-term debt

— We define net capital projects as the difference between cash expended on capital projects less cash received from
the sale of assets as reported on the Class I railroads Statement of Cash flows
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Table 14
Net Cash Received and Distributed to Lone-Term Debt Holders. Excluding Interest

(Millions of do I Ian)
Cumulative

Item 2003 2004 2005 2006 2003 to 2006
(1) 12) (3) (4) (5) (6)

I Payments of Principal on Long- Term Debt $3.384 Si 777 53,335 52.099 S10 505

2. Proceeds From Issuance of Long-1 erm Debt S5.029 $5.254 S5.785 S6.82I S5.557

3 Net Cash Distributed ^ $1.210 $203 52,297 51,238 54.948

I/ Line I - Line 2

Source lixhihil So 14

As shown in Table 14 above, the Class I railroads disbursed u net of $4.95 billion tn cash to

their long-term debt holders over the four year period, excluding the interest paid to debt holders

over the same period.
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STATEMENT OF QUALIFICATIONS

My name is Thomas D. Crowlcy. I am an economist and President of the economic consulting

firm of L IE Peabody & Associates, Inc. The firm's offices are located at 1501 Duke Street. Suite

200. Alexandria. Virginia 22314,5901 N. Cicero Avenue. Suite 504, Chicago. Illinois 60646 and

10445 N Oracle Road, Suite 151, Tucson. An/ona 85737

I am a graduate of the University of Maine from which 1 obtained a Bachelor of Science degree

in Economics, lhavc also taken graduate courses in transportation at George Washington University

in Washington. D.C. 1 spent three years in the United States Army and since February 1971 have

been employed by L F, Peabody & Associates, Inc

s

I am a member of the American Economic Association, the Transportation Research Forum, and

the American Railway Engineering and Maintcnancc-of-Way Association

The firm of L. E. Peabody & Associates. Inc specializes in solving economic, marketing and

transportation problems As an economic consultant, I have organized and directed economic studies

and prepared reports for railroads, freight forwarders and other carriers, for shipper*, for associations

and for state governments and other public bodies dealing with transportation and related economic

problems Examples of studies I have participated in include organizing and directing traffic,

operational and cost analyses in connection with multiple car movements, unit train operations for

coal and other commodities, freight forwarder facilities. TOFC/COFC rail facilities, divisions of

through rail rates, operating commuter passenger service, and other studies dealing with markets and

the transportation by different modes of \ arious commodities from both eastern and western origins
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STATEMENT OF QUALIFICATIONS

to various destinations in the United States. The nature of these studies enabled me to become

familiar with the operating practices and accounting procedures utilized by railroads in the normal

course of business.

Additionally, I have inspected and studied both railroad terminal and line-haul facilities used

in handling various commodities, and in particular unit train coal movements from coal mine origins

in the Powder River Basin and in Colorado to various utility destinations in the midwestem and

western portions of the United Stales and from the Eastern coal fields to various destinations in the

Mid-Atlantic, northeastern and southeastern portions of the United States These operational reviews

and studies were used as a basis for the determination of the traffic and operating characteristics for

specific movements of coal and numerous other commodities handled by rail.

I have frequently been called upon to develop and coordinate economic and operational studies

relative to the acquisition of coal and the rail transportation of coal on behalf of electric utility

companies My responsibilities in these undertakings included the analyses of rail routes, rail

operations and an assessment of the relative efficiency and costs of railroad operations over those

routes T have also analyzed and made recommendations regarding the acquisition of rai tears

according to the specific needs of various coal shippers. The results of these analyses have been

employed in order to assist shippers in the development and negotiation of rail transportation

contracts which optimize operational efficiency and cost effectiveness
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Moreover. I have developed numerous \ariable cost calculations utih/ing the various formulas

employed by the Interstate Commerce Commission ("ICC"') and the Surface Transportation Board

("STB") for the development of variable costs for common carriers, with particular emphasis on the

basis and use of Rail Form A and its replacement costing formula the Uniform Railroad Costing

System ("URCS"). I have utilized Rail Form A/URCS costing principles since the beginning of my

career with L. E. Peabody & Associates Inc. in 1971.

I have frequently presented both oral and written testimony before the ICC. STB, Federal Energy

Regulatory Commission, Railroad Accounting Principles Board. Postal Rate Commission and

numerous state regulatory commissions, federal courts and state courts. This testimony was

generally related to the development of variable cost of service calculations,, rail traffic and operating

patterns, fuel supply economics, contract interpretations, economic principles concerning the

maximum level of rates, implementation of maximum rate principles, and calculation of reparations

or damages, including interest. I presented testimony before the Congress of the United States.

Committee on Transportation and Infrastructure on the status of rail competition in the western

United States. I have also presented testimony in a number of court and arbitration proceedings

concerning the level of rates, rate adjustment procedures, rail operating procedures and other

economic components of specific contracts

Since the implementation of the Sluggers Rail Act of 1980. which clarified that rail carriers

could enter into transportation contracts with shippers, I have been actively involved in negotiating

transportation contracts on behalf of coal shippers. Specifically, I have advised utilities concerning
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coal transportation rates based on market conditions and carrier competition, movement specific

service commitments, specific cost-based rate adjustment provisions, contract reopeners that

recognize changes in productivity and cost-based ancillary charges.

I have been actively engaged in negotiating coal supply contracts for various users throughout

the United States. In addition, I have analy/ed the economic impact of buying out. brokering, and

modifying existing coal supply agreements My coal supply assignments have encompassed

analyzing alternative coals to determine the impact on the delivered price of operating and

maintenance costs, unloading costs, shrinkage factor and by-product savings.

I have developed different economic analyses for over sixty (60) electric utility companies

located in all parts of the United States, and for major associations, including American Paper

Institute. American Petroleum Institute, Chemical Manufacturers Association, Coal Exporters

Association. Hdison Electric Institute. Mail Order Association of America, National Coal

Association. National Industrial Transportation League. North America Freight Cur Association,

the Fertilizer Institute and Western Coal Traffic League In addition. I have assisted numerous

government agencies, major industries and major railroad companies in solving various economic

problems

In the two Western rail mergers that resulted in the creation of the present BNSF Railway

Company and I hnon Pacific Railroad Company and in the acquisition of Conrail b> Norfolk

Southern Railway Company and CSX Transportation, Inc , I reviewed the railroads* applications
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including their supporting traffic, cost and operating data and provided detailed evidence supporting

requests for conditions designed to maintain the competitive rail environment that existed before the

proposed mergers and acquisition. In these proceedings. 1 represented shipper interests, including

plastic, chemical, coal, paper and steel shippers

I have participated in various proceedings involved with the division of through rail rates. For

example. I participated in ICC Docket No 35585. Akron. Can/an & Youngstown Railroad Company.

et al v Aberdeen and Rockfish Railroad Commtnv. ct al which was a complaint filed by the

northern and midwestern rail lines to change the primary north-south divisions I was personally

involved in all traffic, operating and cost aspects of this proceeding on behalf of the northern and

midwestern rail lines I was the lead witness on behalf of the I ong Island Rail Road in ICC Docket

No. 36874, Notice of Intent to File Division Complaint by the ions Island Rail Road Company.

As a result of my extensive economic consulting practice since 1971 and my participating m

maximum-rate, rail merger, and rule-making proceedings before various government and private

governing bodies, I have become thoroughly familiar with the operations, practices and costs of the

rail carriers that move coal over the major coal routes in the United States.
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My name is Daniel L Fapp I am Vice President of the economic consulting firm of L E.

Peabody & Associates, Inc The firm's offices are located ai 1501 Duke Street. Suite 200.

Alexandria, VA 22314.5901 N Cicero Avenue, Suite 504, Chicago. IL 60646 and 10445 N Oracle

Road, Suite 151. Tucson. AZ 85737

I received a Bachelor of Science degree in Business Administration with an option in Marketing

(cum laude) from the California State University, Northridge in 1987, and a Master of Business

Administration degree from the University of Arizona's 131 lor School of Management in 1993.

specializing in finance and operations management. I am also a member of Beta Gamma Sigma, the

national honor society for collegiate schools of business

I have been employed by L. E. Peabody & Associates. Inc. since December 1997 Prior to

joining L E. Pcahody & Associates. Inc.. I was employed by BMP Copper Inc. in the role of

Transportation Manager - Finance and Administration, and where I also served as an officer of the

three BHP Copper Inc. subsidiary railroads. The San Manual An/ona Railroad, the BHP Arizona

(formerly Magma Arizona) Railroad and the BHP Nevada Railroad I have also held operations

management positions with Arizona Lithographers in Tucson, AZ and MCA-Univcrsal Studios in

Universal City, CA.

While at BHP Copper Inc., I \\as responsible for all financial and administrative functions of

the company's transportation group. I also directed the BMP Copper Inc. subsidiary railroads' cost

and revenue accounting staff, and managed the San Manuel Arizona Railroad's and BHP Arizona

Railroad's dispatchers and the railroad dispatching functions I served on the company's



Exhibit No. 2
Page 2 of3

STATEMENT OF QUALIFICATIONS

Commercial and Transportation Management I cam and the company's Railroad Acquisition Team

where 1 was responsible for evaluating the acquisition of new railroads, including developing

financial and economic assessment models. While with MCA-Univcrsal Studios, I held several

operations management positions, including Tour Operations Manager, where my duties included

vehicle routing and scheduling, personnel scheduling, forecasting facilities utilization, and designing

and performing queuing analyses

As part of m) work for L T. Peabody & Associates. Tnc, 1 ha\c performed and directed

numerous projects and analyses undertaken on behalf of utility companies, short line railroads, bulk

shippers, and industr) and trade associations Examples of studies \\hich 1 have participated in

organizing and directing include, traffic, operational and cost anaKses in connection with the rail

movement of coal, metallic oies. pulp and paper products, and other commodities. I have also

analy/ed multiple car movements, unit train operations. di\ IMOHS of through rail rates and switching

operations throughout the United States. The nature of these studies enabled me to become familiar

with the operating procedures utih/ed b> railroads in the normal course of business.

Since 1997.1 have participated in the development of cost of service analyses for the mu\ emenl

of coal over the major eastern and western coal-hauling railroads. I have conducted on-silc studies

of switching, detention and line-haul activities relating to the handling of coal. \ ha\e also

participated in and managed several projects assisting short-line i ail roads In these engagements. I

assisted short-line railroads in their negotiations with connecting Class T carriers, performed railroad

property and business evaluations, and worked on rail line abandonment projects
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I have been frequently called upon to perform financial analyses and assessments of Class I,

Class 11 and Class 111 railroad companies In addition, I have developed \arious financial models

exploring alternati ve methods of transportation contract! ng and cost assessment, de\ eloped corporate

profitability and cost studies, and evaluated capital expenditure requirements I have determined the

Going Concern Value of privately held freight and passenger railroads, including de\ eloping

company specific cosb of debt and equity for use in discounting future company cash llo\\s My

consulting assignments regularly involve working \\ilh and determining various facets of railroad

financial issues, including cost of capital determinations. In these assignments. I have calculated

railroad capital structures, market values, cost of railroad debt, cost of preferred railroad equity and

common railroad equity. I am also well acquainted \\ith and ha\e used the commonly accepted

models for determining a firm's cosl of equity, including the Discounted Cash Flow Model ("DOT"1).

Capital Asset Pricing Model ("CAPM"). Fama-1 rcnch I hree Factor Model and Arbitrage Pricing

Model.

In my tenure with L. E. Peabody & Associates, Inc, I ha\e assisted in the development and

presentation of traffic and revenue forecasts, operating expense forecasts, and discounted cash-fkm

models which were presented in numerous proceedings before the S TB. I presented evidence

applying the S1 B's stand-alone cost procedures in Docket Number 42057. Public Service ('ompany

of (. 'olorado d/h/a Xcel Energy v The Burlington Northern and Santa Fe Railway (\mtpun\\ and in

Docket Number 42071, Oiler Tail Power Company v. Bb'SF Railway Company, and ha\e also

presented evidence before the STB in Fx Partc No. 661. Rail Fuel Surcharges In addition, my

reports have been used as evidence before the Nevada Slate I ax Commission.
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Introduction

This report contains data that summarizes the results of the capital markets for 2003 and current variables used to
estimate the cost of capital. In addition, Tables A-1 through A-6 allow you to estimate any of these variables for any
time period, 1926-2003. Each table consists of six pages and cover:

Long-horizon equity risk premia
Intermediate-horizon equity risk premia
Short-horizon equity risk premia
Mid cap size premia
I-ow-cap size premia
Micro-cap size premia

Reading the Tables
The top row of each table indicates the starring year and the left column indicates the ending year. To find any statistic
for a given time period, find the intersection of start and end dates. Please note that we have constrained the beta and
size premia tables to contain data only for five-year periods or longer. Again, each table consists of eight pages of data.

Description of Data
Long-honzon equity nsk premia: large company stock total returns minus long-term government bond income returns'

Intermediate-horizon equity nsk premia: large company stock total returns minus intermediate-term government bond
income returns1

Shart-honzon equity nsk premia: large company stock total returns minus U.S. Treasury bill ratal returns'*2

Mid-cap equity size premia: returns in excess of those predicted by beta for the portfolio of stocks represented by the
3-5 deciles of the New York Stock Exchange, American Stock Exchange, and Nasdaq Nanonal Market, current
capitalization between $1,167 and $4,794 million

Low-cap equity size premia: returns in excess of those predicted by beta for the portfolio of stocks represented by the
6-8 deciles of the New York Stock Exchange, American Stock Exchange, and Nasdaq Nanonal Market, current
capitalization between $331 and $1,167 million

Micro-cap equity size premia: returns in excess of those predicted by beta for the portfolio of stocks represented by the
9-10 deciles of the New York Stock Exchange, American Stock Exchange, and Nasdaq Nanonal Market, current
capitalization below $331 million

For additional information regarding Ibbotson's cost of capital related products, plea&e visit our web site at
htlo //www ibbotson com

1 Expected nsk premia ate based on the differences of historical annual arithmetic mean return over the period selected.
1 For 1] S Treasury bills, che income return and total return arc the same

Copyright O 2004 Ibbotson Associates, Inc. 3 IbbOtSonAssooates
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Graph 1 Wealth Indices of Investments
In the U.S. Capital Markets
(Year-end 1925 = $1.00)

December 31, 1925 to
December 31,2003
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Table 1 Total Returns, Income Returns
and Capital Appreciation

Summary Statistics of
Annual Returns

From 1926 to 2003

Geometric Arithmetic
Series
Large Company Stocks
Total Returns
Income
Capital Appreciation

Ibbotson Small Company Stocks
Total Returns

Mid-Cap Stocks*
Total Returns
Income
Capital Appreciation

Low-Cap Stocks'
Total Returns
Income
Capital Appreciation

Micro-Cap Stocks*
Total Returns
Income
Capital Appreciation

Long-Term Corporate Bonds
Total Returns

Long-Term Government Bonds
Total Returns
Income
Capital Appreciation

Intermediate-Term Government Bonds
Total Returns
Income
Capital Appreciation

Treasury Bills
Total Returns

Inflation

Mean

104
4.3
59

12.7

11.3
4.1
70

11 7
3.8
77

12.7
2.6

10.1

5.9

5.4
52
00

5.4
4.7
0.5

3.7

3.0
Total return is equal to the sum of income return, capital appreciation
*Source: Center for Research in Security Prices, University of Chicago.

Mean

12.4
4.3
7.8

175

14.2
4.1
9.8

15.7
3.8

11.7

190
2.7

162

6.2

5.8
5.2
0.3

5.5
4.8
0.6

3.8

31
return.

Standard
Deviation

204
1.5

19.7

33.3

25.1
1.7

244

299
1.9

292

39.7
1.8

39.1

8.6

9.4
28
82

57
3.0
4.5

31

4.3
and reinvestment return.
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Table 2 Key Variables In Estimating
the Cost of Capital

(As of Year-end 2003)

Yields (Rlskless Rates)
Long-Term f20-y«ofj U S Traaiury Coupon Bond Yield

Intwrnadlab-tmrm (5-year) U S Treasury Coupon Nofe YieW

Short-fenn (30-day) U 5 Treasury BiU YtM

EquHy Risk Premium*
Long-honzon expected equity risk premium targe company stock total

returns minus tona-tarm government bond income returns

fnferrnedMfe-horizon expected *quMy risk pramium large company stock

total returns minus intermediate-term BovBfnment bond income returns

Shorf-honzon expected equity nik premium1 targe company stock total

returns minus U S Treasury bill total returns

Size Premium4

Value

5 1%

30%

09%

72%

76%

86%

Decile

Mid-Cap, 3-5

Low-Cap, 6-8

Micro-Cap, 9-10

Breakdown of Deciles 1 - 1 0

1 -Largest

2

3

4

5

6

7

8

9

Market Capitalization Market Capitalization Size Premium

of Smallest Company of Largest Company (Return in

(in millions) (m millions) Excess of CAPM)

$1,167040

S330 797

SO 332

S1 1,444 104

$4,809 422

$2.592 978

$1,723 907

$1,167040

S797 302

$508 210

$330 797

$166445

S4.794 027

$1,166 799

$330608

S286.638 305

$11,366767

$4,794 027

$2,585 984

$1,720959

$1,166799

$795 983

$507 820

$330 608

091%

1 70%

401%

-034%

050%

067%

1 11%

136%

1 59%

157%

225%

290%

10-Smalkm SO 332 $166414 634%

Breakdown of the 1 Oth Decile

lOa $96 961

lOb-Smalleri $0332

S166414

$96 928

450%
982%

J Expected risk prernn for equities are bawd on die differences of historical anrhmeac mean returns from 1926-2003 using the S&P 500 as die
market benchmark

* Expected return in excess of that predicted by the capital asset pricing model, also known as the beta-adnisted size premium Underlying data
provided by CRSP. the Center for Research in Security Prices See Chapter 7 of Ibbotson't fflBJ Valuation Edition Yearbook for methodology

Copyright O 2004 Ibbotion Associates, Inc. IbbotBonAssooatas



IbbotsonAssociates Risk Premia over
Time Report: 2005

Estimates for 1926-2004

The Information presented In into publication has been obtained with the greatest of care from sources believed to be reliable, but b not guaranteed
Ibbotson Associates and providers nTdata to Ibbotson Associates make no warranties, express or Implied, as to the results to be obtained by
subscriber or outers from the use oT the data provided hereunder. and there an no express or Implied warranties of nieichar̂
particular purpose or use The accuracy and completeness of the data are not guaranteed, and Ibbotson Associates and It* data providers shall have
no liability Tor eirors or ornlsstcffls with mpert to te In no event shall Ibbotson
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Introduction

This report contains data that summarizes the results of the capital markets for 2004 and current variables used to
estimate the cost of capital In addition. Tables A-1 through A-6 allow you to estimate any of these variables for any
time period, 1926-2004 Each table consists of six pages and cover

Long-horizon equity risk prcmia
Intermediate-horizon equity risk premfa
Short-horizon equity risk premla
Mid-cap size prcmia
Low-cap size prcmia
Micro-cap size premla

Reading OK Tables
The top row of each table indicates the starting year and the left column indicates the ending year. To find any statistic
for a given time period, find the intersection of start and end dates. Please note that we have constrained the beta and
size premla tables to contain data only for five-year periods or longer. Again, each table consists of six pages of data.

Description of Data
Long-horizon equity risk premia: large company stock total returns minus long-term government bond income returns'

Intermediate-horizon equity risk prcmia' large company stock total returns minus Intermediate-term government bond
income returns'

Short-horizon equity risk premla. large company stock total returns minus U.S. Treasury bill total returns1-2

Mid-cap equity size premia: returns hi excess of those predicted by beta for the portfolio of stocks represented by the
3-5 deciles of the New York Stock Exchange, American Stock Exchange, and Nasdaq National Market, current
capitalization between $1.608 and $6.242 million

Low-cap equity size prcmia- returns in excess of those predicted by beta for the portfolio of stocks represented by the
6-8 deciles of the New York Stock Exchange, American Stock Exchange, and Nasdaq National Market, current
capitalization between $506 and SI.608 million

Micro-cap equity size premla returns in excess of those predicted by beta for the portfolio of stocks represented by the
9-10 deciles of the New York Stock Exchange, American Stock Exchange, and Nasdaq National Market, current
capitalization below $506 million

For additional information regarding Ibbotson's cost of capital related products, please visit our web site at
htln //www ibbotson com.

1 Expected risk premla are based on the differences of historical annual arithmetic mean return over the period selected
1 For IJ S Treasury Mils, the Income return and total return are the samp

Copyright © 2005 Ihhntwn Assodatfs. Inc 3 IbbotBonAssoaates
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Graph 1 Wealth Indices of Investments
In the U.S. Capital Markets
(Year-end 1925 = $1 00)

December 31,1925 to
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Table 1 Total Returns, Income Returni
and Capital Appreciation

Summary Statistics of
Annual Returns

From 1926 to 2004

Geometric Arithmetic
Series
Large Company Stocks
Total Returns
Income
Capital Appreciation

Ibbotson Small Company Stocks
Total Returns

Mid-Cap Stocks*
Total Returns
Income
Capital Appreciation

Low-Cop Stocks'
Total Returns
Income
Capital Appreciation

Micro-Cap Stocks*
Total Returns
Income
Capital Appreciation

Long-term Corporate Bonds
Total Returns

Long-Term Government Bonds
Total Returns
Income
Capital Appreciation

Intermediate-Term Government Bonds
Total Returns
Income
Capital Appreciation

Treasury Bills
Total Returns

Inflation

Mean

10.4
4.3
5.9

12.7

11.4
4.1
71

11.8
3.7
79

12.8
2.6

102

59

54
52
00

54
4.7
0.5

37

3.0
Total return is equal to the sum of income return, capital appreciation
'Source: Center for Research in Security Prices, University of Chicago.

Mean

12.4
43
79

175

14.2
4.1
9.8

15.8
38

11 8

19.0
26

16.2

62

5.8
5.2
0.4

5.5
4.8
06

3.8

3.1
return.

Standard
Deviation

20.3
1.5

19.6

33.1

249
1 7

242

29.7
1.9

29.0

39.4
1.8

38.8

8.6

93
27
81

5.7
2.9
4.5

3.1

4.3
and reinvestment return.
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Table 2 Key Variables in Estimating
the Cost off Capital

(As of Year-end 2004)

Value

Yields (Rbkless Rates)3

Long-Term f20-year) U S Treasury Coupon Bond Yield

Equity Risk Premium4

Lonĝ honzon expected equtynskprernum (historical) large company stock total

returns minus long-tenn government bond income returns

48%

7.2%

Long-horizon expected equity risk premium (suppty side), historical equity risk premium

minus price-to-eamings ratio calculated using three-year average earnings 61%

Size Premium*

Decile

Mtd-Cap. 3-5

Low-Cao. 6-8

Micro-Cap. 9-10

Breakdown of Deciles 1-10

1 -Largest

2

3

4

5

6

7

8

9

lO-Smaltest

Breakdown of the 10th Decile

lOa

1 Ob-Smallest

Market Capitalization

of Smallest Company

(m millions)

$1,607 931

$506410

$1393

$14,099878

$6,258 530

$3,473 335

$2.234.146

$1.607 931

11,098.284

S746 249

$506410

$262974

$1.393

$144.122

$1393

Market Capitalization

of Largest Company

(In millions)

$6,241 953

$1.607854

$505.437

$342,087 219

$14.096 886

$6,241 953

$3.464 104

$2.231 707

$1.607.854

$1.097 603

$746 219

$505.437

$262.725

$262 725

$143.916

Size Premium

(Return in

Excess of CAPM)

095%

181%

402%

-0.37%

060%
075%

107%
1 44%

1 75%
161%

2.36%
286%

641%

454%
990%

3AsofDeceinber31.2004 Maturitybapproximate
* See Chapter 5 of Ibbotson's SBBI Valuation Edition Yearbook for complete methodology
9 Expected relum In excess of that predicted by the capital asset pricing model, also known as the beta-adjusted size premium Underlying data

provided by CRSP. the Center for Research In Sfnirity Men See Chapter 7 of Ibbotsnn's SBBt Vahottlnn Edition Yearbook for methodology

Copyright O 2005 Ibbotson Associates. Inc IbbotBonAssociatea



Risk Premia over
Time Report: 2006

Estimates for 1926-2005

Tha information presented in this publication has IMMI obtained with Itw greatest of can from sources believed to be rahable, but b not
guaranteed Ibbofson Associates and providers of data to Ibbotson Associates make no warranties, express or implied, a to the results to
be obtained by subscriber or others from the use of the data provided hereunder, and there am no express or implied warranties of
merchantability or fitness for a particular purpose or use The accuracy and completeness of the data are not guaranteed, and Ibbotson
Associates and its data providers shall hove no liability for errors or omissions with rasped to the data or hsddrvery regardless of the cause
of such error or omission In no event shall Ibbotson Assoaatei or its data providers have any liabilriy for any indirect, special, or
consequential damages, including but not limited to lost profits Data contained herounder n proprietary to Ibbotson Associates and its data
providers and H for customer's internal use only, redistribution of the data is eiairasly forbidden
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used, and attach a copy of any charts, tables, or f̂ ures denved from the information There b a $150 charge per request There may be
additional fees depending on usage
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Introduction

This report contains data that summarizes the results of the capital markets for 2005 and current variables used
to estimate the cost of capital In addition. Tables A-l through A-6 allow you to estimate any of these variables
for any time period, 1926-2005 Each table consists of six pages and cover

Long-horizon equity risk premia
Intermediate-horizon equity risk premia
Short-horizon equity risk premia
Mid-cap size premia
Low-cap size premia
Micro-cap size premia

Reading the Tables
The top row of each table indicates the starting year and the left column indicates the ending year To find any
statistic for a given time period, find the intersection of start and end dates Please note that we have
constrained the beta and size premia tables to contain data only for five-year periods or longer Again, each
table consists of six pages of data

Description of Data
Long-horizon equity risk premia: large company stock total returns minus long-term government bond income
returns1

/nterniedfofe-horizon equity risk premia: large company stock total returns minus intermediate-term government
bond income returns1

Snort-horizon equity risk premia: large company stock total returns minus U S Treasury bill total returns12

Mid-cap equity size premia: returns in excess of those predicted by beta for the portfolio of stocks represented
by the 3-5 deciles of the New York Stock Exchange, American Stock Exchange, and Nasdaq National Market,
current capitalization between $1,729 and $7,187 million

Low-cap equity size premia: returns in excess of those predicted by beta for the portfolio of stocks represented
by the 6-8 deciles of the New York Stock Exchange, American Stock Exchange, and Nasdaq National Market,
currant capitalization between $586 and $1,729 million

Micro-cop equity size premia: returns in excess of those predicted by beta for the portfolio of stocks represented
by the 9-10 deciles of the New York Stock Exchange, American Stock Exchange, and Nasdaq National Market,
current capitalization below $586 million

For additional information regarding Ibbotson's cost of capital related products, please visit our web site at
http //www ibbotson com

1 Expected nik prwnia ant baiod on th« difhr«nc«i of historical annual anthrrwtic nwan return aw th» period ••(•ctod
3 For U S Trootury bill*, th« income ratum and total return are the tome

Copyright O 2006 Ibbotion Aiiociatei, Inc 3 Ibbahon Auoaatw
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Graph 1 Wealth Indices of Investments
In the U.S. Capital Markets
(Year-end 1925 = $1 00)
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Introduction

Tliis report contains data that summarizes the results
of the capital markets for 2008 and current variables
used to estimate the cost of capital In addition. Tables
A-1 through A-6 allow you to estimate any of these
variables for any time period. 1926-2006 Each table con-
sists of six pages and cover

» Long-horizon equity risk premia
» Intermediate-horizon equity risk premia
» Short-horizon equity risk premia
> Mid-cap size premia
*• Low-cap size premia
> Micro-cap size premia

Reading the Tables
The top row of each table indicates the starting year and
the left column indicates the ending year To find any
statistic for a given time period, find the intersection of
start and end dates Please note that we have con-
strained the beta and size premia tables to contain data
only for five-year periods or longnr Again, each table
consists of six pages of data

Description of Data
long-horizon equity risk premia Large company
stock total returns minus long-term government
bond income returns

Intermediate-horizon equity risk premia Large company
stock total returns minus intermediate-term government
bond income returns'

Short-horizon equity risk premia Large company stock
total returns minus U S Tieasury bill total returns '

Mid-cap equity sue premia- Returns in excess of those
predicted by beta for the portfolio of stocks represented
by the 3-5 deciles of the New York Stock Exchange.
American Stock Exchange, and Nasdaq National Market
current capitalization between SI .947 and $7.777 million

Low-cap equity size premia Returns in excess of those
predicted by beta for the portfolio of stocks represented
by the 6-B deciles of the New York Stock Exchange.
American Stock Exchange, and Nasdaq National Market,
current capitalization between S627 and 51,947 million

Micro-cap equity size premia Returns in excess of those
predicted by beta for the portfolio of stocks represented
by the 9-10 deciles of the New York Stock Exchange.
American Stock Exchange, and Nasdaq National Market,
current capitalization below S627 million

For additional information regarding Mommgstar's cost
of capital related products, please visit our web site at
global mornmgstarcom/US/Advisors

1 FJuxxtnl risk premia are haws! en ftp rhrtaicnces cf histcncal annual
arrttiTCtic mean return ever the p? ncd selected

7 For IIS Treasury bills the income mum and tctal return arc the same

The mfcnwtKXi presented ir ttiis puNration tins horn [-trained with the greatest cf care froii semes believed tc be reliable but u not guaranteed to be
complete accuralp rr timely Wc.img.stti and its affiliated companies expressly disclaim any liability inclining incidental Cfccnscqucrraal da-rages arising
from the use of this puHicatirn nr wry emus cr omissions that may be remained m it

<D 2007 Vcmingitar All rights reserved Nc part of this piAleation may be reproduced a used n any ether term cr by any other means—graphic, electronic cr

mechanical including photocopying retarding taping or mlonraiion storage ami retrieval systems- without Momingslarsnncr.wntienpcnnssjon Tc obtain
permission please call Product Sales or win to Die aridresi holcw Your request should specify the data or ether information you wish to use and the manner in

which ycu wish m use n. hi addition you will need tc include CODES cf any charts, tubta. anri/cr hgures that ycu have created based on that infrrmatnn There
is a SlaOO processing fee per request There may hp additional (res depending en yew proposed usage

Mcmmgstar Inc

225WesiWackcrDr
Chicago Illinos 60606

Wamp12]696-G000
Product Salrs(H»J29fHB47
F8i{312|fi9fHniO
global mnmingrrarovn/SBSYrBIa
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Graph 2-1
Wealth Indices of Investments In the U.S. Capital Markets
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Table 1
Summary Statistics of Annual Total Returns

from 1926 to 2006

SOMM Geometric Mean Aiithmetie Mean Standard Deviation

Large Company Stocks

Inlal Returns

Incomn

Capital Appreciation

104
42
60

123
42
79

20'.

16
114

Small Company Stocks

TtrtalRrtums " " 12?

Mid-Cap Stocki1

Total Returns

Income

Capital Appreciation
Low-Cap Stocks*

Total Returns

Income

Capital Anoraoation

Micro-Gap Stocks*

lotal Returns

Income

Capital Appreciation

114
40

72

"8
17
7l

-2p

26
102

U2
40

99

157
37

" ~- a"

•an
26

161

2*6
17

239

293
20

"287

389
ifl

38 4

Long-Tern Corporate Bonds

Total Returns 59 62 85

Long-Toim Government Bonos

Total Returns

Income

Capital Apprenation

Intermadiate-Tami Govarament Bonds

Total Returns

Income

Capital Appreciation

Treasury Bills

Total Returns

Inflation

~"~54~"

52
00

53
47
04

"

37

30

58™
52
03

54
47
05

38

3'

92
2 7~"
80

57
29
£4

31

^3

Tctal return is equal tc the sum cf income return capita1 apprccisticn mtiim and ramvesnvnt return

'Source Center (M Research in Security Prices University of Chicagc

RifktaRHOwTn«ltapon20D7



Table C-1
Key Variables in Estimating the Cost of Capital

Value

Yield* (Risklflts Ratal)'

Long tern tfO-yaar} U S 'Treasury Coupon Bond Yield

Eqwty fluk Pramiun1

49%

Ltmg-hpnrm expected equity risk premium (historical} large company stork total

returns minus long- term government bond income returns

Long-horizon expected equity risk premium {supply sidal historical equity risk piemium

minus pricp-tn-flarmnos ratio calculated us-ng thraa-venr aveiaga naming*

Sin Premium1

Dacila

Mid-Cep. 3-5

Law-Cap G 8

Micro-Cap 9-10

Market Capitalization
of Snolleit Company

(in millions)

$1.947240

$627 017

$2247

Market Capitalization
of Largett Company

(in miltiou)

$7 777 183

$'..946 588

$626 955

7

61

Sia Premium
(Ratnra in

Exceu of CAPH)

017%

i76%

388%

Breakdown of Decilns 1-10

1 Largest

2

3

4
-

6

7

a
9

10-Smallest

Bieakdown ot the 1 Oth Decile

IGa

lOb

$16 84P 063

$7.847 424

$4.098 254

$2,961 655

$1 147 240

$1 379 267

$177 9'2

$6270*7

$1 4 112

$2247

$171 664

$2247

$371 i873RR

$16 fl20 566

$7777'.B3

$4 Ofl5 1fl4_ ___^_ .

$1.946588

$1.378476

$976 624

$626955

$314431

$314 £33

$173 439

-036%

065^

081%

'03%

"T45%

167%

162%

228%

270%

627%

435%

968%

1 As (if UtTprnhnr 3' 2006 Maturity is approximate
7 See Chapter 5 ol the 2007 SBBI Vatuatmt Edition Yearbook for complete methodology
1 hxpected return in excess of that predicted by the capital assrt pncmg modal also known as the beta-adjusted sin premium Unrinrlying data

pmvdpd ny CKSP tha Canter tar Research in Security Prices See Chaptei 7 nf the 2007 SUUI Valuation trhtion Yearhoolc for methodology

Risk Premia Over Time Report 2007 î hBivwiwd hhnunpaiiij t»*hmOKJ MnRNINGSTffl1



The Cost of Capital Center
www ibbotson com

Company Beta Analysis

Date Updated Through December 2003

Ticker Company Name
BNI BURLINGTON NORTHERN SANTA FE

CAPM: Ordinary Least Squares

Raw Beta
054

t-Stat
274

Levered
R-sqr
011

Unlevered
Pr Grp Beta

053
FIBbotsonJBetal Raw Beta

040
tbbotson Beta

035

Fama-French Three- Factor Model
FFBeta FFt-Stat 8MB Prem SMBt-Stat HMLPrem HMLt-Stat FF R-Sqr

059 355 -130 -655 214 1417 039

CAPM: Ordinary Least Squares
Levered
Raw Beta
t-Stat
R-Sqr
Pr Grp Beta
Ibbotson Beta

OLS estimate of levered beta
t-statistic for the OLS estimator of levered beta
R-squared statistic for the OLS regression
Peer group beta (sales-weighted average of industry betas)
Weighted average of regression beta and peer group beta

Unlevered
Raw Beta
Ibbotson Beta

OLS estimate of unlevered beta
Weighted average of unlevered regression beta and unlevered peer group beta

Fama-French Three-Factor Model
FF Beta Coefficient on excess market return
FF t-Stat t-statistic for the market coefficient
SMB Prem "Small minus big" premium for the size factor
SMB t-Stat t-statistic for the SMB coefficient
HML Prem "High minus low" premium for the book/market factor
HML t-Stat t-statistic for the HML coefficient
FF R-Sqr R-squared for the three-factor multiple regression

Cost of Eauitv Examples
CAPM
CAPM + Size
Fama-French

Risk-Free Rate + (Beta x Equity Risk Premium)
Risk-Free Rate + (Beta x Equity Risk Premium) + Size Premium
Risk-Free Rate + (FF Beta x Equity Risk Premium) + SMB Prem + HML Prem

Estimates for the risk-free rate equity risk premium ano size premium can be found in Ibbolson's Stocks Bonds Bills ana
Inflation Valuation Edition yearbook The entire database of company beas can be purchased in print form in Ibboison's Sera
Book

Cost of Capital Center a* www bboison com I b botsonAssociates



The Cost of Capital Center
www ibbotson com

Company Beta Analysis

Date Updated Through December 2004

Ticker
BNI

Company Name
BURLINGTON NORTHERN SANTA FE

CAPM Ordinary Least Squares

Raw Beta
059

t-Stat
338

Levered
R-sqr
016

Unlevered
PrGrp Beta

057
ilbbotson
¥$ttW

Beta
bin

Raw Beta
046

Ibbotson Beta
043

Fama-French Three- Factor Model
FFBeta FF t-Stat SMB Prem SMB t-Stat HML Prem HML t-Stat FF R-Sqr

0 59 3 84 -1 05 -5 55 1 99 13 01 0 39

CAPM: Ordinary Least Squares
Levered
Raw Beta
t-Stat
R-Sqr
Pr Grp Beta
Ibbotson Beta

OLS estimate of levered beta
t-statistic for the OLS estimator of levered beta
R-squared statistic for the OLS regression
Peer group beta (sales-weighted average of industry betas)
Weighted average of regression beta and peer group beta

Unlevered
Raw Beta
Ibbotson Beta

OLS estimate of unlevered beta
Weighted average of unlevered regression beta and unlevered peer group beta

Fama-French Three-Factor Model
FF Beta Coefficient on excess market return
FF t-Stat t-statistic for the market coefficient
SMB Prem "Small minus big" premium for the size factor
SMB t-Stat t-statistic for the SMB coefficient
HML Prem "High minus low" premium for the book/market factor
HML t-Stat t-statistic for the HML coefficient
FF R-Sqr R-squared for the three-factor multiple regression

Cost of Eauitv Examples
CAPM
CAPM + Size
Fama-French

Risk-Free Rate + (Beta x Equity Risk Premium)
Risk-Free Rate + (Beta x Equity Risk Premium) + Size Premium
Risk-Free Rate + (FF Beta x Equity Risk Premium) + SMB Prem + HML Prem

Estimates for the risk-free rate equity risk premium and size premium can be found in Ibbotson's Stocks Bonds. Bills, and
Inflation Valuation Edition Yearbook The entire database of company betas can be purchased in print form in Ibbotson's Seta
Book

Cost of Capital Cgntar at www ibbotson com Ibbotson Associates



The Cost of Capital Center
www ibbotson com

Company Beta Analysis

Data Updated Through December 2005

Ticker Company Name
BNI BURLINGTON NORTHERN SANTA FE

CAPM: Ordinary Least Squares

Raw Beta
064

t-Stat
408

Levered
R-sqr
022

Unlevered
Pr Grp Beta

072
HbbotsonjBetal
?£ TOGM

Raw Beta
053

Ibbotson Beta
051

Fama-French Three- Factor Model
FFBeta FFt-Stat SMB Prem SMBt-Stat HMLPrem HMLt-Stat FF R-Sqr

0 63 3 82 -0 58 -2 61 1 43 5 88 0 25

CAPM: Ordinary Least Squares
Levered
Raw Beta
t-Stat
R-Sqr
Pr Grp Beta
Ibbotson Beta

OLS estimate of levered beta
t-statistic for the OLS estimator of levered beta
R-squared statistic for the OLS regression
Peer group beta (sales-weighted average of industry betas)
Weighted average of regression beta and peer group beta

Unlevered
Raw Beta
Ibbotson Beta

OLS estimate of unlevered beta
Weighted average of unlevered regression beta and unlevered peer group beta

Fama-French Three-Factor Model
FF Beta Coefficient on excess market return
FF t-Stat t-statistic for the market coefficient
SMB Prem "Small minus big" premium for the size factor
SMB t-Stat t-statistic for the SMB coefficient
HML Prem 'High minus low" premium for the book/market factor
HML t-Stat t-statistic for the HML coefficient
FF R-Sqr R-squared for the three-factor multiple regression

Cost of Eauitv Examples
CAPM
CAPM + Size
Fama-French

Risk-Free Rate + (Beta x Equity Risk Premium)
Risk-Free Rate + (Beta x Equity Risk Premium) + Size Premium
Risk-Free Rate + (FF Beta x Equity Risk Premium) + SMB Prem + HML Prem

Estimates for the nsk-tree rate, equity risk premium, and size oremium can be found in Ibbotson's Stocks Sana's, Bills, and
Inflation Valuation Edition Yeartjook The entire database of comoany betas can be purchased in pnnt form in Ibbotson's Sera
Book

Cost of Capital Center at www ibootson com © 2006 Ibbotson Associates



The Cost of Capital Resouces
hlto //global mommgstar eom/US/CofCResources

Company Beta Analysis

Data Updated Through December 2006

Ticker Company Name
BNI BURLINGTON NORTHERN SANTA FE

CAPM: Ordinary Least Squares

Raw Beta
082

t-Stat
415

Levered
R-sqr
0.23

Unlevered
Pr Grp BetaHlbbotsonlBeta Raw Beta

068
Ibbotson Beta

065

Fama-French Three- Factor Model
FFBeta

090
FF t-Stat

406
8MB Prem

033
8MB t-Stat

1 18
HML Prem

-174
HML t-Stat

-490
FF R-Sqr

025

CAPM: Ordinary Least Squares
Levered
Raw Beta
t-Stat
R-Sqr
Pr Grp Beta
Ibbotson Beta

OLS estimate of levered beta
t-statistic for the OLS estimator of levered beta
R-squared statistic for the OLS regression
Peer group beta (sales-weighted average of industry betas)
Weighted average of regression beta and peer group beta

Unlevered
Raw Beta
Ibbotson Beta

OLS estimate of un levered beta
Weighted average of unlevered regression beta and un levered peer group beta

Fama-French Three-Factor Model
FF Beta Coefficient on excess market return
FF t-Stat t-statistic for the market coefficient
SMB Prem "Small minus big' premium for the size factor
SMB t-Stat t-statistic for the SMB coefficient
HML Prem "High minus low" premium for the book/market factor
HML t-Stat t-statistic for the HML coefficient
FF R-Sqr R-squared for the three-factor multiple regression

Cost of Eaurtv Examples
CAPM
CAPM + Size
Fama-French

Risk-Free Rate + (Beta x Equity Risk Premium)
Risk-Free Rate + (Beta x Equity Risk Premium) + Size Premium
Risk-Free Rate + (FF Beta x Equity Risk Premium) + SMB Prem + HML Prem

Estimates for the risk-free rate equity rsk premium, and size premium can oe found in Ibootson Associates' SBB1 Valuation Edition
YearDoo* The entire database of approximately 5 000 company betas can be purchased in print form in Ibbotson's
Beta Book Please call 888-298-3647 or visit htto //global morninostar com/L'S/Advisors for details

Cost of Capital Resources O 2007 Mornmgstar. Inc



The Cost of Capital Center
www ibbotson com

Company Beta Analysis

Date Updated Through December 2003

Ticker Company Name
CSX CSX CORP

CAPM:

Raw

Ordinary Least Squares

Beta
059

t-Stat
257

Levered
R-sqr
010

Unlevered
Pr Grp Beta

057
ilbbotsontBetai Raw Beta

040
Ibbotson Beta

031

Fama-French Three- Factor Model
FF Beta

064
FF t-Stat

318
SMB Prem

010
SMB t-Stat

044
HML Prem

330
HML t-Stat

1821
FF R-Sqr

035

CAPM: Ordinary Least Squares
Levered
Raw Beta
t-Stat
R-Sqr
Pr Grp Beta
Ibbotson Beta

OLS estimate of levered beta
t-statistic for the OLS estimator of levered beta
R-squared statistic for the OLS regression
Peer group beta (sales-weighted average of industry betas)
Weighted average of regression beta and peer group beta

Unlevered
Raw Beta
Ibbotson Beta

OLS estimate of unlevered beta
Weighted average of unlevered regression beta and unlevered peer group beta

Fama-French Three-Factor Model
FF Beta Coefficient on excess market return
FF t-Stat t-statistic for the market coefficient
SMB Prem "Small minus big" premium for the size factor
SMB t-Stat t-statistic for the SMB coefficient
HML Prem "High minus low" premium for the book/market factor
HML t-Stat t-statistic for the HML coefficient
FF R-Sqr R-squared for the three-factor multiple regression

Cost of Eoultv Examples
CAPM
CAPM + Size
Fama-French

Risk-Free Rate + (Beta x Equity Risk Premium)
Risk-Free Rate + (Beta x Equity Risk Premium) + Size Premium
Risk-Free Rate + (FF Beta x Equity Risk Premium) + SMB Prem + HML Prem

Estimates for the risk-free rate, equity nsk premium, and size premium can be found in Ibbotson's Stocks, Bonds. Bills, and
inflation Valuation Edition Yearbook The entire database of company betas can be purchased in print form in Ibbotson's Beta
Book

Cost of Capital Confer at www ibbolson com I bbotson Associates



The Cost of Capital Center
www ibbotson com

Company Beta Analysis

Date Updated Through December 2004

Ticker Company Name
CSX CSX CORP

CAPM: Ordinary Least Squares

Raw Beta
073

t-Stat
347

Levered
R-sqr
017

Unlevered
PrGrpBetaK

058S
bbotsonlBeta
•NMF3

Raw Beta
050

Ibbotson Beta
040

Fama-French Three- Factor Model
FFBeta

071
FF t-Stat

355
8MB Prem

-025
8MB t-Stat

-1 02
HML Prem

238
HML t-Stat

11 93
FF R-Sqr

030

CAPM: Ordinary Least Squares
Levered
Raw Beta
t-Stat
R-Sqr
Pr Grp Beta
Ibbotson Beta

OLS estimate of levered beta
t-statistic for the OLS estimator of levered beta
R-squared statistic for the OLS regression
Peer group beta (sales-weighted average of industry betas)
Weighted average of regression beta and peer group beta

Unlevered
Raw Beta
Ibbotson Beta

OLS estimate of unlevered beta
Weighted average of unlevered regression beta and unlevered peer group beta

Fama-French Three-Factor Model
FF Beta Coefficient on excess market return
FF t-Stat t-statistic for the market coefficient
8MB Prem "Small minus big" premium for the size factor
8MB t-Stat t-statistic for the 8MB coefficient
HML Prem 'High minus low' premium for the book/market factor
HML t-Stat t-statistic for the HML coefficient
FF R-Sqr R-squared for the three-factor multiple regression

Cost of Equity Examples
CAPM
CAPM + Size
Fama-French

Risk-Free Rate + (Beta x Equity Risk Premium)
Risk-Free Rate + (Beta x Equity Risk Premium) + Size Premium
Risk-Free Rate + (FF Beta x Equity Risk Premium) + 8MB Prem + HML Prem

Estimates for the risk-free rale equity nsk premium, and size premium can be found m Ibbotson's Stocks. Bonds. Bills, and
Inflation Valuation Edition Yearbook The entire database of company betas can be purchased in print form in Ibbotson's Seta
Book

Cost of Capital Center at www ibbotson com I bbotson Associates



The Cost of Capital Center
www ibbotson com

Company Beta Analysis

Data Updated Through December 2005

Ticker Company Name
CSX CSX CORP

CAPM:

Raw

Ordinary Least Squares

Beta
083

t-Stat
459

Levered
R-sqr
027

Unlevered
PrGrp Beta

072
Ibbotson

.*- -"?£>'
fa Z

JBeta
0:83

Raw Beta
059

Ibbotson Beta
050

Fama-French Three- Factor Model
FFBeta

077
FF t-Stat

404
8MB Prem

003
8MB t-Stat

013
HML Prem

1 94
HML t-Stat

692
FF R-Sqr

030

CAPM Ordinary Least Squares
Levered
Raw Beta
t-Stat
R-Sqr
Pr Grp Beta
Ibbotson Beta

OLS estimate of levered beta
t-statistic for the OLS estimator of levered beta
R-squared statistic for the OLS regression
Peer group beta (sales-weighted average of industry betas)
Weighted average of regression beta and peer group beta

Unlevered
Raw Beta
Ibbotson Beta

OLS estimate of unlevered beta
Weighted average of unlevered regression beta and unlevered peer group beta

Fama-French Three-Factor Model
FF Beta Coefficient on excess market return
FF t-Stat t-statistic for the market coefficient
8MB Prem "Small minus big" premium for the size factor
8MB t-Stat t-statistic for the SMB coefficient
HML Prem "High minus low" premium for the book/market factor
HML t-Stat t-statistic for the HML coefficient
FF R-Sqr R-squared for the three-factor multiple regression

Cost of Equity Examples
CAPM
CAPM + Size
Fama-French

Risk-Free Rate + (Beta x Equity Risk Premium)
Risk-Free Rate + (Beta x Equity Risk Premium) + Size Premium
Risk-Free Rate + (FF Beta x Equity Risk Premium) + SMB Prem + HML Prem

Estimates for the nsk-free rate, equity nsk premium and size premium can be found in Ibbotson's Stocks Bonds. Bills, and
Inflation Valuation Edition Yeartjook The entire database of company betas can be purchased m print form in Ibboison's Sera
Book

Cost of Capita) Center at www ibbolson com G 2006 Ibbotson Associates



The Cost of Capital Resouces
htio //global mominastar com/US/CofCResources

Ticker Company Name
CSX CSX CORP

Company Beta Analysis

Data Updated Through December 2006

CAPM: Ordinary Least Squares
Levered Unlevered

Raw Beta t-Stat
0 97 4 68

R-sqr Pr Grp Beta[ Ibbotson BetaJ Raw Beta Ibbotson Beta
0 27 0751 '• A" '0.97J 0 76 - 0 69

Fama-French Three- Factor Model
FF Beta FF t-Stat 8MB Prem SMB t-Stat HML Prem HML t-Stat FF R-Sqrl

1 11 483 032 108 -276 -751 031

CAPM: Ordinary Least Squares
Levered
Raw Beta
t-Stat
R-Sqr
Pr Grp Beta
Ibbotson Beta

OLS estimate of levered beta
t-statistic for the OLS estimator of levered beta
R-squared statistic for the OLS regression
Peer group beta (sales-weighted average of industry betas)
Weighted average of regression beta and peer group beta

Unlevered
Raw Beta
Ibbotson Beta

OLS estimate of unlevered beta
Weighted average of unlevered regression beta and un levered peer group beta

Fama-French Three-Factor Model
FF Beta Coefficient on excess market return
FF t-Stat t-statistic for the market coefficient
SMB Prem "Small minus big" premium for the size factor
SMB t-Stat t-statistic for the SMB coefficient
HML Prem "High minus lowr premium for the book/market factor
HML t-Stat .. t-statistic for the HML coefficient
FF R-Sqr R-squared for the three-factor multiple regression

Cost of Equity Examples
CAPM
CAPM + Size
Fama-French

Risk-Free Rate + (Beta x Equity Risk Premium)
Risk-Free Rate + (Beta x Equity Risk Premium) + Size Premium
Risk-Free Rate + (FF Beta x Equity Risk Premium) + SMB Prem + HML Prem

Estimates for the risk-free rate, equity risk premum ana size premium can be found in Ibbotson Associates' SBBI Valuation Edition
Yearbook The entire database of approximately 5.000 company betas can be purchased in print form in Ibbotson's
Beta Book Please call 888-298-3647 or visit htto //global mominoslar com/US/Ad visors for details

Cost of Capital Resources C 2007 Mommgsiar me



The Cost of Capital Center
www ibbotson com

Company Beta Analysis

Date Updated Through December 2003

Ticker Company Name
NSC NORFOLK SOUTHERN CORP

CAPM: Ordinary Least Squares

Raw Beta
049

t-Stat
173

Levered
R-sqr
005

Unlevered
Pr Grp Beta^-lbbotsoriJBeta

053i:ffa8r»xjBa
Raw Beta

034
Ibbotson Beta

027

Fama-French Three- Factor Model
FFBeta

054
FF t-Stat

235
SMB Prem

074
SMB t-Stat

271
HML Prem

479
HML t-Stat

2303
FF R-Sqr

039

CAPM- Ordinary Least Squares
Levered
Raw Beta
t-Stat
R-Sqr
Pr Grp Beta
Ibbotson Beta

OLS estimate of levered beta
t-statistic for the OLS estimator of levered beta
R-squared statistic for the OLS regression
Peer group beta (sales-weighted average of industry betas)
Weighted average of regression beta and peer group beta

Unlevered
Raw Beta
Ibbotson Beta

OLS estimate of unlevered beta
Weighted average of unlevered regression beta and unlevered peer group beta

Fama-French Three-Factor Model
FF Beta Coefficient on excess market return
FF t-Stat t-statistic for the market coefficient
SMB Prem "Small minus big" premium for the size factor
SMB t-Stat t-statistic for the SMB coefficient
HML Prem "High minus low1 premium for the book/market factor
HML t-Stat t-statistic for the HML coefficient
FF R-Sqr R-squared for the three-factor multiple regression

Cost of Eaultv Examples
CAPM
CAPM + Size
Fama-French

Risk-Free Rate + (Beta x Equity Risk Premium)
Risk-Free Rate + (Beta x Equity Risk Premium) + Size Premium
Risk-Free Rate + (FF Beta x Equity Risk Premium) + SMB Prem + HML Prem

Estimates for (he risk-free rate equity risk premium, and size premium can be found in Ibbotson's Stocks. Bonds. Bills, and
Inflation Valuation Edition Yearitook The entire database of company betas can be purchased in print form in Ibbotson's Beta
Book

Cost of Capital Center at www ibboison com IbbotsonAssociates



The Cost of Capital Center
www ibbotson com

Company Beta Analysis

Date Updated Through December 2004

Ticker Company Name
NSC NORFOLK SOUTHERN CORP

CAPM: Ordinary Least Squares
Levered Unlevered

Raw Beta t-Stat R-sqr Pr Grp BetaJ'Ibbotson.Beta! Raw Beta Ibbotson Beta
061 226 008 057Life^,-,0:6lJ 045 040

Fama-French Three- Factor Model
FF Beta FF t-Stat 8MB Prem 8MB t-Stat HML Prem HML t-Stat FF R-Sqr

054 226 060 206 452 1903 034

CAPM. Ordinary Least Squares
Levered
Raw Beta
t-Stat
R-Sqr
Pr Grp Beta
Ibbotson Beta

OLS estimate of levered beta
^statistic for the OLS estimator of levered beta
R-squared statistic for the OLS regression
Peer group beta (sales-weighted average of industry betas)
Weighted average of regression beta and peer group beta

Unlevered
Raw Beta
Ibbotson Beta

OLS estimate of unlevered beta
Weighted average of un levered regression beta and un levered peer group beta

Fama-French Three-Factor Model
FF Beta Coefficient on excess market return
FF t-Stat t-statistic for the market coefficient
8MB Prem "Small minus big" premium for the size factor
8MB t-Stat t-statistic for the 8MB coefficient
HML Prem ' High minus low" premium for the book/market factor
HML t-Stat t-statistic for the HML coefficient
FF R-Sqr R-squared for the three-factor multiple regression

Cost of Eauitv Examples
CAPM
CAPM + Size
Fama-French

Risk-Free Rate + (Beta x Equity Risk Premium)
Risk-Free Rate + (Beta x Equity Risk Premium) + Size Premium
Risk-Free Rate + (FF Beta x Equity Risk Premium) + 8MB Prem + HML Prem

Estimates for the risk-free rate ecuity risk premium and size prem.um can be found .n Ibbotson's Stocks. Bonds Bills and
inflation Valuation Edition Yearbook Tne entire database of company oetas can be purchased in print form in Ibbotson s Beta
Book

Cost of Capital Confer at www ibbotson com I bbotson Associates



The Cost of Capital Center
www ibbotson com

Company Beta Analysis

Data Updated Through December 2005

Ticker Company Name ,
NSC NORFOLK SOUTHERN CORP

CAPM Ordinary Least Squares

Raw Beta
089

t-Stat
376

Levered
R-sqr
020

Unlevered
PrGrp Beta

072
rlbbotsqr Beta

ifolas
Raw Beta

070
Ibbotson Bets

064

Fama-French Three- Factor Model
FFBeta

077
FF t-Stat

308
SMB Prem

1 07
SMB t-Stat

318
HML Prem

193
HML t-Stat

526
FF R-Sqr

0.23

CAPM- Ordinary Least Squares
Levered
Raw Beta
t-Stat
R-Sqr
Pr Grp Beta
Ibbotson Beta

OLS estimate of levered beta
t-statistic for the OLS estimator of levered beta
R-squared statistic for the OLS regression
Peer group beta (sales-weighted average of industry betas)
Weighted average of regression beta and peer group beta

Unlevered
Raw Beta
Ibbotson Beta

OLS estimate of unlevered beta
Weighted average of un levered regression beta and unlevered peer group beta

Fama-French Three-Factor Model
FF Beta Coefficient on excess market return
FF t-Stat t-statistic for the market coefficient
SMB Prem "Small minus big' premium for the size factor
SMB t-Stat t-statistic for the SMB coefficient
HML Prem "High minus low' premium for the book/market factor
HML t-Stat t-statistic for the HML coefficient
FF R-Sqr R-squared for the three-factor multiple regression

Cost of Equity Examples
CAPM
CAPM + Size
Fama-French

Risk-Free Rate + (Beta x Equity Risk Premium)
Risk-Free Rate + (Beta x Equity Risk Premium) + Size Premium
Risk-Free Rate + (FF Beta x Equity Risk Premium) + SMB Prem + HML Prem

Estimates for the risk-free rate equity risk premium and size premium can be found in Ibbotson's Stocks, Bonds, Bills, and
Inflation Valuation Edition Yearbook The entire database of company betas can be purchased in print form in Ibbotson's Sera
Book

Cost of Capital Center at www ibbotson com C 2006 Ibboison Associates



The Cost of Capital Resouces
*ttn flQlooa' morn-nasiaricorn/US/CofCResources

Company Beta Analysis

Data Updated Through December 2006

Ticker Company Name
NSC NORFOLK SOUTHERN CORP

CAPM: Ordinary Least Squares
Levered Unlevered

Raw Beta
074

t-Stat
267

R-sqr Pr Grp Beta •Ibbotso'njBetal
MU&MMBtHD>l|Pl'l"H011 o 8o(HHHB>>74!

Raw Beta Ibbotson Beta
059 055

Fama-French Three- Factor Model
FF Beta FF t-Stat SMB Prem SMB t-Stat HML Prem HML t-Stat FF R-Sqr

0 74 2 42 216 5 58 -1 92 -3 92 016

CAPM: Ordinary Least Squares
Levered
Raw Beta
t-Stat
R-Sqr
Pr Grp Beta
Ibbotson Beta

OLS estimate of levered beta
t-statistic for the OLS estimator of levered beta
R-squared statistic for the OLS regression
Peer group beta (sales-weighted average of industry betas)
Weighted average of regression beta and peer group beta

Unlevered
Raw Beta
Ibbotson Beta

OLS estimate of un levered beta
Weighted average of un levered regression beta and un levered peer group beta

Fama-French Three-Factor Model
FF Beta Coefficient on excess market return
FF t-Stat t-statistic for the market coefficient
SMB Prem 'Small minus big" premium for the size factor
SMB t-Stat t-statistic for the SMB coefficient
HML Prem "High minus low' premium for the book/market factor
HML t-Stat t-statistic for the HML coefficient
FF R-Sqr R-squared for the three-factor multiple regression

Cost of Equity Examples
CAPM
CAPM + Size
Fama-French

Risk-Free Rate + (Beta x Equity Risk Premium)
Risk-Free Rate + (Beta x Equity Risk Premium) + Size Premium
Risk-Free Rate + (FF Beta x Equity Risk Premium) + SMB Prem + HML Prem

Estimates for the risk-free rate, equity nsk premium and size premium can be found in Ibbotson Associates1 SBBI Valuation Edition
Yeaibook The entire database of approximately 5.000 company betas can be purchased in pnnt form in Ibbotson's
Beta Book Please call 888-298-3647 or visit htto //global mornmastar com/US/Advisors for details

Cost of Capital Resources 2007 Mommgstar. Inc



The Cost of Capital Center
www ibbotson com

Company Beta Analysis

Date Updated Through December 2003

Ticker Company Name
UNP UNION PACIFIC CORP

CAPM: Ordinary Least Squares

Raw Beta
048

t-Stat
250

Levered
R-sqr
010

Unlevered
Pr Grp Beta

053
ilbbotsotfBetaj Raw Beta
iftwî 'l̂ ifoT48, 0 36

Ibbotson Beta
032

Fama-French Three- Factor Model
FF t-Stat

290
8MB Prem

-066
8MB t-Stat

-310
HML Prem

177
HML t-Stat

1097
FF R-Sqr

025

CAPM. Ordinary Least Squares
Levered
Raw Beta
t-Stat
R-Sqr
Pr Grp Beta
Ibbotson Beta

OLS estimate of levered beta
t-statistic for the OLS estimator of levered beta
R-squared statistic for the OLS regression
Peer group beta (sales-weighted average of industry betas)
Weighted average of regression beta and peer group beta

Unlevered
Raw Beta
Ibbotson Beta

OLS estimate of un levered beta
Weighted average of un levered regression beta and unlevered peer group beta

Fama-French Three-Factor Model
FF Beta Coefficient on excess market return
FF t-Stat t-statistic for the market coefficient
SMB Prem "Small minus big" premium for the size factor
SMB t-Stat t-statistic for the SMB coefficient
HML Prem "High minus low" premium for the book/market factor
HML t-Stat t-statistic for the HML coefficient
FF R-Sqr R-squared for the three-factor multiple regression

Cost of Equity Examples
CAPM
CAPM + Size
Fama-French

Risk-Free Rate + (Beta x Equity Risk Premium)
Risk-Free Rate + (Beta x Equity Risk Premium) + Size Premium
Risk-Free Rate + (FF Beta x Equity Risk Premium) + SMB Prem + HML Prem

Estimates for the nsk-free rate, equity risk premium, and size premium can be found in Ibbotson's Stocks. Bonds Bills, and
Inflation Valuation Edition Yearbook The entire database of company betas can be purchased in pnnt form in Ibbotson's Beta
BOOK

Cost of Capital Center a! www ibbotson conn Ibbotson Associates



The Cost of Capital Center
www ibbotson com

Company Beta Analysis

Date Updated Through December 2004

Ticker Company Name
UNP UNION PACIFIC CORP

CAPM: Ordinary Least Squares

Raw Beta
037

t-Stat
222

Levered
R-sqr
008

Unlevered
PrGrp Beta

057
bbotsbn'Beta Raw Beta

028
Ibbotson Beta

026

Fama-French Three- Factor Model
FFBeta

034
FF t-Stat

217
8MB Prem

006
8MB t-Stat

033
HML Prem

203
HML t-Stat

1291
FF R-Sqr

023

CAPM: Ordinary Least Squares
Levered
Raw Beta
t-Stat
R-Sqr
Pr Grp Beta
Ibbotson Beta

OLS estimate of levered beta
t-statistic for the OLS estimator of levered beta
R-squared statistic for the OLS regression
Peer group beta (sales-weighted average of industry betas)
Weighted average of regression beta and peer group beta

Unlevered
Raw Beta
Ibbotson Beta

OLS estimate of un levered beta
Weighted average of un levered regression beta and unlevered peer group beta

Fama-French Three-Factor Model
FF Beta Coefficient on excess market return
FF t-Stat t-statistic for the market coefficient
8MB Prem "Small minus big" premium for the size factor
SMB t-Stat t-statistic for the 8MB coefficient
HML Prem "High minus low" premium for the book/market factor
HML t-Stat t-statistic for the HML coefficient
FF R-Sqr R-squared for the three-factor multiple regression

Cost of Equity Examples
CAPM
CAPM + Size
Fama-French

Risk-Free Rate + (Beta x Equity Risk Premium)
Risk-Free Rate + (Beta x Equity Risk Premium) + Size Premium
Risk-Free Rate + (FF Beta x Equity Risk Premium) + SMB Prem + HML Prem

Estimates for the risk-free rale equity risk premium, and size premium can be found in Ibbotson's Stocks Bonds. Bills, end
Inflation Valuation Edition Yearbook The entire database of company betas can be purchased in print form in Ibbotson's Beta
Book

Cost of Capital Center a*, www ibbotson com Ibbotson Associates



The Cost of Capital Center
www ibbotson com

Company Beta Analysis

Data Updated Through December 2005

Ticker Company Name
UNP UNION PACIFIC CORP

CAPM: Ordinary Least Squares

Raw Beta
059

t-Stat
391

Levered
R-sqr
021

Unlevered
Pr Grp Beta

072
|lbbots'on!Betaj Raw Beta Ibbotson Beta

043

Fama-French Three- Factor Model
FFBeta

054
FF t-Stat

339
SMB Prem

077
SMB t-Stat

359
HML Prem

-008
HML t-Stat

-035
FF R-Sqr

022

CAPM: Ordinary Least Squares
Levered
Raw Beta
t-Stat
R-Sqr
Pr Grp Beta
Ibbotson Beta

OLS estimate of levered beta
t-statistic for the OLS estimator of levered beta
R-squared statistic for the OLS regression
Peer group beta (sales-weighted average of industry betas)
Weighted average of regression beta and peer group beta

Unlevered
Raw Beta
Ibbotson Beta

OLS estimate of un levered beta
Weighted average of un levered regression beta and unlevered peer group beta

Fama-French Three-Factor Model
FF Beta Coefficient on excess market return
FF t-Stat t-statistic for the market coefficient
SMB Prem "Small minus big" premium for the size factor
SMB t-Stat t-statistic for the SMB coefficient
HML Prem "High minus low" premium for the book/market factor
HML t-Stat t-statistic for the HML coefficient
FF R-Sqr R-squared for the three-factor multiple regression

Cost of Egmtv Examples
CAPM
CAPM + Size
Fama-French

Risk-Free Rate + (Beta x Equity Risk Premium)
Risk-Free Rate + (Beta x Equity Risk Premium) + Size Premium
Risk-Free Rate + (FF Beta x Equity Risk Premium) + SMB Prem * HML Prem

Estimates for the risk-free rate equity risk premium and s.ze premium can be found in Ibbotson's Stocks Bonds Bills and
inflation valuation Edition Yearbook The entire database of company betas can be purchased in print form in Ibbotsor s Sera
Book

Cost of Capital Center at www ibbotson com G 2006 Ibbotson Associates



The Cost of Capital Resouces
h»n //global mornmastar com/US/CofCResources

Company Beta Analysis

Data Updated Through December 2006

Ticker Company Name
UNP UNION PACIFIC CORP

CAPM: Ordinary Least Squares

Raw Beta
067

t-Stat
368

Levered
R-sqr
019

Unlevered
PrGrp Beta

080
UbbotsoriiBeta
yrfCHHWH

Raw Beta
055

Ibbotson Beta
052

Fama-French Three- Factor Model
FF Beta

076
FF t-Stat

380
8MB Prem

C76
8MB t-Stat

298
HML Prem

-234
HML t-Stat

-728
FF R-Sqr

024

CAPM: Ordinary Least Squares
Leveret/
Raw Beta
t-Stat
R-Sqr
Pr Grp Beta
Ibbotson Beta

OLS estimate of levered beta
t-statistic for the OLS estimator of levered beta
R-squared statistic for the OLS regression
Peer group beta (sales-weighted average of industry betas)
Weighted average of regression beta and peer group beta

Unlevered
Raw Beta
Ibbotson Beta

OLS estimate of un levered beta
Weighted average of unlevered regression beta and un levered peer group beta

Fama-French Three-Factor Model
FF Beta Coefficient on excess market return
FF t-Stat t-statistic for the market coefficient
SMB Prem "Small minus big' premium for the size factor
SMB t-Stat t-statistic for the SMB coefficient
HML Prem "High minus low" premium for the book/market factor
HML t-Stat t-statistic for the HML coefficient
FF R-Sqr R-squared for the three-factor multiple regression

Cost of Eauitv Examples
CAPM
CAPM + Size
Fama-French

Risk-Free Rate + (Beta x Equity Risk Premium)
Risk-Free Rate + (Beta x Equity Risk Premium) + Size Premium
Risk-Free Rate + (FF Beta x Equity Risk Premium) + SMB Prem + HML Prem

Estimates for the risk-free rate, equity risk premium and size premium can be found in Ibbotson Associates1 SBBI Valuation Edition
Yearbook The entire database of approximately 5.000 company betas can be purchased in pnnl form in Ibbotson's
Beta Book Please call 888-298 3647 or visit hllo //global mornmostar com/US/Advisors for details

Cost of Capital Resources €> 2007 Morningstar. Inc
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Exhibit No 5
Page 1 of 1

Railroad Industry Unl^eml Beta - 21103 to 2006

Unlcvcrcd Railroad Weighted
Com nan v Beta I/ Weights 21 Average 3/

(1) (2) (3) <4)

2003
1 Burlington Northern Santa Fc Corporal ion 0 40 26 02% <» 104
2 CSX Corporation 040 1642% 0066
3 Norfolk Southern Corporation 034 1948% 0 (MM
4 Union Pacific Corporation 0 36 38 08% <l 137

5 Railroad Industry Unlcvcrcd Beta 4/ — — o 37

2«04
ft Burlington Northern Santa Fc Corporation 046 2870% 0132
7 CSX Corporation 0 50 1518% 0 076
8 Norfolk Southern Corporation o 45 22 56% o 102
9 Union Pacific Corporation 0 28 33 56% 0 094

10 Railroad Industn Unlcvcrcd Beta 4/ — — o 40

2005
11 Burlington Northern Santa Fc Corporation 0 53 32 20% 0171
12 CSX Corporation 059 1495% 00X8
P Norfolk Southern Corporation 070 2456% 0172
14 Union Pacific Corporation 0 46 28 29% 0 130

15 Railroad Industry Unlcvcrcd Beta 4/ — — 056

2006
16
17
IS
19

20

Burlington Northern Santa Fc Corporation
CSX Corporation
Norfolk Southern Corporation
Union Pacific Corporation

Railroad Industry Unlcvcrcd Beta 4/

068
076
059
055

...

1221%
16 13%
24 25%
2741%

...

0219
0 123
0 143
0 151

064

\l Ibbotson Associates
21 STB E\ Parte No 558 decisions and Rockcy VS
3/ Column(2) \ Column (3)
4/ Sum of Column (4) for cadi \ car
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Strek Report | December 30, 2001 | NYS Symbol BH |BNIilintrwS8PSOO

Burlington Northern Santa Fe Corp
STANDARD
& POOR'S

* 1J - - - • " ' • • • " '•• ' HOLD * * *l?ti!MlB^B f̂lB f̂lBUL f̂lB f̂lBV
*MOI(.«m.yJ

12-Mo Tanjet Price
L2DOU SBOOO

Invesaneet Style

QICS Sector Industrials
Sub-lrMtBstiy Railroads

COMWD: Through BNSF Railway Co (formally The Burlington Northern and Santa Fa
Railway Co I, BNI owns one of the largest railroad networks in tho U S

52-Wk Range $nJ9-63JO
Tramng 12-Month EPS 1491
Truing 12-Month P/E 154
S10K Invested 5 Yra Ago S28JOB

S&P Opar EPS 2006E
SftPOparEPS2007E
SAP Core EPS 2D06E
S&P Core EPS 2007E

30-Week Mm Avg. 10-Wtoak Mow Awg — GAAPEandngBvi.!

12-Mo.TnfgatPnDO— RatabmStiBngli — AUp Toown ^NoChenos

499 P/E on S&P Oper EPS 2006E
5JO Common Shares Outitg (M)
493 Market CaprtalizationtB)
B 59 Institutional Ownership 1%)

Vohm Abom tag llll STARS

Awg llll ir~~

149
3592

S2U13
n

Dnndand Rate/Share
Yield |%)
Beta
S&P Credit Rating

$100
us
OH

BBB+

A 8 O N D J F H A H J J A B O N D!J r M A H J J A 8 O N J * f HAH. J A 8 O H O J F

1003 2004 2009 2006 2007

Op&wAStCBO&P
Analyin prepared by Ravin Kirkeby on November 02,2006, when the stock traded at S 7933.

> We expect revenue growth of 16% m 2006, with
volumes rising around 7%, while pricing and fu-
el surcharges increase close ID 8% Strong
guns m mtarmodal end coel era projected to
conbniiB through 2007, contributing to another
year of 7% volume growth Intermodal is ex-
pected to attract additional volumes from logis-
tics and trucking companies, write coal should
benefit from network enhancements alowmg
greater throughput We see pricing garni slow-
ing m 2007 to 3% (for an overall revenue in-
crease of 10X) es fewer contracts are up for
renewal and fuel surcharges staMra

»• We protect en operating margin of approxi-
mately 23% m 2006, as we see the posmve im-
pact of higher pricing, more efficient asset uti-
lization, and cost controls outweighing the im-
pact of higher labor costs and depreciation
charges For 2007, margins should be relatively
unchanged as we see productivity gams offset-
bug cost increases, mostly labor

» We esbmata diet 2006 EPS wdl nca 20% to S4 99
m 2006, including about SUE per share in pro-
Mctad option expense We see EPS increasing
12% to S5 60 m 2007

» We believe BNI wiD continue to benefit from
above-average revenue growth, driven by its
outsized exposure to the aitermodel transport,
cos) and grain markets. Vet following nearly
three yean of revenue growth exceeding 15%,
we expect momentum to slow For the
2007-2012 penod, we forecast compound annu-
al revenue growth of 7% Given our new of
slowing top-lne growth combined with fewer
opportunities for margin enhancement, we
would not add to positions

» Risks to our opnion and target price include
weaker than expected economic and freight
growth, declines in radroed system (nudity, un-
favorable changes m international aide flows,
a reduction m coal mine output, and a higher
than expected nse m interest rates

» Our OCF model which assumes an 8 6%
weighted average cost of capital, 9% annual
growth m free cash flow over die next 10 veers,
end 4% terminal growth, calculates an mtmsic
value of S90 We bebeve an enterprise value to
12-month forward EBITDA rain of 6.5X, which
is the 10-year average, is appropriate, leading
toavaluaofSTO Combmmg these models, our
12-month target price is $80

Our nsk essessment reflects what we believe is
BNI s strong profitability, cash flow generation,
and balance sheet and a diverse customer base,
offset somewhat by its exposure to economic
cycles, freight demand, and regulations.

| D | C |B- | B | B*

Relative StrenolhRwA

L̂OWEST-1

RevemWHItoat)
10 20 30 40 lew

2006 3,463 3,701 3339
2005 2J82 3,138 3J17 3,550 12*87
2004 2.490 2.685 2,793 2,978 10,946
2003 2#2 2^94 2^95* 2,492 9,413
2002 2,163 2,207 2^08 £301 8,979
2001 2^93 2^71 2^43 230! 9,208

Eenf eg* Per Shan tt)

2006
2005
2004
2003
2002
2001

1i 127 133 El 34 E499
083 096 109
052 0.67 001
040 054 055
045 051 051
036 050 058

113
091
061
054
046

401
210
209
100
189

RMilywMdwIDic SI NntHfnnpraponnpNM LJH
Jinuiiy IPS BAottM bwd go SAP OpiralHe tm
hamcd BAAP iinmji M u npomd.

($)
0200
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0250
0250

Data Ex-DhL Stfc.d
DML Dete ftaeenl Date
02/14 03JD9 03/13 04/03/06
04/24 06/08 06/12 07/03/06
07/20 09/07 09/11 10/02/06
10/19 12A» 12/12 01/02/07
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qf npnHhcaci • pn**Od HHBioutwnBM piraamn. ComaM CBDOO Thi HeBrio HJ ConpiniM. Ine



Stock Report | Doc tmbw 30.2006 | NVS Symbol Ml

Burlington Northern Santa Fa Corp
STANDARD
SPOOR'S

CORPORATE OVERVIEW Burimgton Northern Santa Fa Corp. through its BNSF Railway Co subsidiary, op-
erates the second largest U 8 rail system, delivering about 45% of rail traffic in the Wan. end about 23% ot
US rail traffic BNSF operates a rail system of about 32JXXJ rales (24,000 owned, 8,000 trackage rights)
that spans 28 western and mtdwaslem states and two Canadian pnvncas

MARKET PROFILE We belwve BNI's coniumer/intermodel business, sensitive to U S mport and con-
sumption trends, is (he ndustry volume leader, and at the heart ot its competitive strategy Consumer
freight provided 41% of freight revenues in 2005 and consisted pranenry ot intermodal service nternatton-
al container traffic, services to United Parcel Service, las s-thon-truckload and tnickload camera, and au-
tomotive and penshables traffic Industrial products, sensitive to US GDPtrands, provided 23% oftraight
revenues in 2005, end was cornpnsed of construction and buldmg products, chemicals, and petroleum
Coal, which we believe is BNI's most profitable segment, accounted for 19% of 2005 freight revenues A
major transporter ot low-eulhir coal, 90% of BNI's coal traffic ongmates in the Powder River Basin ot
Wyoming and Montane, primarily delivered to power utilities Agricultural products, sensitive to annual
crop volumes, accounted for 17% of 2005 freight revenues, including deliveries of grams, ethanol and fertil-
izer

COMPETITIVE LANDSCAPE The US rail industry has an ofagopoly-lriw structure, wan over 80% ot rev-
enues generated bythefourlergestrariroads BNI and Union Pacific Corp operaong on the West Coast,
and CSX Corp and Norfolk Southern Corp operating on the East Coast Railroads simultaneously compete
for customers while cooperatng by sharing assets, nterfacmg systems, and cooperatively fuming cus-
tomer transports Key suppliers include locomotive and fart equipment manufacturers, fuel suppliers, and
labor BNI's employees, about 85% of whom era unionized, enjoy above national average compensation
due to their significant bargaining power

We believe the market power of BNI's customers vanes-large freight integrators and automotive, coal,
and unity companies may exert significant power n contractual negotiations, while smaler customers ere
typically price takers, particularly whan other transportation options are uncompatnive or unavailable
Railroads compete with other modes of transportation, namely trucking, slipping, end pipelines Railroads
transport about 40% of US interatyfreightton-milas,butrBcen/elessthanlO%of ntercity revenue Rail-
road rates an generally tower than trucking rates, as service is slower end less flexible than trucking,
which provides most U S transportation

FINANCIAL TRENDS We consider railroads a mature industry, and expect that US rail tonnage wiH see
2 8% Bimuekzed growth from 20D4 to 2020 However, we believe BNI has above industry average growth
opportunities due to strong positions in mtermodel transportation (driven by nsmg international trade and
the outsourcing of menufactunng to Asia), and coal transportation (carrying rang volumes of relatively
tow-cost Powdor River Basm coal longer dnflances) Over the past 10 years, BNI's mtennodal volumes
have grown eta compound annual growth rate of 6 8%, end coal carloads rose 2 5% versus 17% for total
carloads Helped by these forces, revenue ton miles rose 4 5%, to 597 billion in 2005, while freight revenue
per thousand ton miles rose 12 3%, to S2113 We calculate that return on invested capital IRQIC) has over
the past 10 years averaged 96% at BNI versus 61% for the industry We see nsmg freight rates and prof-
itability, high asset utilization, end share buybacks helping ROIC to rate from 119% in 2005 to 12 6% in 2007

Investor Coated
J Ayen IB17-35Z-4813)

Office
2650 Lou Menk Dr. Fort Worth, TX 76131-2830

IMOBbOM
BOO-795-2B73

Email
invastorralationsObnsf com

Website
httptfwww bnsf com

Officers

CtarBM.PnsftCiO
MKRose

TN Hund

EVPaSocv
J R Moreland

Board of Dlractoni
A L Boeckman
D 0 Cook
V S Martinez
M F Hecicot
R S Roberts
M K.HOSB
M J Shapiro
J C Waos,Jr
RH Wast
J S Whnder
E E.Whitacra,Jr

Domicile
Delaware

Founded
1994

Eisjiloyws
40,000

Stockholder*
35,000
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Burlington Northern Santa Fe Corp
STANDARD
SPOOR'S

Rink LOWEST HIGKST
BHM) BH UPt pnpiMiiy qgntatM mdil. Awk> n nrind

Mr VMM
Celcvtatfeii

(BMO
qimtttM modrt wggM hit BNI • rightly undmilwl by
S709ar9B%

InvnttUlilf
QHtwnt
Poreennie

LOWEST-I

HI mnd kqtar DIM •% rf
WHEST.100

Valrillty

BM ha M fang* fra vdmaif am 0* pMfi»

Technical
Enlnttoi

BEAMSH
BEARISH

Pnce/He venue
Price/EBFTDA
Price/Pretax Income
Pnco/N a. Income
Avg Dduted Shares Ouutg(M)
Rgum baud on criwUr fHr Md pnci

Pnt Growth Ran {%}
Silas
Net Income

Redo Analysis (Annual Avg I
Nat Margin I'M
LTD of Capitalization 1%)
Return on Equity (%|

2005 20H 2083 2002
2 OB 163 128 110
676 660 468 383

1105 1400 978 815
1766 22.52 1550 1303
3818 3766 3723 3808

IVur
1865
9355

1179
2730
1563

IYMIX
1341
2360

903
2738
1133

5 Van
675
730

9VMIB
384
038

875 1004
2867 2911
1064 1219

ladder Actoitr

Par Skwa Dm ($) Year Ended Dec 31
Tenpjbto Rook Veto
Cesh How
Earnings
SftP Core Earnngs
Dividends
Payout Habo
Pncas'High
Pnceslow
P/E Ratio-High
P/E Ratio-Low

BK«na SmaaiBBl Aielvele (Million $)
Revenue
Operating Incomo
Deprecution
Interest Expenia
Pretax Income
Effective Tex Rats
Net Income
SAP Cora Eammgt

2005
2557
683
401
410
074
18%

7200
4458

18
11

12,987
3,997
1.075

437
2,448

375%
1.531
1.563

2MM
2471
479
210
2.03
064
30%

4925
2952

23
14

10,946
2£9B
1,012

409
1773

379%
791
767

2003
2284

453
209
201
054
26%

3250
2329

16
11

9,413
2.575

910
420

1̂ 31
369%

777
743

2012
2110

444
100
175
048
24%

3175
2318

16
12

8,979
2£87

931
428

1716
375%

760
687

2801
2033

421
189
173
049
26%

3400
22.40

18
12

9708
2364

909
463

1,182
376%

737
676

2000
1908
452
136
NA

048
20%

2956
1906

13
8

9705
3303

895
453

1,585
382%

980
NA

1991
1796
436
245
NA

048
20%

3794
2288

15
9

9,100
3396

897
387

1319
375%
1,137

NA

1938
1653
417
243
NA

042
17%

3571
2688

15
11

8,941
2,990

832
354

1349
375%

1,155
NA

1997
1453
352
188
NA

040
21%

3365
2342

18
12

8,413
2330

773
344

1,404
370%

885
NA

1996

1295
352
190
NA

0.40
21%

3004
2450

16
13

8,187
2308

760
301

1,440
383%

NA

Balaict SfeMtA Other FlnancieJ Deta (Mrilnn $)
Cash
Current Assets
Total Assets
Current LwbibtiBS
Long Term Debt
Common Equity
Total Capital *
Capital Expenditure!
Cash How
Current Rain
% Long Term Debt of Capitalization
% Net Income of Revenue
% Return on Assets
% Return on Equity

750
1̂ 80

303M
3,229
6^98
9325

24539
1,750
1605

06
273
118
52

156

322
1,615

28,925
2,716
6X61
9,311

23,182
1,527
1303

0.8
261
72
2.8
89

18.0
862

26,939
2J4B
6,440
8,495

22,416
1,726
1̂ 87

04
287
83
29
95

280
791

25,767
2.091
6441
7,932

21,548
1,358
1391

04
308
85
30
96

260
723

24,721
2,161
6,383
7349

20.943
1,459
1J646

03
304
80
30
96

110
976

24375
2,186
6314
7,480

20316
1399
1375

04
322
106
41

125

220
1366

23,700
2375
5355
8,172

19,924
1,788
2334

05
264
125
49

143

250
1706

22390
2,197
5,188
7,770

18320
2,147
1.987

05
279
129
52

158

310
1734

21336
23&D
5,181
6312

17,168
2,182
135B

06
302
105
43

138

470
1731

19346
2711
4346
5.9B1

15756
2734
1349

06
298
109
47

181
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Burlington Northern Santa Fo Corp
STANDARD
SPOOR'S

Sub-lnduatry Outlook Stock Parformanca

Our fundamental outlook for die SftP Railroads
Index is neutral We think shnprng volumes end
prices will continue to benefit from • broad
economic expansion continuing into 2007, and
expect profits to benefit. Nevertheless, we see
neutral valuation indications and are concerned that
if die economy's growth rate slows farther,
investors may increasingly rotate out of these
stocks into other groups In addition, tho industry
has generaNy underperibrmed after past merest
rate hikes, although past performance is not
necessardy a guide to future results

We see rail revenues nsmg about 12% m 2006,
following an approximate 14% advance m 2005
Traffic m ton mses (weight tines dntance)
mcraasad about 2.4% m the U.S in 2005. and rasa
16% year to data through December 23. according
to estimates by the Association of American
Railroads Total carloadings m 2005 rose 0 9%, and
were up 1.4% year to data through December 23
Intennodal volume set a record m 2005, nsmg 6 4%,
to 117 rnuoon trailers or containers, and rose 5.2%
year to date through December 23 to 121 million
We believe that freight rales wiD rise modestly in the
coming year, on firm freight demand end tight
capacity, partuBy offset by smeller fuel surcharges
We believe operating earnings for major U S
railroads rose over 20% in 2005, and expect about
20% growth m 2006 However, our expectations for
railroad shares are limited by the maturing
economic cycle, perceived fair valuations, high fuel
and employee costs, and difficulties m managmg
railroad system fluidity amid higher volumes

Our kmgaMann outlook for railroads K favorable,
although we expect moderating revenue and profit
growth m 2007 We see the mdustrv's core traffic
base (coal, gram, chemicals and interniodel)
increasing in line with the economy In addition, we

think there B room to expand margins and operating
efficiency by eliminating what we view as wasteful
labor practices, improving service levels, and usmg
improving ntormauon systems to boost future
operating efficiency end aid capital budgeting
decisions As a result of 2001 guidelines by the
Surface Transportation Board, we see future rail
mergers among the four largest U S railroads as
unkkely

Year to date through December 20, the S&P
Railroads Index was up 12 0%, versus s 13 7%
increase for tho SAP 1500

-Kevin Kirkebv, CFA

GJCS Sector IndnstrieJi
SoMadDxlrr Railroads

Based on SftP 1500 Indexes
Month-end Price Performance as of 12/29/06

130

100

50

2002 2001 2004 2005 2006 2007

Sub4nduiky Sicbr SAP 1500

NOTE AH Sector A Sub Induitry iifoimation is baud on the
Global Induatry Clusiflcnon Standard (GIGS)
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Burlington Northern Santa Fe Corp
STANDARD
SPOOR'S

SftP Analyst Research Notes end otter Company News

October 24,2006
11 56 am EOT SftP DOWNGRADES SHARES OF BURLINGTON NORTHERN
SANTA FE TO HOLD FROM BUY (BNI 7813"-) 03 EPS of SI 33 VI SI JOB BSD M
•Iwad of our estimate, with revenue 19% higher on equal parts volume, pricing,
and fuel surcharge We expect revenue momentum to slow in "07. as wa believe
the majority of contracts have been rapnced end about 90% of client* are now
under some type of fuel recovery clause BNI's asset utilization rates are at
ID-year highs We an increasing our "06 EPS estimate to S4 99 from $4 95. while
Ws remans $5 GO However, with shares bit below our target price of $80 and
valuations above 10-year average, we think BNI is fairly valued /KKirkeby-CFA

revenues rising 11% in '06, driven by price end fuel surcharge increases end by
higher coal and mtarmodal volume We are reiterating our '06 EPS estimate of
$4.72, and our 12-month target price of $80 /A.West-CFA

Jamarv24,200i
NEW YORK (Standard ft Poor'sl-Jan 24,2006, Burlington Northern Santa Fe
Corp, announced 4QEPS$l13vs $091 and annual EPS$401 vs $2,10 Results
for 2005; both periods, include loss of S71M related ID agmt to sell certasi Ime
segmants to the state of New Mexico Results for the 2004 year mcl after-tax
charge of S28BM for e change in estimate of asbestos and environmental
liabdities

October*. 2006
NEW YORK (Standard ft Poor'El-Oct 24,2006, Burhngton Northern Santa Fa
Corp,announced 30EPS$133vs $109and9mos EPS$368vs $288

Joly 25,2003

0947 am EOT- SAP REITERATES BUY RECOMMENDATION ON SHARES OF
BURLINGTON NORTHERN SANTA FE (BNI 65 71""r 02 EPS of JUT, V) SO 96, B
above our SI 18 estimate Freight revenue rose 18%, reflecting 9% volume growth
and an increase m fuel surcharges The EPS upside reflects higher revenue
growth than wa expected, a lower-thon-expected effective tex rate of 36%, and
fewer shares outstanding. Given the 02 upside and sobd demand across aD
business umts, we era ratsng our "OB EPS estimate to $4 95 from S4 88. But based
on a decbne in group average multiples, we ere lowering our target prtce to $80
fromSlOO, or ISSXourforward 12-month EPS estimate of S523 /J Hmgher-CFA

January 11,2006
1V3DemEST SBiPRErTERATESBUYOPINIONONSHARESOFBURLINGTON
NORTHERN SANTA FE (BNI 69.38**")- We are boosting our '08 growth outlook
based on our projection that BNI's average nil freight prices wril rise ebout 7%
on hdras m basa rates and fuel surcharge implementation We see volumes rising
4% on continuing mtarmodal growth, coal inventory restocking following '05
service disruptions, and modest ndustnal freight growth We project '08
revenues to rise 11 %, and are increasing our "08 EPS estimate to $4 72 from 14 55
and '07's to $516 from $4.88 We are also raising our 12-mo target price, to $80
from $75. reflecting blend of our DCF end relative valuation models /A West-CFA

JoTf 25,2008
NEW YORK (Standard ft Poor'sJ-Jul 25,2006, Burtmgton Northern Santa Fe Corp,
announced 20 EPS $127 vs CO 96 and 6 mos EPS $2 35 vs SI 79

April 26,2006
NEW YORK (Standard ft PoWil-Apr 25,2006, Burlington Northern Santa Fe
Corp,announced lQEPSS1.09vs $083

April 25.2006
0934 am EOT. SAP MAINTAINS BUY RECOMMENDATION ON SHARES OF
BURLINGTON NORTHERN SANTA FE (BNI 86JM*T 01 EPS of SI 09 vs $0 83 a
above our SI 04 forecast, as revenue rasa 16% on 5% volume growth Results
were asserted by a $0 04 per share gam on an asset sale We expect 14% revenue
growth in '06, driven by volume, pricing and fuel surcharge increases, given fvm
freight demand and tight capacity Wa see high asset utilization boosbng
opening margins and we are increesmg our "06 and "07 EPS estimates to $4 86
and $5 S3, respectively, from $4 72 and $5.29 Our 12-month target price rises to
$100 from $90, based on a blend of our updated DCF and relative valuation
models /A West-CFA

Febnarf 6.2006
0321 pm EST SAP MAINTAINS BUY OPINION ON SHARES OF BURLINGTON
NORTHERN SANTA FE (BNI79 34""f Wa are mcraasmg our longer-term
revenue targets for BNI, supported by its planned increase in cepex for
expanding capacity and improving service quality We anticipate that the
economic environment coupled with tight capacity wril continue to support Inn
nil freight demand and pncmg improvement We now estimate an 8% nse in H7
revenues, split between volume and rate growth, and are mcreasng our '07 EPS
estimate to $5 29 from $516 Based on a Hand of our updated DCF and relative
valuation models, we are mcraasmg our 12-month target once to $90 from $80
/A.WOS1-CFA

Jaraarf 24,2006
UP 356 to 7519 Posts$113 vs $091 04 EPS on 19% revenue rise
reiterates buy

S&P

JaaDBTf24,20D6
09-28 am EST S&P REITERATES BUY OPINION ON BURLINGTON NORTHERN
SANTA FE (BNI 71 63*̂ *) BNI posts Q4EPS of $113vsS091, below our St 14
esbmate, as results ware limned by a S012 loss on asset sales Revenue rose
19% on 3% hujher volume, 6% higher prices, end 9% higher fuel surcharges, led
by growth m mtarmodal For 2008, we believe BNI wil focus on etcnasmg capex
to reduce bottlenecks and congestion, and on improvng service levels We see

Source W _
or npmducbon • pirtiMid wnBioul with n pannofwi Copvnghl CUBThi McGnw HI CMflpMinJnc
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Burlington Northern Santa Fe Corp
STANDARD
&POOR'S

AQ Edwards ft Sons
Argus Research Corp
BBftT Capital Markets
BMONasbrttBums
Bane of America SecunUes Uc
Bear Stearns A Co
Credit Suissa first Boston
Deutsche Bank
JP Morgan Securities
Lehman Brothers, Inc
Meirdl Lynch Research
Smith Bamay
StrfelNicolBusaCo
Taps Securities Group, Inc
UBS Warburg
When2trede Group

Of the total 16 companies toUowmg BNI 14 analysis currently publish recommendatrans.

No.ofB*ti8gs % of Tort IMoPrwr 3 Mn. Prior
Buy
Buy/Hold
Hold
Weak Hold
Sell
No Opmion
Total

4
5
5
0
0
0

14

29
36
36
0
0
0

in

s
5
4
0
0
0

14

5
5
4
0
0
0

14
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For fiscal year 2006, analysts estimate that BNI
wilaamSSOO For the 3rd quarter of fiscal year
2006, BNI announced earnings par share of $133,
representing 27% of the total annual estimate For
fiscal year 2007, analysts asurneto that BNI's
earnings per share mil grow by 14% to S5 68

SMIIEI
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Burlington Northern Santa Fe Corp
yi'ANIMRD
&POOR-S

slip run
Since January 1.1967, Standard and Poor* Equity
Research Services hasranked • uimru of common
stocks bind on • given rack i potential lor future
pcrfnnnanci Under proprietary STARS (STock
Apprecienon Rinkng System), SAP equity analysts rank
nocks according to ttmr individual forecast of • rack >
future total return pounual wraui the expected total
mum of a ralmnt bonchmark la g. a legionel index
(SAP tea SO Index. SAP Europe 350 Indm or SAP SOD
Index)), baud on a 12-month DIN harem STARS wai
designed n maattha naada of nvoanra looking to put
their investment dtcoMns in perspective

STUB Avenge Aaaeol Perm

SV9H a*UH 4BIWI 1«MI 1SIM ••IMI

WU-Moan Target Price
ThB S4P equity irulyit a protection of the market pnca a
QNBnsecuntywelGonmBnd 12 montha hence batadon
a combination of ntuntiG. relative, and pnvm market
valuation matnea

lawasneeet Style Ctatstnutlu
Characterizes tha rack aa enter a growth- or
VBluo-ontntad investment, and. indicates tha market
valuo {tat) of tha company ai large-cap, mid-cap or
amall-CBp Growth stocks tyncaOy haw a mghsr
pnca to-aarnnaaindpnMB cash flow rano. that
rapraaanta the preranim that n bamg paid forthi
expected higher grown Vane racks typically havs
highar dnndanda and more modarata pnco-to-eamngs
raon commm with thair currant return pobctes.

Baalhailaeiim
Th» SAP aqixty analyst a VNHM of a gnran company1!
operational nsk, or the nsk of a fern a ability to contnua
at an ongoing concam Tha Qualmnm Risk Aisassnum
BBralatrwrenkmgtothoSAPUS STARS umverae, and
ahouM be reflective of ntkfectora ralatad 10 a
company a operations, aa oppoaed to nak and volatility
maaiuraa associated with share pncea

OflartkathM EnhMtlaaa
In contrast to our quaktaove STARS recommendations,
which are assigned by SAP analysts, die quantitative
evaluations described below an derived tram
proprietary arithmetic models These computer-driven
ovehiotions may at tunes contradict an analyst1!
qualitative eaaasament of a stock. One primary reason
lor tha is diet different measures en used to determine
each For nstanco, when dengnstmg STARS. SAP
enalysDi assess merry factors that cannot be reflected in
a model, such es nski and opportunities, management
changes, recent competitive shdts. patent expiration,
litigation nsk. etc

saPOnllryfiertfng
Growth end stibtty of earnings end dividends ore
deemed key elements in estabkahmg SAP Is Quality
Rankmos tor common sacks, when are designed to
capsubze the neture ot this record In a single symbol ll
should ba noted, however, that the process else takes
inn consideration certam adjustments and modifications
deerraddoinblenoiteblishmg such rankings The
final score for each stock is measured against a scoring
matrix daumnad by anelyau of the scores of a targe
end repnuemenve sample of aorta The range ot
scons in die array ot this sample haa been aligned w«h
the Mlowmg ladder of rankings

A+ Highest R Below Average
A High B- Lower
A Above Average C lowest
B+ Average D InReorganualion
NR Not Ranked

MPftah-VeftMRaak
Unng SAP's excaiswe propnetary quanutenve model.
stocks are ranked in one o) live groups, ranging from
Group 5. listing the most undervalued sucks, to Group 1,
the most onrvened issues Group S sucks are expected
to generally outperform all others A posftra (4) or
negative l-l Timing Index is placed next lathe Fair Value
ranking lo further M! the selection processA stock with
a (+| added to the Fair Valuo Rank simply moans that ths
suck has a somewhat batter chance to outperform otiier
stocks with the same Fair Value Rank. A stock win a ()
has a somewhat lesser chance to outperform other
stocks with the same Fair Value Rank, The Fair Value
rankings Nnply the following S-StockiiHgnrircantty
undenmlued,4-StoGkis moderately undervaniBd.3 Stock
is (airly valued, 2-Stock IB modestly ovarvalued, 1-Stock
n signrhcannV overvaued

MPFefrVUHCekotatlon
The once at which a stock should trade at, according to
SAP a propnetary quaonaovo model that mcorporeus
both actual and estimated variables IBS opposed n only
actual variables in die cese of SAP Quality Ranking)
Relying heavily on • company s actual return on equity,
tha SAP Fee- Value modal places a value on B security
based on placing a formea-derived price-to book
mukjple on a compeny s consensus earnings par share
asnmau

balder Act Mfy
Gives an insight es n insider sentiment by showmg
whether dncnrs, ofhcsrs end key employees who hove
proprietary informaoon not available u die general
pubbc, era buying or settng the company s stock during
the most recant six monthx

aUlhyOaetMelpD)
The IQ is a measure at investment desmbriny It serves
aa an indicator of potential medum to-long term return
endesacaunonagainstdownsidorisk Themeisure
takas into account vaneUu auch as lechnicel
ndicatore, eammps estimates, bqudny, financial ratios
and selected SAP proprietary measures

SAP's IQRatfeaale:
BBrllegtea 101*0 Saeta Fe

Raw Score Max Value
Propnetary SAP Measures II 115
Techmcal IndieatDn 29 10
liDuaJny/Volatday Measures II 20
QuinmtM Measures II 75
UTetel 1H 2BI

VMatlRty
Rates the volBtilny of the stock s pnca over me past year

TeehekalEvalBenia
In raseerchmD the past market rarary of prices and

trading volume for each company, SAP s computer
models apply special technical methods and formulas to
rienmy end project price tienda for tha nock

RehnM IDTBBQB Meek
Shows, on a scale of 1 to 99. how tha stock has
performed versus al other companies in SAP s untvane
on B railing 13 weak bean

BlabBl bjdexnj CUmilttceito« StaeeM (8TCS)
An industry cussmcation standard, developed by
SundBri A Poor's m coUborauon wnh Morgan Surdoy
CapnallntemenonaNMSCII OlCSncurramycixnpnsed
of 10 Sectors, 24 Industry Groups, B7 rndusmes. and 147
Sub Industries

SAP Care Eendaojs
Stenderd A Poor's Core Earrmgs u e uniform
meundology for edjustng opening oamngs by
focusmg on a company's after-tax Hrmngs ganaraied
from M pnncaiBi busmssses Inchidad in the Standard A
Poor's dafmibon era employee stock option grant
expenses, pension costs, restructuring charges (ram
ongoing operatnns, wnte-downs of depreciable or
amoruzable operating assets, purchesed research and
development. MAA ralatad expenses end unraBluad
gains/losses from hedging acnvnei Excluded from the
defmroon ere pension gains, impairment of goodwill
charges, gains or losses from asset sales, reversal of
prior veer chergos and provision from litigation or
insurance sevJamams

SAPhnaerCmeltRBtfaa
A Standard A Poor s Issuer Credi Rating is a currant
opinion ot an oUmor s overs! nnancul Bapaciyliis
cradirwortntness)tDpay>sfnancialobkoeiioru Tha
opmon focuses on the obligor s capacity and wAingness
tomeetrafinancial commitments as theycome due It
dees not apply u any specific financial obligation, as k
does not take into account tha nature of and provision*
of the Bblmnoî  xs standing in bankruptcy or liquidation,
statutory preferences, or die legeuty and onforcoabdMv
of the obligation lnaddraon,rtdoeanDttakea«o
account the craditworthaiass of the guarantors, nsurare,
or other forma of crodn enhencemem ontne obegohon
The Issusr Grade Rating is not a recommendanon to
purchase, sell, or hold a financial obbganon issued by an
obligor, es «. does not comment on markot price or
sumbilny for e particuler investor Issuer Credit Retinga
era based on current mformeMn fvreshed by obbgors or
obtained by Standard A Poor's from other sources •
compdars reliable Standard A Poor s does not perform
an audit in conwction wan ony Issuer Cradrt Rating and
may on occasnn. rely on unaudited financial
mtormetion Issuer Credit Ratings may be changed,
suspended, or wdidrewn aa a raauk of changes in or
unsvailebdity ot such information, or based en other
circumrances

Esfihaaialype
ASE - American Stock Exchange, NNM • Nesdoq
NationalMarkatNSC-NasdaqSmaKap.NVSE Hew
York Stock Exchange. BB • OTC Bulletin Board. OT •
Ovartha-Counur, TO - Toronto Stock Exchanoa

SAP Eqeftr Beaaaicb Sentaes
Stenderd A Poor's Equity Research Services U S
includes Standard A Poor's Investment Advisory
Services lit. Standard A Poor's Equity Reseerch
Services Europe ncfudee Stendard A Pooi s LLC-Londan
and Standard A Poor's AB (Sweden) Standard A Poor's
Equiy Resaerch Services Asia incudes Standard A
Poor a UC's otncea n Hong Kong, Singapore and Tokyo,
Standard A Poor's Malayan SdnBhd, and Standard A
Poor's Information Services (Australia) Ply lid

SOUIHS&P
HedatrtwDDn or reproduction • prahcnd wthout iwttin JMIIMIK -MfC.rau- Hill*.
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Burlington Northern Santa Fe Corp
STANDARD
&POOR'S

SftP GtaU nin DBtrfbnfan

In the IUL As of September 30L 2008, mwrch analysts
at SnndartlftPoor'sEquay Research SameesUS hm
recommended 33 9% of Hsuers wnth buy
racomraendetwns, SB B% with hold recommendatonB
and 9 5% vrth sol recommendations

li Earnac Aa at SoptembarSD, 2001 research analysts
at Standard ft Poor s Equtfy Raaaarch Samcos Europa
neve racofamandad 43J% of lasuan with buy
recoremondaoons. 40 5% with hold recommendations
and 15 7% with nil raeommandaDoni

!• Mac As of SeptombarSD, 2001 research aiulyni at
Standard ft Poor's Equity Research Strvicn Ana hurt
raconmndad 31 2% o) muara mh buy
FBGorsmondaMitt, 58 B% with hold recommendations
and 9 2% with uD racomraendatum

maboBy: At of Sopnmbar 3DL MOB, research snalvBla at
Standard ft Poor • Equity Rasureh Samcas globally
nan racammandad 34 7% of inian wnh buy
racommondatioiH, 55 2% with hold recommandabons
and 10 1% with aall recommendation!

S4TUU(fDH|Bav) Total ratumli
expected to outperform the total mum of a retanm
benchmark, by a wide margin owriha coming 12
months, with sham rang in ones on anabsoluta ba»

***** tSlUl(Bar) Totolretumuexpectedto
outptrtorm tha total nrturn of a relevant banclmrfc war
the comng 12 mount, won shares rising ai pnce on an
abubjiB bom.

S-SDUttlHoU} Total return is axpscted to
closely approximate the total retnm ol a nlavant
benchmark ovartha coming 12 momhs, with sham
generally rung in prut on an abaokita basis

***** MTAU(Ssl) Total return is expected to
underperbrm the total ratum ol a relevant benchmark
over DM coming 12 months, and tha shsra pnee not
anDctpatad to show a gen,

*****1-STM(Stroag$dQ Total returna
expected to undBrperform dw total ratiim of a relevant
benchmark by a wide margin owr tha coming 12 months,
wall shams fallaij m pnce on in Bbcohna basis

MeeMbBBCfOMlOKlntlwIJS diaralavani
benchmark IB the SAP 500 Index m Europa end in Ana,
the relevant benchmarks are generally die S&P Europe
350 Index and the SftP Asia 50 Index

Far M HofJoes: All ol the MOWS expressed m this
rase or di report ocajretstyranKtrierasaerch analyst a
personal MOM regarding any and all ol the subnet
sKinbBB or issuers. No pan of analyst compensation
was. is, or writ bt directly or ndiraetly, rilatad to At
specrfic racornmandations or news expressed m this
research report

AddMoeal uJenMrien h ewOeblo open raqom

Ths report has been prepared and issued by Standard ft
Poor's and/or one of As affiliates In the United SUMS.
research reports are prepared by Standard ft Poor's
Investment AdvBorvServicea LLC rSPIASI In the
Unrbd States, mwareh reporti are issued by Standard
ft Poor's fSftP1). in the Unfed Kngdom by Standard ft
Poor i UC rSftP LLCT when • eutrnniod and
regutatHl by the Rnsnoel Services Anthony; in Hong
Kong by Standard ft Poor's LLC which Is regulated by the
Hong Kong SecontKuHituresCamimuNin, in Singapore
by Standard ft Poor's UC. when is regulated by tha
Monetary Authority ol Sxigapore, n Japan by Standard
ft Poor's UC, which is regulated by the Kama financial
Bureau, in Sweden by Standard ft Poor's AB 1*SftP AH*),
n IMiyiB by Standard ft Poor's Malaysia Sdn Bhd
re&PM^ which a regulated by tho Securities
Commissian and n Australia by Standard ft Poor'a
Information Seme as (Australia) Ply Ltd CSP1S1 which HI
regulated by dm Australian Securities ft Investments
Commission, and m Korea by SPIAS, which is also
registered n Korea as a cress border investment
advisory company

Tho research and analytical services performed by
SPIAS. SftP UC, SftP AB, S&PM. end SPIS ere each
conducted separately from any other analytical scuvny
of Standard ft Poor's

Standaid ft Poor's or an efeJieto may bcenso certain
anellecniBl property or pronde pncng or other services
la or otherwrse have a fmancnl eHerett in, certern
issuers of socunws. mckiding exchange-traded hinds
whose investment objective is to substantially replicate
the returns of a proprietary Standard ft Poor's ndax,
such BB the S&P 500 In cases where Standard ft Poor's
or an stfibate n paid fees thai ore lied to the amount of
auats that are invested m the fund or tha vohuna ol
trading acwity m the fund, investment m the fund wifl
ganaraly result in Standard ft Poor'a or an efliheto
earning compensation in eddfcon to the subscnpnjii
(BBS or other compansaUMi for servicss rand and by
Standerd ft Poor s A rofarence to a particular
investment or security by Standard ft Poor's and one of
its efhoeies is not a recommendation to buy. sell, or hold
such invasDnant or security, nor IB it conudarad ID bo
invasummadvicB

SftP end/or me of ru effifietea has pertomed semees
for and received compensation from this company during
the past twelve months

This material is based upon arformanon that we consider
to be rebable, but neither SftP nor its afMurba warrem
its comphrtenesi. accuracy or edaquacy and « should

not bo rahad upon as such. Whh respect to reports
issued by SftP LLC Japan and in the case of
RKomatenciss between the Engbsh and Japanese
vermm of e report tha Enghsrivorwinpravaes Norther
SftP UC nor SftP guarantees the accuracy of the
translation Assumptions, opinions and estimates
comuuia our judgment as at the date of tha matanal
and era subjecttochengo without notice Neither SftP
nor its affiliates are responsible for any errors or
omissions or for results obtened from the use ol this
information Pest performance is not neeeasanly
eidicatwe of future raauks

Tms material is not mended ea an ofler or aolicnanon for
the purchase or sals of any secunty or otherf inencml
BurrumenL Securities, faianciBl instramsnts or
sntagiss memoned herain may not be tunable lor all
Bwaslors Any opnions expressed herein era gwon in
good leith. an subject to change without nonce, and are
orey correct as of the stated date of their issue Prices,
values, or ncome from any secuniias or mostmenu
mentioned m tho report may fall against the 111010818 of
the awastor and the invastor may gat back less then the
•mount invested Whore an nvastmant is described BS
being likely to ywU income, please note that die amount
of income that the investor will receive from such an
iirvasbriBnt may fluctuate Where an investment or
secunty is denominated in a different currency to the
investor's currency of reference, changes in rates of
exchange may have an adverse effect on the value, price
or income of or Irem that investment to the mvestor The
informenon contained in tha report does not constitute
advice on tho te« consequences ol making any pamcuhr
invasnam decision. Tha material does not take into
occoont your particular nvestment objectives, fuencisl
aminons or needs end is not imndad as a
recommendation of particular securities, financial
instruments or strategies to you Before acting on any
ncommandalion m dus material, you should consider
whether n B suitable for your particular circumstances
and. if necessary, seek orofeuuxul advice

ForraaideraoftheUK -this report is orriydireetad at
and should only be reked on by persons OUOBOS of the
UmtBd Kngdom or parsons who are insrie the United
Kingdom and who hove protnsaional experience in
matters relating to investments or who are ngh not
worth persons, as def nod in Article IKS) or Ancle 49)2)
(a) to |d| of tha Financial Services and Markets Act 2000
(Financial Promotion) Order 2001. respecbvery

For rasdons of Msnysa, all quartos m ralabonto tha
report should be referred to Alexander Qua, Lee Long
Hoe, or Chng Wan Tarn

Ths iimimwm snotysa was prepared from the
following aourcas SftP MsriutScope. SftP Compusut.
SftP Industry Reports, I/B/E/S International, Inc,
Standard ft Poor s, 56 Wanr St. New York. NY 10041

SOUTH SAP
RadBUSMbM or rapredncMi • pnMHtad wakaMwratM peraaimi CapfTKjHCVnibiMcGniir-HJCoirpiniii.Inc
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CSX Corp
STANDARD
SPOOR'S

SftPBMnranewtaDCM Price
S3443H id DIE 39, UN

12-Mo Tanjal Price
$3900

unmtanat Style
Laigo-CapVehie

Q1CS Sector Industrials
Sob-lrMtetry Rartroads

Commeat This company operates a motor U S rail network, and provides mtermodal and
US conteaiersluppmg services

52-Wk Range $3UO-2U9

Trailing 12-Month EPS SU8
Trailing 12-Month P/E 1U
SIOK Invested 5 Yrs Ago $20,811

SaPOparEPSZODBE £19 P/E on SAP Opar EPS 2006E 15.7 Dnndand Rate/Share SMO
SftPQperEPS20D7E 254 Common Shares Outstg (M) «L2 YroMl%) 1.16
S&P Cora EPS 2006E 2.13 Market CapiUlization|B| $14-983 Bale 098
S&P Core EPS 2007E £50 Institutional Ownership 1%) 73 S&P Credit Rating BBB

'30-WMkMo* Avo-" KMAtookMw Avg-.r GMPEMnln0SM PmtowVMr

12-Mo.TwgttPnco— RaWmSUeiiglh — A Up Voawn fc>w>ChingB
LOW

Our nsk assessment rellects whet we behave is
CSX'i exposure to economic cycles, freight
demand and pricing and fuel prices, offset by its
consistently positive cash flow generation,
moderate debt levels and diverse customer beta

A S O N D I J I U A U J J A B Q N U J F U A M J J A 8 O N D J I M A M J J A 8 O N U I J F U

2003 2004 2005 2008 2007

OHbn»ASE.CBOE.P.Pti

Analysis prepared by Kavia Kirkeby on October 19,2006, when the stock traded at $ 3U9.

• We expect revenue to mcrease 11% m 2006 and
another 8% in 2007, with underlying volume
gams of 1% anticipated for both years, and
freight rates rang 5% end 3% m the respective
years Damend for coal and intannodal will like-
ly be the primary contributors to the pricing
gams, as we anticipate fuel surcharges stabiliz-
ing m 2007 We see e challenging environment
for fertilizers and phosphates, as well aa auto
parts and forest products, and forecast volume
declines in those segments

• We expect operating margins m 2007 to widen
modestly from the 20% level wa anticipate for
2006, as several customer contracts coma up
tor renewal and the roughly 20 capacity expan-
sion praiects scheduled for completion m late
2006 improve network dwell tune and velocity
Partially offsetting these gains a the likely m-
craese in CSX's cost of fuel, as the last ol its fu-
el hedges railed off m the third quarter of 2006

• Results m 2007 are expected to benefit from re-
duced interest expense on lower debt levels
Excluding $029 of one-time gams, we sea 2007
EPS of $2.54. up 16% from the $2.19, before spe-
cial items, projected for 2006

• We baueve that die recent enproveinenls to op-
erations end profitability will start to slow m
2007 following several quarters of above-av-
erage pnca gems and margin expansion Rev-
enue per unit in CSX's merchandise segment
for example, was up 17% in the 2006 third quar-
ter VHiaa volume trends ere expected to re-
mam favorable in key markets such as coal and
mtermodel, we see fewer opportunities to raise
freight rates or to drop krwer-protit customers

• Risks to our opnnn end target price include en
economic slowdown that affects freight vol-
umes, declining railroad system fluidity, unusu-
ally snvere weather, and rapid changes in
diesel prices

• Our DCF model derives an ntnnsic value of $41,
based on a weighted average cost of capital of
9% and a 3 5% termmel growth rate Applying a
7 3X forward enterprise value to EB1TDA multi-
ple, which we calculate as the historical live-
year average and consnler appropriate for the
current stage ol sector expansun, to our 2007
EBITTJA estimate, we derive a value of $37
Blending these models, we amve at our
12-month target price of $39

Ra*eaae(MHIwn$)
10 20 30 40 Year

2006 2^31 2,421 2,418
2005 2,108 2.166 2,125 £219 8,618
2004 1,915 1.995 1,938 2.172 8,020
2003 1016 1.942 1,882 1,953 7,793
2002 1.964 2.073 2.055 £060 8,152
2001 2JJ2S 2.057 2J19 2J09 8,110

Earn nee Par Share IS}

2006
2005
2004
2003
2002
2001
FbHlfMriniMDlE SI
JMIMV EPS EitindH band on SV OpinUii Eirmn

053
034
008
010
0.16
005

083
0.37
0.26
029
032
0.26

071
035
OX

-024
030
024

E054
052
038
0.29
032
016

E219
159
094
044
110
089

(S)
0130
2-(or-1Stk
0200
0100

Dan Ex-ObL S4.d
Dad. Dale Heart Data
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09/13 11/21 11/24 12/15/06

Please read the BaqnlraJ Disclosure* art Anatrei CemHcaiien oothe laai page of thai report.
RwJBtnbuUHi or mproducm * prtMid wnouiMittM pimmm. Gopyngti OBU ltaMcGmilUCoB|Mw*lne



Stock Riponi DKimbir30.20BB NYS Symbol CSX

CSX Corp
STANDARD

SPOOR'S

LBmiiMtt Sennan October-is, 2006 •. •. * *. ' 'r. _ . **". • 1 [CttrporitetafonnitioB.. ^•. 1

CORPORATE OVERVIEW CSX operates the largest rail network in die eastern U S. with a 22,000-mrfe rail
network Imkmg commercial markets in 23 states and two Canadian provincai, and owns companies pro-
viding mtermodel and rad-to-truck transload services In 1997, the company purchased a 42% stake m Con-
rad, bmgmg CSX'a system Into New York Ctty. Boston. Philadelphia and Buffalo, in 2004, CSX gamed dract
ownership and control of Conrad's New York Central Unas With these routes, the company was atala to
offer shippers broader geographic coverage, access more ports, and expand its share of north-south traf-
fic In 2003, CSX saw a declme m certain performance measures, nchidmg personal injury frequency, tram
accident frequency, tram velocity, tram ncrews. and on-bme ongjnations and amvars. CSX experienced
contmumg operational difficulties m 2004, with tram velocity and on-time performance worsening In the
third quarter of 2004, CSX initialed a major initiative to improve network performance celled the "One Plan,"
which we behave H leading to improving safety, efficiency and service quekty

MARKET PROFILE We bebeve CSX's mtermodal business, representing 16% of 2005 revenue, wiH be its
festest growing segment longer term, driven by rang international trade and its coat savings over trucks
for long-distance contasier movements, though we see CSX's service quekty es nfenor to its pnmery
competitor Coat, which we behove rs CSX's most profitable segment accounted for 23% of 2005 revenues
Most of this traffic originates from the Appalachian coal fields, and is primarily delivered to power utilities
CSX's merchendise freight provided 49% of freight revenues m 2005, end includes chemical, forest prod-
ucts, metals, and agricultural products We behove this business is sensitive to US GDP trends, end faces
overage long-term volume growth prospects We believe automotive freight, at 10% of revenues m 2005,
has a weak volume growth outlook, due to slowing domestic manufacturing trends

COMPETITIVE LANDSCAPE The US rail industry has an ougopoly-fika structure, with over 80% of revenues
generated by the four largest railroads CSX and Norfolk Southern Corp operating on the East Coast and
Union Pacific Corp end Burlington Northern Senta Fe Corp operating on die West Coast Railroads srmuJ-
taneously compete for customers while cooperating by sharing assets, mterfacmg systems, and complet-
ing customer movements

Key suppliers nclude locomotive end rad aquBMtient manufacturers, fuel suppliers, end lebor CSX s em-
ployees, most of whom era unionized, enjoy above national avenge compensation due to their significant
bargaming power We behove the market power of CSX's customers vanes, Isrge freight integrators and
automotive, coal, and utdity companies may exert significant power, whrie smeller customers with Irmrted
alternatives are often price taken Radroads compete with trucking, shipping, end pipeline transportation
Had rates era generally lower than trucking rates, as service is slower and less flexible than tmckng,
which provrdasmostUS transportation We believe rising fuel prices increase the cost attractiveness of

railroads over less fuel-efficient trucking, which should help support CSX's pricing and volumes

FINANCIAL TRENDS. Wo consider railroads to be a mature mdustry, and expect 18% ennuahzed U S re*
tonnage growth over the next 15 years We believe CSX's growth opportunities an at or below the mdus-
tiy average, es we see above avenge future growth in mtermodal traffic being offset by expected slow
coal traffic growth We expect coel tonnage ongmetmg in CSX's eastern service area to experience only
075% compound annual growth over the next 10 yean. Over the past 10 yean, CSX'a intarmodal volumes
have grown at a compound annual rate of 9 0%, and total carloads have grown 0 8%, compared to4l%
end -01% nspecmrely, for the overall industry We calculate that return on invested capital (ROIC) hes
over the past 10 years averaged 5 7% at CSX va 6 7% for the industry We see high asset utilization and
nsmg freight pncmg hefpmg HOIC to rise from 6 5% m 2005 to over 9% in 2006 end 2007, which would sur-
pass our estimated 8.0% cost of capital

Investor Contact
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500 Water Street, Jacksonville, FL 32202
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LOW-* ̂ frĵ fflfflg^Bi - Hi6H
CSX feu Iu4 tamp pm MMky am tta pat in m

Techmcal
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BEAMSH
BEARISH

Price/Revenue
Pnee/EBITDA
Price/Pretax bicome
Price/Not Income
Avg Diluted Shares Qutstg (M)

figm tantd oa crimtar jiinnd pin

Put Growth Rcta(%)
Sales
Net Income

Ratio Anahjaie (Annual Avg)
Net Margin (%|
LTD of Capitalization |%)
Return on Equity (%|

2005 2004
134 112
494 521

1117 1416
16.08 2158

4560 4501

IVbv
746

7125

3Vbm
197

2328

2003 2002
099 074
607 340

2908 836
4077 1294
4288 4270

IVMIB
-347
-317

050
400

835 533
2535 3141
858 553

507 507
3350 3672

547 688

balder Activftr

Per Shore Data 0) Year Ended Dec 31
Tangible Book Value
Cash How
Earning!
SAP Cora Eamngs
Dividend!
Payout Ratio
Prices High
Prices Low
P/E Reno High
P/ERatwLow

Revenue
Operating Income
Depreciation
Interest Expense
Pretax Income
Effective Tax Hate
Net Income
5&P Cora Earnings

2005
182
341
1.59
1.60
022
14%

2580
1845

16
12

8,618
2.345

833
423

1.036
305%

720
729

2004
1577

2.55
094
090
020
21%

2023
1440

22
15

&02D
1,730

730
435
637

344%
418
405

2003
1501

194
044
066
020
45%

1815
1275

41
29

7,793
1,269

643
418
265

287%
189
280

2002
1452

2.62

110
085
020
18%

2070
1255

19
11

8,152
t.776

649
445
723

354%
467
363

2001
1432
2.16
069
0.59
040
58%

2065
12.41

30
18

8.110
1,579

622
518
448

346%
293
249

2000
1413
2.76
044
NA

060
136%
1672
975

38
22

8,191
1,405

600
543
656

139%
565
NA

1999
1120

146
012
NA

060
NM

2697
1441
NM
NM

10̂ 11
1,685

621
521
130

677%
510
NA

199B
1355

2.73
126
NA

060
48%

3038
1825

24
15

9,898
1,790

630
506
808

292%
537
NA

1997
1323
336
181
NA

054
30%

3122
2063

17
11

10321
1271

688
451

124
314%

799
NA

1996
1151
345
230
NA

052
26%

2656
2109

13
11

10,538
2,142

620
249

1316
350%

855
NA

Balance Sbeetft Otter financial Data (Milbon S)
Cash
Current Assets
Total Assets
Current UabihtiBi
Long Term Debt
Common Equity
Total Capital -
Capital Expenditures
Cash Row
Current Ratio
% Long Term Debt of Capitalization
% Net Income of Revenue
% Return on Assets
% Return on Equity

309
2J72

24232
2379
5,093
8,918

20093
1.136
1353

08
253
84
29
86

859
2,987

24,581
3417
«34
7^58

20,071
1,030
1,148

09
311

52
18
54

368
1.903

21.760
2,210
6JB6
7,569

18,207
1,059

832
0.9

374
24
09
26

264
1,789

211951
2,454
6,519
7,091

17,177
1,080
1.116

07
380

57
22
66

618
2JD74

20^01
3303
5409
7,060

16,520
930
915
06

353
36
14
42

684
2J46

20,491
3,280
5^810
6,017

15,211
913

1,165
06

382
69
27
96

974
2.563

20,720
3,473
6,196
5,756

15,179
1.517

623
07

408
05
02
09

533
1.984

20,427
2,600
6,432
5380

15,485
1,479
1,167

03
415

54
27
92

690
2,175

19.957
2.707
6,416
5,766

15,121
1.125
1,487

08
424
75
43

148

682
2372

19357
2,757
4331
4,995

12346
1,223
1,475

08
360
81
55

18.5
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Sub-Industry Outfooh Stock Performance

Our fundamental mittook tor the SftP Railroads
Index a neutral We think shaping volumes end
prices will confirms to benefit from a broad
economic expansion continuing mto 2007, end
expect profits to beneht Nevertheless, we see
neutral valuation indications and are concerned that
ri lha economy's growth rate slows further,
investors may increasingly rotate out of these
stocks mto other groups In addition, the industry
has generally undeiperfonnad fetter past mtorast
rate hikes, although past pariorrnence is not
necessarily a gudn to future results

We see rail revenues rising about 12% m 2006,
follMRng an approxanate 14% advance in 2005
Traffic m ton mries (weight tanes dotence)
mcreasedabout24%mtrieUS m 2005. and rose
16% veer to data through December 23, according
to estimates by the Association of American
Railroads Total carloadmgs m 2005 rose 0 9%, and
ware up 14% yaerto date through December 23
Intarmodal volume set a record m 2005, rising 6 4%,
to 117 million trailers or containers, and rose 5.2%
year to date through December 23 to 12.1 million
We believe that freight rates wil nse modestly m the
coming year, on Ann freight demand and tight
capacity, partially offset by smaller fuel surcharges
We believe operating earnings for major U S
railroads rasa over 20% m 2005, and expect about
20% growth m 2006 However, our expectations for
railroad shares ere limned by die maturing
economic cycle, perceived fair valuations, high fuel
end employn costs, and difficulties m managing
railroad system fludity amid higher volumes

Our longer-term outlook for railroads is favorable,
although wa expect moderating revenue and profit
growth m 2007 Wa see die industry's core traffic
base (coal, gram, chemicals and mtarmodal)
mcraasmg in (me with the economy In addition, we

think there is room to expand margins and operatng
efficiency by eliminating what we view es wasteful
labor practices, improving service levels, end using
improving information systems to boost future
operating efficiency end ex) capital budgeting
decisions As a result of 2001 guidelines by the
Surface Transportation Board, we see future rail
mergors among the four largest US railroads as
unlikely

Year to data through December 20, the S&P
Rairaads Index was up 12.0%, versus a 13 7%
increase tor the SftP 1500

-Kern Kirkeby, CFA

GIGS Sector Indaetnela
Sab-Mottrr Railroads

Based on SftP 1500 Indexes
Month-end Pnco Performance as of 12/29/06

2002 2003 2004 2005 200ft 2007

Sub Infamy Sictar SAP ISO

NOTE All Sector ft Sub-Industry irdoimKion is bawd on tha
Global Industry Clattilication Standard (GICS)

Sub-lndmtfy: Railroad! Peer Group*- Railroads (U.S.) - Major

PnrGraoa
CSX Care.
Burhngun Northern Santa Fa
Kansas Gfty Southern
Norfolk Southern
Union Pacific

Stack
Syvbal

CSX

BNI
KSU
NSC
UNP

S&JHkL Racial 1241s
CM Stock fit Tnlllni

(ML It Pric* tatla EPS

tun
28513
2,198

19JBD
24J2D

8M)
7381
2888
5029
9202

a
15
40
14
18

251
481
072
349
523

•Htay IVaar
Prica Priea

ChgtU Ckg(%)

•vlb W)

4%

Baia

OBI

Raton Pntax LID
VlaM Oaalfly Eoufty Hinjla to Cap

(%) (%) (%)

1%
8%
3%
2%

084
17% 103
12% 073
14% 089

U B
14 A
Nil B-
14 B
U B+

U

156
75

148
78

1U

111
58

199
108

25J

273
475
284
228
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SftP Analyst Research Notes and other Company News

October 112006
Posts 10.54(ml specie! Hems) vs tt3B03EPSon14%higherrevemieirom
Surface Transportaton business dm improved sannca, growing volumes,
conuuad strong pncing

October la, 2006
1111 am EOT SAP MAINTAINS HOLD RECOMMENDATION ON SHARES OF CSX
CORP (CSX 35 74s**}- Q3 EPS of SO 54 before SO 17 in one-time gams, va year-ago
SO 36, is SO 04 above our estimate Hevanua rose 14% on 4% higher revenue
ton-mrles, improved prices, and fuel surcharges We see coal and aitermodal
renaming strong while autopam declines going into "07 Contract renewal!
combined with enprovaments n system fluidity and on-tme performance should
contnbute to wnprovmg margins 01D7, m our view We are increasing our TJ6 EPS
esnmetebv$005loS219andI07Isby$Ou4to$254 We are raising our target
pnce to S39 from S37, Mending DCF and P/E valuations /K Kirkaby-CFAU

dtscontmued operations

JamwyMZOOB
12D7 pm EST SAP REITERATES HOLD RECOMMENDATION ON SHARES OF CSX
CORP (CSX5184—)• CSX posts Q4 EPS of SI 03 vs $071. ebove ourSD 95
estimate, as revenue rose 2% despite lower volumes, with margins rising on
Hnprovmg pricing and buanass mot combined with cost control measures We
expect revenue to rue 8% m "OB, on increasing freight rates end fuel surcharges,
and see volume growth assisted by e recovery from hurncena damage and by
capital expenditures to add capacity We era increasing our "06 EPS estimate to
13 77 tram S3 75, and our 12-montfi target pnce to S55 from S51, based on a blend
of our updated DCF and relative valuation models /A West-CFA

Novanber 2,2085

October IB. 80S
NEW YORK (Standard ft Poafst-Ocl 18,2006, CSX Corp, announced 3d EPS
SO 71 vs. SO 38 end 9 mos EPS $2 J)7 vs. SI 06. Results tor the gmos of 2005
exclude income of SO 94 from discontinued operations

Jtdy 19,2001
Posts SI 16 vs SO 96 02 EPS (before cetem dams) on 12% rise m Surface
Transportation rev Sets 2-for-l stock split, post-split quarterly dnrd of S010, an
increase of 54%

JeJy19.200S
01 57 pm EOT SftP MAINTAINS HOLD OPINION ON SHARES OF CSX CORP
|CSX64J6"**| 02 operating EPS of S116 vs SO 96 is $003 above our estimate, es
revenue rose 12% on improved pricing, fuel surcharges and a mix shift. We
expect revenue growth, pardculerty m the coal and agricultural segments,
combined with snproved system efficiencies to support further margm expansion
through the rest of W We ere keeping our operating EPS esbmete for "06 et
S4 27, Ws at S5 00 Our 12-month target price remains $74, blending n DCF
valuation wtn e P/E of 14 8X our FY 07 EPS estimate, which we consider
appropriate given our view of decelerating sector growth /R Q'Rerily-CFiA, K
Kirkeby

Joty 19.2006
NEW YORK (Standard ft Poor*s)~Jul 18,2006, CSX Corp, announced 20. EPS SI 66
vs $073end6mos EPS SO 73 vs SMI Results for 2006 include an after-tax gam
of S78M from insurance recoveries related to Hurricane Katmu Results for the 6
mos of 2005 exclude income of SI 88 from discontinued operations

April 20,2006
NEW YORK (Standard ft Poor'«l--Apr 18,2006, CSX Corp, announced 10 EPS
SIOBvs S068 Results forFeb '05 exclude income of SI 88 tram discontinued
operations

April 19,2006
UP 3 28 to 70.55. Posts SI 08 vs SO 68 Ql EPS on S23B revenue
estimates, target maintains hold

S&P raises

April 19,2806
09-26 am EOT. SftP MAINTAINS HOLD RECOMMENDATION ON SHARES OF CSX
CORP (CSX 87 27**"J- CSX posts 01 EPS of SI 06 vs $0-68, above our SO 69
estimate, as revenue rose 11% on 3% higher revenue ton-miles, higher freight
rates and fuel surcharges We believe significantly enproved system etncemcy
and on-time parfoimance helped control costs, allowing margins to expend, and
should boost future volumes. We expect'08 revenue to rise 10% and en
increasing our "08 and "07 EPS estimates to $417 and $5 00 from S3 77 and $4 33
We era also reisuig our 12-month target pnce, to $74 from $55, based on a Hand
of our updated DCF and relative valuation models /A West-CFA

Jaoewy 25,2006
NEW YORK (Standard ft Poor'st-Jen 24,2006, CSX Corp, announced 40 EPS
SI 03 vs SO 71 and annual EPS $317 vs SI 87 Results exclude income of SI 87 for
the 2005 veer end tosses of SO 41 ftSD 35 for the 2004 4Qftvear, from

SHKCHSaP
npnxbcDon a (iiiMiad wfflout wnini punainn CoRngN CUB fla McGrnv H I Cwnptn»s,lnc

-,-McGtaw Hiil\
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MaOt) fmeoQu Irand Buy IkMlfeM HW

AG Edwaids ft Sons
Argus Research Corp
BBftT Capital Markets
Bane of America Securities Uc
Beer Steams ft Co
CradA Suissa first Boston
Deutsche Bank
JP Morgan Securities
Lehman Brothers, Inc
MamD Lynch Research
Smith Barney
Stria) Nicolaus ft Co
UBS Warburg
When2trade Group

Of too total 14 companies following CSX. 13 analysts cummily publish recommendations

NoofRiteg* %0fToUl IMo.Priw 3 Has Prior
Buy
Buy/Hold
Hold
Weak Hold
Sell
No Opinion
Total

4
3
6
0
0
0

13

31
23
46
0
0
0

100

5
4
4
0
0
0

13

5
4
4
0
0
0

13

2005 2006 •-' 2007 --— 2005AOUIS2.92.

1 3

, 25 • -

. 1S A 8 O N D

| 2MB

FtKalVean
2007
2006
2007 m. 2008

Q4H7
Q4'06
04*07 n. 04*06

•
_
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J F U
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221
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068
057
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,*•*

ff^~ ~ -

A y

High Eat
267
225

A 19%

065
061

AT*

-
"
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2MB
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A4%
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A9%
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•
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13

0%

5
12
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1
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For fiscal year 2006, analysts estimate that CSX
will earn £221 Fortno3rdquarteroffiEcalyear
2006, CSX announced eemngs per share of SO 71,
representing32% of tho total annual estnata For
hscal year 2007, analysts estimate that CSX's
earnings par share wdl grow by 15% to $155
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Qlfl

SAP STAB
Since January 1,19B7, Standard and Poor1! Equity
Resoaich Services has ranked • umnm of common
nocki bind on • gmn stock • potential forfutura
performance Under proprietary STARS (STock
Appreciation Ranking System). SAP equity anoryrts rank
nocks according to (hair indmdual farecMt of a nick's
future touri mum potenDel wnu the expected total
return ol a ntavant benchmark Iv g. a regamal ndei
(SAP Alia 50 mdox. SAP Europe 350 Index or SAP 500
Index)), based on e I? month time horizon STARS wea
designed ID meet the needs ol masters lookng to put
their investment decisions m perspective

iTMtt Avaieye Aaaaal Peratniaace

•FSB IflUH 4«M 1BIJH HIM II

The SAP equty analyst s pnnacMn of the nurket pries a
given security wti coiamand 12 months henca. based on
e combnBUon of eitniwc, rehrtna. and private market
valuaum matnes

laMiienni itfe HeesBleariei
GhancteroH the stock as aimer a growth- or
vslue-onented investment end, mitacetes riia market
value{aae)otthBGDmpBnyBslirgB-cap.nHd cap or
imaD-cap Growth stocks lypKaUy have a hghar
pncBio-oarnngsand price-to cash flow rano, that
reprasanti the prennm that is faamg paid (or ihe
expected hNjhar growth Vilue nocks typically h we
higher dandends ami more moderate pnca to-oamngs
ranos consutent vmh thsr currant return poucau

(h»llt«lh»IUM
The SAP iquty analyst s wow ol a gnren company's
oparaMNl nsk. or the ink ot a firm i ability to contmue
as an ongomn concern The Qualitatm disk Assessment
is a relative ranking m the SIP U S STARS umversa, end
should be raflacnvB ol nsk factors related to a
company s operations, as opposed to nsk end volatility
meesuras associated with chart prices

QeaBdnnpB Eferaadaas
In contrast to our quaetatwe STARS recommendations,
which an assigned by SAP analysts, the quanotdm
evaluations descnbed below are derived from
pnpnotary arahmenc models Those compiler-driven
•valuations moy at DIMS conrradwt an analyst s
qiMlitBtnra assossmeni ol a stock. One prnnary raeson
lor this is that different measures ere used to dowmme
BBch for mstence, when designatmg STARS. SAP
analysts assess many laeton that csnnot be rafhetad m
a model, wch as nska and opporturuoas. management
changes, recent carnpetmve shdts. patent expiration,
atigationmaXetc

SAP Onlay Raring
Growth and stabhty ot eemings and dividends am
deemed key elements in estabbshng SAP's Quaky
Rankings for common stocks, which an designed to
capsulize the nature of tin record in a single symbol It
should ba noted, however, that the process tlto takes
into consideration ctnam edjustmenls end modrficabBni
deemed daiuibn in esteHamng such rankings The
final score for each stock u measured agamst a scoring
matrn datormmod by analvm of the scores ol a large
ond rapmsenutm sample of nocks The range ot
scores m the array ol the sample has bean aligned with
the Mlowmg ladder ol rsnkmgs

A+ Highest B Below Average
A Hah B Lower
A AbonAverage C Lowest
B+ Average D In Raorgamzation
NR Not Ranked

*•» Fab Mao Reek
Using SAP s exclusive proprietary quantitative model,
stacks sre ranked in one of five groups, ranging from
Group 5, Inng the most undervalued stocks, to Group 1.
the most overvalued issues Group 5 stocks era expected
to ganeraBy outperform all oners A posmve (*) or
negative I-) Timing fndox n placed next to the Fen-Value
rankng to further aid the selection process A stock with
a 1*1 added to the fta- Value Rank simply moans that this
stock has a somewhat batter chance to outperform other
stocks with the same Fair Volua Rank A stock with a (-)
hai a somewhat lesser chance to outperform other
stocks with the seme Fa* Value Rank, The Fair Value
rankings imply the nRowing S Stock IB aigmficantry
undervalued,4-Suckanndorotetvundervilusd,3 Slack
is fairly valued. 2 Slock is modestly overvalued, l-Stock
« signdrcantfy overvalued

SAPFtirfeBMCakiitattoa
The once el when a stock should trade at, ocnrdmg to
SAP's propnetary nusnntrtvo model thai mcorporatas
both actual and estmutad variables tit opposed to only
actual venablas in the csse of SAP Quality Rankng)
Rarymg heevily on a company's octual return on equay,
the SAP Far Value model places a value on a security
based on placing > formula danved pnce-to-book
nubjplo on a company's consensus eemings per share
asumate

bakhrActMtf
Bms en night es to insider sanuraent by showing
whether directors, officers and key employees who have
proprietary alternation not available to the general
public, ere buying or seemg the company s stock during
the most recent six months

itHtyCbMlat(IQ)
The IQ B a measure of investment desirability It serves
aa an indicator of potential medium-lo long term return
andaaacauuonagamstdowntidanik Thomoisura
takes mo account variables such as technical
ndicstore, earnings animates, bqudity.lmancial raoos
end salsctad SAP propnatery njeesuras

S>r»IOn«rlnaili
dXCorp

Raw Score Max Value
Proprietary SAP Mossures SO 115
Technical Indicators 21 40
UquiAty/Volanmy Measure* II 20
Quamatm Measures 17 75
IDTetal m 2SO

¥afadJfltf
Rates the vounlsy of the stock's pnca war the past year

•tehafcal Evaluation
In researching the pest nurket history of prices snd

trading volume lor each company. SAP's computer
modal* apply specie! technical methods end formulas to
idemfy and project price trends for the stock

Math* Street Reek
Shows, on a scale of 1 to 99. how the stock has
performed versus all odier companies in SAP's universe
on e roOmg 13-weefc basis

Global tadnbf CtosshTestion SUadanl WCH
An mdustry classrhcation standard, developed by
Standard ft Poor's m coBsboratun wnh Morgan Stantey
Capal Intemanonal (MSCI) GICS n currently conpnaad
of 10 Sectors. 24 Industry Groups. 17 hduitnes. and 147
Sub Induttnu

SAPGereBMlBBB
Standard ft Poor s Cora Earnings is B uniform
mBthodongy tor adjusting operttmg earmngs by
foeusaig on a company's after-tax earwigs generated
from its prmcipal busnasus Included in the StandardA
Poor's defmition era enujMoyea nock option gram
expanses, pension costs, restructuring charges tram
ongoing operations, wnta-downs ol depreciable or
amonuble operating Bssets. purchased research end
development, MAA rabnad axpanses and unrealized
gairavlossH from hedging Bctmtias Exchided from the
dafimocfl are pension gams, impaanent of goodwill
charges, gains or losses from asset sales, rovanal of
pinr-year charges end provision from bugation or
aisuranca satHaments

SAPhWMrCrMltbfliif
A Standard A Poor's Issuer Credit Rating n a current
on man of an obugor's overall tnancml capacity las
ciedmrnimiDjessltopayafinsncHlobegations This
opimon focuses on the obagor's capacity and willing ness
to moat in financial commnants as they coma due It
does not apply to any specific financial obligation, as it
does not lake into account the nature ot and provisions
of the obbganon. IB standing in bankruptcy or aqiadanon.
statutory preferences, orthe legally and snforcsebility
ol the obligation Inadditmaidoasnottakaino
account the crednvonhmess of iha guarantors, insurers,
or other forms of credit enhancement on the obligation
The Issuer bodit Rating is not a recommendation to
purchase, sail, or hold a financial obkgation issued by on
abhgor. at it does not comment on market pnca or
suiabdiy lor a particular investor Issuer Credit Ratings
era based on current aitormatun furmshad by obbgors or
obtamad by Standard A Poor's from other sources a
conselBre ratable Standard A Poor s does not partorm
in audit in connection wth any Issuer Crad> Rating and
may, on occasion, rafy on unaudited fnancml
information IsauerCroditRatinga may be changed,
susoondBd, or withdrawn as a resuh of changes n, or
unavailability of, such information, or baaad on other
circumstances

riikenajeTVae
ASE AmencBn Stock Exchange. HNM- Nasdaq
National Market NSC Nasdaq SmallCap. NVSE - Naw
York Stock Exchange. BB OTGBulehn Board, OT
Over the Counter. TO Toronto Stock Exchange

CAP EaeJaj Rmarch Senkoe
Standard A Poor s Equity Research Services U S
includes Standard A Poor's Investment Advisory
Semeos LLC, Standard A Poors Equiy Rosaarch
Seme as Europe includes Standard A Poor's LLC-London
end Standard A Poors AB (Sweden), Standard A Poor s
Equity Research Services Asa mchides Standard A
Poor's Ill's oflKBS in Hong Kong. Sngepore and Tokyo,
Standard A Poor s Malaysu Sdn Bhd, and Standard A
Poor's Information Services (Australia) Ply lid

SournS&P
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CSX Corp
STANDARD
& POOR'S

flBeqilred Dlicl

SftP Bbhrf STUB DteribadH

lithe ULfc Ai of September 30, 200B, research analysts
at SniMlinl ft Poor t Equity bunch Services U S hm
recommaodad 33 9% ol issuers with buy
recommendations. SB •% «Mh hold rMommindMiani
end 9 5% wih eel raeomiHnditionB

li EimpK As ol September 30, 2006, research analyste
•t Standard ft Poor's Equity Research Services Europe
hen raconnended 43J% ol usuers with buy
recomnendetnns, 40 5% weft hold ncommenditiDM
end 15 7% with tell recommendations

b JUec As ot September 3D, 2000, research analysts at
Standard ft Poor i Equity Remreh Services Asis hew
recommended 31 2% ol issuers with buy
recommendations, 59 6% wih hold reconmendBtiDiis
end 92% weJi se9 rMomrnendetion

GlsUhj: As ol September 3D, 2006, raeeareh analym ot
Standard ft Poor's Equity Research Services gtobaUy
hm recommended 34 7% of issuers wnh buy
raconmendetwns, 55 2% with hold recoremendaaoni
end 10 1% with cell rocomnundabons

***** 5-nMIS(SbwB. Bert Ibtal ratum u
expected to outperform the totel return of a relevant
benchmark, by e wide mergm over the comma. 12
months, with shares rang in price on an absolute be»

***** MIMSIBor) Ibtafranima expected u
outperform the total return ol a relevant benchmark over
the commg 12 months, with shorn rising m price on an
absolute basa

***** 3-STMtS(HoU| Ibtel return ii expectod to
closely approxniBiB the total retnni ot a relevant
faenchnurk over the coming 12 months, with sheras
generallv rung ei price on en absobits basis

I41MS(faDr Total mum is expected to
underperlorm the totel return of a relevant benchmark
ovorihe comng 12 months. end the share price not
anticipated to show e gain

***** 1-sWR {Smog Sell Total return is
expected to undorpertorm dm total return of a rebwent
benchmark by a wide margei over the comng 12 norths.
wan shores faDmg in once on en absolute bens

•ehmstbeocBBUilDElntheUS the relevant
benchmark is the SAP SOD Index, m Europe end m AM,
the relevant benchmarks ere generally the S&P Europe
350 Index and the SAP Asia 50 Index

Far JU BavjboK Al ol the views expressed m ma
research report accurately reflect the research anatyst'c
persons! vnws regarding eny and all of the subject
socumos or issuers No part of analyst compensation
was, a. or will be dncdy or indncdy. related to the
specific reconnwndmms or raws expressed m this
research report

AddMeeel IrionatloB • mllable BON raajnm

|OH«rDbMiloMiej» |

Ins report has been prepered end issued by Standard ft
Poor'B end/or one of its effbetes In the Unud Steles,
reseerch reports ere prepared by Standard ft Poor s
Investment Advisory Services LLC rSPIASI Indie
Orated Stuns, raiaarch reports are issued by Standard
ft Poor a rSftPT n the Unnd Kngdom by Standard ft
Poor's LIC rSftP LLC1 which a eulhonied and
mounted by the Faunae! Services Authority, in Hong
Kong by Standard ft Poor's LLC which is regulated by dw
Hong Kong Secumas Futures Commission, n Smgapora
by Standard ft Poor's LLC, which is reguleied by the
Monetary Authonry of Sngapore. in Japan by Standard
ft Poor s LLC, which a regulated by the Kama Financial
Bureeu. m Sweden by Standard ft Poor's AB CSftP ABT,
in Malaysia by Standard ft Poor a Malaysia Sdn Bhd
|*SftPM^ which a regulated by the Secunten
Commission and m Austreha by Standard ft Poor's
IrdometBn Services {Ausoihal Ply ltd fSPBl which is
regulated bythe Australian Sacumesft hvestmems
Commosnn, and in Korea by SPIAS. whch is also
ragxMjmd in Korea es e cnus-bordsr investment
adnsory company

The nuaarch and analytical services performed fay
SPIAS. S&P LLC, SftP AB, S&PM, and SPIS are each
conducted separately from any other analytical activity
of Standard ft Poor's

Standard ft Poor a or en affiliate reey license certain
mnflectuel property or provide prong or othor services
to, or otherwise have a tmancml ntenst in, certan
osuars of socuiftiBS, mchiding exchange-traded funds
whou mveament oojadtva is to substantially replicate
the returns of e proprietary Standard ft Poor s mdax,
such as ths SftP 500 In cases where Standard ft Poor's
or en effeuete is paid fees met are bad to the amount ol
assets that are invested m the fund or the vobjrne of
tradng ecmnty in the find, investment n the fund wril
generally result in Standard ft Poor's or an eflihete
earwig compensation n addition to the subscription
lees or other compensation for cervices rendered by
Standard ft Poor s A reference to a particular
investment or secunty by Standard ft Poor s and one of
oe affiliates • not e recanmendanon to buy, seR. or hold
such nvestmont or security, nor is it considered to be
nvestorant advice

SftP and/or one of na effUietu has performed services
for end received compensation from this company dumg
ths past twelve months

Ims material is based upon nfomation that we consoler
to be ratable, but nether SftP nor IB aflouns warrant
its corapMeflsss. accuracy or edequecy and it should

not t» relmd upon as such With raspectto reports
issued by SftP LLC Japan end In the cess of
nconsistencias between the Engush and Japanese
verwui of e report, the English varswn promts. Nenher
SftP LLC nor SftP guarantBos the accuracy of the
mnsleuon Assumptions, opinions and esnmatss
constituto our judgment as of the date of this runnel
end Bra subject n change without notice Neither SftP
nor its Bfliliataa are responsible for any errors or
omissions or for results abtamed tram the USB of this
ntarmeoon Pest performance is not necessanry
indicative of funiro results

The material is not niandad as an cflar or sobcitsbon for
the purchase or saw of My securay or othorfmancial
instrument Soeunnes. fnonciaJ mstniments or
strategies mentioned herein may not be suttbje for all
investors Any opinions expressed heren are given n
good forth, an subjsctto change watmit rutica, and are
only correct es of the stated date of their issue Prices,
values, or income from any secun&ss or nns&nanu
mentioned in tha report may Ia9 agaeut the eitenats ol
the ewastor end the nvestor may gat back less than the
amount invested Whom en mvestment a described ss
bstng Idnry to vxrid income, please note that the amount
of income that the investor wdl receive from such an
investment mavlluctuate Where an nveatmant or
SBCunty is denommatad n B different currency to the
investor s currency of reference, changes in rates of
exchange may hove an advene effect on the value, price
or ncome ol or from that investment to the nrnstor The
nformnon contained in ma report does not constitute
advice on the lex consequences ot making any particular
mvasoeent decision. Tms material does not take mo
account your particular investment objectives, fnanael
situations or needs and is not intended as a
recomraandaDonot particular sacurmas, financial
nstnmems or strategies tovou Before acting on any
recommendation in this material, you should corwdar
whether it a suitable for your particular cvcumstancM
and, if necessary, seek professwnal adnca

For residents of the UK din report a only directed at
end should only bo rahed on by persons outside ol the
Limed Kingdom or persons who sra nsido the United
Kngdora end who have professional expenencB in
mature relating to iiwestmenu or who are ragh net
worth persons, es defined in Article 19(5) or Article 4912)
(a) to (d) of the Hnanoal Services end Markets Act 2000
(Financial Promotion) Order 2001, raspectwaly

For rawJents ot Malayan, all queries in rdawn to ths
report should be referred to Alexander Qua. Lea Lang
Hoe, or Gning Wall Tarn

This investment aneh/sa was prepared tram the
loHowing sources SftP MarkatScopa. SftP CornpusuK.
SftP Industry Reports, I/B/E/S Inieraanonal Inc,
Standard ft Poor s, 55 Water St, New York. NY 10041

Source SV
RadnlitwbMoi npraducoon a DrabtHsdNAMwnnn PHIMSIKH CapvrvjMCOJn'TlM NkGin* Hi CamBiut, Inc • McGraw H i l i i
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Norfolk Southern Corp
STANDARD
&POOITS

SaWteomaEdetioB HOLD * * *\m\m Price
S50 29 |a of Die & 2MB)

12-Mo Tenet Price
S540D

lava ilsie at Style
Largo-Cap Bland

OJCSSacfer Industrials
Snb-lDdntiy Raikoeds

ComnMt This railroad operates 21.200 route miles sarong 22 Eastern status, the District ot
Columbia, and Ontario, Canada

52-Wk Ranga SS7 71-39.10 SAP Qpar EPS 2006E
Trailing 12-Month EPS $3.49 S&P Oper EPS 20D7E
Trailing 12-Month P/E 14.4 S&P Core EPS 2006E
$10K Invastad 5 Yrs Ago S2US1 S&P Cora EPS 2007E

153 P/E on SAP Oper EPS 200BE
191 Common Shares Ouutg (M)
123 Market CapjtalaationlBI
3.74 Institutional Ownership 1%)

1989
§19.860

Dividend Rate/Share
YrtldW
Beta
SAP Credit Rating

SO 72
1.43
073

BBB+

IPrtcei.Bifloniiaiice
"̂ ^B

30-Week UmAwg. 10-Week MM A^--MAP Eambigin.PrwlMMYMr VehmttoraAvgllU STARS

12-Mo. TvgatPnca— ItoUMStmoth — A Up TDOMI ^NoChanp Bokwtog ifal ^1—

n ~~

1 r " - - - 4jBjrfT"''" ""'" " ' - - • • " - • * i=—
.*• A ^rtKUlBptf̂ '".

A 8 O M P|j F HAM J J A 8 O N DJJ I M * U J J A BOM D|J (• II A M J . A fl O H D|. F Ml_.

Our nsk assessment reflects what we see as
NSC s exposure to economic cycles, regulations,
labor and fuel costs, significant capital
expenditure requrements, end challenges m
mamtainng system fluidity, offset by our view of a
diverse customer base, histoncelfy positive free
cash How, end moderate financial leverage

2903 2004 2005 2000 2007.

OpboBtCBDE

Analysis prepared by Knln Klrkeby on November 08,2006. when tha stock traded at S 5ZJB.

• We expect revenue growth to stow from tha
13% anticipated m 3006 to 8% in 2007 on flatten-
ng fuel surcharges end a 4% volume increase
We see die ntermodal segment leading antici-
pated volume growth m both veers, refecting
more service ottenngs thai we think wd help
convert high way shipping to rail service We
forecast modestly rising coal revenues m 2007,
boosted by pnce increases and greater utility
coal usage Additional euto parts volumes from
mtamationBl manufacturers are Italy to offset
production downsizing efforts at Ford and GM

We sea 2007 operating margins improving from
die 27.7% anticipated (or 2006, as efficiency
gams from improved asset utilization are bkafy
to offset higher wage expanses and a greater
exposure ID market prices for dieselfual Inter-
est expenses era forecast to decline n 2007 on
tower debt levels

We expect NSC s effective tax rate to nse to
36% m 2006 and 2007 due to tower synthetic fu-
el-related tax credits We forecast operating
EPS of S3 53 tor 2006 and S3 97 for 2007

• Trends in NSC's primary markets, in our opin-
ion, remain favorable and support continued
volume and pnce gams, albeit at a declining
rate We see investments in its network improv-
ing capacity on heavily trafHckad Imas, and
leading to higher railcar utilization end greater
system fluidity The nnpnmno. free cash flow
we expect NSC to generate over the next five
years increases the likelihood of further divi-
dend ncreasei.m our view However, with the
shares approaching ther all-time high, and the
forecast of slowing growth, we believe NSC is
appropriately valued

• Risks to our opinion and target pnce nckida
unfavorable fuel pnco fluctuations, weaker
than expected economic and freight demand
growth, declining rertroad system fluidify, and a
higher than projected nso m interest rates

• Blendmg a forward P/E of I2X our 2007 EPS es-
timate, which we consider appropriate for this
stage of tha business cycle, with our DCF model
diet assumes a 91% weighted average cost of
capital, 7% average net income growth over the
next five years and a 3% terminal growth rate,
we arrive at our 12-month target pnce of S54

LOWEST- 1 HlfiHCST-99

RevaBMlMlllnDS)

1Q 20 30 4Q Yew
2006 230 1392 1393
2005 1,961 2,154 2,155 U57 8,527
2004 1,693 1J13 1.857 1,949 7312
2003 1,561 1333 1.538 1.676 6.468
2002 1.498 1.593 1.598 1.581 6,270
2001 1.540 1.592 1.508 1.530 6.170

Earnings Per Share W

2006
2005
2004
2003
2002
2001

072
047
040
034
022
016

089
104
054
035
031
028

102 ED 93 E353
073 087 311
072 MB 231

013
033
030

035
032
020

105
118
094

NutHrangi npertnpMtad Life
i liiiiilflB SaP Puma! EMBQ*

hotoncri BMP Mmfi« n npwML

AoMoit Dan Ex-Dh. Uc.d
(I) ItacL Dale Henri D«e
0160 01/24 02/01 02/03 03/10/08
0160 04/25 0503 05/05 06/10/06
0180 07/25 OMB 08/04 09/11/06
0180 10/23 llffl 11/03 12/11/06

Please read) the laonlrad Disclosures mt Aoatyst Carttficatiea en tb* last pafjeoftnisreeait
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Norfolk Southern Corp
STANDARD
SPOOR'S

CORPORATE OVERVIEW Norfolk Southam provides rail transportation service in the flatten) U S, operat-
ing over 21.000 miles of road, with an extensive intamiodal and coal service network and a significant gen-
eral fraKjht business, including an automotive taussiass that is the largest in North America NSC owns
58% of Conrad's shares, with CSX holding the remainder, and holds 50% voting rights NSC and CSX oper-
ate separate portions of Conrad's rail routes and assets NSC's non-rari aetMties includes real estate and
natural resources

MARKET PROFILE. We believe NSC's mtermodal business, representing 21% of 2005 freight revenues,
should be NSC's fastest growing segment longer term, driven by rung mtemauonal trade and da cost sav-
ings over trucks for (ong-drstanca container movementa We believe tha superior system fluidity of its most
extensive mtermodsl network on the East Coast, supported by ongoing investment n facibtias, should pro-
vide NSC wall a contmumg edge in garnering east coast intarmodal traffic Coal, which wa believe is
NSC's most profitable segment, accounted for 25% of 2005 freight revenues Most of this traffic originates
from the Appalachian coal fields, and « pnmaray delivered to power utilities General merchandise, sensi-
tive to U S GDP trends, provided 54% of freight revenues in 2005 We believe chemicals, agricultural prod-
ucts and automotive, representing 11%, 10% and 12% of 2005 freight revenues, respectively, are significant
general merchandise subsegmanta that are facing low long-term volume growth prospects

COMPETITIVE LANDSCAPE TheUS rail industry his an oligopoly-like structure, with over 80% of rev-
enues generated by the four largest rariroads* NSC end CSX Corp operating on tha East Coast, and Union
Pacific Corp and Burlington Northern Santa Fa Corp operating on the West Coast Railroads simultane-
ously compete for customers whde cooperating by sharing assets, interfacing systems, and completing
customer movements Key suppliers include locomotive end rail equipment manufacturers, fuel suppliers,
end labor NSC's employeos, about 85% of whom are unionized, enjoy above national average compensa-
tion due to their significant bargammg power

Wa behove the market power of NSC's customers vanes, large freight integrators and automotive, coal
and unkty companies may exert sqnihcant pncmg power, while smaller customers with hinted alterna-
tives are often once takers Radraads compete wdh trucking, shipping, and pipehne transportation Rail
rates are generally lower than trucking rates, as service is slower and less flexible, m our view, than truck-
ing, when prowdas most U S transportation We believe rang fuel prices increase the cost attractiveness
of railroads over less fuel-efficient bucking, which should help support NSC s pricing and volumes over
the next f we years, assisted by NSC's relatively strong freight service quality

FINANCIAL TRENDS We consider railroads to be a mature sidustry, and expect 2B% annuakzed U S rari
tonnage growth from 2004 to 2020 We behove NSC's growth opportunities era at the industry average, as
we see above average future growth in intermodal traffic being offset by expected slow coal traffic
growth We expect coal tonnage ongnatmg m NSC's eastern service ante to experience only 0 75% com-
pound annual growth from 2005 to 2015. Over tha past 10 years, NSC s intarmodal volumes have grown at a
compound annual growth rate of 9 8%, and total carloads have grown 3 5%, compared to 41% end -01%
for the industry Wa calculate that return on invested capital IROIC) hes over the past 10 years averaged
5 9% et NSC, versus 61% for the industry We see high asset utilization and increased freight pricing help-
mg ROIC nse f ram 7 5% m 2004 to 93% m 2005 and 9 6% m 2006, which would surpass our 91% estimate of
NSC's cost of capital

laveetor Coatact
LMenlley 1757-629-2861)

Office
Three Commercial Piece, Nor/ok, VA 23510-2191

Telephone1

757-629-2680

Website
httpy/www nscorp com

Officers

Chm0,PrasftCEQ
CW Moormen

Vie* Chroma COO
SC Tobias

yinCfannnftCFO
HC Wolf

VPftCrtr
M R Stewart

Oaraml Cornea)
J C. Dimmo

Beard of Director*
G L Baliles
D A. Carp
G R Carter
A. D Corrall
D R Goode
L Milliard
B M Joyce
S FLeer
C W Moorman
J M O'Bnen
H WPota
J P Reason
H Wolf

Doodah
Virginia

handed
1980

Enployew
30,294

StocktaoUcn
48,180

Anfitor
KPMG

npradncMi • prehMwl nahMtwmun ptnrawi CapynghtCQOOB Thi McGnw Hi CamptiiHi, Ine



Suck Report | Docmbgr 30.2006 | NYS Symbol HSC

Norfolk Southern Corp
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SftPFvrValM
Rmk UWESI HIGHEST

Baud on SAPi prain̂ np qanuitM modiLikielB •• rankid
fnm mM Mmkiid (I) B imfl undnnkiid 0)

Mrfehn
escalation

tSJLIO anckl cunnt Morfli bnri on SIP •

Pnce/Havanua
Pnce/EBFTDA
Price/Pretax Income
Pnce/Net Incomo
Avg Diluted Shares Outstg(M)
fipim tend on cdMar f

2005 2004 2003 2002
217 198 143 1.24
6.36 6.25 582 673

1089 1110 1582 1104
1443 1566 225S 1695
412.3 3993 3920 3900

Inmtabilitf
QMtfint LOWEST-1

NSCicond l*ttr tnnTH ol ril i
MGHE5I-IOO

•AM for «tah M SAP

LOW* */î EiB3aBM? "HIGH
NSC ha but tangi pn» wbtHy a«tr d» put fur

Technical
Evalnatrat

MEUIML
NBJTRAL

Past Growth Rita (%)
Sales
Not Income

Ratio AoalvBiB [Annual Avg)
Net Margin (%)
LTDofCapitatizBtiDn(%|
Return on Equity |%)

JVbm
16 62 1102
3879 4743

loaidBrActMtr

5 Van
639

4389

9YMIB
739
440

1502 1133 944 956
2937 3381 3758 4170
1483 1109 933 8.68

Per Shan Ditt<S) Year Ended Dec 31
Tangible Book Value
Cashflow
Eemuigs
SAP Cora Earnings
Dividends
Payout Ratio
Prices High
PncerLow
PK Ratio High
P/E Ratio-Low

iBGoma SMeemnt Anelyan (Million Si
Revenue
Operetng Income
Depreciation
Interest Expense
Pretax Income
Effective Tex Rate
Net Income
S&P Core Earnings

2005
2266

502
3.11
2.97
048
15%

4581
2960

15
10

8,527
2.904

787
500

1,697
245%
1,281
1.224

2804
1998
383
131
213
048
20%

3669
2038

16
9

7,312
2,311

609
SOB

1̂ 02
291%

923
849

2093
1783

240
105
095
030
29%

2462
1735

23
17

6,468
1.592

528
497
586

299%
411
365

2802
1671
2 JO
118
070
026
22%

2698
1720

23
15

6,270
1.158

515
518
70S

348%
460
270

2001
1576
2.27
094
0.41
024
26%

2411
1341

26
14

6,170
1,521

514
553
553

345%
362
155

2080
1517
1.80
045
NA

080
178%
2275
1194

51
27

6,159
1,150

517
551
250

317%
172
NA

1999
1553
191
063
NA

080
127%
38.44
1963

58
31

5,165
1,207

489
5S1
351

319%
239
NA

1990
1561
233
165
NA

080
48%

4175
2744

25
17

4,221
1.502

450
516
845

254%
630
NA

1997
1444
298
184
NA
on
43%

3813
28.21

21
15

4,223
1345

432
385
998

300%
699
NA

1999
1327
315
233
NA

0.75
37%

32.21
2546

16
13

4,770
1326

429
159

1,197
353%

770
NA

Balnce Short A Other HnanoM Data (Mrilran 0
Cash
Current Assets
Total Assets
Current Liabilities
Long Term Debt
Common Equity
Total Capital *
Capital Expenditures
Cash How
Current Ratio
% Long Term Debt of Capdaluabon
% Net Income of Revenue
% Return on Assets
% Return on Equity

289
1650

24881
1.921
6316
9,289

21525
}JOK
2,068

1.4
294
ISO
51

148

579
1.987

24,750
2^01
6^63
7,990

21,403
1 )̂41
1̂ 32

09
311
126
41

123

284
1,425

20.596
1,801
6,800
6.976

17JOB
720
339
OJ

400
64
2X1
61

184
1.299

19,956
1.853
7.006
6.500

16,561
689
975
07

423
73
23
73

204
1,047

19,418
2£86
ijxa
64)90

15.943
746
876
04

441
59
19
61

Nit
619

18,976
1387
7,339
5^24

15358
731
689
04

480
28
09
29

37.0
1.371

19,250
1,924
7,556
5332

18,225
912
728
07

463
46
13
40

500
913

18,180
1,117
7,483
5.921

15,998
956

1380
08

466
149
35

111

34.0
1.103

17350
1393
7398
5,445

15372
875

1,131
10

481
166
49

134

403
1,457

11,416
1.190
1300
4,978
8327

688
1.199

12
264
161
69

157
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Sub-Industry Onttook Stock Peifbimanca

Our fundamental outlook for the SAP Railroads
Index is nautral WB think shppeig volumes and
pncos wiH continue to benefit from a broad
economic expansion contmumg into 2007, and
expect profits to benefit Nevertheless, we sea
neutral valuation ndications and ere concerned that
ri the economy s growth rale stows further,
investors may mcreasmgfy rotate out of these
stocks into other groups In addition, the ndustry
has generally underperformed after past interest
rate hikes, although past performance is not
necessarily a guide to future results

We see rod revenues rising about 12% m 2006,
following an approximate 14% advance m 2005
Traffic in ton mries (weight times distance)
increased about 2 4% in die U S in 2005, and rose
2 6% year to date through December 23, according
to estimates by the Association of American
Railroads Total carloadmgs m 2005 rasa 0 9%, and
were up 14% year to date through December 23
Intermodal volume set a record in 2005, rising 6 4%,
to 117 million traders or containers, and rose 53%
year to date through December 23 to 121 mdhon
We believe that freight rates wd rise modestly m the
coming year, on (em freight demand and tight
capacity, partially offset fay smeller fuel surcharges
We believe operating earnings for major U S
railroads rose over 20% m 2005, and expect about
20% growth in 2006 However, our expectations for
railroad shares are tanned tay the maturing
economic cycle, perceived fair valuations, high fuel
end employee costs, end difficulties m managing
railroad system fluidity amid higher volumes

Our longer-term outlook for railroads is favorable,
eRhough weexpect moderating revenue and profit
growth m 2007 We see the ndusiry's core traffic
base (coal, gram, chemicals and mtermodal)
increasing m bne with the economy In addition, we

thmk there is room to expend margins and operating
efficiency by eliminating what we wow as wasteful
labor practices, improvmg service (avals, and using
improvmg information systems to boost future
operating efficiency and aid capital budgeting
decisions As a result of 2001 guidelines by the
Surface Transpoftamm Board, we see future reil
mergers among the four largest U S radroads as
unlikely

Veer to dote through December 20, the SAP
Railroads Index was up 124%, versus a 13 7%
increase for the S&P 1500

-KBWiKrtflby.CFA

BJCS Seder Indntnals

Based on S&P 1500 Indexes
Month-end Price Performance as of 12/29/06
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S&P Analyst Research Notes and other Company Howe

November 14,2008
DOWN303ID4965 At CogroupTransportation Conference, co said 04
carloads ID date ara down modestly from last year, expacts revenue increases to
motorola, reflecting temperod volume growth, tough companions with strong 04
'05

October 25,2008
UP 4 73 to 53 53 Posts $102 w SO 73 03 EPS on 11% revenue rue S&P
downgrades to hold from buy

Octobers. 2006
11-06 am EOT. SAP DOWNGRADES OPINION ON SHARES OF NORFOLK
SOUTHERN TO HOLD FROM BUY (NSC 54 12***)- NSC posit 03 EPS of SI 02 w
10 73 on en 11% me in revenue and e 330 bps increase m operating margin,
exceeding our $0.93 Hamate The company bought some 3% at its stock dumg
the quarter tor over $700M While we expect further earning! growth m "07, wo
think momentum has peaked and that outsized pnca end volume gams wiD be
harder m achieve With about a 28% ma in share once smce late July, we
behave NSC is fatty valued Wo ere rauungour'OBEPS estimate by$009to$3 53,
"07 s by tt OB to $3 97, and boosting our 12-month target pnca to $54 from $49
/KKirkeby-CFA

October 2Si2DD6
NEW YORK (Standard ft Poor'sl-Oct 25.2008, Norfolk Southern Corp.. announced
30 EPS M 02 van 73 and 9 mos EPSSZBZvs $2.24

jMMfy25,2D08
UP 101 to 47 81 Ports SO B7 vi $08504 EPS on 16% revenue rue
mamtamc hold

SAP

January 25.2006
10-17 am EST SAP MAINTAINS HOLD OPINION ON SHARES OF NORFOLK
SOUTHERN (NSC4775^)-NSC posts 04 EPS of SO 67 vs $065. above our $081
estimate, as revenues increased 16% on rising freight pricing and fuel surcharges
and on 3% higher volumes. We protect revenue wi increase 9% in 'OB on 3%
volume growth led by mtermodal, despite a challenging automotive end chemicel
outlook, coupled with 6% higher overaR pricing Given our view of continuing
strong asset utilization and pricing, we ara raising our "06 EPS estimate to $3.26
from (314 Based on a blend of updated DCF and relative valuation models, we
an mcmasmg our 12-month target pnca to $51 from S46 /A West-CFA

JM ivy 25,2006
NEW YORK (Standard ft Poor's)~Jan 25.2006, Norfolk Southern Corp.
announced 40.EPS SO87 vs $065and annual EPSS311 vs $231

JaiMry25.2006
Jan 24,200B~Nortolk Southern Corp INYSENSC) announced that A named its
president and chief executive officer, Charles W Moorman, to the additional post
of chairman, efectnre Fob 1,2006 Mr Moorman will succeed David R.Goode.
who wii remain on the boerd untd the company's annual meeting of stockholders
mMay

Jriy26,2006
Posts $089 vs $104 02 EPS despite 11% revenue rise Notes 02 '05 included
benefit from effects of Ohio tax legislation, settlement of two coal rate cases,
which combined increase '05 EPS by $029

Jnly 26,2008
1247 pm EOT. S&P UPGRADES SHARES OF NORFOLK SOUTHERN TO BUY FROM
HOLD (NSC 40 S4**")1 Shares are down about 10% today after NSC posts 02
operating EPS of $0 89 versus SO 75, below our 10 95 estimate largely due to a
reduction m tax credits We see this as a marital overreactum as volume growth,
led by mtermodsl and coal, is expected to continue into '07, end mergms are
protected to widen on improving asset utilization We ara maintaining our
opening EPS estamBteslor'OfiatSS 44 and for "07 at$391 OurtargetpncefaUs
to $49 from $62 reflecting a lower forward P/E multiple assumption, given the
maturing busness cycle, blended with our DCF valuation /K Kirkeby-CFA

Jidy 26,2008
NEW YORK (Standard ft Fnor'sh-Jul 26,2006, Norfolk Southern Corp, announced
2QEPS$J08avs $1.04and6mw EPSS161vs $151

April 26,2006
UP 097 to 55 22 PosuS0.72va $04701 EPS on 17% higher total rariway
operating revenue S&P maintains hold

April 26.2006
1001 am EOT. S&P MAINTAINS HOLD OPINION ON SHARES OF NORFOLK
SOUTHERN (NSC 5517—) NSCpostsQ1EPSof$D72vsl047,aboveour$u6l
estimate, as revenue rasa 17% on 5% higher freight volumes coupled with rung
freight rates and fuel surcharges We expect revenues to ncreese over 12% m
"06, driven by contmumg volume growth, lad by intermodal end coal traffic, and by
higher pricing We expect mergms to benefit from rising capacity utilization and
lower depreciation and casualty costs We an raising our "06 EPS estimate to
$3 44 from S3 26, and our 12-month target once to $62 from $61, based on a blend
of our updated DCF and relative valuation models /A West-CFA

April 26,2008
NEW YORK (Standard & Poor'sl-Apr 26,2006. Norfolk Southern Corp,
announced 10 EPS $0 72 vs $0 47

April 4.2006
Apr 3,2006-Norfofk Southern Corp (NYSE NSC) announced that LI PnHaman
has retted as wee chairman and chief markeung officer

SouiEiS&P
w npnxbcun * pnftihtid wflioulwnUm piramm CopvngHCnOa (hi MeGnw HJ Compumlne
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AG Edwards ft Sons
Argus Research Corp
BUT Capital Markets
Bane of America Securues Uc
Bear Staarns ft Co
Credit Suisse First Boston
Deutsche Bank
JP Morgan Securities
Lehman Brothers, Inc
MemD Lynch Research
Smith Barney
StifrtNKOlausftCo
UBS Warburg

J F y A M J J A 8 O N O J F V A H J J A

Of the total 13 companies following NSC, 13 analysts currently publoh recommendations

No.afRaUaga % of Total 1 Mo. Prior 3 Not Prior
Buy
Buy/Hold
Hold
Weak Hold
Sell
No Opinion
Total

3
3
6
1
0
0

U

23
23
46
8
0
0

100

3
3
6
1
0
0

13

4
4
5
1
0
0

14

2005 2007 2005 Artud $311

4

I 35 -*-•

3 —~

2.5 A'

in»pi andaoH ph ĵ i nupr fftniaf mum* ihi BIUII
WUSmtMri|A,vd|randnihilrcanHMUirftimMpo«vihiavaMiTi>i Urn tnrt in

flactfYem
2007
2006
2007 n. 2006

Q4'07
Ot'OB
04-07 WQ4D6

AmjEst
399
357

A 12%

110
097

A 13%

HlgbEsL
414
3.63

A 14%

116
100

A 10%

LowEsL
390
337

A 16%

105
092

A 14%

totM.
11
12

Y-B%

3
11

»-73%

EstPff
126
141

»-11%

457
518

»-12%

For fiscal year 2006, analysts estimate that NSC
will earn S3 57 For the 3rd quarter of fiscal year
2006. NSC announced eamngs per share of $102,
repreianung 29% of the total annual estimate. For
fiscal year 2007. analysts estimate that NSC's
earnings par share wdl grow by 12% to SL99

SMIIU UPJ/B/BShihrMUiMUac
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SAP SIMS
Since January 1.19B7. Standard and Poor i Equity
Ruaareh Services hit rank*) a unmna o( eonmon
nocks baaad on a gmn stock's potanoal for future
parfonniKt Undarprapnatarv STARS ISIbck
Appracimon Ranking System), SAP equity enalystt rank
stocks according to dim individual forecast of a nock i
future total return potential wraiia tha expected tool
return of a relevant benchmark (a g. a regional index
(SAP Ana 50 Max, SAP Europe 350 Index or SAP SOD
Index)), baaed on a 12 month tuna hornon STARS was
doaignod to meet the needa of awesttrs looking to put
their investment decisions in panpeetnre

STUS ftaarege Annul Perianui

m t m t t t t m m n

SAP 12-MoaA lergat Price
The SAP equty analysts prejecoon of the market puce e
gtvensKurtywdleofflfluidUmonOH hence bated on
a combmeuon of imnimc. rotative, end prorate market
valuation metric*.

CharactenmstneabickuBnliarBgrawth or
nlue-onented imaamant, end, BidiHtes the market
value (ma) of the company M large-cap, mid cap or
anulcap Growth stocks typicaly have e higher
pnca-to-aammga and price-to cash flow ratio, that
represents the pramaim that a being pad bjr the
expected btgher growth Value docks typically have
higher dmdenda and more modaraU pnco-ta-aeminge
mhos comment wah ther current ranim policiea

The SAP equny analyst's view of a gam company's
operatBnel nek, or the rak of a fin • ability to cantnue
aa in ongoing concern The Qualitative Risk AsMssmeni
is a rabnvo ranking to ths SAP US STARS umvarso. end
ahould be raflecove of nak ftctora related to a
company's operations, at opposed to risk and volatility
nwosuma Bssocistad wnh share DTK as

OJMtibrivo Enleadoas
In contrafl to our quaktatne STARS recommendations,
which are atsignad by SAP analyns, the quantitative
avakianona dascnbad below ere derived Iran
proprietary andvnetK models Thou computer-driven
evaluations may at ones comndict an analysts
qiiaktabvo atsetsmant of a stock. One primary reason
lor this is our different measures an used to determeie
each Fbrmslance. when designataig STARS, SAP
analyst* assess many f acton that cannot be refected in
B model, such at rukt and apporninnas, management
changes, recent competitiva starts, patent expiration,
kUBationnsk,etc

Gnnvth and stabjllty of earnings and dividend* an
doomed key elements in astaMnheig SAP* Quality
Rankings for eonmon sucks, which an deigned to
capsuluethenatunofthiarecordinasngmayinfaol It
should be noted, however, that the process also takes
into consideration cornet adjustments "id modrilcanons
deemed dearable ei establishing such mnknga The
final score for each Block is measured •gamst a scoring
matrix determined by analysis of the econs of e huge
end representative semple of stocks The range of
scons in the array ot tha sample has bean aligned with
the following ladder of nnkmgs

A+ Highest
A High
A- Above Average
BU Average
NR Hot Ranked

B Below Average
R- Lower
C Invest
D In ReorgamiBtion

MPMWeeReak
Using SAP's exchuuva propneuiy quiimanvo modal,
stocks an ranked n one ol Inn groups, ranging from
Group 5, listing the most undervalued stocks, to Group 1,
the most overvalued issues Group 5 stocks are expectad
to generally outperform all others A positm 1+) or
negative (-JTemng mdei a pieced rant toon Fair Value
ranking to further aid the seatcnan process-A stock with
a H) added to tha Fen-Vehia Rank ssnplymeoM that thai
stock has a somewhat boner chance to outperform other
stocks wrth tha seme Fair Value Rank. A stock with o ()
has a somewhat leaser chance to outperform other
stocks with the same Feir Value Rank. The Fair Vakia
rankings imply the following 5 StockissranficBntly
undervalued, 4 Stock is moderately undervalued, 3-Stock
is taely valued. 2 Stock is modestly overvalued, 1-Snck
is significantly overvalued

SAP FaJr Vibe CslcBtattM
The pnce at which a stock should trade at according to
SAP s proprietary quamiBWe model that incorporates
both actual and enrooted vonebte lea opposed to only
actual variables in the case ol SAP Quaky Ranking)
Retyeig heavily on a company's actual return on equity,
the S4P Fair Value model places B value on a security
based on placaig a formula derived pnce to book
muaiple on e company s consensus eemmgi per share

batter Activity
GIMB an insight aa to aiiider senomont by showaig
whether directors, officers and key employees who hove
proprietary nformBtnn not available to the general
public, an buying or selling the company e stock during
the most recent six months

ThelQaameenreotrnvBtummoetHitaility It serves
as an indicator d potential medium-to long term return
and as a ceunon against downenje nek The measure
takes into account variables such as technical
indicators, aammga esomnes. liquidity, fmancal ratios
and selected SAP proprietary measures

SWelORaHaaalr
ItoiWkSecAen

Raw Scon Max Value
Prapneary SAP Measures SO IIS
Tachncal Indicators 24 40
UqUKkty/Volanlity Measures 18 20
QiniittBtin Measures 19 75
IQIetri 111 250

VotadHtf
Rates the volatility ol tha stock a pnce over the pa at yeai

laconical EvdMba
In researching the past market history of prices end

trading volume for each company, S&P's computer
models apply special technical methods end formulae to
idomriyand protect pnce trends fortha stock

Relathie StroeaBi Rmk
Shows, on a ecele ol 1 to 99. how the stock hee
parformed venus afl other companies m SAP a unimrse
on e railing 13-week basts

eiebal leaatrf etattWeadea SnadenJ IOCS)
Anindustryclassdicationstandard developadby
Sundard a Poor'e in coaabontm with Morgan Stanley
Capital Imemetmnal IMSCI) GICS M currently comprised
of 10 Sectors, 24 Industry Groups, 67 hdustnas, and 147
Sub Industries

ttiP Cere EiraiD|a
Standard a Poor's Cora Earnings is a uniform
methodology for adjusting operating earnings by
focusing on a compeny's attar tax earnings generated
Iron its principal businesses Included mthe Standard a
Poor s definition an employee Block optm grant
expanses, pensnn costs, restructuring charges from
ongomg operations, wnte-downs ol depreciable or
amoftuebla operating assets, purctiasad research and
deveknmem, MAA related expenses end unrealaed
gmnt/lotses from hedging aanilws Excluded from the
defmitxm en pensioit gems, enperment of goodwifl
ehergee, gains or losses Run aeset aalea, reversal of
prior-year charges and pronsm from litigation or
insuianca saalamanu

SaPbaaarbedHRadaB
A Standard A Poor's bauer Credx Rating is a currant
opinon ot an obligor's overall financial capacity (as
credKworhinesa) to pay its flnanual obugatnns Thai
op man tocnses on the obligor's cepecnv end willngnese
to meet As linencial commitments as may come due ft
does not apply to any specific fmancnl obbgaoon. as k
does not take oito account the nature of and provisions
ofrJteobkgotnn itsnandingmfaankniptcyoriqmdaDon,
sntutory pretarances. ordie legauty end enfoneebMy
ofthaobligaaon lneddnlDn,cdoesnottakomiD
account the creditworthineaa of the guarantors, insurers,
or other forms of credit enhancement on the obligation
The Issuer Credit Rating • not e recommendation to
purchase, sea, or hold a hnancud obligaoon issued by an
obligor, as it does not comment on market pnce or
suitability for B particular investor Issuer Cradx Ramos
an based on current information furiashad by obligors or
obtemed by Standard A Poor s from other sources •
consNlers nliabto Standard A Poor s does not perform
en audit in conmcbon wah any Issuer boon Rating and
may, on occesun, nly on unaudited financial
information Issuer Credit Ratings may be changed,
suspended, or withdrawn as a result of changes n, or
unevaagbilny of. such information, or baud on other
enumstancas

Exehaegolype
ASE - Amen can Stock Exchange, NNM - Nasdaq
National Market; NSC • Nasdaq SraaBCap, NVSE - New
York Stock Exchenge, BB - OTC Bulletin Board, OT •
Over-tin Counter; TO-Toronto Stock Exchange

UP Eqany Reeeamb Service*
Standard A Poor's Equty Research Semeas U S
mchidaa Standard A Poor'a Irwestmsnt Advisory
Sanncos UX. Standard A Poor's Equity Research
Services Europe includes Standard A Poor s LLC London
and Standard A Poor'a AB (Sweden), Stendard A Poor's
EquNy Rasearch Sarvices Asia ncludes Standard a
Poor s LLC s offices in Hong Kong, Singapore and Tokyo,
Standard a Poor'a Mateys* Sdn Bhd, and Standard a
Poor a Information Services (Ausnlie) fty Ltd

SouictSftP
RariKMutHi or nprodveDon n pnAiMad wndiwiintlMi pinnaim Copynflta CBOBThi McGnw Hit CompinMi. Inc
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!• the ULSj Ai of September 3D, 2090. research analysts
atStartdanJftPoarsFquity Research SomcosUS bin
recommended 333% of enuen with buy
recommendations, SB 8% wuh hold nconnnnduoni
•nd 15% with sen recommendations

b EonpK As of September 3D, 2000, nwgrch analysts
it Standard ft Poor1! Equsy Rnurch Sinwu Europe
hsvt recomnwndad 4U% of inuore Mth buy
recommendations, 40 5% with bold recommendations
and 15 7% with nil recommendations

M JUK At ol September 3D, 2006. research analysts it
Standard ft Poor1! Equity Research Services An haw
recommended 313% of man with buy
recommendations, SB B% wxh hold recommendations
and 92% won safl recommendations

Blsbethj: Ai of September 3D, 2000. resosrch anelyau at
Standard A Poor's Equiy Rwaareh Services globally
hova recommended 34 7% of iiauen with buy
recammondenons. 55 2% win hold rBcommandanons
and 10 1% wen sail reeomnindetiona

S4TAIS (Street Boy) Ibiilratumia
expected to outpatf orm the total ratum ol a ralavant
benchmark. by a wida margin ovar tha eomna 12
months. wan share* rang n pnca on an absoliia basis

***** 441MS(BW Total letom is expected to
outperform tha total ratum of o ralavant banchmark ovar
the eonng 12 months. with iharas rung n pnca on an
abiding basis.

**** w MnM(HaU) Total return is expected to
closely epproxanan tha total ratum of a rekmnt
benchmark over the cammg 12 months, with shares
gsnsraly ruing in pnca on an absohtt basis

***** 2-STUtt(Sal) Totol return is expected to
undafpvform the total ratum ol a nlavant benchmark
ovar ttw coning 12 months, and tha ihara pnet not
anticipated to show a gan.

* * * * •* t-flM (Snag Sen Total return is
expected to undorperform me total mum nl a relevant
benchmark by a wide margin over the coming 12 months.
with shares fallmg in price on an absolute bam

Relevant BaeceBarlK In the US tha relevant
banchmark la the SAP 500 Index in Europe end in Asia,
the relevant benchmarks are generally die SAP Europe
35D tadn and the SAP Aon 50 Index

Far JU fcadeoK All of the mews expressed n this
research report accurately reflect the research analyst1!
personal views regarding any and all of tha subject
securities or issuer*. Ho part of analyst compmsanon
was, is, or we) bo directly or mdiractly. related to the
spoerfic recommendetions or views expressed n that
research report.

AddUonl laferaMlaa bmdaale upaa nqiaaL

Ths report hes bam prepared end issued by Standard ft
Poor's end/or one of its affiliates. In the United Suns.
research reports am prepared by Standard ft Poor's
ImresirasntAdvnry Services LLCrSPIAS1} In the
United States, research reports are issued by Standard
ft Poor's rSAPl m the United Kingdom by Standard ft
Poor's UC rSftP UC1, which HI authorized end
regulated by the Financial Services Aiflhonty; n Hang
Kong by Standard ft Poor s LLC which is ngumtod by the
Hong Kong Securms Futures Comnwann, in Singapore
by Standard a Poor's LLC, when is regulated by the
Monetary Authority ol Singapore, m Japan by Standard
a Poor's ILL wtuch is regulated by the (Canto Rnencnl
Bureau, in Sweden by Standard ft POM s AB PSftP AB").
m Malaysia by Standard A Poor's Malayan Sdn Bhd
rSftPMI which is regulated by the Socnnms
Cammssnn end m Australia by Standard ft Poor s
Information Services (Austraael Ply Ud CSPtSI which n
regulated by the Auetnlian Sacunraa ft knuunants
Commission, and n Korea by SPIAS, which is ab»
registered in Korea aa a cross-border mvastmsnt
advisory company

The research and analytical somces performed by
SPIAS. SeV LLC, SAP AB, SaPM. end SPIS ore each
conducted separately from any other analytical ecnny
ol Standard a Poor's

Standard a Poor's or an efflieta may acense certaai
ntollaenial property ar pravnle pricing or other services
to, or otherwao have a financul oitarest m, certain
issuers of secunbes. incnidng exchange traded funds
whoso HWBSuaont objectne n to substentiely replicatB
the returns of a proprietary Standard ft Poor's index,
such as the SaP 500 In eases where Standard a Poor's
or an sttieate is peid fees that ere tied to the amount of
essets that an invested n the Iund or the volume of
trading a envoy in tha fund, awestment m the fund will
genereSv result in Standanl ft Poor's or an affduia
aamng compensation n eddnon to the subscription
tees or other cornpensaMn for services rendered by
Standard ft Poor's A reference to a particular
investment or sociiray by Standard a Poor a end one of
•I affiliates is not a recammendeoon to buy, seD or hold
such investment or security, nor is it comderad to bo
mvestemnt advice

SaP and/or one ol its atHutas has performed servwes
for end received compansonm from Bus compeny during
the past twelve months

This manna) is based upon mfomanon that we corader
to be rehaUs, but neither SftP nor ka affiliates warrant
us completeness, accuracy or adequacy and it should

not be robed upon as such With respect to reports
issued by sap LLC-Japan and m the case of
mconsatenciBS between the Engbsh and Japanese
versnn of a report, the Enghsh version pravaea Neither
SaP LLC nor SAP guarantees the accuracy of the
translsnon Assumptions, opmions and ottanstas
constitute our judgment as of the date ol this manna!
andarasubjacttDchangawNhoutnotjca NeitherS&P
nor us afMuibn are reeponssila for any errors or
omissions or tor results obtained from ma use of this
information Past performance a not necessenly
indicative of future results.

Ths material is not attended as an offer or solicitation for
the purchase or sale of any security or other financial
instrument Secunoes, Imanaal instruments or
strategies mentioned herein may not bo suitable for ril
investors Any opnons expressed herein ere given m
good fifth, ere subfectta change without nonce, and an
only correct e* of the suted date of their issue Prices,
values, or mcomo from any securdias or amstmants
monaonod n tru report mey fell against rite interests of
the mvestor and the investor may gat back lass then the
amount invested When en investment • described as
being likely to yield mcomo, please note net the amount
of income that the investor will recem from such en
investment meytkjctuete Where sn investment or
security is denominated in a different currency to the
•waster's currency of reference, changes in rates of
exchange may have sn adverse effect on the value, price
ar income of or from that imuliiieiii to the investor The
informal! on contained n mis report does not consuute
ednce on the tax consequences of making any particular
investment daemon. This raatanal does not take ano
account your particular iiwesuneii objectives, financial
sftuMions or needs end is not intended as a
recommandaoon of parMular securities, financial
instruments or strategies to you Before actng on any
racorarmndatwn in this matenaLyou should consider
whether it a sueabla far your particular circumstances
and. * necessary, seek professional advice

For residents of the UK this report is only directed at
and should only be robed on by persons outside of tho
tinned Kingdom or persons who era inside die Umted
Kingdom and who have professional experience in
matters relating to investments or who are high not
worth persons, as del mad in Article IMS) or Article 49(2]
(a) told) of tha Financial Services and Markets Ad 2000
(Financial Promotion) Order 2001, respectively

For residents of Malaysia, all quanas in relation to tha
report should be referred to Alexander Chm Lee Long
Hoe, or Chng Won Tarn

The mvestmant enalysis was prepared from the
following sources SAP Uarkatiicopa. SAP Compustat,
Sap Industry Reports. I/B/E/S hiternatamaL Inc,
Standard A Poor's, 55 Wear Su Now Vflrk, NY 10041
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Union Pacific Corp
STANDARD
SPOOR'S

SftP BtcoanniiidMiBD
$92SB. In tf On a mi

12-Mo Target Price
$9900

Immstmeal Style
Largo-Cap Blend

GIGS Sector Industrials
Sib-bdntiT Railroads

Geoamnt Union Pacific operates (he largest U S railroad, with over 32,000 mites of rari
serving the western two-thirds ot the country

52-Wk Range $9749-7762
Trading 12-Month EPS
Trading 12-Month P/E
S10K Invested 5 Yre Ago

$U3
179

117307

SaPOperEPS2006E
. SaPOperEPS2007E

SaP Cora EPS 200BE
SaP Cora EPS 20D7E

5J2
836
537
8.11

P/EonSaPOparEPS2006E
Common Shares Qutstg |M)
Market Capita bzatnn(B)
Institutional Ownership (%|

184
269.7

$24320
B

Dividend Hate/Share
Yield |%)
Beta
S&P Credit Rating

•M
130
039

BBS

XMMnkUm Avg WMttlto* A*g - - OAAP Evnbigi w PrwtowYMr

12-Mo T«ortPnw— RoMMSInngth — A Up Town

VMiMAboMAvgllll STARS
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2004 2005 2006 20072003
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Analysis praparad by Kenn Kirkeby on October 23.2006. when the stock traded at $ 9114.

Wo see revenue growth slowing to 7ft in 2007,
following en anticoated 16% roe in 2006, as
fewer customer contracts are up for renewal
and luel surcharges stabiiza We expect the in-
tarmodal and agncuftunl segment* to be the
primary contributors to volume gams in 2007,
while infrastructure constraints in the Powder
River Basin are expected to bmit growth m coat
In July. UNP announced ft was constdenng e
15% increase to its capital spending program
lor 2007 to accelerate capacity expansions

• We expect operating margins to nse to about
18% in 2006, on pncmg gams, net of fuel costs,
along with improved asset uubzauon and efforts
to shed low-margin businesses For 2007, we
see a modest widening of margins, coming
largely from service enprovements. We also
see the effective tax rato returning to a more
historical level of 37 5% m both veers, up from
the unusually low 28 6% in 2005

• We forecast 2006 operating EPS of $5 62, up
64% from adjusted operating EPS of $3 42 in
2005 We estimate a 13% increase si 2007, to
$6.36 Our 2008 S&P Core EPS of SS 37 reflects
adjustments to remove gains on asset sales
and insurance recoveries

• Given our expectation for skmraig volume
growth and tainted pncmg gams, we view cur-
rent valuations es fair For the period 2007-2012,
we lorecest compound annual revenue and
EPS growth to stow to 37% and 8 0%, respec-
tively Among the drivers ere expansion n inter-
national trade with Asia and in NAFTA and a
shifting of long-haul volumes from trucking

companies to the railroads

• Risks to our opsiwn and target price include
weaker than expected economic growth, ca-
pacity constraints in parts of the rail network, a
rapid mcreese in fuel prices that leads to slow-
er than anticipated cost recovery, wage pres-
sures, and unusually severe weather

• Our relative valuation model suggests a for-
ward pnce to sales mumpta ot about 14X, re-
flecting the current stage of economic and sec-
torexpansion,sndBvaluaot$91 Our discount-
ed cash flow model, which assumes en 8%
weighted average cost of capital and a 3% ter-
minal growth rate, estimates an intrinsic value
ofSlOB Blending these models, we arrive at our
12-month target pnce of $99

Our risk assessment reflects UNP's exposure to
economic cycles, regulations, labor and fuel
costs, coupled with significant capital
expenditure roquirenients, end challenges m
maintautmg system fluidity offset by the
company's histoncBRy positive cash flow
generation and moderate financial leverage

|Daaatrtaftv£Enlnifflt

SftPOHlityRanktog

I D I C I B- | B

•elatJVB Straagtli Biafc

LOWESI-l

B4

At

HOOEMTE

RaMMMlWIIionn
10 20 3Q 411 Ktar

2006 3,710 3323 3383
2005 3,152 3344 3,461 3321 13,578
2004 2393 3329 3376 3,217 12̂ 15
2003 2,736 2394 2,956 2,965 11,551
2002 2.967 3,154 3,199 3,171 12,491
2001 2,943 2.998 3326 3308 11.973

Eamnfls Per Shan ($)

2006 115 143
2005 048 088
2004 083
2003 060
2002 086
2001 072

060
110
115
095

154 El 54 E562
138 110 385
077 030 230

128 407
141
108

121
163
104

505
377

NntiinagtnportHpHM Mri
JWMI EPS ErtiwHi bind on SV Opmng Ebmngt
tanned GAAP nrnngt mm M npmd

(S)
0300
0300
0300
0300

(Me EX-UK SrtLef
DML DeM RM«d Dele
02/23 03/06 03/08 04/03/08
05/04 05/26 05/31 07/03/08
07/27 08/29 08/31 10/02/06
11/16 11/28 11/30 01/02/07
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CORPORATE OVERVIEW We behave Union Pacific, operating the largest U S railroad, will focus on im-
proving terace levels, system fluidity, and removing botdanecks, challenges which we believe hampered
its results m 2004 end 2005 UMP's system spans about 33JDOO miles, linking Pecittc Coast end Gult Coast
pom to mdwastem end eastern gateways, and schedules era coordinated with other earners

MARKET PROFILE We believe UNP's mtarmodal business, representing 19% of 2005 revenue, should be
UNP"i fastest growing segment longer term, driven by rising international trade end the outsourcing of
manulactumg to Asie However, weak service and timeliness levels in 2004 and 2005 hemperad its abikty
to effectively compete with other railroad and trucking companies, in our view Industrial products, sensi-
tive to GDP trends, provided 22% of freight revenues in 2005, end mcluded bulding products, metals and
minerals Energy, which we believe is UNP's most profitable segment, accounted for 20% of 2005 freight
revenues UNP is a major transporter of low-sulfur coal, with 67% of its energy traffic consisting of coal
originating m the Powder Rmr Basin of Wyomng and Montana, primarily dekvered to power utilities We
believe chemicals, agricultural products and automotive, representing 14%, 15% end 10% of 2005 freight
revenues, respectively, all face low long-term volume growth prospects

COMPETITIVE LANDSCAPE The U S ni industry has an oligopoly-Mce structure, with over 80% of rev-
enues generated by the four largest raeroads UNP and Burlington Northern Santa Fa Corp operating on
the West Coast, and CSX Corp and Norfolk Southern Corp operating on the East Coast Radroads simulta-
neously compete for customers while cooperating by sharing assets, interfacing systems, and completing
customer movements Key suppliers include locomotive and rail equipment manufacturers, fuel suppliers,
and labor UNP s employees, about 85% of whom are unionized, enny above national average compensa-
tion due to their significant bargaining power

We behave the market power of UNP's customers vanes; large freight integrators end automotive, coal
and utility companies may exert significant power, white smaller customers with bmited alternatives era
often pnce takers Railroads compete with trucking, shippaig, and pipeline transportation Had rates are
generally lower than tiuckmg rates, as service is slower end less flexible than trucking, which provides
most US transportation We bebeve the rising price of fuel increases the cost attractiveness of railroads
over less fuel-efficient trucking, which should help support UNP's pricing and volumes over the next five
years However, we think mtarmodal freight service levels must improve to gam market shore from truck-
mg

FINANCIAL TRENDS Wec«iBHlBrrariroadsamaturendustrv,andexpeci28%BnnuBHZBdUS rail ton-
nage growth from 2004 to 2020 We believe UNP has below industry average growth opportunities due to
our view ot its inferior service oflenng n Bitermodal transportation and the physical capacity constraints
of its rail network, which requires increased investment to support volume growth Over the past rune
years, UNP's mtermodal volumes have grown at a compound annual rate of 19%, and total carloads have
grown 10%, both at less than half the pace of itt closest competitor We calculate that return on masted
capital (ROIC) has over the past IQveers averaged 54% atUNP,versus6 7% for the ndustry We see im-
proving service levels and freight pricing helping ROIC to rise from 5 4% m 2004 and 5 6% in 2005 to 7 7% m
2006 and 8 4% in 2007 However, we expect UNP's RQIC to remain below average for the industry, only
modestly surpassing its estimated 8 0% cost of capital m 2007 and 2008

CarpomtlatdrlnatiMf *fI . r_ .fc. fr. , M»j...rtfc- v

Investor Contact
MS Jones(402-544-61111

Ofhct
1400 Douglas St. Omaha, NE 68179-1001

TalepboM
402-544-5000

Fax
402-271-6408

Webarta
http//wwwupcom

Officwi

Chnm
HK Davidson

PnsACEO
JR Young

EVP&CFO
R Knight, Jr

SVPftteneral
COBJBMl

J M Hammer

SVP&CIO
LTenmson

Board of Directors
A Card

R K Davidson
E B. Davis, Jr
T J Donahue
A W Dunham
J R Hope
C C Krulak
M McConnell
TMcLsrty
S R Rogel
J R Young

Donlcile
Utah

ramHa
1862

EmployeM
49,747

Stockholder*
29,173
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tTaM n« 8* MdMan UNPlnM
1 V.'.T. 1

BUY/HOLD

Of the total 15 companies foDowmg UNP, 14 analysts currently publish recommendations

i-— -*•.-,- 1-—^— ,.

AG Edwards & Sons
Argus Research Corp
BBftT Capital Markets
BMO Nesbrtt Bums
Bane erf America Securities Uc
Bear Steams ft Co
Credri Suisse First Boston
Deutsche Bank
JP Morgan Securities
Lehman Brothers, Inc
Memll Lynch Research
Smith Barney
Strfel Nicolaus ft Co
Taps Securities Group, Inc
UBS Warburg

Mo of Ratinga %ofTotal 1 Ho Prior 3 Not Prior
Buy
Buy/Hold
Hold
Weak Hold
Sell
No Opinion
Total

3
3
8
0
0
0

14

21
21
57
0
0
0

IDa

3
3
8
0
0
0

14

3
3
8
0
0
0

14

4 - ' ' "

2 A * 0 N 0

2BD9

RecalVun
2007
2006
2007 wa. 2006

Q4'07
Q4'06

•

J F II

AvgEsL
668
570

A 17%

180
156

-

A H

HifbEst
710
578

A23%

180
1.65

J J A

2MM

Low Eat
620
562

A 10%

158
147

8 0

« of Eat
14
12

A 17%

5
13

N D

EstP/E
138
161

T-14%

511
590

For fiscal year 2006, analysts estimate that UNP
will earn $5 70 For trie 3rd quarter ot fiscal year
2006, UNP announced earrings per shore of $1 54,
representing 27% ol the total annual estimate For
fiscal year 2007, analysts estimate that UNP'a
earnings per share wiD grow by 17% to SB 68

04-06
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pBeqnTrftIPIjclj Addhtoul lafanaatloji IB avefteele opaa nqaett

SAP Bleed SUK DBtrlbetkn

In tlw IU_ As of Soptamtaer30, 2001, research analysts
BtStarNtardaPoaisEquhyReseerchServiceiUS tun
ncommandid 319% ol issuers with buy
recommendations, SIM woh hold racoramandotioiu
•nd 9 5% with sal racorimmlBUons

In Eiropo: As of September 30, 3m. reioorch analysts
•t Standard ft Poor1! Equcy Baseareh Sarmu Europe
hen recommended 43J% of issuers wnh buy
nconunond ODORS. 40 5% wnh hold meommondations
and 15 7% with nil raeonmndioons

h Askc At ol September 30. 2001, research analysts it
Sundird ft Poor's Equcy Hesaerch Services Asis hm
rKommndod 312% of Rsuen with buy
iMOflimndmons, 585% wNh hold racomnondoiiani
•nd 9 2% with sell ncommondatmi

GlaboOr As of September 30. 2000. research analysts «
Stondard ft Poor s Equity Reseorch Services globally
hm roeonnondod 34 7% ol issuora wnh buy
racommendeoons, 56 2% win hold recommendations
end 10 1% won ull recommendations

fr«IMS|tna|Bov) Total retum is
expected 10 outperform d» total mum ol • rehmnt
benchmark, by a wide mergin onr the eommg 12
months, with sheras rang in pnca on on obsobn be»

***** MlWIBatfTottl returns expected to
outparform the total mum ol • relevant benchmark our
the coming 12 months, with •hens rang m pnce on an
absolute ban

***** MHUBUMd Total return u expected u
closely appnumutt the total rotum of a relevant
benchmark over the coning 12 months, wilh shares
generally nimg n pnca on an obsolute bam

***** 2-fftttt (Sam Total retum is expected to
undarperfonn the total retum of • rekwant benchmork
over the comma. 12 months, and the ahani pnce not
anticipated to show a gain.

* * * * * 1-nui (Strag laDl Ibtel return a
expected to undorportorm the total retum of a relevent
benchmark by • wide margin overtiie comma. 12 months,
w«h shares fallng in pnce on an absolute basis

•aleiaal hem liiaaiii linlie II T thareknent
benchmark is dw SftP SOD Index, n Europe and m Asia,
the relevant benchmark* are generally die SftP Europe
350 Indox and the SftP Ana SO Index

FerM Bogleae: All of dw news expressed in this
research report accurately reflect the research analyst's
personal views regarding eny and all of the subject
secwnes or naiion NopartotenelvncompanSBUon
was, is, or wal be dvecfly or ndirectty, related to the
•poof ic recommendations or views expressed m this
research report

This report lies bean prepared end issued by Standard ft
rWe end/or DM of its efflliBUS. Intha Umtad Suns.
research reports are prepared by Standard ft Poor's
Investment Advaory Somes LLC rSPIAS1) In the
Umtad States, research reports are issued by Standard
ft Poor's CSftPI. m the United Kingdom by Stenderd ft
Poor a U£ CSftP UCT, which is authonted end
regulated by the Financial Services Authonv; n Hong
Kong by Standard ft Poor a Ll£ which is regulated by die
Hong Kong Secunues Hnuna Comrnssxm, in Singapore
by Standard ft Poor's LLC, wtsch is regulated by the
Monetary Authority ol Sngepore. n Japan by Standard
ft Poor's LLC. which is regulated by the Kama Financial
Bureau, in Sweden by Standard ft Poor a AB CSftP AB"),
m Malaysia by Standard ft Poor s Malaysia Sdn Bhd
CSftPMI which is regulated by the Secunuaa
Commnwon and m Australia by Standard ft Poor i
IrdormaMi Senncea lAustreeel Pty Ltd rSPISI which is
regulated by the Australian Sacunoes ft hvastmenu
ComnussNin. end in Korea by SPIAS. which IB also
registered in Korea ea a cross border investment
advisory company

The research and analytical somces performed by
SPIAS. SftP LLC. SftP AB. SftPM. and SPIS are each
conducted separately from any other enotyocal activity
of Standard ft Poor's.

Standard ft Poor a or an efnline nay license certain
eitoBBCtiial property or provide prang or other services
to. or otherwise have e Imancnl nttrett in. cartam
etsuars of secuines. mchidlng exchange-traded funds
whose investment objective is to substantially repacota
the returns of a proprietary Standard ft Poor s ndex,
ouch es the SftP SOU In cases where Standard ft Poor a
or an athhste is ped teas that are nod to the amount of
assets that are invested n the fund or the volume of
tradmg ectnnty in the fund, investment in the fund wil
generally result m Standard ft Poor s or an affiliate
earing compensatum n eddman to the subscnpnon
foes or other conpansanon ta saracas rendered by
Standard ft Poor's A reference to a particular
mvastmeni or eecunty by Standard ft Poor's and one ol
its afhaates is not e nKommandaaon n buy. seH, or hold
such investment or secunty. nor is it considerad to be
invesDHont advice

SAP end/or one ol u affujates has perlarraed services
for end received comperaatmn from mis company during
the pest twelve months

This metanal is based upon mfonaamn met we comder
to ha ralieblB. but nwther SftP nor u off ilietes wamnt
its campleteness, accuracy or adequacy end it should

not be rehtd upon as such With respect u reports
issued by S&P LLC-Japan and in the case ol
inconsBtenciBS between the Engbsh end Japanese
version of a report, the Engloh varaon pravads Norther
SftP LLC nor SftP guarantees the accuracy ol the
translation. Assumptions, opmions and Barnaul
constitute our judgment as of the dan ol this matanal
and an subject to change Mhout notice Nerther S&P
nor Ms offiaotaa are resporusjlB for any arrant or
omissions or for results obtained from the use of dw
information Pad pertormanca is not necessarily
indKatm of lutura results.

Ths metornl is not eitended es an offer or solicrtation for
the purchase or sale of any security or other financial
mstremanL Secunuas.fnincial instruments or
strategies menuonad herein mey not be suiteUe for all
investors Any opinrans expnusad her en era gnran m
good faith, are subject to change wthout nonce, and era
onlycorrectasoflhestataddstedthairissue Pncas,
values, or income from eny secunuu or ewwonama
menuonad m true loport may fall against the mtarasts ol
the Bivertor end the investor may get beck less than the
amount invested Where en mvasmiBnt a described es
being likely u yield income, plea as note that the amount
of income that the investor wdl receive from auch an
investment may fluctuate Wham an investment or
sacimty isdenomnaied in a different currency to the
investor s currency of reference, changes in rates of
exchange may hava an adverse effect on the value, pnce
or nconiB of or fnm mat nvestraant to the investor The
nfarniBOon contained in tha report does not constitute
advice on tha tax consequences of making any particular
investment decision ThnnunnBldoasnottakBinio
account your particular investment objectives, fnanaal
smiatNin or needs and is not mtandad n e
recommandanon ol particular secumws. financial
instnimantaorstmtagiaatoyou Before acting onany
recommendation n this material, you should consider
whether i is suitable for your particular circumstances
end if necessary, seek prefeunmal advice

FornwdenuoftheUK this report B only directed et
and should only ha relied on by parsons ouoada ol tha
Uniad Kmgdom or parsons who are nsute the Untad
Kingdom end who hava profassmel exptnenca n
manors relating to mvastments or who on high net
worth persons, as defined in Article 19151 or Ancle 48(2)
IB) to Id) of the Fnancial Services and Markets Act 2000
(Finencnl Promotion] Order 2X1, respectively

For residents ol Malaysia, an queries m relation to tha
report should be referred to Alexander One. Lee Lang
Hoe, or Cling Wah Tarn

This investment analysis was prepared from the
following sources SftP MarketScope, SftP Compustat.
SAP Industry Reports, I/B/E/S International. Inc,
Standard ft Poor's, 55 Water St. New York. NY 10041

SOUIH SV
IMnnbuUMi or npmduchon • prahiDUd HMhoul wnUM paimosm CopynBhl CJOBThi McEraw-HI Compinm Inc

;.-L' M,:Graw Hill *.
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Exhibit No 14

P.igc 1 of 1

Net ('ash Received and Distributed To Long-Term Debt Holders
(millions »f dollars)

Item

(I)
20113
(2)

2004

O)
2005
(4)

2006
(5)

Cumu lathe
Net Cash

Distributed I/
(CO

1 Net Cash to Debt Holders (Excluding Inleivitj
;i Principal Piivmcnls on Long-Term Debt
b Proceeds From Issuance of Long-Term Debt
c Nel Cash Distributed to Long-Term Debt Holders 2/

W
$2
SI

.384
174
210

$1.777
SI. 574

$201

$3
Si
52

.315

.ins

.297

$2F(XW
$771

$1 21X

V Sum of Columns (2) lo (5)
27 Line Ij-Lmc 1b

$10,505
S5 557
S4.V4K

Source Rjilroad SEC Forms 10-K



B



Exhibit B

UBS Investment Research, When Pigs Fly HI:
Silk Purses from Sow's Ears, dated April 18, 2006



UBS
UBS Investment Research.

Railroads

Global Equity Research

Americas

I Railroads

Sector Comment

When Pigs Fly III: Silk Purses from Sow's
Ears

• Sector ROIC one quarter away from WACC
Our last installment of "Pigs" was on January 5th, at which time we were
forecasting the sector earning its cost of capital in Q4/06 (on a four-quarter trailing
basis) Following a strong Q4 earnings season and some recent earnings upgrades,
we now expect the sector to earn its WACC in the second quarter of this year It's
also conceivable that it happens in Ql if some big upside surprises materialize

• CN and BN across the line; NS and CP closing in
The exact WACC of these companies is debatable, and the closest thing we can
find to a consensus among CFOs and investors is about 9 5%, hence that's the
benchmark we're using Under our definition of ROIC (sec page 2), CN and BN
both clearly earn their cost of capital (11.9% for both) and CP (Q1/06E 9 3%) and
NS (Q1/06E 9 1%) arc just about over the line and should cam their WACC in Q2

• CSX, UP, and KCS the laggards
CSX (Q1/06F. 8%) and UP (Q1/06E 6.4%) arc clearly lagging the other large caps,
however, we believe CSX*.s operational recovery is underway and UP appears to
be at an inflection point where things start getting better, not worse We believe
this may allow these companies to play catch-up at an accelerated rate KCS has
the TFM integration to digest, after which we expect ROIC to improve materially

18 April 2006
www ubs com/fiveslnieiMf esetfth
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Chart 1: Railroad ROIC (columns) versus WACC (line at 9.5%)
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ANALYST CERTIFICATION AND REQUIRED DISCLOSURES BEGIN ON PAGE 3 1
UBS 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 deasion
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Invested Capital
Defined as net debt (interest bearing debt less cash) plus shareholders1 equity

Table 1: Invested Capital, Q1/06E-Q4/07E

Railroad Q1/06E Q2TO6E Q3/06E Q4fOGE Q1/07E Q2f07E Q3/07E (MOTE

Total 88,627 89,878 91,020 90,773 91,134 91348

Source UBSesbmates

Return on Invested Capital
Post-lax EBIT (using flat 35% rate) divided by invested capital

Table 2: Return on Invested Capital, Q1/06E-Q4/07E

Railroad QlfOBE Q2T06E Q3J96E Q4/06E QlfOTE Q2f07E QSfOTE Q4f07E

Burtngton Northern
npMBBW \J
csxpri« f̂l| ̂ ^̂ 1^̂ ^ |J •

Norfbk Southern

Canadian National 12 4% 12 6% 13 1% 13 2% 13 4% 13 6% 13 8% 14 0%

^^
Source UBSestmates

Sector Weighted Average ROIC
Each railroad's ROIC multiplied by its percentage of sector invested capital Q2/06 ROIC hits the sector's WACC

Table 3: Railroad Contribution to Sector ROIC, Q1/06E-Q4/07E

Inverted CapHal Q1HJ6E Q2f06E Q3/06E Q4/06E Q1/07E Q2/07E Q3/07E Q4f07E

Sector ROIC 9.2% 9.7% 10.1% 104% 106% 11.0%

Source UBS estimates

UBS 2
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• Statement of Risk

Risks to railroad stocks include economic (volumes and pricing), financial
(debt), event (M&A), and volatile fuel prices There is also the nsk of valuation
multiple compression as investors move away from the sector at different stages
of the business cycle

• Analyst Certification

Each research analyst primarily responsible for the content of this research
report, in whole or in part, certifies that with respect to each security or issuer
that the analyst covered in this report: (1) all of the views expressed accurately
reflect his or her personal views about those securities or issuers; and (2) no part
of his or her compensation was, is. or will be, directly or indirectly, related to
the specific recommendations or views expressed by that research analyst in the
research report

UBS 3
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Required Disclosures

This, report has been prepared by UBS Securities LLC, an affiliate of UBS AG (UBS).

For information on the ways in which UBS manages conflicts and maintains independence of its research product,
historical performance information, and certain additional disclosures concerning UBS research recommendations,
please visit www.ubs com/disclosures

UBS Investment Research: Global Equity Ratings Definitions and Allocations

UBS rating Definition UBS rating Definition Rating category Coverage IB services

Buy 1

Neutral 1

Reduce 1

FSR is > 10% above
the MRA, higher
degree of predictability
FSR is between-10%
and 10% of the MRA.
higher degree of
predictability
FSR is > 10% below
the MRA. higher
degree of predictability

Buy 2

Neutral 2

Reduce 2

FSR is > 10% above
the MRA, lower degree
of predictability
FSR is between-10%
and 10% of the MRA,
lower degree of
predictability
FSR is > 10% below
the MRA. lower degree
of predictability

Buy

Hold/Neutral

Sell

39%

50%

11%

35%

33%

27%

1 Percentage of companies under coverage globally within this rating category
2 Percentage of companies within this rating category for which Investment banking (IB) services were provided within the past
12 months

Source UBS, as of 31 March 2006

KEY DEFINITIONS

Forecast Stock Return (FSR) is defined as expected percentage pace appreciation plus gross dividend yield over the next 12
months
Market Return Assumption (MRA) is defined as the one-year local market interest rate plus 5% (a proxy for the equity nsk
premium and not a forecast)
Predictability Level The predictability level indicates an analyst's conviction in the FSR A predictability level of '1' means that
the analyst's estimate of FSR is in the middle of a narrower, or smaller, range of possibilities A predictability level of '2' means
that the analyst's estimate of FSR is in the middle of a broader, or larger, range of possibilities
Under Review (UR) Stocks may be flagged as UR by the analyst, Indicating that the stock's price target and/or rating are "
subject to possible change in the near term, usually In response to an event that may affect the investment case or valuation
Rating/Return Divergence (RRD) This qualifier is automatically appended to the rating when stock price movement has
caused the prevailing rating to differ from that which would be assigned according to the rating system and will be removed
when there is no longer a divergence, other through market movement or analyst intervention

EXCEPTIONS AND SPECIAL CASES

US Closed-End Fund ratings and definitions are: Buy Higher stability of principal and higher stability of dividends. Neutral
Potential toss of principal, stability of dividend. Reduce High potential for loss of principal and dividend nsk
UK and European Investment Fund ratings and definitions are: Buy Positive on factors such as structure, management,
performance record, discount, Neutral Neutral on factors such as structure, management, performance record, discount,
Reduce Negative on factors such as structure, management, performance record, discount
Core Banding Exceptions (CBE): Exceptions to the standard +/-10% bands may be granted by the Investment Review
Committee (IRC) Factors considered by the IRC include the stock's volatility and the credit spread of the respective company's
debt As a result, stocks deemed to be very high or low nsk may be subject to higher or lower bands as they relate to the rating
When such exceptions apply, they will be identified in the Companies Mentioned table in the relevant research piece

UBS 4
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Companies mentioned

Company Name
Burlington Northern1"
Canadian National4*1*
Canadian Pacific18

CSXCorp.2 "̂'18*
Kansas City Southern13-11

Norfolk Southern18

Union Pacific Corp.2"8

Reuters
BNIN

CNR TO
CPTO
CSXN
KSUN
NSCN
UNPN

Rating
Neutral 2

Buy 2
Buy 2 (RRD)
Buy 2 (RRD)

Buy 2
Buy 2

Neutral 2 (RRD)

Price
US$83 39

CS53 19
CS6173

USS65 05
US$23 85
US$53 84
US$93 52

Price date/time
14 Apr 2006 19 36 EOT
14 Apr 2006 19 36 EOT
14 Apr 2006 19 36 EOT
14 Apr 2006 19 36 EOT
14 Apr 2006 19 36 EOT
14 Apr 2006 19 36 EOT
14 Apr 2006 19 36 EOT

Source UBS EOT Eastern daylight tame

2a UBS AG, its affiliates or subsidiaries has acted as manager/co-manager in the underwriting or placement of secunties of
this company or one of its affiliates within the past three years

2b UBS AG, Its affiliates or subsidiaries has acted as manager/co-manager in the underwriting or placement of securities of
this company or one of its affiliates within the past five years

4a Within the past three years, UBS Securities Canada Inc or an affiliate has received compensation for investment banking
services from this company/entity

4b Within the past 12 months. UBS AG. Its affiliates or subsidiaries has received compensation for investment banking
services from this company/entity

6 This company is, or within the past 12 months has been, a client of UBS Secunties LLC, and non-investment banking
securities-related services are being, or have been, provided

7 Within the past 12 months, UBS Securities LLC has received compensation for products and services other than
investment banking services from this company

13 UBS AG. its affiliates or subsidiaries beneficially owned 1 % or more of a dass of this company s common equity
securities as of last month's end (or the prior month's end if this report is dated less than 10 days after the most recent
month s end)

18 UBS Securities LLC makes a market in the secunties and/or ADRs of this company

25 UBS AG, its affiliates or subsidiaries held other signrficant financial interests in this company/entity as of last month's end
(or the prior month's end if this report is dated less than 10 working days after the most recent month's end)

Unless otherwise indicated, please refer to the Valuation and Risk sections within the body of this report.
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Global Disclaimer
DnraparthMbNnpnpiradbyUBSSacuitaiLLCorviifllialitlwraairUBS^ hcertameounlnes UBS AO« referred to as UBS SA.
This report is tar distnbubon arty under such circumstances as may ba perwttod by applcaDia law K his no regard to the specrlc «i vestment objectves. flnanaal BUabon or pancUar needs
of any speak recpent t is pubkshed sdeiy fbr ribrmstaonai puipoaes and Is not to be construed as a Mrtcrtabon ot an offer to buy or sal any sscunbaa or relate) financial mstruments No
representation or warranty. either ejpmss or npked. • prowled in raiabon to the accuracy ccmplelBness or reliattty of H nformabon coruinad harem. enapt with laspaet to Informakon
coneamng UBS AG. « subMianei and affilBHs. nor a n mtandad to ba a comptata sMamart or sunmary of tht sscunbos. markats or deveiopmonis referred to m the report. The rapon
shouU not ba regarded by rocpenli as a aubahluta fbr lha ewose of the* own ludgamanL Any opmwna equassed n thai raport are adject to change wihoul nokca and may Mat or be
conaary to opnons avmssed by other busnaas araas or groups of UBS as a resun of usmg different assumpkons and crfiarfa Tha analysis cartoned haran is based on numerous
assumpuons Drffarant assumpttone couU result «i materially dParant rasuRs Tha analysfla) responsible tar he preparation of thai rapon may ntoract win tradng desk personnel sales
personnel and oBiar conabbjenoos tar the purpose of gahenng aynhasiang and rterprabng market infbmnon UBS e undar no oNigBDon to updata or kaap currant the infcfnabon
contaned herein UBS rebel on nbrmabon bsrners to control the flow of ribrmabon contained in one or more araas wrthn UBS into other araas unto, gmvs or afihatas of UBS Tha
compensation of ha analyst who prepared th» report • detamuned vtiusiwly by research manaoornent and senoi managsment (not includng investment barkng) Analyst companHbon a>
not based on nwtmenl bankng rovenuea. however cornpensationrflayielBiatDthBmieniiesofUDShiMbnantBarAasawhola.ofwhrtim
The sacunbes descnbed henun may not ba akgHa fbr aala m all Jurisdekons or to cartan eatagorias of investors Opfeona. denvebve products and futures are not suilable for el nvesurs. and
bidng n these instruments n considered nsky Mortgage and asset-backed secuttes may involve a hgh degree of nsk and rujy ba highly volatile m rasponse to flucbiabons in intamsl rates
and other market eonditons Past performance a not neeassanly ndicabw of future results Fonugn cumjncy rates of exchange may adversely affect the value, once or income of any sacunry
or related instrument mentioned in Vis repot For meatman! educe trade nsKubon or other enqunas diem should contact tuir local sales repmsentaiiw Neither UBS nor any of tt
•Mates, nor any of UBS1 or any of its affilatas. directors, employees or agents aocepb any kabUy fbr any toss « damage ansmg outofltauseofaloranypanofB«i report AddWonal
Infonmbon vriB be made available upon request
United Kingdom. Suteden and Madierlanda Ewapt as otherwise ipecrlad heron ha nuuerlal • commiineaisd by UBS Untied a subSKkary of UBS AC. w parsons who are market
counterparties or iiMrmediate customers (as delated n lha FSA FUes) and is onjyMilabla lo such persons Tha infomnbon eontaned haran does not apply to and should not be rohed
upon by prnott customers France Prepared by UBS Lmtod and dnlrbuted by UBS Unted and UBS Saa.ntas Ranee SA Qarmsny Prepared by UBS United DstnbutodbyUBSLmited
and UBS Deutsctfand AG UBS Lrnted n regulated by FSA. UBS Deuscnland AG is regulated by Bundssansla) fur FinanzdianstlaislungsaufBBhL Spain Prapamd by UBS Lmted and
dstnbuad by UBS Sacunies Espana SV SA. a member of Bw Cornsm Naoonal del Uercado da Valom Ruasla Prepared and datnbutad by lha Moscow ReprasenUM Office of UBS
Cyprus Uoscow Lmnad Switzerland OstnbuMd by UBS AGB persons who are msMubonal mvastors only Kafy Should parsons racaningth«nnoarchnlalyiequmBddlionalrtnnaaDn
or wnh to effect Iramactons m M retavanl sacunlBs. they should contact UBS Italia SM S p A. Soutfi Africa UBS South Africa (Ply) Lmied is a member of the JSE Urnlad UBS South
AmcatPtyJLmiloB is an autwnsod Finanoal Services Provider United States Dstnbuted to US persons by erther UBS Securlles LLC or by UBS financial Seniees kic subsiAanesofUBS
AG. or by a g/oup aubsNtary or affiliate of UBS AG Fiat a not registered as a US broker-deal*' (a 'non-US alFkatel to major US insstubonal mostors orfy UBS Senrba LLC or UBS
Franca1 Services he accepBrespcnsiHHyfv the content of a rapnt prepared by anotrw run-US affliaUwrimdsbibUad to
kic All transackons by a US person n Ha securaos menkonod n lha report must ba effected ihrougn UBS Securem LLC or UBS financial Services he and not through a non-US afFiata
Canada Dismbuted by UBS Secunboa Canada he a subsidiary of UBS AG and a member of the DnnofMl Cenadian stock ewhanges t CPF A sutsmentofitoKnanaalcondrbonandaisi
of its directors and aonor officers wil be provided upon raquasl Hong Kong Dstnbuted by UBS SeciMes Ana Lmrted Singapore Dsfeibuted by UBS Secunbes Pte Lid or UBS AG.
Singapore Branch Japan Ostnbutod by UBS Securities Japai Ltd ID insktubonaf nvestors only Australia Dttlnbwed by UBS AG {Holder of Ausirakan financial SonicaB Uconco No
231087) and UBS Sacunbes Austraka Ltd (Holder of Austral-an Fiismal Services Uconce No 231098} oniy to Vmolasata- dienls as de»ned by S761G of the Corporaiora Act 2001 New
Zaaland Dstnbuttd by UBS New Zealand LH
O2006UBS All nghb reserved This rapon may not be reproduced or rodambutod. n whole or m part, without the wmten permasion of UBS and UBS accepts no liabikty whaBoenar lot the
actions of had parties m avs respect
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Norfolk Southern Corp. 1
Price target

Hungry Like The Wolf
• Notes from the road - New York Price

irch

Buv2 LDtiy * i

Unchanged

US$65.00
Unchanged

US$5197

On March 23 we hosted a day of investor meetings with NS CFO Hank Wolf and RIG NSCN BBG NSCUS

The key overall takeaway was that - despite the stock going sideways for a year -
the company believes it is well positioned, has a good story to tell, and Trading data
management is getting out there and marketing the name UA^J™**

• Re-levering likely but don't look for a big bang Sham oh

NS acknowledged the current debt/cap of 41% is too low This will fall to about I™*!!̂ !!...! mnm
39% on May 15 when NS makes a debt payment of $351m At the same time the JJJ dally wluafljaSS

26 March 2007

US$20 6bn
397m

2.493
1236

company was uncomfortable at 60% following the Conrail acquisition and doesn't
want to go back there We're modeling a ramp up from 39% to 45% through 2010, Balance sheet data 1207E
helping drive $Ib in annual share buybacks; just over halt* with lOl and the rest Shareholders' equity
with debt HBVtUBS)

Net cash (debt)

USS10 1bn
21x

(US$5 78bn)
• Smart use of capital for Heartland Corridor & KCS JV —

The Heartland Corridor project will improve capacity, efficiency, and service on Forecast returns
the key intermodal route between Illinois and Virginia, helping drive financials Forecast price appreciation
from 2009 The total cost of the project is about SI 60m with state and federal Forecast dividend yield

governments funding almost two-thirds, ensuring a compelling ROIC for NS. The HartetrBiu tit motion
company also remains content with its strategic JV with KCS Foi-««t"«-M return

• Valuation: Buy 2 rating maintained and FT of S65

01
03
03

Revenues 8.472 9.407 9.620 10.249 10.816 !'

•SOJBS.USS)
1207E

UBS
E 077
£ 102
E 110
E 103

WE 436

+251%
18%

+173%

12/06

Cons Actual

078 072
102 089
110 102
104 095

394
435

Net Income (UBS) 1.189 1.481 1.571 1.694 1.851
EPS (UBS, US*) 2 *9 3 5* 392 * 3* 492 Performance (US))
Net DPS (UBS. US$) 048 068 088 106 127

Profitability & Valuation 5-yr hist av 12/06 12KT7E 17J08E 12TO9E
EBIT margin % 202 272 281 291 301
ROC (EBTn* 149 176 193 210 225
EWEBrrDAx 63 75 72 66 62
PE(UBS)x 156 138 133 119 106
Not dividend yield % 13 14 17 20 24

1M PlH III til

ffjiflF'l l [' ||i
1 ! I 1 i 1 1 I 1
^— Ml.KlH.il.* -I.

• l 1 I'M

it1

1 1 I 1 I

vMmAMrfVMMB.̂ r.P<.Mrw |« MM.̂ pk.rfusiSf >7o.»u»a»7»»Eor îtecomftwestmertresean*
Rick Paterson Fadi Chamoun, CFA Elizabeth Mlelke

nek patersoneubs com fad chamoun@ubs com ehzabeth melke&jbs com J"'* ™f°rt •>» been Prepared by UBS
+1-212-7137944 +1-416-3504855 +1-212-713 3683 Securities LLC

ANALYST CERTIFICATION AND REQUIRED DISCLOSURES BEGIN ON PAGE 3 1
UBS 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 Customers of UBS in the United States can receive independent, third-party research on the company or
companies covered in this report, at no cost to them, where such research is available Customers can access this independent research at
www ubs com/independentresearch or may call +1877-208-5700 to request a copy of this research.
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Current Intermodal Weakness
Management commented on the current intcrmodal weakness and made the
point that while its core intcrmodal partners (JB Hunt, Schneider, and U S
Xpress) continue to drive volumes to NS, some of the freight brokers like Hub
Group arc reacting to recently reduced truck rates and channeling business from
rail to truck This is hurting all the rails The timing of Chinese New Year could
also soften international mtermodal volumes through the end of Ql, but with
"catch up'1 likely in the second quarter

There has also been some concerns that CSX is taking intcrmodal market share
from NS but in our view we're not seeing iL YTD NS mtermodal volumes arc
down 1 5% versus -0 4% for CSX, however. NS is lapping a +7.8% mtermodal
growth comp in Ql/06 while CSX laps a -2.3% comp Intcrmodal is a service
sensitive business and CSX has a lot more work to do to narrow the service gap
to the point where it can take share

Capacity Remains Tight, Particularly In South
Despite the temporary slowing in traffic lewis, the company noted that capacity
- particularly in its southern region around Atlanta - remains tight Rail demand
still exceeds rail supply

Long Term Sustainable Pricing: 2-3% above CPI
Norfolk Southern achieved an average pncc increase of 6% ex-fuel surcharges
in 2006, which was in line with the other US rails Some of that was the result of
long term contracts rolling over at materially higher rates, and these "legacy"
contracts are a unique situation that can1! last forever (we think about 15% of
total NS sales remains under these old deals) In terms of a long term sustainable
rate of price growth, once all these one-off deals have been rcpnced, the
company noted that 2-3% above CPI was probably reasonable Our own view is
that pricing will ultimately settle at about 3% annual incrca.sc in revenue per
load

Operating Ratio Can Go Into the 60s
The company stated that it can further improve its operating ratio (1-operating
margin) and an annual improvement of 1% is possible in a "decent" economy.
NS believes it can take the operating ratio down into the high 60s, even without
the move from two to one man locomotive crews. We certainly concur and are
modeling a 90 bps improvement in 2007 and lOObps/year thereafter through
2010 (to 68.9%). Interestingly, the company also made the point that it is
possible - but obviously more difficult - to improve the operating ratio in an
environment of negative volume growth and flat revenue growth Exactly the
scenario we expect in HI/07. We see a material nsk mat our 2007 operating
ratio is a little optimistic, but over the longer term we maintain high conviction
that NS will deliver an operating ratio that begins with a "6"

Falling truck spot rates hurting rail vs.
truck intermodal share

No evidence of Intermodal share losses
to CSX

Rail demand still exceeds rail supply

Pricing strength likely secular, not
cyclical

High 60s OR Is possible, and In our
view probable

UBS 2
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• Norfolk Southern Corp.

Norfolk Southern operates a freight rail network in the eastern United States It
is the fourth largest railroad in the United States, with 2004 sales of $7 3 billion
Major commodity groups include coal (24% of sales), mtermodal containers and
truck trailers (21%), automotive (13%), chemicals (12%), metals and
construction (11%), agricultural, consumer, and government (10%), and paper,
clay, and forest products (9%). 'ITie company also owns a natural resource
management company called Pocahontas Land Corporation

• Statement of Risk

Risks to our NSC price target include economic (volumes and pricing), event
(M&A), financial (debt), and volatile fuel prices There is also ihe risk of
valuation multiple compression as investors move away from the sector at
different stages of the business cycle

• Analyst Certification

Each research analyst primarily responsible for the content of this research
report, in whole or in pan, certifies that with respect to each security or issuer
that the analyst covered in this report: (1) all of the views expressed accurately
reflect his or her personal views about those securities or issuers, and (2) no part
of his or her compensation was, is, or will be, directly or indirectly, related to
the specific recommendations or views expressed by that research analyst in the
research report

UBS 3
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Required Disclosures

This report has been prepared by UBS Securities LLC, an affiliate of UBS AC (UBS)

For information on the ways in which UBS manages conflicts and maintains independence of its research product,
historical performance information; and certain additional Disclosures concerning UBS research recommendations,
please visit www ubs.com/disclosures.

UBS Investment Research: Global Equity Ratings Definitions and Allocations

UBS rating Definition UBS rating Definition Rating category Coverage IB services

Buyt

Neutral 1

Reduce 1

FSR is > 6% above the
MRA, higher degree of
predictability
FSR is between -6%
and 6% of the MRA.
higher degree of
predictability
FSR is > 6% below the
MRA, higher degree of Reduce 2
predictability

Buy 2

Neutral 2

FSR is > 6% above the
MRA. lower degree of
predictability
FSR is between -6%
and 6% of the MRA.
lower degree of
predictability
FSR is > 6% below the
MRA, lower degree of
predictability

Buy

Hold/Neutral

Sell

44%

43%

13%

36%

36%

26%

1 Percentage of companies under coverage globally within this rating category
2 Percentage of companies within this rating category for which investment banking (IB) services were provided within the past
12 months

Source UBS Ratings allocations are as of 31 December 2006

KEY DEFINITIONS

Forecast Stock Return (FSR) is defined as expected percentage pnce appreciation plus gross dividend yield over the next 12
months
Market Return Assumption (MRA) is defined as the one-year local market interest rate plus 5% (a proxy for. and not a
forecast of, the equity nsk premium)
Predictability Level The predictability level indicates an analyst's conviction in the FSR A predictability level of 'V means that
the analyst's estimate of FSR is in the middle of a narrower, or smaller, range of possibilities A predictability level of '2' means
that the analyst's estimate of FSR is in the middle of a broader, or larger, range of possibilities
Under Review (UR) Stocks may be flagged as UR by the analyst, indicating that the stock's pnce target'andfor rating are
subject to possible change in the near term, usually in response to an event that may affect the investment case or valuation

EXCEPTIONS AND SPECIAL CASES

US Closed-End Fund ratings and definitions are: Buy Higher stability of principal and higher stability of dividends, Neutral
Potential loss of principal, stability of dividend. Reduce High potential for loss of principal and dividend nsk
UK and European Investment Fund ratings and definitions are: Buy Positive on factors such as structure, management,
performance record, discount Neutral Neutral on factors such as structure, management, performance record, discount.
Reduce Negative on factors such as structure, management, performance record, discount
Core Banding Exceptions (CBE): Exceptions to the standard +/-6% bands may be granted by the Investment Review
Committee (IRC) Factors considered by the IRC Include the stock's volatility and the credit spread of the respective company's
debt As a result, stocks deemed to be very high or low nsk may be subject to higher or lower bands as they relate to the rating.
When such exceptions apply, they will be identified in the Companies Mentioned or Company Disclosure table in the relevant
research piece
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Companies mentioned

Company Name
nf*w n Z^UL3i0t1ffr VT T *1 IV 10CJZCSX Corp.
Hub Group, Inc.16

JB HuntTransport**7'16-111'
Kansas City Southern16

Norfolk Southern41-61*7'16'18142

Reuters
-ta -^ . _ _ a

CSXN
HUBGO
JBHTO
KSUN
NSCN

Rating
_ a _ _
Neutral 2

Not Rated
Buy 2

Neutral 2
Buy 2

Price
. iAlh . . .._.
US$41 65
US$31 32
US$27 51
US$36 35
US$51 97

Price date/time
JXJ~L •. • JIJI.JI.B_|JLX i~l •"23 Mar 2007 19 35 EOT
23 Mar 2007 19 35 EOT
23 Mar 2007 19 35 EOT
23 Mar 2007 19 35 EOT
23 Mar 2007 19 35 EOT

Source UBS EOT Eastern daylight time

2 UBS AG. its affiliates or subsidiaries has acted as manager/oo-manager in the underwriting or placement of securities of
this company/entity or one of Its affiliates within the past 12 months

4a Within the past 12 months, UBS AG, its affiliates or subsidiaries has received compensation for investment banking
services from this company/entity

4b Within the past three years, UBS AG. its affiliates or subsidiaries has received compensation for investment banking
services from this company/entity

5 UBS AG. its affiliates or subsidiaries expect to receive or intend to seek compensation for investment banking services
from this company/entity within the next three months.

6a This company/entity is, or within the past 12 months has been, a client of UBS Securities LLC, and investment banking
services are being, or have been, provided

6b This company/entity is, or within the past 12 months has been, a client of UBS Securities LLC, and non-investment
banking securities-related services are being, or have been, provided

6c This company/entity is, or within the past 12 months has been, a client of UBS Securities LLC, and non-secunties
services are being, or have been, provided

7 Within the past 12 months, UBS Securities LLC has received compensation for products and services other than
investment banking services from this company/entity

13 UBS AG, its affiliates or subsidiaries beneficially owned 1 % or more of a class of this company's common equity
securities as of last month s end (or the prior month s end if this report is dated less than 10 days after the most recent
month's end)

16 UBS Securities LLC makes a market in the securities and/or ADRs of this company

1Ba The U S equity strategist, a member of his team, or one of their household members has a long common stock position
in Norfolk Southern Corp

18b The U S equity strategist, a member of his team, or one of their household members has a long common stock position
in JB Hunt Transport

18c The US equity strategist, a member of his team, or one of their household members has a long common stock position
in CSX Corp

22 UBS AG, its affiliates or subsidiaries held other significant financial interests in this company/entity as of last month's end
(or the pnor month's end if this report Is dated less than 10 working days after the most recent month's end)

Unless otherwise indicated, please refer to the Valuation and Risk sections within the body of this report

UBS 5



Norfolk Southern Corp. 26Mardi2007

Norfolk Southern Corp. (US$)
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Source UBS, as of 23 March 2007

Note On September 9. 2006. UBS adopted new percentage band criteria for its rating system (See 'UBS Investment Research*
Global Equity Ratings Definitions and Allocations' table for details) Between October 13,2003 and September 9. 2006 the
percentage band cntena used in the rating system was 10% Pnor to October 13,2003. the UBS ratings and their definitions
were Buy 1 Excess return potential >15%, smaller range around price target, Buy 2 Excess return potential >15%. larger
range around pnce target. Neutral 1 Excess return potential between -15% and 15%, smaller range around price target. Neutral
2 Excess return potential between -15% and 15%, larger range around pnce target, Reduce 1 Excess return potential < -15%,
smaller range around pnce target, Reduce 2 Excess return potential < -15%. larger range around pnce target Excess return is
defined as the difference between the FSR and the one-year local market interest rate
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"Guiding down" has been the order of the day among railroads and allied companies as first-
quarter earnings season approaches. Lower-than-expected volumes, weather issues and
company-specific factors (such as the UTU strike at Canadian National) are all playing a role.
If air needs to be let out of the tires, better to do It now and let a sense of lowered
expectations settle over the investment community, rather than bury negative surprises in
quarterly financial releases.

Even with the earnings warnings, railroad slocks gained 4.1% In March, handily beating the
broader market. The same is true on a year-to-date basis, where railroad stocks show a gain
of 9.0% versus virtually flat (S&P 500) and down by 0.9% (Dow Jones Industrials).

Some of the fuel behind March's gain came from LBO speculation, particularly around CSX,
despite the fact that most analysts who follow the rails think an LBO of a large railroad is
unlikely. In an April 5 note, analyst Salvalore VItale of Calyon Securities says "Apart from the
low returns we estimate a financial sponsor could achieve, several reasons would likely make
a railroad an unpalatable LBO candidate: regulatory scrutiny, a unionized labor force (note CN
strike in 1Q); and high maintenance capex requirements (typically about 70%of rail capex
budgets). . The federal government is not likely to allow a private equity firm to reduce capex
in conjunction with an LBO for fear of reducing safety standards and jeopardizing the nation's
transportation Infrastructure."

Still, the market as a whole has seen a lot of private equity activity recently, which usually
involves-an increase In a company's debt levels, and this has prompted some on Wall Street
and in corporate America to ask, why can't a public company do the same thing? Exhibit A Is a
Wall Street Journal article on March 27 describing several companies that have Increased their
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debt-Lo-cap ratios. The result Is an Increase in Interest expense, but assuming that the debt Is
used to buy back and retire shares, earnings per share go up, which should (other things
being equal) boost the stock price. The article quoted one Investment banker as saying, "The
best candidates are typically firms In maturing Industries with slower expansion profiles, and
whose shares are trading at low earnings multiples." That sounds to us like a description of
the railroad industry.

Since the first of the year, railroads have been getting more aggressive with their buyback
programs, and some of .them (notably BNI and CNI) have talked publicly about Increasing their
debt-to-cap ratios The new conventional wisdom seems to be that a 45% debt-to-cap ratio is
workable for a railroad, up from a more traditional 40% target The underlying assumption is
that railroads arc becoming less cyclical, and no longer need the high ratio of earnings to fixed
charges that they previously used to guard against a big downturn In the business cycle.

One interesting note on this topic came In a March 15 report by UBS analyst Rick Patcrson,
who polled his readers on "the current level of gearing among the six major Class I railroads."
Of the responses, he said, "the vast majority (80%) think the rails are underleveraged, while
20% say 'optimally leveraged.' Not a single respondent thinks the sector has loo much debt."

Price/Earnings Ratios (Based on Consensus Estimates of Fiscal 2007 Earnings)

Stock
ART!

BNI

CNI

CP

CSX
FLA

QBX

GMT

GWR

Closing
Price

4/5/07

$29.39
82.72
44.29
55.76
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63.36
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Note: Earnings estimates are shown only when based on work of at least three analysts.

Analyst Ratings of Rail Industry Stocks
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UBS Investment Research
Q-Series®: North American Railroads

Global Equity Research

Amencas

[Railroads n
Sector Comment

Time to Lever Up the Rails?

• Overshooting
LBO speculation and "activist" hedge funds are a new phenomenon in the rail
sector, and both are being fuelled by a growing perception the railroads are
materially undcrlcvcrcd Ironically, as the companies have recently succeeded
restoring leverage ratios to historic levels following the mergers of the nineties,
they now find the fundamentals have changed and they've gone loo far.

• What's the right capital structure?
Using a proprietary UBS model we estimate optimal sector leverage at 64% net
debt/capital and 3 2x dcbt/EBITDA, compared to current ratios of 44% and 2.2x,
respectively. This additional debt ado* 5 4% to the sector's equity value from the
debt tax shield and 11% from EPS accretion. We also argue this wouldn't require
sacrificing investment grade ratings

• Will they or won't they?
We sec a growing disconnect between stockholders and managements on this issue
but it's going to take time before CFOs start thinking materially differently. While
it's a case of "baby steps" in the near term, this issue is real, gaining momentum,
and we expect a material levering up of these companies over the longer term.

• Investment conclusion: Buy CN and UP
All rails will benefit, specifically Burlington Northern (N2), Canadian National
(B2), Union Pacific (B2) and Norfolk Southern (B2)

3 May 2007
www ubs conAiveslmenlFesearch
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Table 1: Summary of results - Value from spare debt capacity (SDC)

Company Value of Debt Tax Shield
from SDC

EPS Accretion
using SDC for
Shan Bin/back

J Canadian National

Norfolk Southern

! .Union Pacific

Burlington Northern 51% 131%

CSX 49%" 66%.

Canadian Pacific

Pitanwt Weighted Average

48% 76%

112%

Source UBSestmates

This report has been prepared by UBS Securities
Canada he

ANALYST CERTIFICATION AND REQUIRED DISCLOSURES BEGIN ON PAGE 22 1
UBS 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 Customers of UBS in the United States can receive independent, third-party research on the company or
companies covered in this report, at no cost to them, where such research is available. Customers can access this independent research at
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Investment Summary
Background and History
The North American railroads are in their best financial shape in decades as the
so called "rail renaissance" enters its fourth year in 2007 After decades of
chronic overcapacity that was originally triggered by massive market share
losses to trucks beginning in the 1950s, 2004 saw the perfect storm an industrial
recovery in the North American economy, a truck driver shortage, and explosive
growth in demand for long haul rail transportation driven by the accelerating
outsourcing shift to China It's our view that this step up in demand exhausted
the last of the excess capacity in the rail system, capacity that had been whittled
away by consolidation since deregulation in 1980. The result: demand exceeded
supply for the first time in half a century and the rails achieved what had eluded
them for so long - pricing power. Pricing has driven margins, ROIC, free cash
flow, and allowed the rails to rapidly delever their balance sheets following the
painful, and expensive, mergers of the late nineties

Overshooting

We've known the rail CFOs for a few years now and it's our view that most of
them still think in terms of dcbt-to-capital ratios, with 40% (lease adjusted)
being the consensus "target" Forty percent is (very) comfortably investment
grade and affords them the flexibility to weather a recession and the firepower to
take on mergers and acquisition opportunities However, this is the "historic"
target and reflects a comfort level consistent with a different set of industry
fundamentals Things have changed Pricing is more secular than cyclical, which
means railroad revenues and earnings are less cyclical than they used to be, with
Q1 /07 being the perfect example Another wave of mergers is not likely anytime
soon (that's a separate story) and healthier stock valuations provide a stronger
currency for M&A, hence less dependence on the balance sheet.

What we've detected over the last few months is that the CFOs arc beginning to
realize that - just as they've returned to their historic leverage goal -
fundamentals have permanently changed and they've gone too far They've
overshot After years of retiring debt we now expect them to be a net issuer of
debt to achieve two ends

Pricing power has allowed the rails to
rapidly delever following the mergers of
the late nineties

Isnt it ironic...

We expect a debt Issuance binge
starting...now

(1) Prevent the balance sheets from becoming further underlevered, and

(2) Re-lcvcr to attune the capital structure to the changed fundamentals

What's the Right Level of Leverage?
The UBS Valuation and Accounting Team has developed a model to determine
the maximum, optimum debt load, given a probability of default of no more than
0 01% The results m 'lable 2 stand in stark contrast to current leverage levels in
the industry The model suggests an average industry net debt/capital ratio of
64% and dcbt/EBITDA of 3 2 times The sector currently averages 44% and 2 2
times, respectively

"Optimum1' leverage is dramatically
higher than current leverage

UBS 3
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(For greater background on the model outlined above, please refer to the UBS
Investment Research note, "Q-Series Can DebtbeanAnct9" by David Bianco
and Pnya Hanam published 12 December 2006)

Table 2: Debt ratios, before and after onboardlng maximum debt

Company

385% 544%

Some UBS estimates
•Curanl = Under current net debt scenario
"Max = Under maxinun debt scenario

Potential Benefits to Stockholders
What would this mean for the equity1' Our analysis shows the Class I rails could
add value to their equity holders by using debt strategically to reap the benefits
of an increased tax shield, and through tactical use of the debt by embarking on
a more aggressive program to repurchase undervalued equity. Table 3 shows the
results with column one highlighting the tax advantages and column two the
total impact on EPS assuming increased debt is used to buy back stock

Bottom line - The tax shield value from adding debt could boost the sector's
market capitalization by 5.4% (market weighted) if the capital structure is
optimized according to me UBS model Tactical usage of debt to repurchase
shares could generate an additional 11.2% upside from EPS accretion (assuming
no change in PE multiples)

Table 3: Summary of results - Value from spare debt capacity (SDC)

Company Vafua of Debt Tax Shield
from SDC

EPS Accretion
using SDC for
Shara Buyback

Norfolk Southern
*W^ <*T
Unlon Pacific

faaU^i^A^ A^ft

Burifngton Northern 51% 131%

Significant upside in sector equity
value

Source UBS estimates
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Will They or Won't They?
It's important for investors to have a realistic grasp of the mentality of rail
managements when it comes to leverage. The average senior executive has been
there for 30 years and, in a profitability and KOIC context, the first 27 were
terrible What seems obvious to an institutional investor looking at this industry
for the first time won't be to the typical rail CFO It's going to take some time
before the mindset changes, and we can say with near certainty that they won't
be willing to sacrifice investment grade status anytime soon. This is partly a
perception issue as these companies see themselves as important in both an
industrial and historic context, which is incompatible with "junk".

But would they need to sacrifice investment grade to get there?

Consider Table 4, which shows the current key leverage metrics for three of the
rails and contrasts them with the worst year in recent history 1998 This was
during the Union Pacific meltdown following the Southern Pacific acquisition,
when CSX and Norfolk Southern had loaded themselves up with debt after
overpaying for the Conrad acquisition The metrics arc dramatically worse than
they are today, yet the debt ratings remained investment grade (barely) Now
consider how fundamentals have improved since then, as we discussed earlier
The Class 1 Rails should be able to take on more debt without proportionately
increasing risk. In other words, the rating agencies are no doubt going through
the same thought process as the rest of the Street - things are different and the
historical parameters need to be adjusted While our optimal net debt/capital
model suggests net debt/capital ratios higher than those seen in 1998, with the
exception of Union Pacific, the suggested debt/EBlTDA of 3.2 times is still
materially healthier than levels seen in 1998, and interest coverage ratios
arc better at 3 8 times. We would also argue that net debt/capital is the least
appropriate measure of leverage for the rails. Optimum leverage may indeed be
consistent with investment grade

Table 4: Key Leverage Ratios, Then and Now

CFOs unwilling to sacrifice investment
grade ratings

Optimum capital structure may be
consistent wtth investment grade
ratings

Leverage Ratio

NetPrttfCipttil

DabtfEBITDA

EBITDMIntarert

Union Pacific, 2006 Union Paddc, 1996

280% 575%

17* 11 3x

86x • " • '."l ISr

CSX 2006 CSX, 1998

1 361* .'51 3%

21i 38x

7&1 ' ' 35x

Norfolk Southm. 2006 Norfolk South vn, 1998

371% . 561%

2 Ox Six

69x 29x

Source Company reports

Fundamental Disconnect
On the sell side we have an interesting perspective as we sit between the
companies and their stockholders, and what we're seeing at present is a
fundamental disconnect between how the Class 1 Rails and a growing
proportion of their owners arc viewing the balance sheet The rails are inclined
to write it off as the usual scurrilous prodding from a few hedge funds intent on
a quick buck, but we get the sense this issue is real and gaining momentum
Early on we stated that the mentality of the CFOs is beginning to shift from 40%
target debt/cap to about 45%. Meanwhile, stockholders are beginning to think
60%- Hence the intense I-BO speculation with the rationale being that if the
rails won't lever up themselves, someone else will do it for them.

Investors and stockholders are
beginning to diverge on the balance
sheet

UBS 5
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Baby Steps
So what's going to happen9 Our conclusions arc twofold'

• Near-term. We think the rails will lever up to their new "comfort zone",
which is about 5% to 10% debt/cap above where it is now However, the
timing and magnitude will not be satisfactory to many investors. Given the
history of the industry and mentality of the senior executives, we think the
rails will lever up slowing and methodically over the next three years by
raising dividends faster than earnings growth and buying back more stock
than free cash flow growth would exclusively allow Debt issuances will
make up the difference

• Longer term. We think things have irreversibly changed and the goal posts
have shifted In 3-5 years we think the new norm will be leverage ratios
beginning to shift closer to where our model suggests than where they are
today

Compatibility with Investment Thesis
If our analysis plays out all of the Class 1 Rails will benefit The upside to Buy Canadian National and Union
equity value suggested by our optimization model indicates the biggest potential Pacific
gams for Burlington Northern, Canadian National, Union Pacific and Norfolk
Southern All three, except Burlington Northern, being Buy rated stocks at UBS

Table 5: UBS Ratings and targets for the Class 1 Rails

Company Rating Prin Target Cur™"! Marta* potential Upside
Price

Norfolk Southern (US$) Buy 2 $65 00 $52 65 235%

Canadian Pacffic(C$l Buy 2 _ $81 00 $7001 157%
""TUT^™ * ff l̂̂ *"*1 " ^TlUnc* _i l" ,*f"' """ "•!••• "" "*"•*''• i * ̂ •"•"•j**̂ 1"""" •

Burtngten|torUiOT(yS$l j JNeutraf 2"-S-fti^i$9*00 ft JM57J. ' *SfB.6V

CSX(US$) _ Neutral? _ $4400 _ $4337 _ 15%

Source UBS
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Are The Rails Underlevered?
Between 2000 and 2006 the Class 1 Rails have experienced significant
improvements in their debt coverage and financial leverage ratios (Charts 1
through 4) We estimate lhat the average coverage ratio (market weighted) for
the Class 1 Rails ha* almost doubled between 2000 and 2006, while the
financial leverage ratios have fallen steadily over the same period This is
primarily the result of gradual improvements in profitability for the sector

Chart 1: Net Debt to EBTTDA & Net Debt to EBITDA less CAPEX Chart 2: Net Debt to Total Cap & Net Debt to Enterprise Value

mount nn» ]•»:*•

Chart 3: EBfr-to-lnterest & EBtTDA less CAPEX to Interest Chart 4: ROIC & Operating Ratio

Source UBS estimates (at ratios are based on market weghtod sector average)

Based on our forecasts through fiscal 2009, we arc projecting further
improvement in the debt coverage and financial leverage ratios for the Class 1
Rails We project an average sector F.BIT to Interest ratio of 7 2 times in 2009
up from 5 3 times at the end ot 2006, an improvement of 36% In our forecasts,
we have assumed that free cash flow (after investments in efficiency and higher
dividends) is used towards share buyback and dividend increases on a go
forward basis and that the net debt (including operating leases) to capital
remains relatively stable in the low 40% range In the absence of further
industry consolidation, we believe that the Class 1 Rails will continue to invest

UBS 7
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in operational efficiency and utilize their cash resources to repurchase shares
and increase their dividend payout ratios.

Table 6 below highlights the improving debt profile of the Class 1 Rails through
our forecast period (Please see Appendix A for company specific ratios)

Table 6: Market weighted average ratios, past and forecasted, for the Class 1 Rails

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

Drtt^ J.̂ 233% /-la OK'1*.'1 '.1201%;'. 23 aV1 26.4%' '-304

PEJQ lo0x • Ox ' *

28* 2ta 3 Ox

ff̂ r̂  tô EirteroriMVitufl̂ ip'SJ 5>'S!̂ K 1%

ROIC 130% 132%

Source Company reports and UBS

Structurally Improved Fundamentals Support
Additional leverage
The reasons for the above outlined improvements in the debt coverage and
financial leverage ratios arc twofold

• Cyclical - Since the start of the current economic cycle in late 2001, the
railroads have benefited Scorn improved pricing, growing volumes and
increased operational efficiency. This was possible due to numerous co-
production agreements amongst the Class 1 Rails as well as new investments
in productivity Further, truck driver shortages coupled with rising fuel pnces
have translated into the Kails having an improved economic advantage over
trucks

• Structural - Following decades of price declines, loss of market share to
highways, and loss of efficiency due to complex mergers, the railroads have
entered this decade with a much better balance between demand and supply
which has returned pricing power to them Supply is expected to remain
constrained by what we view to be weak returns on replacement costs and
strong barriers to entry It is this fundamental shift in pricing power that has
provided the railroads with additional financial leverage capacity

Given the strength of the rails' business models (i e low cost providers of
transportation services in the supply chain, high barriers to entry, low
substitution risk and pricing power), and their improved financial profile, we
believe that there is an opportunity for significant value creation for equity
holders through greater use of financial leverage

We believe that there is an opportunity
for significant value creation for equity
holders through greater use of financial
leverage.

UBS 8
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We calculated and analyzed the key ratios that arc used by the bond agency.
Moody*s, in assessing credit ratings (see Table 7) The results underscore the
healthy, albeit underleveragcd debt profiles of all of the Class 1 Rail suggesting
significantly more debt can be assumed without compromising their investment
grade status.

Table 7: Core Debt Ratios; debt ratings and corresponding Moody's criteria

Canadian National Rai lway
Moody's Rating • A3

EBIT to Interest
NetDebttoEBITDA
Retained Cash Ftow-to-Debt
Net Debt to Total Capital (Book Value)
Operating Rate

Canadian Paci f ic Rai lway
Moody's Rating • Baa2

EBIT to Interest
NetDebttoEBITDA
Retained Cash Ftow-to-Debt
Net Debt to Total Capital (Book Value)
Operating Ratio

Burlington Northern Santa Fe
Moody's Rating - Baal

EBIT to Interest
NetDebttoEBITDA
Retained Cash Flow-to-Debt
Net Debt to Total Capital (Book Value)
Operating Ratio

CSX
Moody's Rating - Baa2

EBIT to Interest
NetDsbltoEBITDA
Retained Cash Flow-to-Debt
Net Debt to Total Capital (Book Value)
Operating Ratio

Norfolk Southern

Moody's Rat ing • Baal

EBIT to Interest
NetDebttoEBITDA
Retained Cash Flow-to-Debt
Net Debt to Total Capital (Book Value)
Operating Rato

Union Pacific
Moody's Rating - Baa2

EBIT to Interest
NetDebttoEBITDA
Retained Cash Flow-to-Debt
Net Debt to Total Capital (Book Value)
Operating Ratio

Historical
Average

57x
26x

351%
475%
671%

37x
37x

201%
547%
776%

39x
33x

544%
793%
262%

21x
59x

605%
856%
168%

26x
45x

521%
798%
200%

27x
39x

517%
835%
241%

Forecasted
Average

10 Ox
15x

550%
376%
602%

56x
27x

319%
500%
732%

61x
21x

541%
761%
396%

46x
24x

447%
774%
345%

59x
19x

404%
709%
391%

54x
21x

382%
773%
381%

Moody's

52x
3 Ox

250%
-40%-45%
Below 60%

35x
-2 5-3 Ox

23%
-40*45%
Below 80%

5 Ox or greater
25x
25%

-40%45%
70%75%

3 Ox or greater
Less than 3 Ox

25%
^40%-45%
Below 60%

5 Ox or greater
Less than or equal to 3 Ox

25%
-40%45%
70%-75%

4 Ox
Less than 3 Ox

20%
-40%-45%
Below 60%

Based on the trends shown, It is not
surprising that all the Class 1 railroads
have investment grade ratings; their
Moody's ratings range from Baa2 to A3.

Sown UBS. Company reports. Moody's Investor Services

UBS 9
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We believe thai there arc opportunity costs associated with underleveraged
balance sheets Kssentially, the Class 1 Rails arc forfeiting the opportunity to
take advantage of their spare debt capacity and the resulting debt tax shield.

Further, we believe a comprehensive understanding of the potential spare debt
capacity, the associated savings, and value creation possibilities of the Class 1
Rails could potentially translate into improved valuation

In the ensuing discussion we will use a statistical model to demonstrate the
significant potential spare debt capacity available to each Class 1 Rail
We quantify the value creation through increased spare debt capacity for each
firm.

UBS 10
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Determining Spare Debt
Capacity: A Statistical Model
Using a statistical model we attempt to quantify how much debt each Class 1
railroad could assume without compromising its investment grade rating in our
view.

For the purposes ot our analysis, we have assumed that the optimal debt level
for a company is a function of the company's

• Operating risks - This is characterised by any event that could change the
enterprise value of a company Since equity volatility is affected by business
and financial risk, it tends to be greater than enterprise value volatility and
therefore not a good proxy to operating risks bom by a company Also, debt
capacity is a function only of asset volatility. Hence, we bchcvc a better
proxy for operating nsk is asset or enterprise value volatility as it represents
the volatility associated purely with the operating uncertainties of an entity,
and unrelated to debt Essentially it is the un-lcvcrcd operating nsk of an
entity

• Acceptable probability of default - The acceptable (or optimum)
probability of default is largely a function of stakeholder relationships That
is. stakeholders (such as investors or/and customers) that are invested in an
entity for the purposes of stability will be less willing to do business with
financially unstable companies and are not likely 10 tolerate high default
probabilities

In order to determine the maximum level of debt a company can raise, for a
given probability of default and asset volatility, we have used a statistical model
based upon a normal distribution This model is based on the following
parameters

a Mean = Enterprise Value of the firm: A normal distribution assumes that
there is an equal chance of a change in a company's value to the upside as to
the downside, with a diminishing probability of larger moves occurring in
cither direction. Therefore, this model assumes that the company's current
EV is the best possible estimate of its fair value. As such, the model places
the company's current EV at the apex of the normal curve

a Standard Deviation = Asset Volatility The change in the company's current
enterprise value due to changes in operating nsk is represented by asset
volatility. We estimate the operating nsk as the dc-lcvcrcd five year share
price volatility (STD) The formula to de-lever equity volatility is shown
below and assumes constant debt values:

Asset Volatility = Equity Volatility / (l+( l-t)*(Nel-Dcbt/Markct Cap))

Hence, the asset volatility represents the standard deviation to be used in our
statistical model

Optimal debt level is a function of
operating risk and acceptable
probability of default

Statistical model assumptions: (1)
Mean = EV of the firm; (2) Standard
deviation = Asset Volatility; (3)
Probability - Acceptable probability of
default

UBS 11
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• Probability = Acceptable probability of Default: In light of the reasoning
provided earlier, and for the purposes of conservatism, we have assumed a
very low acceptable probability of default of 0 01% in our model.

While a normal distribution is usually used to find the probability of an event
occurring, we have already stipulated the nsk of default that we arc willing to
accept Therefore, essentially our model solves backwards for a maximum
optimal debt level, at a given probability of default

The value enhancement opportunities of greater debt usage have been quantified
in the form of the increased debt tax shield yielded through increased spare debt
capacity, in proportion to market capitalization:

• Value Creation from Additional Debt = Effective Tax Rate * Spare Debt
Capacity/ Market Capitalization

Chart 5 below provides an illustration of the normal model we have used in the
context of Union Pacific.

Chart 5: Normal Distribution - Union Pacific

Z54S xas BQ3B 7ZBO BUN A2B

Source UBS

(For greater background on the model outlined above, please refer to the UBS
Investment Research note, "Q-Senes Can Debt be anAviel? " by David Bianco
and Pnya Hanam published 12 December 2006 )

The Results Are In...
ITie results are outlined in tables 9 to 12. As shown in table 9, Canadian
National has the greatest net spare debt capacity relative to its enterprise value at
23 6% Union Pacific follows closely in 2nd place with 19 2% net spare debt
capacity to enterprise value We estimate that Canadian National and Union
Pacific offer the highest upside (9 7% and 9 4% respectively) to their current
market capitalization as a result of higher usage of debt

On the other hand, our model indicates that Norfolk Southern is ovcr-lcvcrcd
and should actually reduce its level of debt while CSX has the lowest spare debt
capacity after Norfolk Southern. We would caution that these results arc

The value enhancement opportunities
of higher leverage is quantified by
increase in the debt tax shield

Canadian National has the greatest net

spare debt capacity relative to its

enterprise value at 24% followed by
Union Pacific

UBS 12
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specific to Norfolk and CSX due to their higher than average share price
volatility (Essentially these are outliers m the group). We note that share price
volatility for Norfolk Southern and CSX has decreased in recent years and the
high volatility earlier in the decade may be attributed to the operational
problems exhibited following the mergers of the laic 1990s

To take thus into account, we also ran the model under the assumption that the
share price volatility across the group would be similar going forward. The
results are shown in Tables 11 and 12 (Scenario 2).

By using the average share price volatility, the asset volatility spread amongst
the Class 1 railroads is reduced. Therefore, the spread in the value created by
the increased debt lax shields is also reduced In this scenario, Canadian
National and Norfolk Southern occupy the top spots with 6.1% and 5 4% of
value created as a percentage of market capitalization Union Pacific closely
follows with 53%, Burlington Northern with 5 1%, CSX with 4.9%, and
Canadian Pacific with 4 8%

In both scenarios, Canadian National has the greatest spare debt capacity in
proportion to its enterprise value This should not come as a surprise given that
Canadian National's current net debt to EV is the lowest amongst the group at
17 1% (helped by its strong cash flow generation capability) Canadian National
also consistently ranks first in terms of its ability to create value from spare debt
capacity

CSX and Canadian Pacific have the lowest spare debt capacity (relative to the
other Class 1 Rails) reflecting their higher than average leverage in the group
They, therefore, offer modestly less upside in terms of value creation from
increased financial leverage

Ultimately, in Scenario 2 the model indicates that at current levels of financial
leverage, all the Class 1 Rails have the potential to create value through higher
level of debt utilization without substantial addition of risk As shown in Table
8, the nsk profile of the railroads remains moderate in Scenario 2 even after
incorporating the additional debt issued consistent with the results generated by
our model In the next section, we explore a potential tactical use of spare debt
capacity to the benefit of equity holders

Table 8: Key debt ratios after utilizing all spare debt capacity

Company

| Canadian National . -

Canadian Pacific

| Burlington Northern Santa Fe

CSX

| Norfolk Southern •

Union Pacific

Max
DebtfEV

320%

391%

'377%. ' " • i

386%

363%

370%

EBITf
Interest

(Max
Debt)

,. 69x

46x

'j.49x .

43x

S6x"

4 Ox

Max.
Dabtf

EBITOA

2Bx

36x

• i'.. 3'2x_' ,

34x

29x

32x

Max Nat
Debt/

Total
Capital

668%

641%

763%

602%

613%

544%

We run the model using average share
price volatility to neutralize higher than
average share price volatility exhibited
by NSC and CSX.

In Scenario 2 the model indicates all the
Class 1 railroads have the potential to
create value through higher leverage
without substantial addition of risk.

Source UBS estimates
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Working the Debt
Debt issuance could yield additional value for equity holders in light of what we
view to be undervalued share prices of the Class 1 Rails By repurchasing their
undervalued equity, management can essentially substitute one source of capital
(inexpensive equity) with another (debt), and thereby take advantage of
inefficient market pricing

By repurchasing shares, management
can essentially substitute inexpensive
equity with debt, and thereby take
advantage of inefficient market pricing.

Expansion prospect* (via acquisitions or organic growth) in large size appear to
be absent This leaves repurchasing undervalued shares as the most likely and

logical opportunity for using untapped financial leverage Table 13 below,
shows that there is significant potential upside for most of the Class 1 Rails

Table 13: UBS Ratings and targets for the Class 1 Rails

Company
_ „Rating -_ , , . .Price Target

Current Market
Price

Potential Upalde

! Canadian National (C$)~

Norfolk Southern (US$)

| Union Pacific (US$> ' .

Canadian Pacific (C$)

1. BuriingtbnNorthem'fUSS)1'

Buy 2

Buy 2

Buy 2 . -
Buy 2

Neutral 2 iil
ll!l|'ii

$7000"

$6500

> $13000

$8100

^".$9400'!

$5562

$5265

1 . $11222

$7001
1 **mB c?

'-! "250%

235%

-' 156%

157%

'•Hi;. -^86%

i

•

CSX(US$) Neutral 2 $4400 $4337 15%

Source UBS

All of the Class 1 Rails mentioned in our research are engaged in share buyback
programs as shown in Table 14 below More recently, it seems the mindset of
the Class 1 Rails are changing as they are moving towards incrementally larger
share repurchase programs While our forecast presumes that the trend will
continue going forward, we argue that the railroads could engage in more
aggressive share repurchase programs Canadian National seems an obvious
candidate for such a move.

Table 14: Current share buyback programs

Company Shan Buybtck Program

11 ' in ' I I •*i1< ' • • •• i * ' l i I l l **^ h
;• Canadian National iffi-v-i 5% of shares oirtslanong (28m share iepurch» program) I i.̂ 1 M •

Canadian Pacific

J Norfolk Southern

CSX

10% of shares outstandng n 2008 (15 5m share repurchase program m
2007/2008)

75m shares through the end of 2010.27 4m of these 75m snares repurchased as
Of3/31fl7 ' -,• - ...

US$28. completion of $1B in 2007 and the remands in 2008. $130 5m of the
repurchased as of 3/31/07

1 Union Pacific Corp 'i r, (
20m shares through Ihe'end of 2009.2m of these 20m shares repurchased as of

_, ji ;.',. ,i .in ,^; .., i(, i.. f.^ji1. ', •

Burimglon Northern
210 snares wtfh no exprabon date. 170m of these 210m shares repurchased as of
3/31/07

Source Company reports

In the following analysis, we assume that all the Class 1 Rails utilize their entire
spare debt capacity to repurchase shares in 2007 (for demonstration purposes).
While this is not likely, it is possible for firms to embark on extraordinary share

UBS 16
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buyback programs (i c greater than 5% of their float) provided that they have
filed with the necessary exchanged)

We used our models to find out the corresponding TPS figures for the following
scenarios

• No share buybacks

• Share buybacks as per our current estimates (no use of spare debt capacity)

• Maximum share buybacks using all of the spare debt capacity

The results of the EPS accretion analysis are shown below and indicate that for
all the Class 1 Rails, there is potential for significant EPS accretion analysis
through greater utilization of spare debt capacity

Table 15: Aggressive share buyback and EPS accretion analysis

Potential
Spare Debt Share
Capacity Buyback

(SDC) with SDC
(nun)

EPS: No Currant EPS:
Shan UBSe

Buyback (1) (2)

Total Share
buyback

using SDC
(mine)

% of float

EPS After
Increased

Share
Bin/back

(Using SDC)

(1) Accretion _ . a1' - (2) Accretion
from. ^ |mmi

No Share
Bin/back

UBSe

Union Pacifc 4.45839 119%

Source UBSesbnates
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Conclusion: Untapped Leverage
Provides Upside
Our analysis shows that the Class I Rails could add value to their equity holders
by exploiting their spare debt capacity. Table 16 provides a bncf summary of
the potential returns assuming maximum debt as determined in our statistical
model

Table 16: Summary of results - Value from spare debt capacity (SDC)

Compiny

! Canadian National •

Norfolk Souttnm
I Union Padflc

Burflngton Northern

lea.

Value of Debt To SNoU

from SDC

61%, ;.;.

55%

"""__ " ""53%T""

51%

' . . 49*" \ "

EPS Accretion

uilng SDC for

Shan Buyback

.'117%

108%

' Tl 9%

131%

' 85* t!\

Canadian Pidfic 48% 76%

I Market Weighted Average 54%i-h'
1 , . ..112* '..

Source UBSestmates

The improved profltabihiy outlook of the Class 1 Rails, and improved free cash
flow afford management the opportunity to create value for shareholders
through share buyback programs, or to invest in operational efficiency, or most
likely, both These opportunities are not fully exploited in our view

Given the history of the industry and mentality of ihe senior executives, we
think the rails will lever up slowing and methodically over the next three years
to perhaps nud-to-high 40% on a nct-debt-to-capital basis They will do this by
raising dividends faster than earnings growth and buying back more stock than
free cash flow growth would exclusively allow Debt issuances will make up the
difference

Thinking longer term, we think things have irreversibly changed and the goal
posts have shifted In 3-5 years we think the new norm will be leverage ratios
beginning to shift closer to where our model suggests (~ 60%) than where they
are today

UBS 18
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Appendix
Key Ratios by Railroad (As per current UBS models)

Table 18: Canadian National

Canadian National

[ Retained Cash Rov/Nat Debt

NetDetttoEBITDA

| No! Debt to EBITDA (1MB C APEX)

EOT to Internet (net)

| EBTTDA to Interact

EBITDA (lew CAPEX) to Internet

[Operating Ratio

Net debt to Book Value of Equity

| NetdaMtoMwMCapMlutlon

Net debt to Book Value of Total
Capital

\ NetdebttoEV

ROiCS (pre-tax)

TROE% ~~~

2000

348%

27x

49x

45x

.' 59x

33x

• 696%

904%

..706%

475%

414%

1520

" 134l"

2001

263%'"

34x

57x

45x

" " sex
35x

685%

1040%

'" 782%, *

510%

.439%

1430

1613

2002

240%

31x

5 Ox

44x

57x"

35x

694%

898%

569%

473%

363%

1350

1515

2003

348%

28x

, :'-sox
48x

-63x

35x

698%

762%

- 472%

432%

',321%

1320

1208.

2004

344%

25x

41x

61x

78x

48x

669%

739%

457%

425%

314%

1590

~~1420

2005

' ",. «7%

20x

31x '

73x

91x

58x

638%

694%

341%

410%

254%

1840

1679

2006

454%

19x

29x

B4x

10 1x

66x

618%

705%

294%

413%

227%

2050

1898

2007E

501%

15x

25x

91x

11 3x

67x

, 617%

557%

207%

358%

171%

2090

1876

2008E

• 555%

15x

24x

10 4x

12 7x

79x

599%

607%

227%

378%

185%

2280

2065

2009E

592%

15x

23x

10 3x

126x \

79x

591%

642%

240%

391%

193% I

2410

2234 |

Source Company reports and UBS estimates

Table 19: Canadian Pacific

Canadian Pacific

Retained Cain Flow/Net Debt-

Net Debt to EBITDA

: Net Debt to EBnDAOeac CAPEX)

EBIT to Interact

EBITDA to Internal

EBITDA (km CAPEX) to Interact

Operating Ratio j

Net debt to Book Value of Equity

i Net debt to Market Capltallutfon

Net debt to Book Value of Total
Capital

- NetdabttoEV

ROC* (pre-tax)

ROE%

2000

257%Li.

27x

. 53x

43x

. 59x_

29x

769% .,

897%

1030% '

473%

407%

1798

1248,.

2001

189%

39x

75x

35x

49x

26x

773%:
1558%

1030%

609%

507%

1556

1187

2002

179%'

42x

78x <

31x

44x

24x

766%.

1501%

•101 7% '

600%

504%

1493

1281 „,

2003

88%

46x

125x '

29x

45x

17x

798%

1416%

100.2%!

586%

501% -

1265

952'

2004

190%'

4 Ox

91x

32x

, 48x

21x

798%-'

1190%

.900%'

543%

•474%

1341

942

2005

236%

35x

91x

42x

6 Ox

23x

"772%

1160%

815%

537%

449%

1660

1222

2006

269%

28x

57x

48x

68x

34x

754%

932%

559%

482%

359%

1800

1339

2007E

338%

27x

• 54x

55x

76x

37x

744%

906%

561%

475%

359%

1881

1436

2008E

316%

27x

5 Ox

57x

78x

42x

731%

1032%

618%

506%

382%

2008

1550

2009E

303% |

26x

4Bx |

58x

79x |

43x

723% |

1066%

655% |

517%

396% |

2086

1686 |

Source Company reports and UBS estimates
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Table 20: Burlington Northern Santa Fe

Burlington Northern

Retained Cash Flow/Net Debt

NetDebttoEBrTDA

Net Debt to EBITDA (less CAPEX) .

EBIT to Interest (wt)

) EBITDA to fntffWt

EBITDA Oess CAPEX) to Interest

Operating Ratio

Net debt to Book Value of Equity

"Nit debt to Market Capitalization

Net debt to Book Value of Total
Capital

uNetdebttoEV

ROIC% (pre-tax)

ROE%

2000

289% •

31x

. 58x '> '

37x

53x ',,.

28x

769%

1269%

837% '

559%

456%-

1620

1302.

2001

!271%J

36x

78x

31x

'46x ,

21x

804V'"

1243%

956%

554%

489%.

1341

1063

2002

248%

4 Ox

. 84x

3 Ox

47x.

22x

61.6% '•

1298%

.. 963%

565%

491%

1211

-fges1 '

2003

268% -

4 Ox

121*

3 Ox

!47x

15x

823%

1208%

997%

547%

499% '

1193

i 932

2004

290%

31x

64x :

39x

58x '

28x

803%*"

1064%

834%

515%

455%

1528

1212.

2005

283%

2Bx

48x

5 Ox

69x

39x

770%

1181%

672%

541%

402%

2084

1675

2006

326%

25x

44x

52x

69x

39x

767%

1105%

497%

525%

332%

2288

1855

2007E

376%

23*

43x

56*

75x

4 Ox

767%

1240%

496%

554%

332%

2459

* 1970

2008E

398%

21x

61x

81x

44x

761%

1175%

496%

540%

Jill*
2636

22.90

2009E

422%

19x

35x :

66x
1 86x

48x

756%

1126%

495%

530%

331%.

3067

2429.

Source Company reports and UBS esbmates

Table 21: CSX Corp

CSX

Retained Cash Flow/Net Debt

Net Debt to EBITDA

Net Debt to EBITDA (lesi CAPEX}

EBfT to Interest (net)

, EBTTDA to Interest

EBFTDA (less CAPEX) to Interest

' Operating Redo

Net debt to Book Value of Equity

Net debt to Market Capitalization

Net debt to Book Value of Total
Capital

' NetdebttoEV

ROIC% (pre-tax)

' ROE%

2000

'130% "r

BOX

236*,..,',.

11x

19x

06x

902%

1837%

1578%

'648%

612%

1187

335, !'•

2001

134%

67x

15 7x' "

15x

'24x,

10x

875%

1780%

1773%

640%

639%

1392

546

2002

""152%

65x

16BX <

18x

29x. .

11*

863% _

1819%

' 1580%

645%

' 61 2% /

1435

" '7*5. '

2003

'121%

7 Ox

,20.7x..

17x

28x

09x

675%

1748%

1640%

636%

621%

1205

649

2004

185%

59x

13 5x

19x

31x

14x

864%

1593%

1583%

614%

613%

1081

703

2005

171%

41x

79*

27x

21*

_822%

1201%

546%

536%

1233

1033

2006

282%

32x

77x

37*

5 3 x _

22*

794%

1019%

" 772%

505%

436%

1543

1218

2007E

331%

26x

4Jx

43x

6.1x

32*

790%

817%

650%

450%

394%

1561

1195

2008E

342%

24*

43x

45*

63x

35*

772%

817%

674%

450%

403%

1713

1325

2009E

362%

22x

38x

49x

67x

38x

759%

797%

_ 689% J]

443%

406%

1839

1446

Source Company reports and UBS esbmates
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Table 22: Norfolk Southern

Norfolk Southern

Retained Cash FkwfNet Debt

Net Debt to EBITDA

Net Debt to EBITDA (km CAPEX)

EBIT to Interest (net)

EBfTDA to Interest

EBITDA (km CAPEX) to Interest

Operating Ratio

Net debt to Book Value of Equity

Net debt to Market Capitalization

Net debt to Book Value of Total
Capital

Net debt to EV

ROtC% (pre-tax)

ROE%

2000

174%

69x

12 7x

13x

21x

12x'

869%

1546%

1073%

607%

518%

1055

361

2001

99%

57x

93x

17x

25x

15x

837%

1421%

130.6%

567%

566%

1374

588

2002

114%

52x

86x

2to

29x

18x

815%

1349%

1137%

574%

532%

1558

730

2003

150%

49x

79x

21x

31x

19x

819%

1187%

1028%

543%

507%

1552

785

2004

230%

35x

61x

31x

42x

24x

76.7%

1020%

879%

499%

468%

1567

1162

2005

307%

27x

4 Ox

37x

51x

34x

752%

832%

604%

408%

377%

1435

1376

2006

322%

23x

35x

46x

6 Ox

4 Ox

72.8%

802%

443%

426%

307%

1762

1567

2007E

387%

2 Ox

3 Ox

54x

7 Ox

45x

720%

704%

390%

394%

281%

1947

1592

2008E

381%

19x

29x

59x

75x

48x

709%

737%

405%

405%

288%

2161

1733

2009E

394%

18x

28x !

64x

8 Ox

52x

698%

762%

417%'

413%

294%

2345

1923

Source Company reports and UBS estimates

Table 23: Union Pacific

Union Pacific

Retained Cash FkNrf Net Debt

Net Debt to EBITDA

Net Debt to EBITDA (km CAPEX)

EBIT to Interest (net)

EBRDA to Interest

EBFTDA {lees CAPEX) to Interest

' Operating Ratio

Net debt to Book Value of Equity

Nat debt to Market Capitalization

Net debt to Book Value of Total
Capital

- NetdebttoEV

ROIC* (pro-tax)

ROE*

•'

2000

167%

43x

98x

23x

36x

16x

830%

1556%

1156%

609%

830%

1157

1097

2001

185%

43x

93*

24x

3.8x

17H

827%

1460%

1177%

593%

~655%

1154

10.59

2002

208%

38x

73x

29x

44x

23x

814%

1255%

933%

557%

577%

1255

1120

2003

25.7%

37x

8.2X

29x

43x

2 Ox

815%

956%

775%

469%

520%

1126

918

2004

24.5%

45x

15 3x

22x

38x

11x

874%

939%

761%

484%

522%

809

605

2005

261%

4 Ox

14 Bx

25x

4-lx

11x

668%

864%

701%

464%

503%

930

889

2006

327%

27x

61x

38x

_ _ 5 5 x

25x

816%

734%

534% _

423%

416%

1433

1097

2007E

354%

23x

53x

47x

65x

26x

790%

626%

513%

385%

391%

1583

1152

200BE

364%

2 Ox

44x

54x

73x

34x

771%

614%

522%

381%

395%

1728

1274

2009E

404%

19x

3.9x

6 Ox

~ ~79x

38x

757%

611%

538%

379%

_«3% J

1874

1395

Source Company reports and UBS estimates
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• Statement of Risk

Risks to all railroad stocks mentioned in this report include economic (volume),
financial (debt), event (M&A). and the impact of \olalile fuel prices There is
also the risk of multiple compression as investors move away from the group at
different stages of the business cycle

• Analyst Certification

Each research analyst primarily responsible for the content of this research
report, in whole or in part, certifies that with respect to each security or issuer
that the analyst covered in this report: (1) all of the views expressed accurately
reflect his or her personal views about those securities or issuers, and (2) no part
of his or her compensation was, is, or will be, directly or indirectly, related to
the specific recommendations or views expressed by that research analyst in the
research report.
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Required Disclosures

This report has been prepared by UBS Securities Canada Inc, an affiliate of UBS AC (UBS)

For information on the ways in which UBS manages conflicts and maintains independence of its research product,
historical performance information, and certain additional disclosures concerning UBS research recommendations,
please visit www ubs com/disclosures

UBS Investment Research: Global Equity Ratings Definitions and Allocations

UBS rating Definition UBS rating Definition Rating category Coverage1 IB services2

Buy1

Neutral 1

Reduce 1

FSR is > 6% above the
MRA. higher degree of
predictability
FSR is between -6%
and 6% of the MRA.
higher degree of
predictability
FSR is > 6% below the
MRA, higher degree of Reduce 2
predictability

Buy 2

Neutral 2

FSR is > 6% above the
MRA, lower degree of
predictability
FSR is between -6%
and 6% of the MRA,
lower degree of
predictability
FSR is > 6% below the
MRA, lower degree of
predictability

Buy

Hold/Neutral

Sell

47%

42%

12%

37%

36%

28%

1 Percentage of companies under coverage globally within this rating category
2 Percentage of companies within this rating category for which investment banking (IB) services were provided within the past
12 months

Source UBS Ratings allocations are as of 31 March 2007

KEY DEFINITIONS

Forecast Stock Return (FSR) is defined as expected percentage price appreciation plus gross dividend yield over the next 12
months
Market Return Assumption (MRA) is defined as the one-year local market interest rate plus 5% (a proxy for. and not a
forecast of, the equity risk premium)
Predictability Level The predictability level indicates an analyst's conviction in the FSR A predictability level of 'V means that
the analyst's estimate of FSR is in the middle of a narrower, or smaller, range of possibilities A predictability level of '2' means
that the analyst's estimate of FSR is in the middle of a broader, or larger, range of possibilities
Under Review (UR) Stocks may be flagged as UR by the analyst, indicating that the stock's price target and/or rating are
subject to possible change in the near term, usually in response to an event that may affect the investment case or valuation

EXCEPTIONS AND SPECIAL CASES

US Closed-End Fund ratings and definitions are: Buy Higher stability of principal and higher stability of dividends. Neutral
Potential loss of principal, stability of dividend, Reduce High potential for loss of principal and dividend risk
UK and European Investment Fund ratings and definitions are: Buy Positive on factors such as structure, management,
performance record, discount. Neutral Neutral on factors such as structure, management, performance record, discount.
Reduce Negative on factors such as structure, management, performance record, discount
Core Banding Exceptions (CBE): Exceptions to the standard +/-6% bands may be granted by the Investment Review
Committee (IRC) Factors considered by the IRC include the stock's volatility and the credit spread of the respective company's
debt As a result, stocks deemed to be very high or low risk may be subject to higher or lower bands as they relate to the rating
When such exceptions apply, they will be identified in the Companies Mentioned or Company Disclosure table in the relevant
research piece
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Companies mentioned

Company Name
Burlington Northern1"
Canadian National4*16

Canadian Pacific18

CSX conk*****7-1"*1**1

Norfolk Southem***7'1M8W2

Union Pacific Corp.16*2

Reuters
BNIN

CNR TO
CPTO
CSXN
NSCN
UNPN

Rating
Neutral 2

Buy 2
Buy 2

Neutral 2
Buy 2
Buy 2

Price
US$87 93

C$5590
C$7022

US$4394
US$5234

US$11342

Price date/time
02 May 2007 18 58 EOT
02 May 2007 18 58 EOT
02 May 2007 18 58 EOT
02 May 2007 18 58 EOT
02 May 2007 18 58 EOT
02 May 2007 18 58 EOT

Source UBS EOT Eastern daylight tame

2 UBS AG, its affiliates or subsidiaries has acted as manager/co-manager in the underwriting or placement of securities of
this company/entity or one of its affiliates within the past 12 months

4a Within the past three years, UBS Securities Canada Inc or an affiliate has received compensation for investment banking
services from this company/entity

4b Within the past 12 months. UBS AG, its affiliates or subsidiaries has received compensation for investment banking
services from this company/entity

5 UBS AG. its affiliates or subsidiaries expect to receive or intend to seek compensation for investment banking services
from this company/entity within the next three months

6a This company/entity is. or within the past 12 months has been, a dient of UBS Securities LLC. and non-investment
banking securities-related services are being, or have been, provided

6b This company/entity is, or within the past 12 months has been, a client of UBS Secunties LLC, and non-securities
services are bang, or have been, provided

6c This company/entity is, or within the past 12 months has been, a dient of UBS Secunties LLC, and investment banking
services are being, or have been, provided

7 Within the past 12 months, UBS Secunties LLC has received compensation for products and services other than
investment banking services from this company/entity

13 UBS AG, its affiliates or subsidiaries beneficially owned 1% or more of a dass of this company's common equity
securities as of last month's end (or the pnor month's end if this report is dated less than 10 days after the most recent
month's end)

16 UBS Securities LLC makes a market in the securities and/or ADRs of this company

18a The U S equity strategist, a member of his team, or one of their household members has a long common stock position
in CSX Corp

18b The U S equity strategist, a member of his team, or one of their household members has a long common stock position
in Norfolk Southern Corp

22 UBS AG, its affiliates or subsidiaries held other significant financial interests in this company/entity as of last month's end
(or the pnor month's end if this report is dated less than 10 working days after the most recent month's end)

The analyst responsible for this report has reviewed the material operations of the issuer and/or met with senior management

Unless otherwise indicated, please refer to the Valuation and Risk sections within the body of this report

For a complete set of disclosure statements associated with the companies discussed In this report. Including information on
valuation and nsk, please contact UBS Securities LLC. 1285 Avenue of Americas, New York, NY 10019, USA, Attention
Publishing Administration
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Global Disclaimer
This report has bean prepared by UBS SacuiAn Canada he or an affihaio thereof TUBS') ti carton cauntnos UBS AG a referred to as UBS SA

Tha report a tor dstnbubon only under such circumstances as may be perrnoad by applBabto tow I has no regard *> *" cpwdc mwbnant objeclw, Enanoal •uabon or partcubr needi
of any spacrilc raapMnt and doat ml conslluss • representation that any meatmani strategy is surtabJe or appropriate b a reopwnfs indwdual circumstances or otherwise coraMulB a
personal racornrnendabon Ia puMohed eoWy for ribrmatioral purpOMB. it does not consMute an adveruamanl and at not to ba construed as a sotatafaon or an offer to buy or ton any
sacunkos or related financial instruments « any jumdetun No representation or warranty ether axxess or mpled.» provided m ralakon to tha accuracy comptatonats or roiibfcy of ha
infoirnation contanad heren. evept wih respect to intbnnaiai concemng UBS AG its subsidtnas and afflkatas. nor»it mtondad to ba a compMa statement or aurrmary ol the secunbos.
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UBS
Global Equity Research
Americas

Railroads

i UBS Investment Research :. .
CSX

Levering Up? It's a Start...

• Announces bigger buyback, dividend, and capex
Before Tuesday's open, CSX announced, i) a 50% increase in its share repurchase
program from $2B to S3B in stock (15% of its market cap) through (he end of
2008. 11) a 25% increase in its quarterly dividend from $0 12 to SO 15/shr starting
in Q3, and ML) increases in its planned capex through 2010 ($1 5B in 2007, $1 6B
in each 2008 and 2009, and SI 7B in 2010) CSX plans to complete this plan with
higher anticipated cash flows and additional debt— albeit staying investment grade

• Patting lazy balance sheets to work
Our Q-Series report from May 3 titled 'Time to Lever Up (he Rails9" concluded

, that current leverage across the sector is dramatically lower than "optimal", and all
rails could create significant value for equity holders by levering up and using that
spare debt capacity to repurchase shares With improved industry fundamentals
this may also be possible without sacrificing investment grade credit ratings

• A good start, but only reflects Che new "comfort zone*1

Our report concludes that managements have realized fundamentals have changed
and the new leverage "comfort zone" that is emerging is a debt/cap 5% higher than
it used to be (i e. from 40% to 45%) and they'll get there within three years through
buybacks and dividend increases that exceed FCF and earnings growth This is
what CSX is doing, with debt/capital moving from 40% to 46% between 2006 and
2008, although debt/CBITDA remains low over the period (2 1 to 2 2). It's a start

• Valuation
Our S44 price target is based on a forward P/E multiple of 14 5x.

Highlight* (US$m) 12/05 12/06 12RT7E 12f08E 12T09E
RmnuM 8.601 00 9.566 00 9.909 34 10 507 92 11.165 06
EOT (UBS) 1.53300 1.97000 2,08317 236722 2.67790
Nit Income (UBS) 76295 1.02890 1.08723 122440 1.37480
EPS(UBS.US$) 167 221 243 292 347
Nat DPS (UBS. US$) 0 37 0 33 0 54 0 75 0 94

ProfltablHy ft valuation 5-yrhlittv 12(06 12/07E 12N8E 12T09E
EBIT margin % 140 206 210 227 240
ROIC (EBIT) % 125 154 156 169 181
EWEBITDA (core) x 58 65 82 76 71
PE(UBS)x 164 145 189 157 132
Net dividend yield % 22 10 12 16 20
Saut« tonyliT«ciBuift rtai«OBFMM^UKMta |̂UflS»*M!î
MMMWMDMOAMIICMAK M fMIMfSB jUafftftn

Miaou MMfanMmngiiJurfpnMMiwft taMdonicfcmpterfUSMSMonOrityMIPlBaEDr
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This report has been prepared by UBS Securities LLC
ANALYST CERTIFICATION AND REQUIRED DISCLOSURES BEGIN ON PAGE. 2.
UBS 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 m making
their investment deasion Customers of UBS in the United States can receive independent, third-party research on the company or
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• CSX Corp.

CSX is one of the largest U S freight railroads and operates along the eastern
seaboard to the Midwest Its main commodity exposures include coal,
mtermodal (predominantly containers plus some truck trailers hauled on rail flat
cars), chemicals, and metals and minerals The company is headquartered in
Jacksonville, Florida

• Statement of Risk

Risks to CSX include economic (volumes and pricing), event (M&A), financial
(debt), and volatile fuel prices There is also the risk of valuation multiple
compression as investors move away from the sector at different stages of the
business cycle

• Analyst Certification

Each research analyst primarily responsible for the content of this research
report, in whole or in part, certifies that with respect to each security or issuer
thai the analyst covered in this report (1) all of the views expressed accurately
reflect his or her personal views about those securities or issuers, and (2) no part
of his or her compensation was, is, or will be, directly or indirectly, related to
the specific recommendations or views expressed by that research analyst in the
research report.
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Required Disclosures

This report has been prepared by UBS Securities LLC, an affiliate of UBS AC (UBS).

Tor information on the ways in which UBS manages conflicts and maintains independence of its research product;

historical performance information, and certain additional disclosures concerning UBS research recommendations,

please visit www.ubs com/disclosures

UBS Investment Research: Global Equity Ratings Definitions and Allocations

UBS Rating

Buyl

Neutral 1

Reduce 1

Deflation
FSR is > 6% above the
MRA. higher degree of
predictability
FSR is between -6%
and 6% of the MRA.
higher degree of
predictability
FSR is >6% below the
MRA. higher degree of
predictability

UBS Rating

Buy 2

Neutral 2

Reduce 2

Definition
FSR is > 6% above the
MRA. lower degree of
predictability
FSR is between -6%
and 6% of the MRA.
lower degree of
predictability
FSR is > 6% below the
MRA. lower degree of
predictability

Rating Category

Buy

Neutral

Sell

Coverage1

47%

42%

12%

IB Services2

37%

36%

28%

1 Percentage of companies under coverage globally within this rating category
2 Percentage of companies within this rating category for which investment banking (IB) services were provided within the past
12 months

Source UBS Ratings allocations are as of 31 March 2007

KEY DEFINITIONS

Forecast Stock Return (FSR) is defined as expected percentage pnce appreciation plus gross dividend yield over the next 12
months
Market Return Assumption (MRA) is defined as the one-year local market interest rate plus 5% (a proxy for, and not a
forecast of. the equity nsk premium)
Predictability Level Trie predictability level indicates an analyst's conviction in the FSR A predictability level of '1' means that
the analyst's estimate of FSR is in the middle of a narrower, or smaller, range of possibilities A predictability level of '2' means
that the analyst's estimate of FSR is in the middle of a broader, or larger, range of possibilities
Under Review (UR) Stocks may be flagged as UR by the analyst, indicating that the stock's price target and/or rating are
subject to possible change in the near term, usually in response to an event that may affect the investment case or valuation

EXCEPTIONS AND SPECIAL CASES

US Closed-End Fund ratings and definitions are: Buy Higher stability of principal and higher stability of dividends. Neutral
Potential loss of principal, stability of dividend, Reduce High potential for loss of principal and dividend risk
UK and European Investment Fund ratings and definitions are: Buy Positive on factors such as structure, management,
performance record, discount, Neutral Neutral on factors such as structure, management, performance record, discount.
Reduce Negative on factors such as structure, management, performance record, discount
Core Banding Exceptions (CBE): Exceptions to the standard +/-6% bands may be granted by the Investment Review
Committee (IRC) Factors considered by the IRC include the stock's volatility and the credit spread of the respective company's
debt As a result, stocks deemed to be very high or low nsk may be subject to higher or lower bands as they relate to the rating
When such exceptions apply, they will be identified in the Companies Mentioned or Company Disclosure table in the relevant
research piece

Company Disclosures

Company Name Reuters Rating Price Price date
CSX Corp*'•"•"••D-r-"-1*'
15.22 CSXN Neutral 2 US$4590 07 May 2007

Source UBS All prices as of local market dose
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2 UBS AG, its affiliates or subsidiaries has acted as manager/co-manager in the underwriting or placement of securities of
this company/entity or one of its affiliates within the past 12 months

4 Within the past 12 months. UBS AG. its affiliates or subsidiaries has received compensation for investment banking
services from this company/entity

5 UBS AG, its affiliates or subsidiaries expect to receive or intend to seek compensation for investment banking services
from this company/entity within the next three months

6a This company/entity is, or within the past 12 months has been, a client of UBS Securities LLC, and non-investment
banking securities-related services are being, or have been, provided

6b This company/entity is. or within the past 12 months has been, a dient of UBS Securities LLC, and non-secunties
services are being, or have been, provided

7 Within the past 12 months, UBS Securities LLC has received compensation for products and services other than
investment banking services from this company/entity

13 UBS AG. its affiliates or subsidiaries beneficially owned 1% or more of a class of this company's common equity
securities as of last month's end (or the prior month s end if this report is dated less than 10 days after the most recent
month send)

16 UBS Securities LLC makes a market in the securities and/or ADRs of this company

18 The U S equity strategist, a member of his team, or one of their household members has a long common stock position
in CSX Corp

22 UBS AG, its affiliates or subsidianes held other significant financial interests in this company/entity as of last month's end
(or the prior month's end if this report is dated less than 10 working days after the most recent month s end)

Unless otherwise indicated, please refer to the Valuation and Risk sections within the body of this report

CSX Corp. (US$)
— PrceTaget(USS) — Stock Pnce(USS)

Buy 2
Neutral 1
Neulral2

Source UBS, as of 07 May 2007

Note On September 9,2006, UBS adopted new percentage band criteria for its rating system (See 'UBS Investment Research
Global Equity Ratings Definitions and Allocations' table for details) Between October 13,2003 and September 9. 2006 the
percentage band criteria used in the rating system was 10% Prior to October 13,2003, the UBS ratings and their definitions
were Buy 1 Excess return potential >15%, smaller range around price target. Buy 2 Excess return potential >15%, larger
range around price target. Neutral 1 Excess return potential between -15% and 15%, smaller range around price target. Neutral
2 Excessroturnpotentialbetween-15%and 15%, largerrangearoundpncetarget, Reduce 1 Excess return potential <-15%,
smaller range around price target. Reduce 2 Excess return potential < -15%, larger range around pnce target Excess return is
defined as the difference between the FSR and the one-year local market interest rate
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Global Disclaimer

ThB report tits bean prepared by UBS Secunbes LLC or in arnate toreof (UBS') ki certain countries UBS AG a referred to as UBS SA

ThB report is tar dstnbutan only under such circumstances « miy be permitted by appkcaWe law I hag no regard 10 the cpecifc investment objectives, flnanoal sitiatnn or parbcular needs

personal recommendation I • publnnad solely for (irbrmanonal purposes. II don not consaiuie an Bdvarhsemant and B not to be construad ai a sokalation or an offer to buy or sell any
securlkos or related intnotl wtnments n any junsdcaon. No rapresenUMn or warranty, erther oiiyoss or moled, a crowded HI rohuon to the accuracy. compMenees or rakaUrty of he
information cantoned herein, exeat witi respect to infomiataon conoamng UBS AG. ds HbsNtarfes and arilates. nor is it intended to be a complete statement or summary of the securities,
marten or developments referred to in Dte report The ic«»t should rat In regarded by ncvwnb as a statue for
are subject to change wUhout note* and may dlfer or be contrary to canons OBressod by other buamaas areai or groups of UBS « a resull ol usng olltarant auumpbona and cntona
Research wd Inbate. update and caaaa rmerane soWy at no dbcrebon of UBS Investment Bank Research Management. The analysa centauied herein « based on numerous assumptons.
(Mferent assumpbons could neull n matenaly driferenl remtts The analysHs) responsible tor the prepanbon of th» raport nieymhM«ctwAlraduig desk persomiel sales personnal and other
consttuenoes for fte purpose of gathennc> syntoslang and rterprebng msttet infomiafron UBS B mder no othgabon to update or keep currem tie Monmfton cartoned herem LBSraioi
on •Amaton tamers 10 control he flow of information careened n one or more areas wtnui UBS. mu other areas. ins. groups or affikaus of UBS The compensation of the analyst who
prepared fta report rs deamnned ttOumttt by research managamanl and sanor management (not iicludng investment barjfung) Araryji compensation Is not based on •tvastrmntbanbng
revenues howonr. eompensaHon may raUb to the revenues of UBS bwesiment Bank as a whole, of when immanent banking, sates and badng am a part
The aecunbes deacnbed haran may not be eigiblB for sale in al |unsoclions or to oartan caiagoneB of imasteni Opbonc, damativD products and futures an nol sutabto for al maskm, and
tradng n fnse mstinwnts « conariorod nsky Mortgage and asset-backed securilos may nvolw a high degree of nek and may be tagNy wlaUe m response to auctuatms in mterast laies
end other market condMns Past performance* not nacassanty ndcatwj of future results Fore^cureneyraiworexlwigjsmeyedwjrselyafleclthewliie pnce or Mtcome of any secunly
or ralated instrument manuonad n this report. For investment advice, trade ewcution or other anqumn. ckanb should contact tar local sates represarHaavB Neilhei UBS nor any of tt
efflkates. nor any of UBS1 or any of M aflkates. drractoni. employees or aganb accepts my habriily for any loss or damage amng out of the use of an or any part of his report Additional
ntomujrjon wil be made availaUe upon request
For flnanoal instruments edmrtttd to trading on an EU ragulakxl markaL IJBS AGi its afTeates or subsrterlas (ejcludng UBS Secwte* I±C endbr IJBS
maker or liquidity prawKfor (m accordance with the merpretaUon of these terms in fte UK) in the Inanaal inatninern of the issuer saw that where the ectMly of kqiadiiy prowder B earned out
In accordance with the doflnrbon onrni to it by the laws and regJslonj of any ooW EU lunsdicBonE. such rformabon « separately dcdosed m ths research report
United Hngdom and Die rest of Europe Eicep* as otherwise speofied herein ths maferal B communicated by UBS Umlod • sutariary of UBS AG. to periona who are market cauntafpertes
or inbMrmedate cutomers (as detsMd m the FSA IU«) and is only available to such persons The mtomiuon contained herein doss not appN to and should not be retort upon by. private
customers UBS Lirrrted is autrxxwodarriregulatid by the finarwaal Services Aulficnty France Prepared by UBS Lmrtod and dotnbuted by UBS Lxnitod and UBS Sacumes Ranee SA UBS
Secunkes France S A. B regulated by tho Autonte des Msrchei Hnanciers (AMF) Where an analyst of UBS Secuntes Ranee SA has contributed to ttvj report. Vie report« also deemed to
have been prepared by UBS Securities France S A. Germany Prepared by UBS Urnied end distibuted by UBS Lxnited and UBS DeuttcNend AG UBS DouBcNand AG is regulated by the
Bundesanetatt hjr HnantfionsthMStungiaufSKnt IBafin) Span Prepared by UBS United and dxmbuad by UBS Lmrted and UBS Securities EipaAa SV SA UBS Secunhes Esparto SV. SA
BregUWedbytheCorna^r«wonalMMercaMdeVataes(CNMV) Turtey Prepared by UBS Monkui Oagerier AS on behalf of and datnbuted by UBS Umited Ruua Prepared and
d«tnbuted by Dw Moscow Representative Office of UBS Cyprus Moscow Umilad Switzerland Dewbuted by UBS AG to parsons who era insltuional Investors only lahr Prepared by UBS
brrttad and dMnbutad by UBS United and UBS lalia Sm S p A. UBS bba S«n S p A, a ragulaud by Dte Bank of Uy and by trwj Comrnasione Naaonato per M Soaeta e to Borsa
(CONSOB) Where manaVito( UBS WiaSmSp A. has corfjibulid to Bwiwpcrt. to report aalwdee^ South Afhea UBS South Africa
(Ply) United (Reparation No lM5fllll40A)7)isanwnberoflheJSELjTrted the South African Futures Echangs and the Bond Eahange of South Africa. UBS South Afnca (Ply) LnMed is
an auVwnsed Financial Senwes Provider Deub of its postal and physcal address and a lot of its orators are avalabie on request or may be accessed at http-www ubs co za United
States tetnbutedtoUSpersonsbyeuherUBSSecuntiBGLLCorbylJBSr^unorJSeivlceslnc sijrjsdanesofUBSAG.orbyagreup.subsidarywaffiliatecfUBS AGtotanotre^stared
as a US brokoHleelor (a 'non4JS aflDato'X to major US nsMubonal nvestors only UBS Secuntes LLC or UBS Financial Services he accepts responaMity for to content of a report
prepared by anotor non-US afEbato whan datnbutod to US persons by UBS Secuntes LLC or UBS finanonl Soracos he Al iransacbons by a US person n the socuntea manboned in ttus
ropon must be effected through UBS Securities LLC or UBS Fnanoal Services he. and not through a non-US afBiale Canada Dstnbutod by UBS Secunuas Canada he. a subudauy of
IJBSAGandamernbefCftheprinc^CanadwistockwchangaaACPF AstatemeniofiBlhancrtoanAionandabstofiBdiectorsandsenKiron^era
Kong Ootnbuted by UBS Seeunbes Asa Untod Smgspore Daoibuted by UBS Securities Pto Ud or UBS AG, Sngspore Branch Japan Qstnbutod by UBS Scounhos Japan Ud to
Imttutianal nvestors onty Australia DBtnbuted by UBS AG (Holder of Austrahan Bnanoal Serwces LKBTO No 231087) and UBS Secuntes Australia Ltd (HoMai of Ausirekan Hnancul
Services Licence No 231098)orJyto-WhdB6ata-diGnhaBoV™dr^s™10oftoCorDoralionsArt2001 New Zealand Datnbutod by UBS Now Zealand Ud
The dBCtosures contained «research reports pioduced by UBS Ltd shal be governed by and construed in accordance wiUi Engjsh law

O 200? UBS A3 noho reserved Thu report may not be reproduced or redalnbuud. n wrnto or n part, without the written permeson of UBS and UBS accept no kabiiry whatwew for the
actons of thid panes m this respect
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IV. STARS' Methodology

Earnings Quality

Assessment of earnings quality plays an important role in the STARS process. In addition to extensive exam-
ination of a firm's operating history, equity analysts may employ proprietary measures of quality such as
Standard & Poor's Earnings and Dividend Rankings, commonly known as Quality Ranks, and S&P Core
Earnings U S. Quality Ranks have been provided by Standard & Poor's since 1956 They are based on a firm's
long-term history of earnings and dividend growth A long history of Quality Ranks is available, and several
academic and practitioner studies have examined their mformativeness and reliability {see the white paper
Standard & Poor's Earnings and Dividend Ranking System, available on www.standardandcoors.coml S&P
Core Earnings is a newer proprietary methodology that assesses a company's underlying economic earnings
power by measuring earnings attributable to ongoing operations Under this methodology, a company's peri-
od earnings performance includes only those revenues generated by the enterprise's stipulated commercial
activities, end those direct and indirect expenses that were realized in the generation of those revenues
Trends identified from the use of Standard & Poor's Quality Ranks and Standard & Poor's Core Earnings may
be indicative of improving or dete no rating earnings quality

Top-Down & Technical Influences

Top-down influences on STARS include Standard & Poor's macroeconomic forecasts, relative sector
strength analysis, and capital market expectations The Standard & Poor's Equity Research Group's Global
and Regionel Research Directors meet regularly with the Chief Investment Strategist to review input provid-
ed by the S&P Investment Policy Committee UPC) The IPC's mission is to "ensure that Standard & Poor's
views are reached through a deliberative, consistent process that involves input from a diverse group of
Standard & Poor's senior analytical personnel "2 Among its responsibilities, the IPC is charged with provid-
ing top-down guidence end forecasts to Standard & Poor's equity analysts on the financial outlook for spe-
cific sectors The committee is chaired by the Head of Investment Analysis and its members include
Standard & Poor's Chief Economist, Head of Global Equity Research, and Heed of Global Bond Research,
among others Combined investment experience among the 10 IPC professionals is approximately 210 years
Standard & Poor's Chief Technical Analyst is also a resource for equity analysts. Important technical con-
siderations may include analysis of a stock's intermediate-term trend and its relationship to key moving aver-
ages. Comparison with other stocks in the same industry also may lend insight as to whether a move in price
is releted to the industry or to the individual security

Principal Valuation Methods

Financial statement analysis is a core practice of Standard & Poor's equity analysts and is integrated with
intrinsic valuation techniques, principally via discounted cash flow (DCF) models that the analysts employ for
eech company covered. Assets, liabilities, and shareholder equity ere evaluated to determine if the firm has
sufficient resources to generate income and cash flow, as well as sufficient liquidity to ensure continuity as

2 From Standard 4 Poor's Investment Policy Committee Charter
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IV. STARS' Methodology

a going concern. Analysts also consider cash flow trends that enable them to understand how a company is

generating and allocating capital In addition to intrinsic valuation techniques. Standard & Poor's analysts
also employ relative valuation and/or sum-of-the-parts valuation We address each below, and though our

review will not be complete with respect to variations in inputs, techniques, and special considerations
across industries, we will cover the principal means by which Standard & Poor's estimates value per com-
mon share of equity

To facilitate the quality of its valuation estimates. Standard & Poor's has staffed its equity research team with
experienced and qualified professionals. Over 80% hold MB As, over 30% are CFA Charterholders, and sev-

eral hold CPA designations The average Standard & Poor's tenure is about 7 years for U S analysts and
about 13 years for group heads and directors

Standard & Poor's believes that, although equity markets are highly competitive, the value of a company's
equity is not always equal to its price These deviations offer opportunities to profit from under- or over-val-

uation Standard & Poor's further believes that the value of a firm's equity will eventually be fully realized by
other market participants and will therefore be reflected in the price of the firm's common stock However,
investors should note that there can be no assurance that this process will boar out consistently through

time Historically there have been long periods when under- or over-valuation of publicly traded equity
shares persisted

It is incumbent upon Standard & Poor's equity analysts to develop informed opinions of the competitive posi-
tioning of each company they cover. These assessments ultimately are reflected in the inputs to the valua-

tion models discussed below They encompass management strength, market trends, corporate governance
policies, and product and pricing strategy For example, serving unsaturated markets may lead to volume

power, while operating in the presence of enduring competitive barriers to entry may promote pricing power
Resources for this work include participating in industry conferences, communicating with management

teams and investment relations departments, and utilizing industry consultants, as well as following indus-
try trade publications, journals, and news

DCF Valuation

As a tool in the process of value discovery. Standard & Poor's analysts create and maintain spreadsheet
models of both historical and projected financial statement items These projected income statements, bal-

ance sheets, and cash flow statements are integrated with intrinsic value models for each company.
Intrinsic value models attempt to determine the present value of projected cash flows Standard & Poor's

principal method of intrinsic valuation is DCF modeling Key inputs, explained betow, include estimated cash

flows, growth rates, end the discount rate Like all intrinsic value techniques, DCF analysis is quite respon-
sive to changes in inputs, so analysts employ sensitivity analysis to take into account a range of values and
probabilities

June 2005 / Standard & Poor's STock Appreciation Ranking System (STARS):
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IV. STARS' Methodology

Cash Flows

The intrinsic value of any security is the present value of its expected future cash flows Deriving intrinsic
value is therefore a straightforward process when cash flows are known in advance with certainty, as is the

caso with non-callable, risk-free debt such as Treasury bonds When future cash flows are not known with
certainty, as is the case with corporate debt and equity, they must be estimated Standard & Poor's general-
ly defines free cash flow to the firm (FCFF) as net cash flow from operating activities minus capital expendi-

tures plus interest expense and sale of property, plant, and equipment This figure represents cash flows to
all providers of capital, bondholders as well as common and preferred shareholders, after taking into
account net capital investments required for the ongoing enterprise

Growth Rates

From the starting point of the most recent period's FCFF, the analyst estimates future growth rates to apply

to those cash flows Since DCF models are highly sensitive, providing quality growth rate estimates is a
primary challenge To accomplish this, it is each analyst's responsibility to gam insight into industry trends
and individual company business drivers For example, in capital-intensive industries, results may be driven

primarily by cost structure, while for companies in emerging industries, future FCFF may depend on each

company's product pipeline Of course in the latter case, more estimation is required for valuation, which
introduces additional uncertainty Furthermore, the sustainability of cash flows is heavily influenced by the
competitive landscape Important issues for consideration include the firm's tax and regulatory environment,

the level of market saturation, the presence of barriers to entry or exit, historical returns on equity and

assets, and the strategic plan (high-margin or low-cost producer) The analyst's implicit goal is to assign
probabilities to various outcomes based on these deliberations From those probabilities flow growth rate

assumptions for input into the DCF framework. A growing company will typically experience a temporary

(perhaps several-year) period of above average growth As the company and its markets mature, it will like-
ly revert to a growth rate roughly equivalent to that of the overall economy In the DCF model, this is referred
to as the "terminal growth rate" From that point on, future FCFF may be valued as a perpetuity with a constant

growth rate

Discount Rate

Another input to determining the present value of future FCFF is the discount rate When valuing projected
cash flows to the firm, the weighted average cost of capital (WACO is typically used, although some practi-
tioners prefer a risk free rate plus an equity risk premium The mam advantage of using WACC is that it takes

the firm's cost of capital for common equity, preferred equity, and debt financing, as well as the capital struc-
ture of the balance shoot, into account The cost of equity is typically derived from the Capital Asset Pricing

Model (CAPM), which requires some estimate of the firm's equity market beta. Since the historical beta may

bear little relevance for the future, analysts are granted the flexibility to modify their estimates to allow for
what they view as realistic assumptions of relative share price volatility going forward The CAPM cost of

debt is typically the yield at which outstanding debt trades or the risk free rate plus an appropriate credit
spread
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IV. STARS' Methodology

Combining the Inputs
Once future cash flows have been estimated, the discount rate is applied to arrive at the present value of the
firm The present values of debt and preferred stock are then deducted to obtain the present value of the
firm's equity, its intrinsic value If intrinsic value is well above current market capitalization, the stock would
be deemed attractive from a DCF perspective As noted above, DCF output is highly responsive to input
Because of compounding effects, small changes in growth estimates and discount rates have large effects
on estimated value Therefore, Standard & Poor's analysts create a matrix of varied input assumptions to
develop an understanding of a range of possible outcomes

Relative Valuation
Some industries do not lend themselves well to DCF analysis For example, the value of companies in emerg-
ing industries depends largely on new products and those that may still be in development In feet, many of
these companies may not have a history of generating any FCFF The biotechnology industry is an example.
Other industries may generate profit from net margins (spread between assets end liabilities}, not operating
activities Banks and insurance companies are examples of this In these situations other intrinsic value
approaches may be applied, or analysts may also employ peer group analysis to measure a firm's value rel-
ative to its competitors While the specific comparison metrics differ among industries, the principle remains
that by comparing a firm to its peers on industry-relevant measures of performance, the analyst determines
its relative under- or over-valuation.

Sum-of-the-Parts Valuation
Sum-of-the-parts (SOP) valuation is typically utilized in special situations such as mergers end acquisitions,
spmoffs, or analysis of conglomerates. SOP disaggregates a firm by its operating segments and derives a
value for eech Each segment may be valued using DCF (if a segmented history of cash flows is available) or
relative valuation (if good, stand-alone, comparables exist) Then the segment values ere aggregated to esti-
mate the overall value of the firm

Target Price

A stock's target pnce per share represents the price that a given security is expected to trade in the future,
normally m 12 months In their determination of target prices, analysts are expected to consider intrinsic, rel-
ative, and SOP valuations if appropriate given the particular case, as well as the likelihood of micro- or
macro-economic events that may emerge as catalysis for changes in earnings or multiples To essess the
chances of micro events, analysts use their knowledge of the companies and industries they cover For
macro assessments, they rely on the kind of top-down guidance outlined above Each stock's target pnce, in
relation to its market price, determines Standard & Poor's recommendation for that particular security For
example, if e stock's target price is well ebovc its current market pnco, it is a candidate for a 5-STARS (strong
buy) recommendation.
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