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Washington, D.C. 20423-0001
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Dear Secretary Williams:

Enclosed for filing in the above-captioned proceeding are an original and
ten (10) copies of the reply comments of the Western Coal Traffic League (“WCTL™).
As explained in the comments at 3 n.2, WCTL is separately filing copies of the comments
in Ex Parte No. 664, Methodology to be Employed in Determining the Railroad Industry
Cost of Capital . Also enclosed are three CDs containing most of the contents of the
filing and electronic workpapers, which will be provided to other parties upon request.

If there are any questions, please contact the undersigned.

Respectfully submitted,

Foet). Frentrg —

Robert D. Rosenberg
An Attorney for the Western
Coal Traffic League
RDR:rlh
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cc:  Service List in Ex Parte No. 558 (Sub-No. 10)-w/encl.



BEFORE THE .
SURFACE TRANSPORTATION BOARD '

In the Matter of:

RAILROAD COST OF CAPITAL —
2006

Ex Partc No. 558 (Sub-No. 10)

REPLY COMMENTS OF THE WESTERN COAL TRAFFIC LEAGUE

Of Counscl-

Slover & Lottus

1224 Seventeenth Street, N.W.
Washington, D.C. 20036
(202) 347-7170

Dated: July 25, 2007

omeﬁgs&‘“i“
JUL 2 5 2001

partof 'J
pubtic Reco!

WLESTERN COAL TRAFFIC LEAGUE

William L. Slover

C. Michael Loftus

Robert D. Rosenberg

Slover & Lofius

1224 Seventeenth Street, N.W.
Washington, D.C. 20036
(202) 347-7170

its Attorncys



BEFORE THE
SURFACE TRANSPORTATION BOARD

)
In the Matter of: )

)
RAILROAD COST OF CAPITAL - ) Ex Parte No. 558 (Sub-No. 10)
2006 )

)

REPLY COMMENTS OF THE WESTERN COAL TRAFFIC LEAGUE

oS
32
,\,‘;'{3 WESTERN COAL TRAFFIC LEAGUE
Of Counsel: William L. Slover
C. Michael Loftus
Robert D. Rosenberg
Slover & Loftus Slover & Loftus
1224 Seventeenth Street, N.W. 1224 Seventeenth Street, N.W.
Washington, D.C. 20036 Washington, D.C. 20036
(202) 347-7170 (202) 347-7170

Dated: July 25, 2007 Its Attorneys



BEFORE THE
SURFACE TRANSPORTATION BOARD

) g
In the Matter of: ) LUl ﬂ L

) #”
RAILROAD COST OF CAPITAL - ) Ex Parte No. 558 (Sub-Nox10) EaS
2006 )

)

REPLY COMMENTS OF THE WESTERN COAL TRAFFIC LEAGUE
Pursuant to the notice of the Surface Transportation Board (“STB™ or
“Board™) served in the above-captioned proceeding on May 16, 2007 (“Notice™), the
Westemn Coal Traffic League (“WCTL” or “League™)’ 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]Jomments should focus on
the various cost of capital components listed above using the same methodology followed

in the 2005 decision™ and adds that “[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 Encrgy; 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 Fucls 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.” /d. at 1 n.1.
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 rcached
not the method employed which is controlling. . . . Itis 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 regrading the unreasonableness of
the mputs 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.? 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, 177 n.1 (1998).> 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.
1. 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:

*Because 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

2003 2004 2005 2006 AAR

Decision Decision Decision Filing
Divided Yield Times 1 + 1.73% 1.77% 1.52% 1.35%
2 Growth Rate
Growth Rate 11.0% 11.39% 13.66% 14.75%
Total Cost of Equity 12.7% 13.16% 15.18% 16.10%
Cost of Debt 5% 5.25% 5.36% 5.97%
Percentage of Equity 57.2% 61.5% 69.59% 77.2%
Cost of Capital 9.4% 10.1% 12.2% 13.8%
Percent Increase in Cost -- 7.4% 20.8% 13.1%
of Capital from Prior
Year

filing.

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

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




perpetuity.* 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 incrcases in
railroad rates, earnings (profits), and stock prices, and not any significant increase in
inflation or fundamental risk associated with railroading.” 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

“The 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 1n 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, 1s 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.

The 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.

-5-



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).®

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

as follows:



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

2003 2004 2005 2006
Risk-Free Return 4.96% 5.05% 4.65% 4.99%
Equity Risk Premium 7.20% 7.20% 7.10% 7.10%
Railroad Levered Beta 0.65 0.66 0.81 0.82
Size Adjustment 0.18% 0.27% 0.04% -0.20%
Cost of Equity 9.83% 10.04 10.41 10.64%
Cost of Debt 5% 5.25% 5.36% 5.97%
Percentage of Equity 57.2% 61.5% 69.59% 77.2%
Cost of Capital 1.76% 8.20% 8.87% 9.57%
Percent Increase 1n Cost -- 5.7"% 8.1% 18.1%
of Capital from Prior
Year"

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 rcturns.’

"The 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 submutted 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
IIl: 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 resubmutting a copy of that report as
Exhibit B.

Another telling point for present purposes 1s 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 applicd 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 becn driven by the increases in railroad earnings. Morcover, 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 railroads’
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 1, 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.
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The following table depicts the cost of capital under the STB's approach
and the AAR’s submission if the railroads” equity/capitalization ratio were sct at 60% and

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

same:®
Table 3
Cost of Capital 2003-2006 Under STB/AAR Methodology
Assuming a Capital Structure of 60% Equity and 50% Equity
2003 2004 2005 2006 AAR

Decision Decision Decision Filing
Cost of Equity 12.7% 13.16% 15.18% 16.10%
Cost of Debt 5% 5.25% 5.36% 5.97%

Assumed 60% Equity/40% Debt Capital Structure

Percentage of Equity 60% 60% 60% 60%
Cost of Capatal 9.62% 10.0% 11.25% 12.05%
Percentage Increase in -- 4.0% 12.5% 71.1%
Cost of Capital from Prior
Year* .

Same as above, but with 50% Equity/50% Debt Capital Structure
Percentage of Equity 50% 50% 50% 50%
Cost of Capital 8.85% 9.221% 10.27% 11.04%
Percentage Increase in -- 4.1% 11.5% 7.5%
Cost of Capital from Prior
Year*

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

*WCTL 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 writtcn 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)’ 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
eamnings are less cyclical than they used to be, with Q1/07
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 achicve two ends:

%Lease adjusted” rcfers 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 CFQOs 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%:

L 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 threc 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.

n 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? It'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 the 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. § 1116l 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 GAA.P does not address these matters, there is no basis for the AAR’s claim that
WCTL’s requested at-ijustment violates the statutory language.'

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 1n 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 1s 1n 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 DCF
calculation of the lcost 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 nun'lber 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.

*If onc 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. Sigmficantly,
his book value approach yielded a 50%/50% cquity-debt capital structure, very similar to
what the financial community is presently recommending for the railroad industry.
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Accordingly, the incrcase in earnings per share could well overstate the increase 1n
earnings, and the overstatement could be compounded by a decrease in debt-equity ratio
to the extent that buybacks contribute to higher stock prices.!' 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™ 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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Calculation of Cost of Capital UsingT(‘?RlI?I\: Under Different Debt-Equity Ratios
Cost of Capital Calculated Using 2003 2004 2005 2006
Actual STB/AAR Weights 7.76% 8.20% 8.87% 9.57%
Fixed 60% Equity/40% Debt 1.77% 8.20% 8.94% 9.78%
Fixed 50% Equity/50% Debt 71.75% 8.19% | 9.01% 9.89%
Fixed 100% Equity/0% Debt'? 7.82% 8.23% 8.63% 931%

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.

"2The use of the 100% equity/0% debt structure is addressed in Crowley/Fapp VS
at21-22, 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
demonstratcs 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 Rockey VS states at page 11 that “{t}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 “conscnsus™ under such circumstances is a
considerable reach in both fact and logic.

To determine the reasonableness of the use of the limited number of
analysts’ 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 cach 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.” 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 refcrences 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:

13 Another 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

Weighted Average Growth Ratc Terminal Growth
Cost of Capital . Rate
BNSF 8.6% 9% growth in free cash 4.0%
over next 10 years
CSX 9.0% not explicitly stated 3.5%
NS 9.1% 7% net income growth over | 3.0%
the next five years
up 8.0% not explicitly stated 3.0%

Source: Crowley/Fapp Ex. No. 8

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

A document, Standard & Poor's 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 vah.:e 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 (“I1Q™):

The IQ is a mcasure 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 measijre, 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 companics 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 hugh Investability Quotients.

-22-



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 1n cash used for capital expenditures over the 2003-2006 period. Their analysis,

presented in Crowley/Fapp VS at 26-28, shows the following:



Table 6
Comparison of Increases in Railroad Stock Dividends and Buybacks
and Capital Expenditures 2003-2006 (figures in $ million)

Level in Increasein | Increasein | Increasein | Cumulative
2003 2004 2005 2006 Increase
Dividends $628 $141 $99 $187 $427
Stock $217 $159 $1,023 $760 $1,942
Repurchases
Total $1,210 $300 $1,122 $947 $2,369
Net Capital $5,029 $225 $531 $1,036 $1,792
Expenditures
Difference $75 $591 ($89) $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 mullion) 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-term debt

by nearly $5 billion:
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Table 7
Railroad Net Long-Term Debt Repayments
2003-2006 (in million $)

2003 | 2004 2005 2006 Total

Payments on Long-Term Debt $3,384 | $1,777 | $3,335 |$2,009 | $10,505

Proceeds from Issuance of $2,174 | $1,574 |$1,038 |$77] $5,557
Long-Term Debt

Net reduction in Long-Term $1,210 | $203 $2,297 | $1,238 | $4,948
Debt

Source: Crowley/FFapp 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 1n
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 1f 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.
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 THE FINANCIAL COMMUNITY OR THE RAILROADS

HEMSELVE NSIDER THE 16.1% AND 13.8% FIGURES SUBMITTED BY

THE AARTO BE URATE 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. Tapp. We are ecconomists and. respectinvely, the
President and a Vice President of 1. Ii. Peabody & Associates, Inc., an cconomic consulting firm that
specializes in solving economuic, transporiation, marketing. and {uel supply problems Mr Crowley
has spent most of his consulting carcer of over thirty-six (36) years evaluating fuel supply issues and
railroad opcrations, including railroad costs, prices. financing. capacity and equipment planning
1ssues. 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 I. E. Peabody & Associates, Inc since 1997 Duning this ime. he has
worked on numerous projects dealing with railroad operational and financial issues. Prior to joining
L E. 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 Arizona Railroad. the BHI® Anizona
(formerly Magma Anzona) Railroad and the BHP Nevada Railroad. A copy of his credentials is

included as Exhibit No. 2 to this verificd statement

Our consulting asstgnments 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, cost of raiiroad debt, cost of preferred railroad
equity and common railroad equity. We arc also well acquainted with and have used the commonly

accepted models for 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 Three Factor Model and Arbitrage

Pricing Model.

Wce have developed railroad industry average cost of capital and company specific cost of
capital for use in litigation and for use 1n 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 Mcthodology requires developing company
specific costs of debt and equity for use 1n 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 ("STB™) and the Federal Railroad Admunistration.

We have been asked by Counsel for the Western Coal Traffic League (“WCTL™) 1o calculate
the ratlroad industry cost of equity (“COL") for the years 2003 to 2006 using the widely accepted
Capital Assct Pricing Model (“CAPM™) approach and to calculate the railroad industry cost of
capital (“"CQC™) 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 1n its 2003, 2004 and 2005 Ex Parte No. 558 decisions and
estimated by the American Assoctation 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 cquity holders to the cash 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 thc 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 licu of the single-
stage DCF approach previously used by the STB. The CAPM is part of a larger economic theory
known as Capital Marhet Theory, which seeks to model pricing for assets based upon their relative
risk Investors will cxpect higher returns for higher risk  The Capital Market Theory represents a
significant body of work over the past 50 years. and CAPM 15 a conceptual comnerstone of modern

Capital Market Theory.

The CAPM calculates a firm's COE by comparing 1the company’s nisk profile to that of the

market as a whole. Mathematically, the CAPM can be expressed using the following cquation-

k=r;+B(rp,) + rp,

Where:
k = COL,
r, = Rate of return available on a nsk-free sccurity:
Pp = The measure of systematic risk of'a stock, relative to

the market as a whole;

rp,, — |he general equity nisk premium for the market, and

Ip, I'he market risk premium related to company size.

The CAPM assumes that investors will be compensated for three factors 1) for investing their
money, which is approximated by the risk free return, 2) for 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) for unsystematic risk. which depends upon the company’s fortunes. as approximated by a

company's Beta (B). Each factor 1s described 1in more detail below

The nisk-free rate (r,) relers to a rate of return that is available in the market on an investment
that is free of default risk  Normally. since the truc rish-free rate is unknown, the yield to maturity
on a long-term government sceurity 1s used as a proxy. This represents a riskless asset becausc the

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

The systematic rish. the additional return investors expect 1o receive Lo compensate for the
additional risk associated with investing 1n equitics as opposed 1o the risk [ree assets, 1s 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 retumns offered by long-term government
securitics. 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 tirm. publishes a widely used
estimate of the market risk premium ¥ Ibbotson calculates its historic average by comparing the

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

¥ Mornmgstar, Inc . a leading provider of independent investment research in the Uniled States and in major

mternational markets., acquired [bbotson in March, 2006 Since a majority of the data we use in our analyses was
produced under the Ibbotson 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

cstimate of the equity risk premium available.?

Unsystematic risk is represented by the Beta (B) Mathematically, Beta is cqual to the
covariance between a company's stock and the market as a whole divided by the vaniance of the
marhet as whole (8 = 0,0k markeyy — O (markey) 1 e degree of risk represented by the size of the Beta
reprcsents three decisions the [irm makes. The first decision relates to the type of business of the
company. For example, the more discretionary a company s products or services are, the higher the
Betaand hence sk Second is the cost structurce of the firm as measured by the company’s operating
leverage, and third the financial leverage that the [irm 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 lcast square regression models. However, Beta information 1s readily
available from reputable third-party sources, including Ibbotson  Ibbotson prepares two primary
types of Beta estimates for large, publicly traded companices. levered and unlevered Betas  Fxhibit
No. 3 to this verified statement contains copics of the Ibbotson’s Beta Reports for each of the study

railroads for 2003 1o 2006. An unlevered Beta assumes that a [irm’s capital structurc consists

entircly of cquity. and that the firm

¥ See Cost of Capital Estimations and Appheations. S P Pratt, Second Cdition, 2002, p 113
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holds no debt A levered Beta takes into consideration the incremental risk associated with a

company's debt £

Finally. in addition to calculating the basic CAPM. tinancial theorists have determined there to
be a “size effect” inherent in the CAPM. Simply stated. smaller companies have greater risks and
require higher rates of rcturn, while larger compumies are less risky, and require lower rates ot return
Ibbotson Associates has for many years separated compames with publicly traded equity into deciles
based on size and calculated the size prenmum inherent in each decile™s cost of equity. Exhibit No.
3 to this verified statement contains excerpts of Ibbotson’s Risk Premia Over 1 ime Reports lor 2004
1o 2007, which contain updates on company sizc premiums for cach year 2003 through 2006. For

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

= An expanded explanation of the difference between levered and unlevered Betas 15 summanzed as follows
Assurmung all other factors that impact a tirm's rish are held constant, higher amounts of debt. or (inancial leverage.
increase a firm's rish profile  Thus, higher financial leverage ncreases the Beta of the equity of the firm  The
reason for this, all other things being equal, 15 higher leverage increases the varability of the firm's mcome 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 tace of not receiving their claim 14 greater

An unlevered Beta reflects the risk of the firm's equity assuming that the company 1s financed with 100% equity
Since greater levels of debt or leverage brings greater vaniability 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 the relative portions of debt and equity within the firm  This
leverage adjusted Beta. or “levered Beta, * 1 delined mathematicalls as follows

Levered Beta = Unlevered Beta x [I +{1- Corporate Tax Rate} x (Debt Capital/Equity Capitalj]

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

Levered Beta = Unlevered Beta x |1 + {Debt Capltal/Equity Cupital)}

If the firm has no debt financing, then the debt to equily rauw is 0, and the levered and unlevered beta are equal

This also reflects the lcast nisky position for the shareholders since they have 100 percent of the cluims 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 grecater than approximately $16.9 billien have a nepative size premium of
approximately 0 36 percent. Inother 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. thosc companies with the smallest market capitalizations (less than $173 million) have
shown si1ze premiums of upwards of' 9 68 percent  Any caleulation 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 nsk
premium information, we have calculated the 2003 to 2006 composite COE for the railroad industry
using the CAPM. The determination ol the data to include 1n the CAPM and ifs application arc

discussed below

The first requircd component in the CAPM 1s an estimate of the risk-free rate of return for cach
year. As mentioned previously, consensus amongst financial analysts today 15 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 yicld to maturity for each study year as the nsk-free rate when developing the COE under
the CAPM. To be consistent with the STB's COC calculations. we developed the average on a

monthly basis. Table 1 below displays the average nisk-free 1ate for 2003 to 2006.

¥ The estimated rish-frec rate using long-term U S government secunities actually has one element of risk maturity

or interest risk  This 1s the risk that the value ot the bond will fluctuate with changes n general level of interest
rates 1t1s generally agreed though that. even with this risk, long-term government securities remain the best proxy
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Table 1
Avcrage Risk Free
Rates of Return — 2003 to 2006

Avurage
Ycar Risk Free Rate
(n (2)
. 2003 4 96%
2. 2004 505%
3 2008 4 65%%
4 2006 4 99%,

Source Exlubit No 4

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

during the four ycar study period

To measure unsystematic risk, we obtained from Ibbotson 1ts estimates for the unlevered Beta
for the four U.S. based Class I railroads included in the AARs COC analysis, UP, BNSF.CSXT and
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 ol each
of the four railroads included in the Study Group as the weighting factor. Table 2 below shows the

railroad industry composite unlesered Beta for cach of the study years.
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l1able 2
Unlevered Railroad Industry

Common Equity Betas — 2003 to 2006

Unlevered Common

Year Equity Betas
(N (N
1. 2003 037
2 2004 040
3 2005 056
4 2006 064

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

As shown in Table 2 above, the railroad industry composiic unlevered Beta ranged {rom 0.37

in 2003 to 0.64 in 2006.

We next adjusted the composite unlcvered Beta by the weighted average railroad debt to equuty
ratio for each ycar to yield a levered Beta. which takes into consideration the risk implicit 1n the
railroad 1ndustry 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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Table 3
Railroad Industry Levered Beta

ltem 2003 2004 2005 2006
(n 2) 3 (C)] {5

I Railroad industry Debt to Equity Ratio

a Dcbt Portion of Capital Structure 428% 385% 304% 228%

b Equry Portion of Capnal Structure 572% 615% 696% 772%

¢ Debt/Equity Ratio- 075 063 044 630
2 Railroad Industry Lnlevered Beta * 037 040 056 G 64
3 Railroad Industry Levered Beta 065 0 66 081 082

i/ Linela—Lmeib

2/ lable 2 above

Y (1=Ilmelc)xLine2
Source Fxhit No 6 Line 3

As shown 1n Table 3 above. the railroad industry composite average levered Beta ranged from

0 65 in 2003 to 0 82 in 2006.

Next. we oblained nisk premium information from Ibbotson that reflected the market risk
premium at the cnd of cach study year Ibbotson’s estimates ol the long-term equity rish premium
equaled 7.2 percent in 2003 and 2004 and 7.1 percent for 2005 and 2006. In addition. the size
premium of the railroad industry was alse considered for cach year As mentioned previously,
financial analysts believe that company size impacts the relative rishs of equities ‘The four carners
inthe Study Group have relatively large market capitalhizations and therefore can be expected to have

relauvely low risk rclative to smaller companies. all other factors being equal. Tbbotson 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’ markct capitalizations, we determined a
composite railroad industry size premium for cach study ycar. Table 4 below summarizes our

dctermination of cach yecar's weighted average industry size premium

Table 4
Railroad Industry Average
Size Premiums — 2003 to 2006

Year Size Premium
{n (2)
1 2003 018%
2 2004 027%
3 2005 004%
4 2006 (0 20%)

Source Lxhibil No 7, Line 5 for cach year

Having developed a proxy of the nsk-free rate. calculated the radroad 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 cach vear. which is shown in Fable

5 below.
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Table 5
Railroad Industry Cost of Equity - 2003 to 2006

ltem 2003 2004 2005 2006
(N 2) (3 H (5)
1 Average Risk F'ree Rate 496% 505% 465%  499%

[}

Ratlroad Rish Premium

a Equity Risk Premium 720%  720% 7 10% 7 10%

b Railroad Industry l.evered Beta 065 066 0.81 08§2

¢ Railroad Industry Risk Premum* 470%  4.72% 572% 5 84%
3 Rairoad Industry Size Premium 0 18% 027 0 04% (0 20°%)
4 Ralroad Industry Cost of Equity Z 983% 1004% 1041% 10 64%

Y Line20x Line2b

2/ Lane I +1me2e +1me3  lotals may not tool due 10 rounding
Source Cxhibit No 6

As shown in1ablc 5 above and when the data 1s combined. the composite railroad industry COE
rangces [rom 9 83 percent in 2003 to 10.64 percent in 2006. or an increase of 81 basis points over lour

sl
years.:

¥ One (1) basts point equals 0 01 pereent
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[II. RAILROAD INDUSTRY
COST OF CAPITAL
To develop an initial determination of the railroad industry COC for cach year in the study
period, we utilized the same approach as used by the STB for its determination of the 2003, 2004
and 2005 COC and by the AAR lor its estimate of the 2006 COC. with the exception of the COE
calculation. For COL, we substituted the CAPM COLL for each year instead of using the CORE
developed by thc STB 1n 2003, 2004 and 2005 and proposed by the AAR for 2006 T'he other
components of the COC remained the same, including a composite railroad industry capital structurc

and the railroad industry cost of dcbt.

Table 6 below summarizes the 2003 to 2006 COC using a CAPM COE
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lable 6
Railroad Industry Weighted Cost of Capital - 2003 to 2006

48]

ltem 003 2004 2005 2006
() ()] 3) 4 5

I Weghted Cost of L.quity
a  Ruiroad Industry Cost of Equity 983% 1004% 1041°%  1064%

b  Equity Portion of Capital Structure 57 2% 61 5% 69 6

=3
~d
~d
(v}
g

¢ Weighted Cost of Railroad Industry Equiryt 562% 6 18% 7 24% 821%

2 Weighted Cost of Debt

a  Railroad Industry Cost of Debt 5 00% 525% 5 36% 597%
b Debt Portion ot Capital Structure 42 8% 3R 5" 30 4% 22 8%
¢ Weighted Cost of Railrvad Industry Debt 2 14% 2.02% 1.63% 1 36%
3 Railroad Industry Weighted Cost of Capital £ 7 76°a 8 20% 8 87% 9 57%

1/ Lmelax Line 1h
2/ Lme le+Lmme2e
Source  kxhihit No &

As shown in T'able 6 above. based on STB’s capital structure and COD for each year and the
CAPM determined COL, the ratlroad industry weighted average COC increased from 7.76 percent

in 2003 to 9.57 percent in 2006.

To venify our COC cstimations, we scarched for independent calculations of the individual
railroads or the railroad industry COC ¥ Qur search found areadily available public source that meet

this criterium.

2 We define “mdependent”™ in this situation as COC estimates not prepared specifically for the instant proceeding
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Standard & Poor’s (“S&P"). through 1ts stock reports for the Study Group, develops each

railroad’s weighted average COC  S&P uses 1ts COC estimate along with short-term and terminal

growth estimates of free cash flow in a discounted cash flow (“"DCTF™) model to estimate cach firm’s

enterprisc value, which 1s then used Lo esumate a target stock price.2’ Table 7 below displays S&P’s

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

Table 7
S&P's Estimates of Railroad's 2006

Woeighted Average Costs of Capital

Weighted Average

Railroad Cont of Capital
() )
1 Umon Pacific Corporation 8 0%
2 Burling Northern & Santa Fe Corporation 86%
3  CSX Corporation 90%
4  Norfolk Southern Corporation 9,1%

Source Fxhibit No 8

We also note the relevance of the multiple growth estimates that S&P uses i its DCF valuation of the individual
ratlroads The STB's DCF model for estimatiny the railroad industry COL 15 essentially the same model as S&P's
DCF model used to develop S&P’s ruilroad cnterprise values and relwes upon the same basic economic principles
S&P s using required rates of return and cashflow estimates to develop a stock price  The STB 1s using cashflow
estimates and stock prices ta develop arequired rate of return  However, unlike the STB's DCF model which uses
a single growth rate and assumes that ratlroad earnings and dividends will grow at the same rate for perpetuity
S&P's DCl model assumes that the railroads have at least two growth rates — a short-term growth rate lasting 10
years, and a long term, or “terminal,” growth rate which will last imo perpetuity  S&P could have developed its
DCF model assuming a single growth rate, but recognized that the railroads cannot maintain their current high
growth rate forever Instead, S&P utilized multiple growth rates n its DCF valuation model recogmizing that not
10 do so would overstate the railroads’ values
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As shown in Tablc 7 above. S&P has estimated the COC 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 10 our esttmates than the 13 8

percent COC proposed by the AAR utilizing the procedure applicd by the STB 1n prior years.¥

The reasons S&P's estimates are lower are unknown from the data contained in the S&P stock reports, but are most
likely due to one of two reasons  First. most Wall Street and valuation analysts adjust the company’s cost of debt
for the tax advantage of corpurate borrowing by multiplying the company’s COD by one mtnus marginal corporate
tax rate T'his lowers the COD and the overall COC  Second, S&P may have adjusted the capital mix to 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 diffcrent railroad industry capital structures
than those developed by the STB for 1ts 2003 10 2005 COC determinations and the railroad industry
capital structurc proposed by the AAR for 2006. Specifically. we caleulated the COC for cach year
between 2003 and 2006 assuming a 60 percent common equity and 40 percent debt capital structure.
a 50 percent common equity and 50 percent debt capital mix and a 100 percent common equity basis

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

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

The railroad industry capital structure is a key component of the COC estimate given it impacts
not only the weighting of the various requircd returns, but also has impacts on the required returns.
Adjusting the railroad industry average capital structure has two 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 COE under the CAPM methodology.”
Second, adjusting the capital structure changes the relative weights of the COILL and COD. further
changing the COC. As the amount of debt in the capital structure increases, greater weight s placed

on the lower COD leading to a lower COC, holding all clse constant. Whether the impact of the

2 Ihe reason for this 15 the levered Beta used 1n the CAPM accounts for changes in risk to stockholders as the amount
of debt in the firm changes, holding all elve constant  Theoretically ., as the amount of debt increases, the more nishy
the firm becomes. and the greater the retumn required to owners of the company's capital  Therefore. as the amount
of debt in the firm increases, the Beta of the common equity mcreases and the cost of equity also increases The
converse 1s also true  As the amount of debt 1n the [irm decreases, the less rishy the [irm becomes, and the lower
the required return  For simphieity sake, we also assume that the COD will nol change with changes in the capital
mix, however, changes in the capital structure ol the firm will also impact the COD
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change in the capital mix is a net increase or decrcase in the COC will depend upon the mix of

variables.

‘[ able 8 below displays the results of using a target 60 percent common cquity and 40 percent

dcbt capital structure in licu 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 20006
(1} (2) ) {4) (5)

| Weighted Cost of Cquity

¢  Railroad Industry Cost of Equity 961% 1016% 1132% 1231
b Equity Portion of Capital $tructure 600%  600% 60 0% 60 0%

¢ Weighted Cost ot Rallroad Industry bquin-  §77% 6 10%  679% 7 39%

2 Weighted Cost of Debt
#  Rulroad Industry Cost of Debt 500% 525% 536% 597%
b Debt Portion of Capital Structure 40 0% 40 0% 44) 0% J00%
¢ Weighted Cost of Railroad Industry Debt 20006 210% 2 14% 239%
3 Railroad Industry Weighted Cost of Capital £ T77%  820% 894% 978%

1/ Lmelax Lmelb
2 Line 1o =~ Lme 2¢ TNgures may not 1ot due 1o rounding
Source  Exhibi No 9
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As shown in Table 8 above, adjusting the capital structure to rellect a 60 percent/40 percent
common cquity to debt mix increases the COC by onc (1), seven (7) and 21 basis points.
respectively, in 2003, 2005 and 2006 versus our CAPM calculations using the STB’'s and AAR’s

raitroad industry capital structures, while remaining basically unchanged 1n 2004 1¥

Adjusting the railroad industry capital structure 10 a 50 percent common equity/50 debt mix has

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

1¢  Asshown in Exhibit 6, the STB determined the railroad industry’s 2004 capital mix included 61 5 pereent common

equity and 38 5 percent debt, which 1s ncarly equal to the hypothetical capital structure in the example
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lable 9
Railroad Industry Weighted Cost of Capital Under CAPM With
50 Percent Common Equity and 50 Percent Debt Capital Structure
[tem 2003 2004 2005 2006
{n (2) (3 {4) (5
| Weighted Cost ot Equity
a  Railroad Industry Cost of Equity 10512 1113% 1265% 13 82%
b  Cquity Portion of Capital Structure 50 0% 50 0% 50 0% 50 0%
¢.  Weighted Cost of Railroad Industry Cquity! 525%  557% 6 31% 691%
2 Weghted Cost of Debt
a  Ralroad Industry Cost of Debl 500% 525% 536% 597%
b Debt Poruon of Capnal Struclure 500%  500% 50 0% 50 0%
¢ Weighted Cost of Railroad Industry Debt 250%  263% 268% 290%
3 Railroad Industry Weighted Cost of Capntal # 775% 819%  901%  989%
I/ Linelax Linelb
2/ Lane e + Line 2¢ Figures may not foot due 1o rounding
Suurce  Exhibit ho 10

As shown in Table 9 above, switching to a 50 percent common equity/ 50 percent debt capital
mix lowers the COC by onc (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 and AAR’s railroad industiry capital structures

Finally. we calculated the COlL: and COC assuming 100 percent common equity financing as

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

With 100 Percent Common Fquity Capital Structure

ltem 2003 2004 2005 2006
) (2) ) () (5)

I Weighted Cost of Equity
a  Railroad Industry Cost of Lquily 7 829 8 23% 8 67% 9131%
b Equity Portion of Capital Structure 1000% 1000% 1000% 100 0%

¢ Weighted Cost of Railroad Industry Equny< 7 82% 823% 867% 931%

2 Weighted Cost of Debt

a  Railroad Industry Cost of Debt 3 00% 525% 5.36% 597
2 Debt Portion ol Capital Structure 0 0% b 0% 0 0% 0 0%
3  Weighted Cost of Ratlroad Industry Debt 0 00% 0 00% 000% 000%
3 Rauroad Industry Weighted Cost of Capital # 7 82% 823% 867% 931°

1/ Twmelax Imelb
2/ Lane §et Line 20
Source | xhibit ho 11

As shown in Table 10 above. assuming a 100 percent common equity capital structure increases
the COC slightly in 2003 and 2004 as compared to the railroad industry weighted cost of capital
based on the STB's and AAR™s weighting factors and summarized in Table 6 above. T'he opposite

is truc for 2003 and 2006, that 1s the COC decreases.

Finally, we calculate the railroad industry COC for cach of the study years using the target
capital structurcs from above and the COE and COD decided by the STB in its 2003, 2004 and 2005

Ex Parte No 558 decisions and proposed by the AAR in this procceding. 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 equity/40

percent debt capital mix

lable 11
Railroad Industry Weighted Cost of Capital With STB/AAR COE and

And COD With 60} Percent Common Equity and 40 Percent Debt Capital Structure

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

I Weighted Cost of Equits
a  Railroad Industry Cost of Equity 1270% 1316% 1518% 1610%
b Equity Portion of Capital Structure 600% 60 0% 60 0%% 60 %5

¢ Waeighted Cost of Railroad [ndustry | quityY 7 62% T790°, 911% 9 66%

2 Weighted Cost of Debt
a  Ralroad Industry Cost of Deht 5004 5 25%, 536% 597%
b Debt Portion of Capnal Structure 400°%  400°%  400% 40 0%q
¢ Weighted Cost of Railroad Industry Debt 200% 2 10% 2 14% 229%
3 Rairoad Industry Weighted Cost of Caprtal & 962% 1000% 1125% 1205%

—
T

Line lax Tme 1b

[
-~

[me lc v Line 2o Figures may not fout due o rounding

Source kExhibit 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 estimatces are, on average.

65 basis pomts lower than the COC estumated by the STB and AARY

=

The STRB estimated the railroad industry COC were 9 4 percent, 10 | percent and 13 8 percent in 2003, 2004 and
2005, respectively. while the AAR proposes a 13 8 percent COC for 2006 Theretore, [(9 4 percent - 9 62 percent)
+(10 1 percent - 10 O percent) +(12 2 percent - 11 25 percent)+( 13 8 percent - 12 05 percent)] —4 =0 65 percent
or 65 basis points.
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Addituonally. using a 50 percent common equity/50 percent debt target capital structure

produces results as shown in Table 12 below

Table 12
Railroad Industry Weighted Cost of Capilal With STB/AAR COE and
And COD With 50 Percent Common Equity and 50 Percent Debt Capital Structure

Ttemn 2003 2004 2005 2006
th (2) 3) (4) (5)

1 Weighted Cost of Fquity
a  Ralroad Industry Cost of Equity 1270% 1316 [518% 16 10%
b Equiy Portion of Capital Structure 50 0% 50 (% 50 0% 50 0%%

¢ Wuighted Cost of Railroad Industry Equityt 6 35% 6 58% 7 59%, 8 050
2 Waeighted Cost of Debt

a  Railroad Industry Cost of Debt 5000 525% 536% 597%
b  Debt Portion of Capital Structure 50 0% 50 0% 50 0% 50 0%
¢ Werghted Cost of Railroad Indusiry Debt 250%  263%  268% 290,
3 Railroad Industry Weighted Cost of Capital 7 8 85% 921% 1027% 1104%

¥/ Tmelax Linelb

2/ line lc¢ - e 2¢ Figures may not foot due to rounding
Source ExhibitNo 12

As shown 1n I'able 12 above, using a 50 percent common equity and 50 percent debt tarpet
capital structurc has an cven greater impact on the COC than a 60 percent common equity/4{) 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 are. 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 ¥

1 [(9.4 percent - 8 85 percent) 1 (10 1 percent - 9 21 percent) + (12 2 percent - 10 07 percent}+ (13 8 percent- 11 04

percent)] —4 =1 53 percent or 153 basis points
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V. RAILROAD'S USE OF CASH

We next compared the cash the Class | railroads have used on capital expenditures in the last
four years Lo the cash used to repay debt and to distribute to sharcholders  We discuss the results of

our comparisons below

Lvervday, firms make decisions about what they will do with cash generated and used by their
operating, investment and financing activities 12 Businesses must maintain a balance between
retaining cash to fund continuing operations and investments and distnibuting cash to debt and equity
holders. Within the railroad industry, railroads have historically retained cash within their
companics to fund operations and capital programs. This historical trend, however, has shifted in
the last few ycars as the railroads have distributed more cash to sharcholders 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 T'orm 10-K Consolidated

Statements of Cashflow

e Operating activities include income from business operations and changes 1n workmg capital accounts such as

receivables and pavables Investing activities include the acquisition and disposition of non-current assets such as
pruperty, plant and equipment and short-term iny estments in other companies orassets  Finaneing activities imclude
the 1ssuing ot debt and equily instruments the repayment of debt. and the 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)

Item
(N

Cash Distributed to Common Equity Holders

a  Dividends Paid

b  Stock Repurchases

!

¢ Net Payments 1o Common Fquity Holders-

Net Capital Expenditures

3 Net Difterence =
I sumoflnes fato b
2/ Line-Line Id

Source DxahibitNo 3

As shown 1n Table 13 above, the Class 1 railroads increased their cash disbursements to

Base
2003

Increase  Encrease Increase
24 2005 n 2006

()

3628

5217

5845
$5.029

(3) (4) (5)

S141 $99 S187
$149  $L023  S760
$300  $1.122 5947
$225  $531  $1.036
$75 S591  (589)

Cumulative
Increase
(6}

$427
$1.942
$2.369
$1.792

§577

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

billion over the four year period. During the same ume period, the Class [ raillroads increased net

cash expended on net capital projects by approximately S1.8 bilhion !

holders of capital within the Class 1 railroads  As shown i Table 14 below. the Class I railroads also

used their increases in cashflow to repay long-term debt

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

W we define net capital projects as the difference between cash expended on capital projects less cash received from

the salc of assets as reported on the Class [ ratlroads Statement of Cash Flows,



.28

Table 14

Nct Cash Reccived and Distributed to Long-Term Debt Holders, Excluding Interest
{Millions af dollars)

Cumulative
Item 2003 2004 2005 2006 2003 to 2006
(n ) {3) (4) (5 (6)

I Payments of Principal on Leng- Term Debt $3.384 S$1777 S$3.335 S2.099 $10 505
S

2. Proceeds From Issuance of Long-lerm Debt  $5,029 $5.254 85785 86,821 3,557
3 Net Cash Distributed * $1.210 $203 S2.297 S§1.238 $4.948

1 Linel-Line2
Source Exhibit No 14

As shown in Table 14 above, the Class I railroads disbursed a net of $4.95 billion 1n 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. Crowley. 1 am an economist and President of the economic consulting
firmof l. E Peabody & Associates, Inc. The firm'’s offices are located at 1501 Duke Street. Suite
200. Alcxandria, Virginia 22314, 5901 N. Cicero Avenue. Suite 504, Chicago. lllinois 60646 and

104453 N Oracle Road. Suite 151, Tucson. Anzona 85737

I am a graduate of the University of Maine irom which 1 obtained a Bachelor of Science degree
in Economics. [ have also taken graduate courses in transportation at George Washington University
in Washington. D.C. | spent three years in the United States Army and since February 1971 have
been employed by L I8 Peabody & Assocaates, Inc

~

[ am amember of the American Economic Association, the Transportation Research Forum. and

the American Railway Engincering and Maintenancc-of-Way Association

The firm of L. E. Peabody & Associates. Inc specializes in solving economic, marketing and
transportation problems As an economic consultant, [ have organized and directed economic studies
and prepared reports for railroads. [reight lorwarders and other carriers, lor shippers. for associations
and for state governments and other public bodics dealing with transportation and related economic
problems Examples of studies 1 have participated in include organizing and direcung trafTic.
operational and cost analyses in connection with multiple car movements, unit train operations for
coal and other commoditics, freight forwarder facilities. TOFC/COFC rail facilitics. divisions of
through rail rates. operating commuter passengcr service, and other studies dealing with markets and

the transportation by different modes ot v arious commeodities irom both eastern and western onigins
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STATEMENT OF QUALIFICATIONS

1o various destinations 1n the United States. The nature of thesc studies cnabled me to become
famuliar 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 facilitics used
in handling various commaoditics, 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 midwestern and
western portions of the United States and from the Eastern coal fields to various destinations 1n the
Mid-Atlantic. northeastern and southeastern portions of the United States  These operational reviews
and studies were used as a basis for the dctermination of the traffic and operating characteristics for

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

| 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 clectric utility
companies My responsihilitics in these undertakings included the analvses of rail routes. rail
operations and an assessment of the relative cfficiency and costs of railroad operations over those
routes I have also analyzed and madc recommendations regarding the acquisition of rmlcars
according to the specific needs of various coal shippers. T'he results of these analyses have been
employed 1n order to assist shippers in the development and negotiation of rail transportation

contracts which optimize operational clficicncy and cost effectiveness
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Morcover. I have developed numerous variable cost calculations utihizing the various formulas
cmployed by the Interstate Commerce Commission (“ICC™) and the Suriace 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 Costuing
System (“"URCS"™). I have utilized Rail F'orm A/URCS costing principles since the beginning of my

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

| have frequently presented both oral and written testimaony before the ICC. STB, Federal Enerpy
Regulatory Commission. Railroad Accounting Principles Board, Postal Rate Commission and
numerous state regulatory commussions. federal courts and state courts. This testimony was
generally related to the development of variable cost of service caleulations, ranl traffic and operating
patierns, 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. | presented testimony before the Congress of the Umited States.
Commuttee on Transportation and Infrastructure on the status of rail competition in the western
United States. I have also presented testimony 1n a number of court and arbitration proceedings
concerning the level of rates, rate adjustment procedures. raul operating procedures and other

economic components of specific contracts

Since the implementation of the Stagyers Rail Act of 1980, which clanfied that rail carners
could cnter into transportation contracts with shippers, I have been actively involved 1n negotiating

transportation contracts on behalf of coal shippers. Specifically, | have advised utilitics concerning
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coal transportation rates based on marhet 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 1n negotiating coal supply contracts for various users throughout
the United States. In addition, I have analy.ed the ecconomice impact of buying out. brokering. and
modifving cxisting coal supply agreements My coal supply assighments 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.

[ have developed different economic analyses for over sixty (60) electric utility companies
located 1n all parts of the United States, and for major asseciations. including American Paper
Institute. American Petroleum Institute, Chemical Manulacturers Association, Coal Exporters
Association. [Edison Electric Institute, Mail Order Association of America. Nauonal Coal
Association. National Industrial Transportation League. North America Freight Car Association.
the Fertilizer Institute and Western Coal Tratfic League In addition. I have assisted numerous
government agencies, major industries and major railroad companics in solving various economic

problems

In the two Western rail mergers that resulted in the creation of the present BNSF Railway
Company and Umon Pacific Railroad Company and in the acquisition of Conrail by Norfolk

Southern Railway Company and CSX Transportation, Inc . | revicwed 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 ratl environment that existed before the
proposcd mergers and acquisition. In these proceedings. | 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
cxample. [ participated in ICC Docket No 35585, Akron, Canton & Youngstown Rarlroad Company,
et al v Aberdeen and Rockfish Ralroud Compuny, ¢t al which was a complaint filed by the
northern and midwestern rail lines to change the primary north-south divisions | was personally
mvolved n all traflic, operating and cost aspects of this proceeding on behalf of the northern and
midwestern rail lines [ 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 Long Island Ral Road Company.

As a result of my extensive economic consulting practice since [971 and my participating n
maximum-rate, rail merger. and rule-making proceedings before various government and private
governing bodics, 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 15 Damel I. Fapp 1 am Vice President of the cconomic consulting firm of L. E.
Peabody & Associates, Inc The firm’s offices are located at 1501 Duke Street. Suite 200.
Alexandria, VA 22314, 5901 N Cicero Avenue, Suite 504, Chicago. IL 60646 and 10443 N Oracle

Road, Suite 151. Tucson. AZ 85737

I received a Bachelor of Scicnce degree 1in Business Administration with an option in Marketing
(cum laude) from the California Statc University, Northridge 1n 1987, and a Master of Business
Administration degree from the University of Arizona's Eller School of Management in 1993,
specializing in finance and opcrations management. I am also a member of Beta Gamma Sigma. the

national honor society for collegiate schools of business

| have been employed by L. E. Peabody & Associates. Inc. since December 1997 - Prior to
joining L. E. Pcabody & Associates. Inc.. 1 was employed by BIIP Copper Inc. in the role of
Transportation Manager - Finance and Administration, and where 1 also served as an officer of the
three BHP Copper Inc. subsidiary raiiroads, The San Manual Arizona Railroad, the BHP Arizona
(formerly Magma Arizona) Railroad and the BHP Ncvada Railroad 1 have also held operations
management positions with Arizona Lithographers in Tucson, AZ and MCA-Universal Studios in

Universal City, CA.

While at BHP Copper Inc., I was responsible for all financial and administrative functions of
the company’s transportation group. 1 also dirccted the BHP Copper Inc. subsidiary railroads’ cost
and revenue accounting stall. and managed the San Manuel Arizona Railroad’s and BHP Arizona

Railroad’s dispatchers and the railroad dispatching functions [ served on the company's
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Commercial and Transportation Management | cam and the company’s Railroad Acquisition Team
where 1 was responsible for evaluating the acquisition of new railroads, including developing
linancial and cconomic assessment models, 'While with MCA-Universal Studios, 1 held several
operations management positions. including Tour Operations Manager. where my duties included
vehicle routing and scheduling. personnel scheduling. lorecasting facilities utlizauon. and desigming

and performing gqucuing analyses

As part of my work for I. T. Peabody & Associates. Inc, 1 have performed and directed
numerous projects and analyses undertaken on behalf of utility companies, short line railroads, bulk
shippers. and industry and trade associations Examples ol studies which [ have participated 1n
organizing and directing include. trallic. operational and cost analyses in connection with the rail
movement ol coal. metallic o1es. pulp and paper products. and other commoditics. 1 have also
analyzed multiple car movements, unit train operations. div isions of through rail rates and switching
operations throughout the United States. The nature ol these studies enabled me to become familiar

with the operating procedures utilized by railroads in the normal course of business.

Since 1997.1 have participated in the development ol cost of service analyses for the movement
of coal over the major eastern and western coal-hauling railroads. I have conducted on-site studies
of switching. detention and line-haul activities relating to the handling of coal. T have also
participated 1n and managed several projects assisting short-line 1ailroads [n these engagements. |
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 heen frequently called upon to perform (inancial analyses and assessments of Class I,
Class Il and Class 11l railroad companies In addition, I have developed various financial models
cxploring alternative methods of transportation contracting and cost asscssment, dey eloped corporate
profitahility and cost studies, and cvaluated capital expenditure requirements  Thave determined the
Going Concern Value of privately held freight and passenger railroads. including descloping
company specific costs of debt and equity for use in discounting luture company cash llows My
consulting assipnments regularly involve working with and determining varous lacets of railroad
financial issues, including cost of capital determinations. In these assignments. [ have calculated
railroad capital structures, market values. cost of railroad debt. cost of preferred railroad cquity and
common railroad cquity. 1 am also well acquamted with and have used the commonly accepted
models for determining & firm’s cost ol'equity. including the Discounted Cash I'low Maodel (~DCI™).
Capital Asset Pricing Model (“"CAPM”). 'ama-1 rench | hree Factor Model and Arbutrage Pricing

Modcl.

In my tenure with L. E. Peabody & Associates, Inc . [ have assisted in the development and
presentation of tralTic and revenue forecasts. operating cxpense forecasts, and discounted cash-tlow
models which were presented in numerous proceedings before the SI'B. 1 presented evidence
applving the S 113"y stand-alone cost procedures in Docket Number 42057 Public Service Compuny
of Colorado drb/u Xeel Energy v The Burlington Northern und Santa Fe Ratlway Compuny, and 1n
Docket Number 42071, Outer Tail Power Compuny v. BNSF Ruilway Company. and have also
presented cvidence before the STB in Fx Parte No. 661. Rail Fuel Surchurges  In addition, my

reports have been used as evidence before the \evada State [ax Commission.
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The information presented m this publication has been obtamed with the greatest of care from sources believed to be relable, bue 15 not guaranteed
Thbotson Associates and providers of dara o Ibbotson Associates make no warranties, express or imphed, as to the resulrs to be obtamed by
subscrniber or others from the use of the data provided hereunder, and there are no express or imphed warranues of merchantabiliry or fitness for a
particular purpose or use. The accuracy and completeness of the data are not guaranteed, and Tobotson Associates and its data providers shall have
no Liabshry for errors or omissions with respect to the data or us delivery regardless of the cause of such error or onussion In no event shall Ibhotson
Associares or 118 daia provaders have any habwhty for any indsrect, special, or consequennal damages, including bur nos limured to lost profirs. Dara
contatned hereunder 1s propnetary to Ibbotson Associates and irs data providers and 1s for customer’s internal use only, redistnbution of the dam 1s
expressly forbsdden

Copynght © 2004 [bborson Associates, Inc. All nights reserved No part of this publicanon may be reproduced or used in any form or by any
means—graphic, electronic, or mechanical, including photocopying, recordmg, tapmg, or mformation storage and retnieval systems—without
written permission from the publisher. . To obtain permusaion, please write to: 225 North Michigan Avenue, Suite 700, Chicago, Illinois 60601-
7676, Anention Source Ibbotson Dept  Speafy the data or other informanon you wish to use, the manner m which 1t will be used, and attach a
copy of any charts, tables, or figures denved from the information There 15 a $150 charge per requesi 'Ilhem may be additional fees depending on
ussge.
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Introduction

This report contains data that summarnizes the results of the capital markets for 2003 and current vanables 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-honizon equity risk premia

Intermediate-horizon equity nsk premia

Short-horizon equity nsk premia

Mid cap size premia

Low-cap s1z¢ premia

Micro-cap s1ze premia

Reading the Tables

The top row of each table indicates the starnng year and the left column indicares the ending year. To find any statistic
for a given nme period, find the intersecuon of start and end dares. Please note that we have constrained the beta and
size premia tables to contain dara only for five-year peniods or longer. Again, each table consists of eight pages of dara.

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

Intermediate-honzon equsty risk premia: large company stock rotal returns minus intermediate-term government bond
income returns'

Short-horizon equity risk premia: large company stock total returns minus U.S. Treasury bill total returns'?

Mid-cap equity size presma: returns 1n 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 $1,167 and $4,794 million

Low-cap equity ssze presma: 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
capitahzation between $331 and $1,167 malhon

Micro-cap equaty size prema: returns 1n 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 Marker, current
capitalization below $331 million

For additional informanon regarding Ibbotson's cost of capital related products, please visit our web sire at
htip /Awww 1bbotson com

! Expected nsk premia are based on the differences of luistoncal annual arthmetic mean return over the penod sclecied.
*For 1] § Treasury bulls, the mcome return and total return are the same

Copynght © 2004 Tbbotson Assoctates, Inc. 3 IbbotsonAssociates
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Graph 1 Wealth Indices of Investments Dsecember 31, 1925 to
In the U.S. Capltal Markets December 31, 2003
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Table 1 Total Returns, Income Returns Summary Statistics of
and Capital Appreciation Annual Retums
From 1926 to 2003
Geometric Arithmetic Standard
Serles Mean Mean  Deviation
Large Company Stocks
Total Retums 104 124 204
income 4.3 4.3 1.5
Capital Appreciation 59 7.8 19.7
Ibbotson Small Compony Stocks
Total Returns 12.7 175 33.3
Mid-Cap Stocks*®
Total Retums 11.3 14.2 25.1
Income 4.1 4.1 1.7
Capital Appreciation 70 2.8 24 4
Low-Cap Stocks®
Total Retums 17 15.7 299
Income 38 38 1.9
Capital Appreciation 77 11.7 29 2
Micro-Cap Stocks*
Total Returns 12.7 190 39.7
income 26 2.7 18
Capital Appreciation 10.1 16 2 39.1
Long-Term Corporate Bonds
Tolal Returns 5.9 6.2 8.6
Long-Term Government Bonds
Total Retums 5.4 58 9.4
Income 52 5.2 28
Capital Appreciation 00 0.3 82
Iintermediate-Term Government Bonds
Total Retums 54 55 57
Income 4.7 4.8 3.0
Capital Appreciation 0.5 0.6 4.5
Treasury Bills
Total Retums 3.7 3.8 31
infiation 3.0 31 4.3

Total retum is equal o the sum of income return, capital appreciation return, and reinvestment return.
*Source: Center for Research in Securily Prices, Universily of Chicogo.

Copyright £ 2004 [bbotson Associates, Inc

{bbotaonAssociates
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Table 2 Key Varlables in Eslimating
the Cost of Caplital
{As of Year-end 2003)
Value
Yields (Riskless Rates) -

_Long-Term (20-year) U S Treasury Covpon Bond Yield 51%
Intarmadiate-term (S-year) US Treosury Coupon Note Yield _ . i} 30%
Short-term (30-day) U S Treasury Bill Yield 09%
Equity Risk Premium®
Long-honzon expected squily risk premium large company stock total
retums minus long-term government bond incoms efums 72%
Intermediate-horizon expected equily nsk premium large company stock
jofal refurns minus itermediate-term government bond income refurns 7 6%
Short-honzon expecied equrly sk premium- large company stock folal
returns minue U § Treasury bill total returns 8 6%
Size Premium*

Market Caprialzahon Markst Capitahzahion Size Premium

of Smallest Company of Largest Company {Return in
Decile (in milhons) {in mullions} Excess of CAPM)
Mid-Cap, 3-5 $1,167 040 . $4,794 027 091%
Low-Cap, 4-8 $330 797 - $1,166 799 1.70%
Mcro-Cap, 9-10 $0 332 - $330 608 401%
Breakdown of Deciles 1-10
1-largest $11,444 104 - $286.4638 305 -0 34%
2 $4,809 422 - $11,366 767 050%
3 $2,592 978 - $4.794 027 067%
4 $1,723 907 - $2,585 984 111%
5 $1,167 040 - $1,720 959 136%
6 $797302_ - $1,166 799 159%
7. $508210 - ___$795983 157%,
8 . $330797 __ - ___ _ 5507820 225%
9 $166 445 - $330 608 2 90%
10-5maliest $0 332 - $166 414 6 34%
Braakdown of the 10th Decile
10a $96 961 - §166 414 4 50%
10b-Smallest $0332 - $96 928 9 82%

3 Expected nisk premua for equities are based on the differences of historical arthmetic mean retuns from 1926-2003 using the S&P 500 as the

market benchmark

* Expected rerumn m excess of that predicted by the capatal asset priang model, also known as the heta-aduseed s:ze premmum  Underlymg data
provided by CRSP, the Center for Research in Secunty Prices See Chapter ? of Ibbotson’s SBBI Valuation Edition Yearbook for methodology

Copyngit © 2004 Ibbotson Associates, Inc.
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‘The information presented In this publication hes been obtained with the greatest of care from sources believed to be reliable. but Is not guaranteed
Ibbotson Associates and providers of data to Tbhotson Assoclates make no warranties, express ar implled, as to the results to be obtained by
subscriber or others from the use of the data provided hereunder, and there are no express or implied warranties of merchantability or fitness for a
particular purpase or use The accuracy and completeness of the data are not guaranteed, and Ibbotson Associates and its data providers shall have
no liability for errors or omissions with respect to the data or its delivery regardless of the cause of such error or omission In no event shall Ibhotson
Assaclates or its data providers have any liability for any Indirect, special, or consequential damages. including but not Iimited to lost profits Data
contained hereunder is proprietary to Ibbotson Associates and Its data providers and is for customer's internal use only, redisiribution of the data s
expressly forbidden

Copyright & 2005 Ibbotson Associates. Inc All rights reserved No part of this publication may be reproduced or used In any farm or by any
means—graphic, electronic, or mechanical, including photocopying, recording, taping. or information storage and retrieval systems—without
wriiten permission [rom the publisher To obialn permission, please write to- 225 North Michigan Avenue, Suite 700, Chicago, llinoks 60601-
7678. Attention Source Thbotson Dept  Specify the data or other information you wish to use, the manner in which it will be used. and attach a
copy of any charts, tables, or figures derived from the information There is a $150 charge per request There may be additional fees depending on
usage

www lbbotson com IbbotsonAssociates
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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 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 flve-year periods or longer. Again, cach 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'

Shart-horlzon equity risk premia. large company stock total returns minus U.S. Treasury bill total refurns'~

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
capitahzation between $1,608 and $6,242 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, current
capitalization between $506 and $1,608 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 $506 million

For additional information regarding Ibbotson’s cost of capital related products, please visit our web site at
htip //www ihholson com.

! Expected risk premia are based on the differences of historical annual arithmetic mean return over the perind selected
2 For IS Treasury bills, the income return and total return are the same

Copyright © 2005 Ihbatson Assaciates, Inc 3 IbbotsonAssociates
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Table 1 Total Retums, Income Returns Summary Statistics of
and Capital Appreciation Annual Returns
From 1926 10 2004
Geometric Arithmetic Standard
Serles Mean Mean Deviation
Large Company Stocks
Total Returns 10.4 12.4 20.3
Income 4.3 43 1.5
Capnal Appreciation 5.9 79 19.6
Ibbotson Small Company Stocks
Total Returns 12.7 175 33.1
Mid-Cap Stocks*
Total Returns 11.4 14.2 249
Income 4.1 4.1 17
Capital Appreciation 71 9.8 24 2
Low-Cap Stocks®
Total Returns 11.8 15.8 29.7
Income 3.7 38 19
Capital Appreciation 79 118 29.0
Micro-Cop Stocks®
Total Returns 12.8 19.0 394
income 2.6 26 1.8
Capnal Appreciation 102 16.2 38.8
Long-Term Corporate Bonds
Total Returns 59 62 8.6
Long-Term Government Bonds
Total Returms 54 5.8 93
Income 52 5.2 27
Capntal Appreciation 00 0.4 81
intermediate-Term Government Bonds
Total Returns 54 5.5 5.7
Income 4.7 4.8 29
Capital Appreciation 0.5 06 4.5
Treasury Bills
Total Returns 37 3.8 3.1
inflation 3.0 3.1 4.3

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

Copyright © 2005 Ibbotson Associates, Inc
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Table 2 Key Variables in Estimating
the Cost of Capital
(As of Year-end 2004)
Value
Yields (Riskless Rates)®
_long-Term (20-year) U S Treasury Coupon Bord Yeeld L 48%
_Equity Risk Premium*
Long-horzon expectod equity risk prarmum ffustorical) large company stock total
returns munus long-term govermnment bond mcome returmns 1.2%
Long-honizon expectad equity risk premium (supply side). histoncal equity risk premium
mintus price-to-samings ratio calculated using three-year average eamngs 61%
Size Premium®
Market Capitalization Market Capnahzation Size Prenmium
of Smallest Company of Largest Company Retun n
Decile {m_mlbons) {in milhons) Excess of CAPM)
Mid-Cap, 3-5 $1,607 931 - $6.241 953 D 95%
Low-Cap, 6-8 $506 410 - $1.607 854 181%
Micro-Cap, 9-10 $1 393 - $505.437 4 02%
_Breakdown of Deciles 1-10
1-largest $14,009 878 - $342,087 218 -0.37%
2 $6,258 530 - $14,096 886 0 60%
3 $3,473 335 - $6,241 953 0 75%
4 $2,234.146 - $3.454 104 107%
5 $1,607 931 - $2,231 707 1.44%
(-] $1.098.284 - $1,607.854 175%
7 $746 249 - $1.087 603 161%
8 $506 410 - $746 219 2.36%
9 $262 9574 - $505.437 2 86%
10-Smallest $1.393 - $262.725 641%
_Breakdown of the 10th Decile
10a $144.122 - $262 725 4 54%
10b-Smallest $1 393 - $143.916 9 50%

2 As of December 31, 2004 Maturity is approximate
1 See 5 of Thbotson's SRBI Valuation Edition Yearhook for com| methodology
plete
* Expected return 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 Rescarch in Security Prices See Chapter 7 of Thbotson's SBA Voluatinn Edition Yesrbook for methodology
W

Copyright © 2005 Ibbotson Assoclates, Tne 6 IbbotsonAssotiates
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The information presented in this publicalion has besn oblained with the greates! of care from sources believed fo be rehable, but is not
guaranisad Ibbotson Associates and providers of data fo ibbolson Assodiates make no warranhes, axpress or implied, as fo the results to
be obtained by subscriber or others from the use of the data provided hereunder, and thers are no express or imphed warranhes of
merchantability or fitness for a particular purpose or uss The accuracy and completeness of the data are not guarantesd, and Ibbotzon
Assocates and s data providers shall have no liabxlidy for srrors or onussions with respect to the data or its delivery regardiass of the cause
of such esror or omission In no event shall Ibbotson Assoaates or its data providers have any liabildy for any indirect, spedial, or
consequenhial damoges, induding but not ingted 1o lost profits Dato contained hereunder is propristary fo Ibbolson Assoaotes and its data
providers and i for asfomer’s infernal use only, reduiribution of the data 13 axpressly forbidden

Copyright 2 2006 Ibbolson Associates, Inc All rights reservead No part of this publieation may be reproduced or used in any form or by any
means—graphic, elactronic, or machanical, induding photocopying, recording, faping, or informatfion sforage and refrieval sysfems—
without wrilten parmission from the publisher To obfoin permission, please write o 225 Morth Michigan Avenue, Suite 700, Chicago,
IHinois 60601-7676, Atlention Source Ibboison Dept  Specify the dala or other information you wish 1o use, the manner in which 1 will be
used, and atlach a copy of any charts, tables, or figures denved from the infformahion There is a $150 charge per request There may be
addihonal fees depending on usage
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Introduction

This report contains daiq that summarizes the results of the copital markets for 2005 and current variables used
to estimate the cost of capital In addition, Tables A-1 threugh A-6 allow you to astimate any of these variables
for any time pericd, 1926-2005 Each table consists of six pages and cover

Long-horizon equity risk premia
Intermediate-horizon equily risk premia
Short-horizon equity risk premia
Mid-cap size premia

Low-cap size premia

Micro-cap size premia

Reading the Tables

The top rew 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
consirained the beta and size premia tables 1o contain data only for five-ysar pericds or longer Again, sach
table consists of six pages of data

Description of Data
Long-horizon equily risk premia: large company stock total returns minus long-term government bond income
returns’

Infermediate-horizon equily risk premia: large company stock total retums minus infermediate-term government
bond income returns'

Shorl-horizon equily risk premia: large company stock total retums minus U § Treasury bill total retums' 2

Mid-cap equity size premia: returns in axcess of those predicted by beta for the porifolio of stocks represented
by the 3.5 deciles of the New York Stock Exchonge, Amarican Stock Exchange, and Nasdaq National Marked,
current capitalization between $1,729 and $7,187 millien

Low-cap equity size premia: retums in excess of those predicied by beta for the porifolio of stocks represented
by the 6-8 deciles of the New York Steck Exchonge, American Stock Exchange, and Nasdaq Notional Market,
current copitalization belween $586 and $1,729 million

Micro-cap equily size pramia: retumns in axcess of thosa predicted by beta for the porifolio of stocks represented
by the 9-10 dedles of the New York Stock Exchange, Amaerican 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
hitp //www ibbotson com

! Expacted nsk premia are based on the differences of hstoncal annual onthmetic mean retum over the penod selecied
2 For US _Troasury bills, the income retum and jotal retumn are the sama

Copynght © 2006 Ibbotson Associates, Inc 3 Ibbohion Associates
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Graph 1 Wealth Indices of Investments December 31, 1925 to
December 30, 2005
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Introduction

This report contatns data that summanzes the results

of the capital markets for 2006 and current variables
used to estimate the cost of capital In addition, Tables
A-1 thraugh A-6 allow you to estimate any of thase
variables for any ttme penod, 1926-2006 Each table can-
sists of six pages and cavet

» Long-honzon squity nsk premia

» Intarmediate-honzon equity risk prema
» Short-hortzon equity nsk premia

» Mid-cap size premia

» Low-cap size premia

» Micro-cap size pramia

Reading the Tahles

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 intersectron of
start and end dates Please note that we have con-
strained the beta and size premia tables to contan data
only for five-year periods ar lorger Again, each table
consists of six pages of data

Descnption of Data

Long-honizon equity nisk premia Large company
stock total returns minus long-tesm government
bond income returns

Intermediate-horizon equity risk prerma Large company
stock total returns minus intermediate-term government
band income returns 1

Short-horizon equrty risk premia Laige company stock
total returns minus U S Treasury bill tctal retums 7

Mid-cap equity siza premia Returns in axcess of those
predicted by beta for the portfelo of stacks represented
by the 3-5 decites of the New York Stock Exchange,
American Stock Exchange. and Nasdaq National Markat,
current cap:talization batween 81,847 and $7,777 million

Low-cap equily size premia Returns n sxgess of those
predicted by beta for the partfolio of stocks represented
by the 6-8 deciles of the New York Stack Exchange,
Amencan Stock Exchanga, and Nasdag National Market,
current capitalization between 8627 and 81,947 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,
Amenican Stack Exchange, and Nasdaq National Markat,
current capitalization below 5627 millian

For additional information regarding Moringstar's cost
of capital related products, please visit our web site at
glabal momingstar com/US/Advisors

1 Expected nisk pramia are basesd on the diffarencas cf nsteneal annual
anthmetic mean retum cver the pened selactad

7FarU b Treasury bells the income rewsm and total retum ane the same

The infernatcn prosented ir this publicaton has heen chtained with the greatest of care from scurces helieved 1o be reliable but 1s not guaranteed to be
ccmplete accurate or trmaly Mem«ngstar and its atfifiated cempames expressly disclaim any liatalty incliding inewdental or ccnsequential damages ansing
from the use of this publicaticn or asry errors cr omissions that may be ccmaimed n it

© 2007 Memungstar All nghts reserved M part of this publication may be reproduced cr used s any cther form cr by any other means—graphic, electrone cr
mechanical including photoccpying recording tapmg or miormabon Storage and remeval systoms— without Momingstars pnof, watten permission Tc clitain
permussion please call Product Sales or wnm to the address halcw Your request sheuld specify the data or cther informatron you wash ta wse and the manner 1a
which ycu wash 1o use 1L In addrvon you will naed 1c inctade comes of any charts, tables, and/cr Tgures that yeu have created based on that infrrmaton There
15 3 $1200 processing fce per request There may he axkhnional fees depending cn your propesed usage

Mcmingstar Inc Nan (312) 685-6000
225 West Wacker Dr Product Salrs (388) 208-J647
Chicago lllinoss B0GOE Fax {312) ER8-R010

global momningstar com/SBRIYiEks
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Graph 2-1
Woealth indices of Investments in the U.S. Capital Markets
Year-end 1925 =51 00

December 31, 1925 to December 30, 2006
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Table 1
Summary Statistics of Annual Total Retums

from 1926 to 2006

Large Company Stocks

Intal Retuins
Incoma

Capital ﬁpl;ﬁt-:la-tltl-l; T T

Small Company Stacks

Total Ratums

Mid-Cap Stockn”
Tota Ratuns

114

Capital Appra-naunn

Low-Cap Stocks*

Total Foturns N T sy T _ms
Icome  __ __ ____ __ LT [ £ ) — 2
Caprtal Appraciation 79 "8 237
Micro-Cap Stocks® . _ . P
latal Paturns ll L __.._am '8 _ ___ B9
Income _ . 26 _ I 1| _ L ___ia
Capital Appreciation 102 61 s
Long-Term Corporate Bonds o o . o .
Total Returns 59 62 85
Long-Term GoveramemtBonds e e

Total Raturns ot e 54 .___58 ___ — 92

Incoms ... 52 .. e . B2 27
Capitat Apprariation a0 03 80
Intermediate-Tarm Government Bonds e e o _

Total Retums = _ S8 o 54 7

income
Capital Appreciation

Treasury Bills

Taﬁl Raturns

Tetal retur Js equal te the sum cf income return: capita* appreciaticn returm . and remvastTwnt retum

*Source Cemeor for Research in Secunity Prces University of Chicage

P07 Momrgen e A ghianstie Mo pEAl e e Mo
4G W yd] - Tatke g Y SO s Al M pe e

4 Rick Premia Over Time Repor: 2007
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Tabla C-1
Koy Variables in Estimating the Cost of Capital

Yields {Riskiass Rates)’
Long térm [Z3-yesri U S Traasury Coupon Bond Yigld

Equity Risk Premium?

Inng-hmzm expacted aginty risk premwm fhmmr-:cﬁl- Targ-a r.-l;n-\pany stock i
raturns minus long-term gavernment bond incame returns

Long-horizon sxpectod equity risk pramium [supply Sidel histoncal equity nak pramium 813
minug price-ta-garmings ratin calculatnd us'ng thras-year average eamings

Size Premiom?

Market Capitalization Market Captalization Siz8 Pramium

of Smallest Company of Largest Company {Returm 1n
Decile {m millions) {m mithons) Excess of CAPM)
Mid-Cap, 3-5 $1,847 220 - 77783 097%
lowCap 68 " Tsemer -~ - TUsigseses  ine%
MicraCap 810 - TsFwy T - 77 s’ 38e%
Braakdown of Dacilas 1-10
1largest YT Tehemeoes T - sarieraee -036%
2”7 T T T T Tanerae - “Tsiga05%6 2 085%
3 o R T ) - - T yinies TopE%
1 - T T Q1855 - $é0Asias 0%
s 7 $1ndr2i0 T T ST T segam T T T T T Tiasw
& 0 T T TTT TTeEsmaem T T ST T §i.9% 588 7%
r ” Tewrez T - eame4m 0 162%
i T Teeivr - sameeze . 7%
s 0 T T 7 $1emz = 7 "7 sewess 0 T T T 2m0%
10-Smallest T T 82247 - R < % T ¥ 7
Breakdawn of the 10th Decile
w0 T T T Tyimees T T - T T e o )
w T T T T TTemwm TT I T % T 6%

1 Asaf Uecembar 3° 2006 Matunty 18 appmx'mate

? Sea Chaptar 5 of the 2007 585! Vaivaton Edition Yearbook for complsts methodology

1 xpected raturn in axcass of that pradicted by the capital asset pncing madel also known as the beta-adjusted size premmm Undarlying data
pronded by CHSP tha Canter tar Research in Sacunty Pices See Chapter 7 of the 2007 SBU! Valuaton Edition Yaarhook tor mathodalogy

5 Risk Premia Over Time Report 2007 biompier-on ool dotetiend Tk sl Hn“"l"ﬂﬁ“"’



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

Levered

Raw Beta t-Stat Jﬁ-sqr " Pr Grp BetajilbbotsoniBeta Raw Beta Ibbotson Beta

0 54 274 011 0 ssmo' V54! 0 40 035
Fama-French Three- Facter Model

FFBeta FFt-Stat SMB Prem SMB t-Stat HML Prem HML t-Stat FF R-Sqr

059 355 -1 30 -6 55 214 14 17 039

CAPM: Ordinary Least Squares

Levered

Raw Beta OLS estimate of levered beta

t-Stat t-statistic for the OLS estimator of levered beta

R-Sqgr R-squared statistic for the OLS regression

Pr Grp Beta Peer group beta (sales-weighted average of indusiry betas)

Ibbotson Beta Weighted average of regression beta and peer group beta

Unlevered

Raw Beta OLS estimate of unlevered beta

tbbotson Beta Waeighted average of unievered 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 {-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-Sgr R-squared for the three-factor multiple regression

Cost of Equity Examples

CAPM Risk-Free Rate + (Beta x Equity Risk Premmwm)
CAPM + Size Risk-Free Rate + (Beta x Equity Risk Premium} + Size Premium
Fama-French Risk-Free Rate + (FF Beta x Equity Risk Premium) + SMB Prem + HML Prem

Estimates for the nek-free rate equity isk premium anc size premium can be found ir Ibbotson's Stocks Bonds Bills and
inflation Valuation Edion Yeerbook The entire database of company betas can be purchased in print form in tbbotson's Beta
Book

Cost of Capital Center a* www bbotsor com IbbotsonAssociates



The Cost of Capital Center
www 1bbotson com

Company Beta Analysis
Date Updated Through December 2004

Ticker Company Name
BNI BURLINGTON NORTHERN SANTA FE

CAPM: Ordinary Least Squares

Levere
Raw Beta t-Stat R-sqr  PrGmp Beta__ﬁlbbotsonlBétg

059 338 016 0 57 e \0-59 046

Fama-French Three- Factor Model

FFBeta FFi-Stat SMB Prem SMB t-Stat HML Prem HML t-Stat
059 384 -1 05 -5 55 199 13 01

CAPM: Ordinary Least Squares

Levered

Raw Beta OLS estimate of levered beta

t-Stat t-statistic for the OLS estimator of levered beta

R-Sar R-squared statistic for the OLS regression

Pr Gmp Beta Peer group beta (sales-weighted average of industry betas)

Ibbotson Beta Weighted average of regression beta and peer group beta

Unilevered

Raw Beta OLS estimate of unieverad beta

Ibbotson 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-stahstic for the market coefficient

SMB Prem “Small minus big" premium for the size factor

SMB (-Stat {-stafistic for the SMB coefiicient

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 Risk-Free Rate + (Beta x Equily Risk Premium)
CAPM + Size Risk-Free Rate + (Beta x Equity Risk Premium) + Size Premium
Fama-French Risk-Free Rate + (FF Beta x Equity Risk Premium) + SMB Prem + HML Prem

Esumates for the nsk-free rate equity nsk premium and size prermum c¢an be found In Ibbotsor's Stocks Bonds, Bills, and
infiakon Vaiuahon Edifion Yearbook The entire database of company betas can be purchased in print form 1n Ibbotson's Beta
EBook

Cost of Capnal Center at www ibbolson com IbbotsonAssociates



The Cost of Capital Center
www Ibbotson com

Company Beta Analysis

Data Updated Through December 2005

Ticker Company Name
BNI BURLINGTON NORTHERN SANTA FE
Le_vered Unlevered
Raw Beta t-Stat R-sqr  Pr Grp BetallbboteornjBetat Raw Beta Ibbotson Beta
064 408 022 072k & §T%i0le4 053 0 51
FF Beta FFt-Stat SMB Prem SMB t-Stat HML Prem HML t-Stat FF R-8qr
063 382 -0 58 -2 61 143 588 025

CAPM: Ordinary Least Squares

Levered

Raw Beta OLS estimate of levered beta

{-Stat t-statistic for the OLS estimator of levered beta

R-Sar R-squared statishic for the OLS regression

Pr Grp Beta Peer group beta (sales-weighted average of industry betas)

Ibbotson Beta Weighted average of regression beta and peer group beta

Unlevered

Raw Beta OLS estimate of unlevered beta

Ibbotson 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 mmnus 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 Risk-Free Rate + (Beta x Equity Risk Premium)

CAPM + Size Risk-Free Rate + (Beta x Equity Risk Premium} + Size Premium
Fama-French Risk-Free Rate + (FF Beta x Equity Risk Premium) + SMB Prem + HML Prem

Estimates for the nsk-free rate, equity nisk premiurn, and size remium can be found in Ibbotson’s Stocks Bonds, Bils, and
inflabon Valuation Edtron Yearbook The entire database of company betas can be purchased in pnnt form in Ibbolson's Beta
Book

Cost of Capita! Conter at www boolson com £ 2006 Ibbotson Associales



The Cost of Capital Resouces

gl | momingstar com/ esource.
Company Beta Analysis
Data Updated Through December 2006
Ticker Company Name
BNI BURLINGTON NORTHERN SANTA FE

CAPM: Ordinary Least Squares
Levered

Raw Beta 1-Stat ﬁ-sqr Pr Grp Beta EIbbotson]B%tg{ Raw Beta |bbotson Beta

0 82 415 0.23 0 80 Fwis. 0182 068 065
Fama-French Three- Factor Model

FF Beta FFt-Stat SMB Prem SMB t-Stat HML Prem HML t-Stat FF R-Sqr

090 4 08 033 118 -1 74 -4 90 025

CAPM: Ordinary Least Squares

Levered

Raw Beta OLS estimate of ievered beta

t-Stat t-stahistic for the OLS estrmator of levered beta

R-Sgr R-squared statistic for the OLS regression

Pr Grp Beta Peer group beta (sales-weighted average of industry betas)

Ibbotson Beta Weighted average of regression beta and peer group beta

Unlevered

Raw Beta OLS estmate of unlevered beta

Ibbotson 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 Equity Examples

CAPM Risk-Free Rate + (Beta x Equity Risk Premium)

CAPM + Size Risk-Free Rate + (Beta x Equity Risk Premium) + Size Premium
Fama-French Risk-Free Rate + (FF Beta x Equity Risk Premium) + SMB Prem + HML Prem

Estimates for the nsk-free rate equily rsk premium, and size premium can pe found in Ibootson Associates’ SEB! Valuation Ediion
Yearboox The entire database of approwmately 5 000 company betas can be purchased in prmt form in thbotson's
Beta Book Piease call 888-298-3647 or wisit hitp /iglobai morningstar comil!S/Advisors for details

Cost of Capital Resources © 2007 Mormngstar, In¢



The Cost of Capital Center
www tbbotson com

Company Beta Analysis
Date Updated Through December 2003

Ticker Company Name

CsX CSX CORP
CAPM: Ordinary Least Squares
_ Levered Unlevered
Raw Beta t-Stat R-sqr  Pr Grp Beta ,Il_abqlsqr}@_etg} Raw Beta Ibbotson Beta
059 2 57 010 0 57 fis+7 .S 5i0:581 040 031
| Fama-French Three- Factor Model 3

FF Beta FFt-Stat SMB Prem SMB t-Stat HML Prem HML t-Stat FF R-Sgr
0 64 318 010 044 330 18 21 035

CAPM: Ordinary Least Squares

Levered

Raw Beta OLS estimate of levered beta

t-Stat t-statistic for the OLS estimator of levered beta

R-Sqr R-squared statisfic for the QLS regression

Pr Grp Beta Peer group beta (sales-weighted average of industry betas)

Ibbotson Beta Weighted average of regression beta and peer group beta

Unlevered

Raw Beta OLS estimate of unlevered beta

lbbotson 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 {-Stat {-statistic for the HML coefficient

FF R-Sgr R-squared for the three-factor multiple regression

Cost of Equity Examples

CAPM Risk-Free Rate + (Beta x Equity Risk Premium)

CAPM + Size Rigk-Free Rate + (Beta x Equity Risk Premium) + Size Premium
Fama-French Risk-Free Rate + (FF Bata x Equity Risk Premium) + SMB Prem + HML Prem

Estimates for the risk-free rate, equity nsk premium, and sze premmum can be found in lbbolson's Stocks, Bonds, Bills, and
inflalion Valualion Edion Yearbook The enlire database of company betas can be purchased in print form in Ibbolson's Beta
Book

Cost of Capital Conter al www ibbotson com IbbotsonAssociates



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
_ Levered Unievered
Raw Beta t-Stat R-sqr PrGrp Beta ilbhotsoniBatg} Raw Beta Ibbotson Beta
073 347 017 0581 RO 3 050 040
# Fama-French Three- Factor Model
FF Beta FFt-Stat SMB Prem SMB t-Stat HML Prem HML t-Stat FF R-Sar
071 355 -0 25 -1 02 238 1193 030

CAPM: Ordinary Least Squares

Levered

Raw Beta OLS estimate of ievered beta

t-Stat t-statistic for the OLS estimator of levered beta

R-Sqr R-squared statistc for the OLS regression

Pr Grp Beta Peer group beta (sales-weighted average of industry betas)

Ibbotson Beta Weighted average of regression beta and peer group beta

Unlevered

Raw Beta OLS estimate of unlevered beta

Ibbotson Beta Weighted average of unlevered regression beta and unlevered peer group beta

Fama-French Three-Factor Model

FF Beta Coefficient on excess market retum

FF t-Stat t-statistic for the market coefficient

SMB Prem “Small minus big" premium for the size factor

SMB t-Stat t-stahstic 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 mulhipie regression

Cost of Equity Examples

CAPM Risk-Free Rate + (Beta x Equity Risk Premium)

CAPM + Size Risk-Free Rate + (Beta x Equity Risk Premium) + Size Premum
Fama-French Risk-Free Rate + {FF Beta x Equity Risk Premium) + SMB Prem + HML Prem

Estimales for the nek-free rale  equaty nsk premium, and size premium can be found m lobolson's Stocks, Bonds, Bills, and
inflahon Valuation Editon Yearbook The enlire database of company betas can be purchased in print form in [bbotson's Beta
Book

Cost of Capital Center at www ibbotson com IbbotsonAssociates




The Cost of Capital Center
www ibbotson com

Company Beta Analysis
Data Updated Through December 2005

Ticker Company Name
CsX CSX CORP

CAPM: Ordinary Least Squares
Le_vered Unlevered

Raw Beta t-Stat R-sqr  PrGrp Beta|1bbotson:Beta] Raw Beta
083 459 027 072] ~ % .83 059

Fama-French Three- Factor NModel
FFBeta FFt{-Stat SMB Prem SMB t-Stat HML Prem HML t-Stat FF R-Sqr
077 404 003 013 194 6 92 030

CAPM Ordinary Least Squares

Levered

Raw Beta OLS estimate of levered beta

t-Stat t-statistic for the OLS estimator of levered beta

R-Sqr R-squared statistic for the OLS regression

Pr Grp Beta Peer group beta {sales-weighted average of industry betas)

Ibbotson Beta Weighted average of regression beta and peer group beta

Unlevered

Raw Beta OLS estimate of unlevered beta

Ibbotson 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 {-Stat t-statistic for the market coefficient

SMB Prem “Small minus big* prermum for the size factor

SMB 1-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 Risk-Free Rate + (Beta x Equity Risk Premium)

CAPM + Size Risk-Free Rate + {Beta x Equity Risk Premium) + Size Premium
Fama-French Risk-Free Rate + (FF Beta x Equity Risk Premium) + SMB Prem + HML Prem

Estimates for the nsk-free rate, equity nsk premmum and size premum can be found n Ibbotson's Stocks Bonds, Bills, ano
infiation Valuahon Editrion Yearbook The enhire database of company betas can be purchased in pnnt form in Ibbolson's Beta
Book

Cost of Capltat Center al www ibbolson com © 2006 Ibbotson Associales



The Cost of Capital Resouces

hitp /global momingstar com/ Resources
Company Beta Analysis
Data Updated Through December 2006
Ticker Company Name
CsX CSX CORP

CAPM: Ordinary Least Squares

Raw Beta t-Stat R-sqr  Pr Grp Beta} Ibbotson’Betal
097 468 027 075 - 2C 097

Fama-French Three- Factor Model
FFBeta FFt-Stat SMB Prem SMB t-Stat HML Prem HML t-Stat FF R-Sqr
111 4 83 032 108 -276 -7 51 031

CAPM: Ordinary Least Squares

Levered

Raw Beta OLS estimate of levered beta

t-Stat t-statistic for the QLS estimator of ievered beta

R-Sqr R-squared stahistic for the OLS regression

Pr Grp Beta Peer group beta (sales-weighted average of industry betas)

Ibbotson Beta Weighted average of regression beta and peer group beta

Unlevered

Raw Beta OLS estimate of unlevered beta

Ibbatson Beta Weighted average of unlevered regression beta and unievered 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 {-Stat t-statistic for the SMB coefficient

HML Prem *High minus iow" premium for the book/market factor

HML t-Stat ,  t-statistic for the HML coefficient

FF R-Sqr R-squared for the three-factor muitiple regression

Cost of Equity Examples

CAPM Risk-Free Rate + (Beta x Equity Risk Premium)

CAPM + Size Risk-Free Rate + {Bata x Equity Risk Premium) + Size Premium
Fama-French Risk-Free Rate + (FF Beta x Equity Risk Premium) + SMB Prem + HML Prem

Estimates for the nisk-free rate, equity nsk premium ana size premium can be found in Ibbotson Associates' SBBI Valuation Sdition
Yearbook The entre database of approximaiely 5,000 company betas can be purchased in pnnt form in Ibbotson's
Beta Book Please call 888-298-3647 or wvisit hitp #global momingstar comiUS/Adwisors for details

Cost of Capital Resources £ 2007 Momingsiai Inc



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
. Levered Unlevered

Raw Beta t-Stat R-sgqr  Pr Grp Betalibbotson)Bsta Raw Beta Ibbotson Beta

049 173 005 053: v+ a55d. 049 034 027

|
:

Fama-French Three- Factor Model
FF Beta FFt-Stat SMB Prem SMB t-Stat HML Prem HML t-Stat FF R-Sqr
054 2 35 074 271 479 2303 039

CAPM- Ordinary Least Squares

Levered

Raw Beta OLS estimate of levered beta

t-Stat t-statistic for the OLS estimator of levered beta

R-Sgr R-squared statistic for the OLS regression

Pr Grp Beta Peer group beta (sales-weighted average of industry betas)

Ibbotson Beta Weighted average of regression beta and peer group beta

Unlevered

Raw Beta OLS estimate of unlevered beta

Ibbotson Beta Weighted average of unlevered regression beta and unievered peer group beta

Fama-French Three-Factor Model

FF Beta Coefficient on excess market retum

FF {-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-statishic for the HML coefficient

FF R-Sqr R-squared for the three-factor multiple regression

Cost of Equity Examples

CAPM Risk-Free Rate + (Beta x Equity Risk Premium)
CAPM + Size Risk-Free Rate + (Beta x Equity Risk Premium) + Size Premium
Fama-French 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 ibbolson's Stocks, Bonds, Bills, and
Inflation Valualion Ediion Yearbook The enfire database of company betas can be purchased in pnnt form in |bbotson’s Bata
Book

Cost of Capital Conter at www ibholson 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  PrGrp Beta!lbbotson.Betat Raw Beta Ibbotson Beta
061 226 008 0571, iy’ . 061 045 040
Fama-French Three- Factor Model
FF Beta FFt{-Stat SMB Pram SMB t-Stat HML Prem HML t-Stat FF R-Sqgr
054 226 0 80 206 4 52 18 03 034

CAPM. Ordinary Least Squares

Levered

Raw Beta OLS estimate of levered beta

t-Stat t-statistic for the OLS estimator of levered beta

R-Sar R-squared statistic for the OLS regression

Pr Grp Beta Peer group beta (sales-weighted average of industry betas)

Ibbotson Beta Weighted average of regression beta and peer group beta

Unievered

Raw Beta OLS estimate of unlevered beta

Ibbotson Beta Weighted average of unlevered regression beta and unlevered peer group beta

Fama-French Three-Factor Model

FF Beta Coefficient on excess markef retum

FF t-Stat t-statistic for the market coefficient

SMB Prem “Small minus big" premium for the size factor

SMB t-Stat f-statistic for the SMB coefficient

HML Prem 'High minusg 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 Risk-Free Rate + {Beta x Equity Risk Prermium)
CAPM + Size Risk-Free Rate + (Beta x Equity Risk Premium) + Size Premium
Fama-French Risk-Free Rate + (FF Beta x Equity Risk Premium) + SMB Prem + HML Prem

Estimates for the risk-free rate ecuity nsk premium and size prem.um can be found . Ibbotson’s Stocks, Bonds Bifls and
inflabon Valuation Editron Yearbook Tne entire database of company petas can be purchased in print form in Ibbotsons Bela
Book

Cost of Capital Conter at www ibboison com IbbotsonAssociates



The Cost of Capital Center

www Ibbotson com

Company Beta Analysis
Data Updated Through December 2005

Ticker Company Name
NSC NORFOLK SOUTHERN CORP

CAPWM: Ordinary Least Squares

_ lie_vered Unievered
Raw Beta t-Stat R-sqr  Pr Grp Betalbbotson:Beta Raw Beta Ibbotson Beta
089 376 020 072 m._ o!asl 070

Fama-French Three- Factor Model

FFBeta FF1-Stat SMB Prem SMB t-Stat HML Prem HML t-Stat
077 308 107 318 193 526

CAPM' Ordinary Least Squares

Levered

Raw Beta OLS estimate of levered beta

t-Stat t-statistic for the OLS estimator of levered beta

R-Sqr R-squared statistic for the OLS regression

Pr Grp Beta Peer group beta (sales-weighted average of industry betas)

ibbotson Beta Weighted average of regression beta and peer group beta

Unievered

Raw Beta OLS estimate of unlevered beta

Ibbotson Beta Weighted average of unlevered regression beta and unlevered peer group beta

Fama-French Three-Factor Model

FF Beta Coeffictent on excess market return

FF 1-Stat t-statisuc for the market coefficient

SMB Prem "Small minus big™ prermium 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 Risk-Free Rate + (Beta x Equity Risk Premium)
CAPM + Size Risk-Free Rate + (Beta x Equity Risk Premium) + Size Premium
Fama-French Risk-Free Rate + (FF Beta x Equity Risk Premium) + SMB Prem + HML Prem

Estimates for the nsk-free rate equity nsk premsum and size premium can be found in Ibbotson's Stocks, Bonds, Bils, and
Infiatron Vaiuation Edilion Yearbook The enhre dalabase of company betas can be purchased in print form in ibbotson’s Beta
Book

Cost of Capital Centor at www ibbotson com G 2006 tbboison Associates



The Cost of Capital Resouces
H{tp Hgloba' memnaglar com/US/CofCResources

Company Beta Analysis
Data Updated Through December 2006

Ticker Company Name
NSC NORFOLK SOUTHERN CORP

CAPM: Ordinary Least Squares

Levered

™ Raw Beta t-Stat "Rsar _ Pr Grp Betapbbotson]Betal Raw Beta _ lbbotson Beta
074 267 011 080 Mo’im 059

Fama-French Three- Factor Model

FFBeta FFt-Stat SMB Prem SMB t-Stat HML Prem HML t-Stat
074 242 216 558 =192 -3 92

CAPM: Ordinary Least Squares

Levered

Raw Beta OLS estimate of levered beta

t-Stat t-statistic for the OLS estimator of levered beta

R-Sqr R-squared statistic for the OLS regression

Pr Grp Beta Peer group beta (sales-weighted average of industry betas)

Ibbotson Beta Weighted average of regression beta and peer group beta

Unievered

Raw Beta OLS estimate of unlevered beta

Ibbotson 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 1-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 Risk-Free Rate + (Beta x Equity Risk Premium)

CAPM + Size Risk-Free Rate + (Beta x Equity Risk Premium) + Size Premium
Fama-French Risk-Free Rate + (FF Beta x Equity Risk Premium) + SMB Prem + HML Prem

Estmates for the nsk-free rale, equity nsk premsum and size prenuum can be found in ibbotson Associates' SBBI Valuation Ediion
Yeaibook The entire database of approximalely 5,000 company betas can ba purchased in pnnt form in Ibbotson's
Beta Book Please call 888-298-3647 or visil hilp #global mormingstar com/US/Adwvisors for details

Cost of Capital Resources © 2007 Momungstar, 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 t-Stat R-sqr  Pr Grp Beta}ilibotsori*Beta| Raw Beta Ibbotson Beta
048 250 010 0 53 e+~ diii0748, 036

Fama-French Three- Factor Model
FF Beta FFt-Stat SMB Prem SMB t-Stat HML Prem HML t-Stat
052 290 -0 66 -3 10 177 10 97

CAPM. Ordinary Least Squares

Levered

Raw Beta OLS estimate of levered beta

t-Stat t-statistic for the OLS estimator of levered beta

R-Sqr R-squared statistic for the OLS regression

Pr Grp Beta Peer group beta (sales-weighted average of industry betas)

ibbotson Beta Weighted average of regression beta and peer group beta

Unlevered

Raw Beta OLS estimate of unlevered beta

Ibbotson 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-statishc 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 iow" prermium for the book/market factor

HML t-Stat t-stahstic for the HML coefficient

FF R-Sgr R-squared for the three-factor multiple regression

Cost of Equity Examples

CAPM Risk-Free Rate + (Beta x Equity Risk Premium)

CAPM + Size Risk-Free Rate + (Beta x Equity Risk Premium) + Size Premium
Fama-French 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 i Ibbotson's Stocks, Bonds Biils, and
Inflation Valuahion Edion Yearbook The entire database of company betas can be purchased in pnint form in Ibbotson's Beta
Book

Cost of Gapital Center at www Ibbotson com IbbotsonAssociates



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
Levered Unlevered _
Raw Beta {-Stat R-sqr  Pr Grp Beta pibbotsoniBeta Raw Beta Ibbotson Beta
037 222 008 0 57&575!!&% iz I 028 026
Fama-French Three- Factor Modet
FF Beta FFt-Stat SMB Prem SMB {-Stat HML Prem HML t-Stat FF R-Sgr
034 217 0 06 033 203 12 91 023

CAPM: Ordinary Least Squares

Leveared

Raw Beta OLS estimate of levered beta

t-Stat t-statistic for the OLS estimator of levered beta

R-Sqr R-squared statistic for the OLS regression

Pr Grp Beta Peer group beta (sales-weighted average of industry betas)

ibbotson Beta Weighted average of regression beta and peer group beta

Unievered

Raw Beta OLS estimate of unlevered beta

Ibbotson 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 Equity Examples

CAPM Risk-Free Rate + (Beta x Equity Risk Premium)
CAPM + Size Rigk-Free Rate + (Beta x Equity Risk Pramium) + Size Premium
Fama-French Risk-Free Rate + (FF Beta x Equity Risk Premium) + SMB Prem + HML Prem

Estimales for the nisk-free rale equity nsk premium, and size premium can be found in Ibbotson's Stocks Bonds, Bills, and
inflation Valuation Edrion Yearbook The entire database of company betas can be purchased in print form in Ibbotson's Beta
Book

Cost of Capital Center a* www ibbatson com IbbotsonAssociates



The Cost of Capital Center
www ibbotson com

Company Beta Analysis

Data Updated Through December 2005

Ticker Company Name
UNP UNION PACIFIC CORP
_ Le_vered Unlevered
Raw Beta t-Stat R-sar PrGm Betapl bbotson:Beta Raw Beta |bbotson Beta
059 391 021 0 72 R OYS,! 046 043
Fama-French Three- Factor Model
FFBeta FFtStat SMB Prem SMB t-Stat HML Prem HML t-Stat FF R-Sqar
0 54 339 077 359 -0 08 -035 022

CAPM: Ordinary Least Squares

Levered

Raw Beta OLS estimate of levered beta

t-Stat t-statistic for the OLS estimator of levered beta

R-Sqr R-squared statistic for the OLS regression

Pr Grp Beta Peer group beta (sales-weighted average of industry betas)

Ibbotson Beta Weighted avérage of regression beta and peer group beta

Unievered

Raw Beta OLS estimate of unlevered beta

Ibbotson 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" premum 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-Sgr R-squared for the three-factor muitiple regresston

Cost of Equity Examples

CAPM Risk-Free Rate + (Beta x Equity Risk Premium})

CAPM + Size Risk-Free Rate + (Beta x Equity Risk Premium) + Size Premium
Fama-French Risk-Free Rate + (FF Beta x Equity Risk Premium) + SMB Prem + HML Prem

Estimates for the nsk-free rate equity nsk premium and &.ze premium can be found in Ibboison's Stocks Bonds Bills and
inflation Vaiuation Edrion Yearbook [he entire database of company betas can be purchased in print form in Ibbotsor s Beta
Book

Cost of Caprtal Center al www ibbotson com © 2006 Ibbotson Associates



The Cost of Capital Resouces

hitp /global mornin r Resources

Company Beta Analysis

Data Updated Through December 2006

Ticker Company Name
UNP UNION PACIFIC CORP
_ Le_vered Unlevered
Raw Beta t-Stat R-sgr PrGrp Beta '-I'I?bots_on‘ig‘a_gg Raw Beta Ibbotson Beta
067 368 019 o 8o}y ef AN¥o6e 055 052
Fama-French Three- Factor Model
FFBeta FFt-Stat SMB Prem SMB t-Stat HML Prem HML t-Stat FF R-Sgr
076 380 76 298 -234 -7 28 024

CAPM: Ordinary Least Squares

Levered

Raw Beta OLS estimate of levered beta

i-Stat t-statistic for the OLS eshmator of lavered beta

R-Sqr R-squared statistic for the OLS regression

Pr Grp Beta Peer group beta (sales-weighted average of industry betas)

Ibbotson Beta Weighted average of regression beta and peer group beta

Unilevered

Raw Beta OLS estimate of unlevered beta

Ibbotson Beta Weighted average of unlevered regresston 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 *Smali minus big" premium for the size factor

SMB t-Stat t-stahstic 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 Risk-Free Rate + (Beta x Equity Risk Premium)
CAPM + Size Risk-Free Rate + (Beta x Equity Risk Premium) + Size Premium
Fama-French Risk-Free Rate + (FF Beta x Equity Risk Premiurn) + SMB Prem + HML Prem

Estimates for the nsk-free rale, equity nsk premium and size prermium can be found in Ibbotson Associales' SBBI Valuation Edilion
Yearbook The entire database of approximately 5,000 company betas can be purchased n pnnt form in Ibbotson's
Beta Book Please call 888-298 3547 or wvisit hitp //global morningstar com/US/Adwsors for details

Cost of Capital Resources © 2007 Morningstar, Inc
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Railroad Industry Unles ered Beta — 20803 to 2006

Company
(1)

2003
1 Burlingion Northern Santa Fe Corperation
2 CSX Corporation
3 Norfolk Southern Corpomtion
4 Union Paaific Corporation
5 Railroad Industry Unlevered Bein 4/
2004

6 Burlington Northern Santa Fe Corporation
7 CSX Corporution

® Norfolk Southern Corporation

9 Umon Pacilic Corporation

[t Railroad Industnn Unlevered Beta 4/

2008
11 Burlingion Northern Santa Fe Corporation
12 CSX Corporation

15 Norfolk Southern Corporation

14 Union Pacific Corporalion

15 Ratlroad Industrv Unlevered Beta 4/

2006

16 Burlington Northem Santa Fe Corporation
17 CSX Corporation

I¥ Norfolk Southern Corporation

1Y Umon Pacilic Corporation

20 Raulroad Industry Unlevered Beta 4/

1/ Ibbotson Associates

2/ STB Ex Parte No 558 decisions and Rockey VS

3/ Colunm (2) x Column (3)
4  Sum of Column (4) for each vear

Unlevered
Beta 1/
(2)

040
040
134
036

046
050
045
028

053
59
070
046

068
076
05y
055

Railroad

Weightx 2/
3

26 02%
16 42%
19 48%,
IR O8%

28 70%
15 18%
22 56%
33 56%

32 20%
14 95%
21 56%
28 29%

32 21%
16 13%
2425%
27 41%

Woeightcd
Average 3/
H

0104
) 066
0 066
0137

037

0132
0076
0102
0094

0 4

0171
0 URB
0172
0130

056

021y
0123
0143
0151

064

Exhibit No 5
age 1 of |






140 19ded
9 ON IqRXg

SA 193poy pue ‘g5¢ ON Slred X3 UL SUOISINP 5007 PUE $00Z '€00Z €S SIamog /T

%LS 6 %LS 8 %07 8 %:9L L 26 3N + 28 M7
%9E 1 %E9 1 %0 T %t ¢ Q6 JUWIT X B M7
%R it ¥ ot 2%C 8¢ U8 IF e] sm
Y%L6 S %GE § %ET S %00 § N AvveaLs
%IT 8] %t L %819 %79 § Q8 31 » g8 ]
% L %969 %E19 % L5 q]
%901 %It 0l %FO01 %86 L Jor]
%901 %It 0t %001  %ERG 93T + 3¢ I + +3W]
%OTO  %E00 %LT 0 %81 0 L ON Wquxg
%R 5 0%ZL § ozl t %0L + q¢ U] X B¢ dUIY
wo 180 990 300 £ aury
%01 L %01 L %0T L %0Z L ¢ ON nquxg
%66 1 %89 ¢ %0 § %06 t £ o\ Az
780 120 990 €90 U X (31 3w +1)
90 950 or o ito § ON Nqupg
VED ta £90 SLO Q] MW — B[ A7
RTLL 069 L2 ] RTis T Avvials
%8 T %* 0¢ 95 RE %8 Tt A yvvrais
9) {5) +) (£ @
90T 5007 ¥007 £00T DInos
J0) Ansnpuy peoafrey

rende) jo1so) afersy penBsm 01

19 Ansnpu] pearney Jo 10 pySny 9
ampnng rende) 1o vonrod 1g2Q q
143(] J0 150D ANspU] pecipey €

12 J0 150 POMBIoM

Annbg Lnsnpuj peosgrey Jo 1507 pasySiom 3
am2nng reede) Jo uotuog Aynbg q

mbg 3o 150) Lnsnpu] peasrey €

Aunbg Jo 1500 ponSram

mbg Jo 150D Ansnpu] peonrey
wnnuaLg 321§ {nsnpuj pearrey
wnnrasg Ysry Em:us peosey o>
¥Iog Po13437] ANSnp] peaifey q
wnnalg ysry Gmbg e

WL NSy peonEy

Ay 3914 1Y BeRAy

¢

¥

Anb Jo 150) Jo UsHeo)

eRE PaRAST Ansnpu] peofey
€10g PRRAM[Y Lnsnpu] pranrey

oney imbangpq 2

amonas reide Jo uonod Annbgy q
3ImInng [ewde)) Jo uoruod 19 €
oney Aymbg 0 19 Ansnpu] peaney

£

[4

1

Iog PAT3AT] J0 uopvRo)







f 01 | SoUI7] Jo wing

($) mumpo) x () unjo)

AIIOP PUOIDS AP UL DN UOY[IQ 29 [ 1§

Pue uoIfjIq 408 +$ UdOMIDq SUCHPZHERdED 1R Ikm Sa1urduiod pur $Y205s popian Ajdiqnd jo spsop dol 2y ur 213 YOI £95 |1
wel) Jead sucnizyjendes Ppvw i SOrdwod ‘gooz Pud Jens o) 10 ooz Hoddy sun ], JDAD CIUID ¥SIY SAIRID0SSY U0S104qq]

FOOT "RT 2Un[ PAAIDS "g00 - [Ende) JO 150D proajivy (L ON-GNS) RS ON IME NF GLS

"%l 0 — — — — __2. umnuRld /15 .f.ba:—u:— PrOIITY €T
£100 o~ %80 8¢ Y%tt O l 1€T66LLTT'S] uonerodio) 21Jideq uorup
LoD o %8t 61 %08 4 TRTFOS'RYL L uonerodio]) wWayINos JJopoN
K000 (1 %ZF 9l o415 () T TL1'L1L789E™Y uonezodio) XS
€100 ¢ %40 9T oh0x O rd ZEG' [T6TOT OIS wontodio) 2 | Bues wxMoN uojduipng
) () (t) (1) (¥4 {1
.-M Uﬂ-ﬂﬂ»{ -.— a-_u_ug ..M E_.__Eu.-n— _\N HUEY A /] uonrreide) :-«m—:__c...w
POYSA  prOIJIEY g uonenende) IR
adesry €00z

WNTuIaag 9715 \UsIpu] PFOIIVY CIHT

tJo | 28ed
L ONMqupg

¥
£

W, :—"l hl

—_— 0] o=



%lT 0

I or
oo o
600D O
L1000

(U1

01 | s Jo wng
(<) vumjo) x {f) uumjo,)

2]199p pU0S3s Y UL MM UOJ|Iq L60 +1$
PUE 101G 45T 9§ UDD WIdq SuoneZirrdes 1) Yuam sanmdwod pue sy20is papen spjqnd jo opisop doy i) W oM UOIY L60 1S

uep e suonezipended Py s sowrdod ‘ooz pud Jeai 91104 S0z HOdIY MWL A0 RINIDLG YSIY SIIBID0SSY Uos|0qq]
£O0T "0€ dunf PAAIDS 00 - [ENdi2) JO 150,) proafiey “(§ ON-GNS) RSS ON dMed A3 €IS

A WAL 021 AJISnpu] prOIIEy 10

%98 L€ %LE U [ LSS ST RIL'SL uoijesodio) J1jioeq uoif)
%9 TT %09 O z FTO00E°L9S 01 uonelodio)) woyInos YjouoN
w8l £l 249 ) z ¥86°S8I011'L uonwrodio) XS
%L 8T %09 0 z £ER°H0T 0P E1$  uonwodio) 3, wuLg woyuoN uolRuiang
(¥) () () {7) (N
JE3IRINY ] ISRAN /T WNIWRIg 77 [uvy o[9oq T UonezIvaIde ) AuRdwo)

PIgERM  prOapRY ms

t Jo z oSvg
L ON Mquxyg

uopezyende) PHIEW

eIIAY FOOT

WNURLJ 371§ AISNpU] PEOIITY Fi)0Z

Lol o B B,



t 01 1 S3WI Jo wng

{¢) munjo x {) uwnjo)
S|I30p PUCO3S 3 Wl 2IDW UO[IY |60 91§

PUR HOI[IG G8] LS UDD WIDq Suonezljrnded ippw s saurduiod pue yoois popen spignd jo apap doy o) ur 2394 UoIfIq |60 91$
we Sonasd suonvzipendra oyarw gi v sonmeduios “$ooz pud 5 @ Jo] 900z HoddY DU JIAO BIUDL] YShY SHINID0SSY U0S10qq]

%00

0ro0 o
9100 0
0100 0
cloo o

(v)

/Iy JISSPA [T
paydop  peodpey

t Jo g offng
L ON nqiyxg

%6T KT
%9y 1T
%6 Tl
AT TE

(s)

%Lt O
%L 0
Y%lY 0
Yolt Or

()]

Wnluaag

s

—_— e -

(t)

fC RuURy QR
uoneziende)

900Z 0T 2quIIdeg PoAIdS "o - [PNdrD JO 150 prodjiey (6 ON-ANS) 816 ON dMed M3 9IS

- /T wInnualg 271§ ANSnpuj peodjiey song

YOUTI6'TOL L] uonesodio) JIdry UM

817 699°681°¢1 uonerodio) wDINos JjopoN
£LE°195°T01'R uonerodio) XS
8CLCTAEST 0TS  uoneaodio) 3 PIUPS WAYHON uolBurng
(@ )
/1 utmerende)) Xurdwo)
mpeW
BRIV $007

WNURLJ 325 LUsnpuf PEOLIFY S{NZ

i3
/£

~—
=] 4

wr,

s Kl -



+ 01 | soury Jo ung
(<) tumje) x (1) uwnjo)
30D PUO3AS I} Wl oM uo[g 178 91$

Pue uoIIq £ % £$ U0MIRQ suolLzIended T Y saiurdwod pur “syo0is popen ajxqud jo opaap dol oy Ul 204 UoIfIq 1ZR 91%
ue 0 suoneAeirdes PTUL I souedwiod ") T puo 18a< o110 o0z UodDy Sl I5.A0 RILIALY Y51y SAIIDOSSY U0S10qq)

%UT (r

0100 (¢
6000 ¢~
01060 0
anoor

{v)

JEOREIIAY ] ARPA /T WTmadg
pgdop  prospry

t Jo +aed
L ON Mquxy

%lt LT
ST ¥T
%l 91
%IlT TE

)

oL (r
Y9t Or
%590
9t -

(t)

ang

— ] o —

(gl

fo ey owaq /1 vopearadey
uorpesmende )

(5,000) ‘L 1B SA Loy

- /F wniualg 3715 Ansnpuy prosIey 90T

1267918 T uonriodio)) JjLd uoIU(]
GHBLUIT uoneodi0)) woyINos YjoLoN
TH'rIotl uonesodio) XS.)
SHIHAG LTS uonodio) 2. muEs WayUoN uoiSupng
@ n
Tueduny)
IR
adesa sy 90T

WAl 37§ WIIRPUL pProafiey 9007

-+ v

N






Exhibit No. 8



Stock Report | December 30. 2008 | NYS Symbol BSI | BN 5 in the S&P 500 STANDARD
Burlington Northem Santa Fe Corp RPOOR’S
S&P Recommendation §TH) ~ Price 12-Mo Target Price Investment Style

$73 81 tm of Dec 20, 2000) $80 00 Large-Cap Growth
GICS Sector Indusinels Cemment Through BNSF Rastway Co [formerty The Burhngton Northern and Santa Fo
Sob-Indestry Raifroads Railway Co ), BNl owns one of the largest raiiroad netwosks in tho U §
52-Wk Range $97.95-82.80 S&P Dper EPS 2006E 499 P/E on S&P Oper EPS 2008 148  Dnnrdend Rats/Share $100
Trailing 12-Month EPS B SAF Oper EPS 2007E 580 Common Sheras Outstg (M) B2 Yield{%) 133
Trailing 12-Month P/E 154 S&P Cora EPS 123 Market Capitalization{B) 28513 Beta o
$10K Investad 5 Yrs Ago  $28.008 S&P Core EPS 2007E 558  Insttubional Ownership (%) 7  SAPCredrtRating BBB+

20-Week Mov Avg.
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Analysis prepared by Kevin Kirkeby on November 02, 2008, whan the stock traded st § 76.33.

» We axpect revenue growth of 6% m 2006, with
volumes naing around 7%, wiule pncing and fu-
al surcharges incraasa close to 8% Strong
gung in mtsrmodal and coal sre projected to
contmus through 2007, contnbuting to enother
year of 7% volume growth Intermodal 15 ex-
pected to atiract additonal volumes from fogis-
ties and trucking companies, wiis coal should
baensht from network enhancamants allowing
greater throughput. We see pncing gains slow-
ng n 2007 to 3% {for an oversll ravenue in-
craasa of 10%) as fewar contracts are up for
renewal and fuel surcharges stabize

» We project an operating margin of approa-
mately 22% in 2006, a5 wa see the passtive rm-
pact of higher pneing, mora stficiant aseet ub-
Ixation, and £0st controls outwerghing the m-
pact of highar Iabor coxsts and depraciabon
charges For 2007, margins should be relatrvely
unchanged as we ses productmty gans offset-
tmg cost Incresses, mosty labor

» Wa estimata that 2008 EPS will nsa 20% to $4 99
in 2008, including abourt $0.05 par share in pro-
jacted option sxpense We ses EPS increasing
12% to $5 60 n 2007

» We beliove BNI will continue to benefit frnm
above-average revenue growth, driven by s
autsized exposura to the mtermadal transport,
cosl and grain markets. Yet, following rasrly
thraa years of ravenua growth exceadmg 15%,
we expect momenium to slow For the
2007-2012 perwd, we forecast compound annu-
al ravenue growth of 7% Gven our view of
slowmg top-ime growth combined with fewer
opportursties for margin enhancement, we
would not add to posbons

» fisks to our opmion and target pnce melude
weakar than expacted economic and freight
growth, dechnes in radroad system fhuidity, un-
{avorable changes in inmternational trade flows,
a reduction i coal mine output, and a hegher
than expactad nse in interast rates

» Dur DCF model, which sssumes an 8 6%
weighted everage cost of capital, 3% ennual
growth in free cash flow over the next 10 years,
and 4% terminal grawth, calculates an intrnsic
vatus of $90 Wa haliava an entarpnss valua to
12-month forward EBITDA ratio af 65X, which
1s tha 10-yser avarage, is appropnats, leading
1o a value of $20 Combmmg these models, our
12-month target pnce 1s $%0

MEDUMW |  HeH |
Qur nsk assessmant reflacts what we bebeve
BNI s strong peofitabdety, cash flow generation,
and balance sheot, and a dwverse customer bass,
oftset somewhat by s exposure tb economic
cycles, freight demand, and regulabions.

S&P Quality Raaking .

[oTcleTe o I afa]

Relative Strength Rank WEAK
Ei

LOWEST = Hlﬁlﬂﬂ-ﬂl

Havenve {Millicn 8}

1Q 2 ki | 40 Year
2006 48 3 3938 - -
2005 2582 3138 3317 3550 1289
2004 2490 2685 2.793 2978 10946
2003 2233 2294 2395 2492 5413
2002 2183 2207 2308 2301 8979
200 2293 2217 23483 2301 9208
Earnings Per Share {§)
2008 109 127 133 E3M EKHS
2005 083 0% 109 113 40
2004 052 087 ol AN 210
2003 040 054 D55 081 209
2002 045 051 051 0 200

Date Ex-Div. Stel Payment
;) Decl. Dats  Racend Dats
0200 @14 0309 O0W/13 D4/0306
0200 024 0608 D&/12 0770306
0250 07720 0907 D091 10702006
0250 10419 1208 12712 ovN7

Dendands heve bsan paxd smce 19460 Source Company raparts.

Please read the Required Dinclosares aad Analyst Certilicatron on the last page of this report
Radrtnbuton or reprodecocs i prolsbiad without wntien parssssnn. Copynght ©2008 Tha McGrew Hi Compames, inc
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Stack Repart | December30, 2006 | NYS Symbal BNI

Burlington Northern Santa Fe Corp

CORPORATE OVERVIEW Burington Northern Santa Fe Corp , through its BNSF Raitway Co subsudisry, op-
erates the second lergest U S rail systam, delivening about 45% of rail traffic in the Wast, and about 23% of
U S raltraffic BNSF operatss a rail system of sbout 32,000 miles (24,000 owned, 8,000 trackage nghts)
that spans 28 wastern and midwastern states and two Canadian provinces

MARKET PRORLE We balieve BNI's consumer/iintermodal husinass, sensive 1o U S mport and con-
sumption trends, 13 the ndustry volume leader, and aithe haart of its competitive stratagy Consumer
treight provided #41% of treight revenuas in 2005 and consisted prmanty of mermodal service intermaton-
ol container traffic, services to United Parcel Service, lass-than-truckioad and truckload camers, and au-
tomotva and penchables traffic Industnial products, sanstva to U § GOP trends, prowded 23% of freight
revenues in 2005, and was compnsed of construction and bulding products, chemicals, and petroloum
Coal, which we believa 1s BNI's most profitable segment, sccounted for 19% of 2005 freight revenues A
major transporter of low-sulfur coal, 30% of BNI's coal traftic ongsnates in the Powdar Rvar Basin of
Wyomng and Montana, pnmanly delnered to power utiibes Agncultural products, sensitive 1o annusl
crop volumes, accounted for 17% of 2005 freight revenuss, including delivenes of grams, ethanol and fertil-
uer

COMPETITIVE LANDSCAPE The U.S rail industry has an chgopoly-ike structure, with over 80% of rev-
snues genersted by the four largest radroads BNI and Union Pacific Corp operatng on the West Coast,
and CSX Corp and Norfalk Southermn Corp operating on the East Coast. Railroads simultaneocusly compete
for customers winla conperating by shanng assets, mtartacmg sysiems, and cooperatrvely futhiing cus-
tomer transparts Key suppliers mclude Incomotive and re aquipment manutacturers, fusl suppliers, and
Inbor BNI's employsas, about 85% of whom are unionzed, enjoy above national average compensabon
due to ther signdicant bargaining power

Wa beheve the market power of ENI's customars vanes—-large freight integrators and automotive, cosl,
and utilty companies may exert signtheant powsr m contractusl negotiabons, while smaller customars are
tymcally pnce takers, parbeularly when other transportation options ara uncompeative or unavaitable
Railroads compete with other modes of transportation, namaly trucking, shipping, and prpelines Rairoads
transport about 40% of U S intercity fraight ton-milss, but racemve lass than 10% of meerety revenue Rail-
road rates ara ganerally fower than tnicking rates, as servico 15 stower and less Hexibie than trucking,
which provides most U S transportation

FINANCIAL TRENDS Wa consider raiiroads a mature industry, and expect that U S rail tonnage will sea
2 8% annusized growth from 2004 to 202 However, we balieve BNI has above industry avamge growth
opporturshes due 1o strong positions i intermodal transpontation (driven by nsing international trade and
the outsourcmng of manufactunng to Asia), and coal transportabion {carmying nsing volumes of relatvely
low-cost Powder Rver Basin coal longer distances) Over the past 10 years, BNI's intermodal volumes
hava grown at.a compound annual growth rste af 6 8%, and coal carloads rose 2 5% varsus 1 7% for total
carioads Helped by thase forces, ravenue ton miles rose 4 5%, to 597 bilion in 2005, while freight rovenus
per thousand ton miles rose 12 3%, to $21 13 Wa calculate that retum on invested capital (ROIC) has over
the past 10 ysars averaged 9 6% at BN| versus 8 1% for the industry We see nsing freight rates and prof-
nabikty, high asset utilization, and share buybacks helping ROIC to nse from 11 9% 1n 2005 to 12 6% n 2007

J Ayers (817-352-4813)

Office
2650 Lou Menk Dr, Fart Worth, TX 76131-2830

Telephone
600-795-2673

Email
mvestor reletions@bnsf com

Websits
http://www bnsf com

Chrom, Pres & CEO
MK Rose

EVP&CFO
TN Hund

EVP & Secy
J R Moreland

Board of Directors
A L Boackman
D G Cook

V § Martinez

M F Racicat

R S Roberts

M K Ross

M J Shapiro

J € Walts, Jr

R H West

J § Whisler

E E Whiacrs, Jr

Employess
40,000

Stockholders
35,000
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Stock Report  December 30,2006  NYS5 Symbol BNI

STANDARD
Burlington Northern Santa Fe Corp : &POOR’S

S&P Faur Valne S [ =P [ Rl Fa 205 2N an e
Rank T HIGHEST Prrce/Revenus 208 1 12 110
Basad ca SAP"s propnalary quattatvy modal, stocks s rasied Price/EBITDA 676 660 468 ass
Irom moxt cvarvakead (1] i mast undarvalosd f5). Price/Pratax income 1N Hoo 9 815
e Pnico/Net income 1766 2252 1550 1303
Falr Valne $30.90 Aaaiymn ol the stock s currant wosth, based on propmstasy Avg Dilutsd Shares Outstg (M) 3818 3766 ma 3808
Calculation gm modat suggests that BN i shghily undervalusd by Fgurns besad on calsadar yess s prce
P e I (O AT
(molient LOWEST= | HAGHEST = 100
Psrcantle BNI scorsd kaghar Han 39% of ol compammss for wiach an 58P Past Grewth Rate (%) 1Yaar 3Years 5¥aars 9Years
Rupont & svaiabls Sales 1985 1341 675 £
Net Incoma 55 23 730 038
Volatily sionas EECTGR
B0 b hac Avarage pnce volutcty ovar the pest yaer Ratio Analysis {Annusl Avg )
Net Margmn (%} nm 909 875 1004
Tachnical BEARISH  Snck Dacamber, 21, tha tachacal ndcrion fo 528 have bean LTD of Caprtahizanion (%) nn 7% 167 2N
Evaluxiion Roturn on Equity {%) 1563 1t 1064 1219
lonider Actvy NTELOY  wevreal
Compaay, Fisancials’
For Share Data {$] Year Ended Dec 31 2005 20 2003 2002 . ] 2000 1999 1958 1997 1898
Tangible Book Value 2557 AN 28 2110 203 1908 798 1653 1453 1295
Cesh Aow 683 479 453 444 421 452 436 4817 352 ak2
Earmngs “n 210 209 200 189 236 245 28 188 190
SAP Care Eammgs 410 208 201 175 13 NA NA NA NA NA
Daadends a4 084 054 048 049 aas o048 D& 049 040
Payout Ratio 19% A% 2% 2% %% 2% €% 1% 271% 1%
Pncas'High 7200 925 15 nn 400 25 T BN 3365 00
Prnces'Low 458 252 B8 F- R} ] 2y 1906 2288 288 na 2450
P/E Ratio’High 18 Fx] ] 16 18 13 15 15 1n 16
P/E RatiorLow 1 14 [ }] 12 12 B ] 1 12 13

lncame Statomont Aaalysis {Million 5}

Ravenus 12,987 10,946 9413 8979 9,208 9,205 9,100 894 8413 8,187
Dparating Income 3987 26598 2575 2587 2584 3,003 3,008 2950 2830 2508
Depraciation 1075 1,012 910 <l 897 832 m 760
Interast Expense a7 n 420 28 483 453 3 k- w n
Pratax Income 2448 1213 1,231 1,216 1,182 1,585 1819 1889 1,404 LMD
Etfectiva Tax Rate 75% TN 369% 75% 76% 382% a75% 75% 70k 38.3%
Net income 1,531 ™ m 760 137 980 113 1,155 885 88%
S&P Core Eammgs 1,563 167 3 687 [ 1] NA NA NA NA NA
Balance Shest & Other Financial Data {Million $)

Cash 750 22 180 280 %0 1o a0 540 no o
Current Assets 1,880 1815 882 78 3 9716 1,066 1,206 1,234 1331
Toial Assats 30,304 28,925 26,938 25,167 PN M35 23,700 22,690 21338 15,846
Current Liabilibes 3229 216 2348 2,001 2161 2,186 2075 2,197 20860 231
Long Term Debt 6,698 6,051 6440 6,841 8,363 6614 5,655 5188 5,181 4,546
Common Equity 9,925 831 8,495 7,932 1848 1480 811 170 6812 5,991
Total Capital ~ 245399 2,182 2416 21548 20943 20518 18,924 18,820 17,168 15,256
Capuasl Expanditures 1,750 1527 1,726 1,358 1459 1399 1,788 2,147 2182 2,04
Cash Flow 2,608 1803 1,887 1,691 1546 1875 2034 1,967 1,858 1,849
Current Rabo 08 08 04 04 03 04 05 05 08 08
% Long Term Debt of Capiaization 273 %1 287 208 304 322 24 7% o2 X3
% Net Income of Revanus 1ns 72 83 ab 8p 106 125 129 105 108
% Aetum on Assats 52 28 28 a0 ap 41 49 52 43 47
% Raturn on Equity 158 Bs 85 96 11 125 143 158 138 181

Data a8 ong raptl, bel resuits of dac opsrw/epac tems Pershars dels ad) for stk dvs, EPS divted E-Extmated NA-Not Avadable NM-Not Meanngiul NR Not Ranked. UR-Undar Ravisw
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Stock Report | Dac 30,2008  NYS Symbol BMi

Burlington Northern Santa Fe Corp

Sub-Industry Outlook

Qur fundamental autiook for the S&P Ralroads
Index 15 noutrai Wa think shipping votumes and
pnces will contnue to benefrt from a broad
CONOMIC expansion contmumg wito 2007, and
axpact profis to benefi. Neverthaless, we 188
neutral valuation mdications and are concerned that
if the econamy’s growth rate slows further,
Investors may increasingly rotate out of these
stocks into othor groups In addibon, tho industry
has ganerafly underperformed after past mterest
mto hikes, slthough past parformanea 15 ant
necessarly a guida to future results

Wa sae rail revenues nsing about 12% m 2006,
following an approxamata 14% advance m 2005
Tratfic i tons mios {weight tmes drstance)
mcronsad about 24% m the U.S n 2005, and rose
2 6% year to data through Decembaer 23, according
to astimates by the Associatron of Amencan
Railroads Total carloadings m 2005 rose D 9%, and
were up 1.4% year to dats through December
Intermodal voluma set a record m 2005, nsing 6 4%,
to 11 7 milbon trailers or cantamers, and rmsa 52%
yoar to date through December 23 to 12 | mallion
Wa believe thet froight rates wall nse modostly in the
commg year, on firm fraight demand and tight
capaciy, partally offset by smaller fuel surcharges
Wa believe opereting eamings for major U §
railroads rose ovar 20% m 2005, and expact ahout
20% growth in 2006 However, our expactations for
raiiroad shares are kmited by the maturing
aconomic cycle, percenved far valuations, high fusl
and amployaee tosts, and dithcultes m managmg
railroad system fludity amud hugher volumes

Qur longer-tarm outiock for railroads is favorable,
although wa axpact modarating ravanue and profit
growth in 2007 We see the industry’s cora traffic
base (coal, gram, chamicals and intermodal)
mcraasing in lina with the sconomy In addmon, we

think there 15 raom to expand margins and operating
sfficiency by eloninating what we view as wasteful
|labor practices, impraving service levels, and usmg
improving mformation systems to boost future
operating efficiency and aid capital budgating
decisions As a result of 2001 guidekines by the
Surface Transpostation Board, we see futurg ral
mergers among the four largest U § milroads as
unkkely

Year to date through December 20, the S&P
Reilroads Index was up 12 0%, versus a 13 7%
incraasa for the S&P 1500

-Kowin Kirkeby, CFA

Suvb-indostry : Railroads Paer Group®: Railroads (U.S.] - Major

STANDARD
&POOR’S
Stack Performance
GICS Sactor Industrials
Sub-iadnstry Railroads
Basad on S&P 1500 indexes

Month-end Price Perfarmance as of 12/23/06

250
00
150
“ ,.../v"’“/
2
. :
2002 2001 2004 2005 2006 2007
Sub-ndusiry Sactor SAPF 150

HOTE Al Sector & Sub Industry information 13 based onthe
Qlobal Industry Clazsificauon Standerd (GICS)

StkMke  Recem 12-Me XDy 1Year
Stack Cap Steck PNE Tralling Price Pnea

Pasr Bmup Symbal il §) Prics  Rath 1] Chpi%) Chaf%}
Borilogtea Northara Sania Fs Bl b 1o ] nn 15 am % ”n
CSX Corp CSX 14983 nag &) 259 » 5%
Kansas City Southern KsU 1% . 1] o 072 ] 1%
Norfolk Southern NSC 19900 5029 L] 4 )] 12%
Unton Pecific UNP 180 202 ! | 523 F13 1%

NA Not Aveiabis NM Not Mesningful NR Not Rated “For Pear Groups wath mors tran 15 companas of socks, selieno™ of 1sauss i based on markal capfaluaaon

Ret.on  Pretax

Vield Ouailty Equity Margln
% Renking (L) %}
M A 156 ma
12 B 1] ne
Nl B 15 58
14 B 148 129
13 B+ 18 108

L

()
na
53
a5

Sourca SAP
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Stock Report  Dec 29, 2008 | NYS Symbol BNI

Burlington Northern Santa Fe Corp

STANDARD
&POOR’S

S&P Analyst Research Notes and other Company Nows

October 24, 2008

1156 am EDT S&P DOWNGRADES SHARES OF BURLINGTON NORTHERAN
SANTA FE TO HOLD FROM BUY (BNI 78 13°"*) Q3 EPS of $1 33 vs $1.091s $0 D4
shead of our esthmate, with revenue 19% higher on squal parts volume, pneing,
and fuel surcharge We expect revenue momentum to slow in '07, as wa beliave
tha majonty of contracts have been repnced and ahout 90% of clents ara now
undar some typae of fuel racovary clausa BNI's assat utilization rates are st
10-year highs We ara increasing our 06 EPS estimate to $4 99 from $4 95, while
'07's ramains $5 60 Howaver, with shares bit below our targat pnce of $80 and
valuations shove 10-year average, wa think BN is feirly valued KKirkeby-CFA

October 24, 2008
NEW YORX (Standard & Poor's)--0ct 24, 2008, Burtington Northern Santa Fe
Corp, announced 30 EPS $133vs $108 and 9mos EPS$368 vs $288

July 25, 2008

03:47 am EDT_ S&P REITERATES BUY RECOMMENDATION ON SHARES OF
BURLINGTON NORTHERN SANTA FE (BNI 65 T1****} 02 EPS of $1.27, vs $096,13
atiove our $1 18 estmate Fraight revenuo rose 18%, reflecting 9% volume growth
and an incraase in fuel surcharges The EPS upsida reflacts hugher revenus
growth than ws expacted, a lower-than-expectad effective tax rata of 36%, and
fewer sharas outstanding. Grven the 0.2 upside and sokd demand across all
busmess unis, we are rasmg our '06 EPS estumate to $4 95 from $4 88. But basad
on & deckna in group sverage muttiples, we are lowenng our target price to $80
fram $100, or 15 3X our forward 12-manth EPS estimats of $5 23 /J Hingher-CFA

July 25, 2008
NEW YORK (Standard & Poor's}--Jul 25, 2008, Burhngton Northemn Santa Fe Corp,
announced 20 EPS $1 27 vs $096 end 6 mos EPS$2 35vs $178

April 25, 2008
NEW YORK {Stendard & Poor's)--Apr 25, 2006, Burimngton Northern Sants Fo
Corp, announced 10 EPS $1.09 vz §0

Agni 25, 2008

05:24 am EDT. SAP MAINTAINS BUY RECOMMENDATION ON SHARES OF
BURLINGTON NORTHERN SANTA FE {BN| 86.84****F 01 EPS of $109vs 508318
abova our $1 04 foracast, a5 revenue rose 16% on 5% voluma growth Results
were assistad by a $0 04 per share gain on an asset sale Wa expact 14% revenue
growth in '06, dnven by volume, pneing and fuel surcharge increases, grven firm
fraight demand and tight capacily Wa s8e high assat ubization boostng
operating margms and we are incressing our 06 and ‘07 EFS esumates to $4 36
and $5 53, respactively, from $4 72 and $529 Qur 12-month target price nses to
$100 from $90, based on a blend of our updated DCF and relatve valuation
modals /A West-CFA

Februnry 6. 2006

03:21 pm EST S&P MAINTAINS BUY OPINION ON SHARES OF BURLINGTON
NORTHERN SANTA FE {BNI 79 34***") Wa ars mcreasing our longer-term
revenus targets for BNI, supported by its planned mcrease i capex for
expanding capacity and improving service qualty We anticipate that the
scanomic environmant couplad with tight eapacity wall conbnua to support firm
rail frolght demand and pnecmg improvement. We now estimate an 8% nse i 67
ravanues, spit batween valuma and rate growth, and are increasing our ‘07 EPS
astmate 10 $5 29 from $5 18 Basad on a bland of our updated DCF and relatve
valuation madsls, we are incressing our 12-month targat pnce to $80 from $80
JAWest-CFA

Jaguary 24, 2008
UP356to 7519 Posts$113 vz $091 04 EPS on 19% revanue nsa S&P
rerterates buy

Janoary 24, 2008

0928 am EST S&P REITERATES BUY OPINION ON BURLINGTON NCRTHERN
SANTA FE [BNI 71 B3****) BNI posts Q4 EPS ot $1 13 vs $0 81, balow our $1 14
asbmats, as results wers hmitad by a $0 12 loss on asset sales Revenue rose
19% on 3% lugher voluma, 6% highar pnces, and 9% higher fusl surcharges, led
by growth in intarmodal For 2008, wa believe BNI wall focus on mcraasmg capex
to reduce bottlanecks and congastion, and on improving service levals Wa see

revenues nsing 11% in ‘06, driven by pnics and fuel surcharge increases and by
higher coal and miermadal vohwne We are reterating our ‘06 EPS estimats of
$4.72, and our 12-manth target pnce of $80 /A Wast-CFA

Jannary 24, 2006

NEW YORK {Standard & Poor's)--Jon 24, 2008, Burhington Northern Santa Fe
Corp, announced 40 EPS $1 13 vs $0 91 end annual EPS $401 v& $2.10 Results
for 2005, both perods, mciude loss of $71M ralated to agmt. to sell centam Ine
segmants to tha stata of New Mexico Resufts for tha 2004 year incl after-tex
charge of $288M for a change in estmate of asbastos and environmental
habdmes

Janpary 11, 2006

11-30 am EST SAP REITERATES BUY OPINION ON SHARES OF BURLINGTON
NORTHERN SANTA FE [ENI 69.38"***) We are boosting our ‘06 growth outlook
based on our projaction that BNI's average rail fraight pnces will rise about 7%
on hikes in base rates and fuel surcharge implemantabon We see volumas nsing
4% on contmumg mtermodal growth, coal mventory restocking follownng 05
servica disruptions, and modest mdustnal freight growth We progect ‘08
ravenues to mse 11%, and are increasing our 06 EPS estimate to $4 72 from $4 55
and "07's to $5 16 from $4.58 We ara also raising our 12-mo target pnce, to $30
from $75, reflectmg blend af our DCF and relative vakiation models /A West-CFA

Source S&P

Tre MeGraw M Comanien
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Stock Report | Dec 29 2008 | NYS Symbol BNI

STANDARD

Burlington Northern Santa Fe Corp &POOR’S
] all Steet Consanses Opinion
' oty Averags Trang Cuy Gutod Hod WeskHad Ba  NoOpinion BN Jnd BUYMOLD
S ——iiny s N - . - .
: Walt Birsat Aversgs . Compaaias (ffering Coverage
1
' .:- e P i - i AG Edwards & Sons
— - —— — —— Argus Research Corp
: . -" = mxmmet . .ot - |l sr=e i BBAT Capital Markets
1 R i e _--_-.J:s-- B [CE QL R R TSt T T T p' = BMO Nesbnt Bums
bt Banc of Amenca Secunbes Lic
Bear Stearns & Co
Pgmbar of Amihysts Falloming Stack
' ! Credn Suissa First Bostan
.M . . : Deutscha Bank
! . . . JP Murgan Secuntes
P s - Lo T ' Lehman Brothers, Inc
R n]lllllulllll g
i 1 Smith Bamnay
! - HEE Sufel Nicolaus & Co
. Stack Frioy (%)} Tejas Secunties Group, Inc
L UBS Warburg
When2trade Group
1
]
Cf the total 16 campanies following BN, 14 analysts currently publish recommendations.
No.ofBatisgs “%ofTotal 1Mo Prier 3Mos. Pnor
uy 4 » 5 5
Buy/Hold 5 36 5 5
Hold 5 38 [ 4
Wask Hold 0 i} 0 0
Sell 0 0 0 )]
No Opsnion 0 0 [}
Total " 100 " 1"
| Consensus ves (D)
- = =T s T T Trent ot y For fiscal year 2008, analysts astrmatg that BNI
| cotematns 2008 =—ee=e 2008 - - 2007 ---- ® oAt ! \iaam $5 00 For the 3rd quarter of fisca dyl
7 - . ‘. 2006, BNI announcad eamings per share
. ¢ ' ' representmg Z7% af the total annual estimate For
I T =7 7 E e " e -_-1_-_—_______ tiscal year 2007, analysts astimato that BNI's
! remmmmmamesmSmSESResne — eammgs par share will grow by 14% ta $568
i 5 , —mmEmmmm e v o e - [ T
PIEE, -
. A 8 [+] N D 4 [ ] M A o d 1 A a2 o N D
l 2005 - o 2008 o
Fiscal Yonrs Avg Est High Est Low Est ldh. Est PEE
2007 568 585 554 13 130
2008 500 505 494 1" 148
2007 va. 2006 Al A16% A12% A% ¥ -12%
asaz 1 155 14 5 456
Q4’06 139 1.4 1.34 12 531
M7 v 0408 Al A% A5% ¥ .50% ¥ 1%

A company’s ssmngs outiook pleys & magoe part m any ovastment decrson Stsadard & Poor's argances thy awmngs ssumetas of over 2,500
rﬁgm&;n\uﬂlmtmd Samings ovsr the aext two yasrs This graph shows the trend in anglyst sstimetes over

Source SARPVB/ESS htsmetonal, lnc
Radiatnbuuos or mprodscien i prohibstsd withost wittan parmason Copynght ©2008 The McGraw Hil Compasms,inc
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S&P STARS

Since January 1, 1967, Stenderd and Paor's Equity
Ressarch Services has ranksd a unsverss of common
stocks basad on a gven stock s potenal for futurs
performance Under prapnetary STARS {STock
Apprecienon Renkang Systom), S&P squity analysts mnk
stocks aceording to ther indwidual forecast of » stock s
futurs total retum patentis] versus the expactsd toial
retum of a relevant banchmark (s g , a regional index
{S&P Amia 50 Index, S&P Europe 350 Index or S&P
Indux)}, basad on & 12-month oms horzon STARS wes
designed to mest the needs of mvestors loolong to put
thair Investment dectsons in perspactive

STARS Average Axumsl Periormance

Siran BSIAR 481 ISTAR 281N s
L} L

o= -

-

SAP 12-Moxth Tarpet Price

Tha S&P equty analyst & propsction of the markst pnee &
gnven gacunty will command 12 months hence based on
a cembination of mtnng:c, relatrve, and private market
valuanen metnes

Isvastment Styls Classification

Characterizes the stock ss ether & growth- or
value-onénted mvastment, and, uidicstes the market
valus {gza) of the company as isrgs-cap. mid-cap or
small-cop Growth stocks typcafly have 2 hegher

pnce to-sarmngs and price o cash flow reno, that
raprasants the premum that iz being paxd for the
sxpucted lugher growth Valus stocks typically have
hagher dnidends and more moderats pnee-to-asmings
ratcs consisterk with their curmedt retum policias.

Oualitative Rish Assessment

The S&P aquty analyst s vwew of a gven company's
operotronsl nsk, or the nsk of @ frm $ ability to contnus
as an ongoing concam The Quaitstve Risk Asssssmam
12 o rolatve renkmg to the S&P U S STARS umverse, and
should ba reflectva of nsk factors relatad to a

cOompany s operauons, as oppasad to nsk and volatity
measurss associawed with share pnces

QOnantitntive Evalvations

in contrast to our quakiaove STARS recommsndations,
which sre assigned by S&P snalysts, the quanttative
svalustions descnbed balow are derrved from
propnstary anthmeuc modsls These computsr-drven
svelustions may 8t anes contradict an enalyst's
quaitatwe 2ssassment of a stock. One pnmary reasen
for this 13 thet ddisrem measures ere used to determine
sach For mstance, when designatng STARS, 55P
snalysts azsess meny factors that cannot be reflacted In
@ model. such us nsks and opportunrbes, mensgement
changes, recem competiive shefts, patant sxpraton,
Inrgation risk, esc

Burlington Northern Santa Fe Corp

SAP Qoalky Ranking

Browth and stebuiity of sarmings and dvxdendz are
deemsad key slements in establsiung S&P 'z Qualty
Rankmgs for cormon stocks, whech s desigred to
capsubize the nuture of this record In » single symbol It
thould ba noted, however, thet the proceas siso takss
imp consideration cevtam adjustments and moddicatons
deamed dewrsbis i esteblishing such renkonpgs The
final score for sach stock s measurad agsinst a sconng
matnx detarmansd by analysis of the scores of a large
and reprassntative sampla of stocks The mnge of
scores i the erray of this sample has been alignad weh
tha followmg laddsr of rankngs

A+ Highest B Balow Averapa
A Hgh B-  Lower

A Abovs Avarsge C  Lowest

B+ Aversge D  InRsorgenuetion
NR Not Ranked

S&P Falr Vaine Rank

Uzing S&7's sxclusive proprsstary guantaeteve modsl,
stocks are ranked in ons of ive groups, ranging from
Bmup 5, hsting the most yndarvalyad stocks, to Group 1,
the most overvelosd izsuss Group 5 stacks ars axpectsd
1o genarally outperform all others A posstva {4} or
nagatve (-} Timing Indax 13 placed pext tethe Fair Value
ranking to further md the salaction process.A stock with
a{+] added to tha Fair Value Rank simply means that this
sock hay » somawhat better chance to outperform other
£tocks with the sama Fewr Votus Renk. A srock with a{ )
hes & sonmewhat lazser chance to cutparform other
stocks with the same Feir Value Rank. The Fair Velue
rankings smply ths tollowmg 5-Stock is mgndrcantly
undervalued, 4-Stock 1s moderstely undervelued, 3 Stock
s {mirly valuad, 2-Stock 12 modestly overvalusd, 1-Stock
s signihcandy ovrvahind

S&P Falr Valus Calcniation

The pnice ot which a stock should trade at, acconding to
S&P s propnatary quaniatve model that ncorporotes
both actua end sstmated vanables {as opposad to only
actual vansbies in the case of S&P (Qusity Renking)
Ralying heavily on a company & aciual return on aquity,
the S4P Far Value model places a valus on » sscumy
based on placing » formula-dsnved price-to book
muliple on a compeny & CONSANSUS SeMINgs par ghare
ssumate

Insider Activity

Gwes an insight as to mewer sanument by showmng
whather diractors, officers snd key employess who hove
propnatary informatan not availabls to tha ganeral
pubke, are buying or seflng the company s stock during
the most recant six faonths

levestabillty Custient (10)

The I} 13 o maasure of nvestmant dasirahity It serves
as an ndicator of potentisl madmim to-long tarm retum
and as a caution against downside nsk The meesure
takes irto account vanablas such as technicel
midicstors, eammgs asumates, bqidny, fmancial reuos
and sslacted S&P propnstary messures

S&P's 10 Rationale:
Burliagten Northn Saxta Fe

Rew Score  MaxValue
Propnetary S&P Messures [ ] 15
Techmecal Indicators 0
Ligundrty/Volabixy Measures n a
Quantretva Messures 1 Fi ]
10 Tatal ) 250
Valatithy

Rates the volstilty of the stock s pnce over the past year

Techrical Evalnatian
In ressarcheng the past macket hustory of pnces end

trading volums for ssch company, S&F & computer
models apply special tochnicsl mathods and farnwias to
amify and project pnce trands for the Rock

Relstiva Streagth Rank

Shows, on a scaie of 1to 99, how the stock has
performed varsus all other companiss in S&P s univerzs
on a rolimg 13 week basis

Blsbal lndustry Ciassification Standand {(RICS]

An industry classification standard, developed by
Standard & Poor's m collabosstuion with Morgan Stanley
Capaal Intsmanonal IMSCH BICS rs currantly compnsed
of 10 Sectors, 24 Industry Groups. B7 Industnea, and 147
Sub Industnes

SAP Core Earnings

Swndard & Poor's Core Enrmengs 13 » undorm
mathodology for adpustmg opsrating earmings by
focusng on o company's sfter-tax sarnmgs genarazed
from us pnncwpal businesses Included m the Standard &
Poor's defwiion are smployes stock opton grant
SXPSNSES, PENSION COSTS, restructunng charges from
ongoing oparatons, write-downs of deprecuble or
amonuzable operating assats. purchazad resaarch and
development, MBA ralated axpensss and unrenized
gmns/losses from hedging actmties Excluded from thy
definibon are pension gains, impaimeant of goodwall
cherges, gains or loases from assat sales, reversal of
prior year chargos and provision from inigaton or
Insurance sstiismants

S4P lasner Cradit Rating
A Standard & Poor s lssuer Creds Rating i3 a current
opinion of an obligar & sverel financial capacny ins
credrworthiness) w pay s fmancial obkgations Ths
opinson focuses on the obligor 3 capecity and wallingness
tomeet s financial commnmmants as they coms due It
doas not apply to any specific financw) obligation, as it
doas not take into account the nature of and provisions
of the obirgetion, s standing in bankruptey or Equidation,
statutory preferences, or the legelty and enforcesbdity
of tha ohligation In addtion, = does not take nto
account the credtworthaness of tha guarantors, nsurers,
or athar forms of crode anhancement onthe obgoton
The Iszusr Cradit Reting 15 not 8 recommendsuon to
purchazs, 2all, or hold a financual obkgation issued by an
abligor, a3 £ doss NOt COMMENt on Market price of
sunsbilty for a particulor invastor [esusr Credr Raungs
are basad on curment mformation fureshed by obhgers or
obtplned by Standard & Poor's from other sources &
conmdars rpliable Standard & Foor & doss not perform
an sudn in connecnon with eny lssuer Cradt Rating snd
may on ocesson, raly on unaudrted financm|

miormation Issusr Cradit Retnps may be chanped,
suspended, or withdrewn as a result of changsa i or
unavailabikty o, such nformanon, or basad on other
circumstances

Exchaoge Type

ASE - Amancan Stock Exchsnge, NNM - Nesdoq
Notonal Market; NSC - Nasdag SmalCap, NYSE New
York Stock Exchange, BB - OTC Bullstin Board, OT -
Dvar-tha-Countar; T{ - Toronte Steck Exchangs

S&P Equtty Rensarch Services

Standard & Poor's Equity Reseerch Serwces Ut §
includes Stenderd & Poor's Investmant Adviscry
ServicesilC, Standand & Poor's Equity Resesrch
Ssrwces Evrope mcludes Standard & Poos s LLC-London
and Standerd & Poor's AB (Sweden) Standard & Poor's
Equity Resasrch Serwices Asa includes Standard &
Poor g LLC's offices n Hong Kong, Singapore snd Tokyo,
Seandard & Poor's Malaysia Sdn Bhd, and Standerd &
Poor’s Information Services {Australia) Pry Ltd

Aadstnbuton or reproducbon 1 prohibus d without winttyn parmesion Capynght £2008 The McGraw Hl Companms, Inc

v MeGraw Hill G



Stock Raport | Decamber 30, 2008 « NVS Symbol BNI

Burlington Northern Santa Fe Corp

STANDARD
&POOR'S

Inthe ILE_ As of Septamber 30, 2008, ressarch analysts
at Standard & Poor's Equiry Ressarch Sarvices U § have
recommended 339% of issuers with buy
racommendabons. 56 8% with hold recommandatons
and 95% wah sell recommendatons

In Exrope: As of September 30, 2008, ressarch snalysts
st Standard & Poor s Equity Ressarch Servces Europa
hove racommanded 43.8% of i33uers with buy
recommendstons, $0 ¥% with hold recommundstions
and 15 7% with sall recommandations

In Aslac As of September 30, 2008, research analysta at
Stondard & Poor’s Equity Resesrch Senices Asas have
recommanded 31 2% of issuers with buy
racommendsbons, 59 0% with hold reconmendsuons
snd 9 2% with gall recommandshons

Blabely: As of September 30, 2008, research snalysts at
Standard & Poor s Equity Resaarch Senaces glabally
have recommended M 7% of issuars wath buy
recommendations, 55 2% with hold ecommendations
snd 10 1% with sali mcommandatons

7k Ak SSTARE (Swang Buy) Total raturn Is
expectad 10 outperform the total reum of » elvam
benchmark, by a wids mergin over the coming 12
months, with shares nsmg in pnce on sn absolute basis

Ak k& + ¢-STARS (Bry) Total retum is axpected to
outpertorm the total retum of a relevant benchmark ovar
tha comng 12 months, with shares nsing m pnce on an
absolute bosis,

i % 3-STARS [Hold) Total return 13 axpected to
closaly spprowarnate the total ratom of o relevant
benchreark ovar tha coming 12 months, with shares
generaily namg in price on an absoluts basis

ek & k& 2-STARS (SaB] Total retum 13 axpected to
underparform tho towal raturn of a rolsvant benchmerk
over the coming 12 montha, and tha shars pnes not
anocipated 1o show & gan.

% % % % W 1-STAR (Stretg Sell]) Totsl retum o
axpactad to undarparform the total retumn of a relevant
benchmark by a wade mergin over the coming 12 months.
with shares fallg w pnce on an sbsohus basis

Ralovant bencisaris: Inthe US the ralevam
benchmark 1s the S&P 500 index, m Europa snd i Asa,
the relevant banchmarks ara gensrally the SAF Europe
350 index and the S&P Asia 50 Index

For All Haglons: All of tha views axprassed in this
research report accurately reflect the ressarch enalyst 5
personal views regarding any and all of the subgact
sscumbes or issuers. No part of anslyst compensation
was, 15, or wall be directly or mdirectly, related to the
spechic recommendatons or views axpressed m this
rasserch report.

Additonal Ictennatien In avallahle upen request.

Tius report has baen preparsd and issued by Stenderd &
Poor's and/or one of its sffillotes [nthe United States,
resanarch reports are preparad by Standard & Foor's
Investmant Advisory Ssrvices LLC PSPIAST Inthe
Uneted States, research reports are sued by Standard
& Poor's {"SAM, in the Unstnd Kmgdom by Standard &
Poor's LLC "S&P LLCY. wisch 15 suthorzed and
reguloted by the Financial Serwces Authoray; in Hong
Kaong by Standard & Poor's LLE whrch Is regulated by the
Hong Kong Secontes Futures Commssion, in Smgepors
by Stondard & Poor's LLC, winch 13 regulated by the
Monstery Authonty of Sngapore, m Japan by Standard
& Poor's LLC, wiieh 1s reguiatad by the Kamto Fnancisl
Burssu, in Swedean by Standard & Poor's AB {"SAF AR"),
n Ualayan by Standard & Poor’s Malaysia Sdn Bhd
{"S&PM") which 15 regulsted by tho Secuntes
Comnussion and n Australia by Standard & Foor's
Information Sernces {Austrelia} Pty Ltd CSPIST wiuch s
regulated by tha Australisn Sacurmes &

Commmssion, and n Korsa by SPIAS, which 1s alsa
registerad 1 Kores 08 @ cross border iwvestmenm
advisory conpany

The research and analytreal sanvices parformed by
SPIAS, SAP LLC, SXP AB, SAPMW, and SFIS srw sach
conducted ssparataly from any other analytical actmty
of Standard & Poor's

Standard & Poor's or an sffilists may kcansa catamn
smulloctusl property or provids pncing or other services
to, or otherwisa have a financial urtarest i, cartam
rssuers of secunties. including excheange-traded funds
whose nvestmant ohjactive is to substantally replicats
the returns of a propniatary Stendard & Poor's indax,
such ss the S&P 500 In cazes whare Standerd & Poar's
or on sifikae i pad feas thal are bad to the amount of
ssaets that are mvested in the fund or the volume of
trading actrty m the fund, mvestment m the fund will
gensrally result in Stendard & Poor's or an afliliste
Qaming compensation in addion to the subscrpbon
Tuns or caher compensaton for sarvices randeved by
Standsrd & Poor & A rofsrencs to s particuler
mvestmant or ap;unty by Standard & Poor's and ons of
s afhbatss 15 not 8 recommaendstion to buy, ssll, or hold
such investment or secunty, nor 18 1t conudared t be
mvestamat adwice

S&P andfor one of itz affiintas haz pariormad ssrvices
for and receved compensation from this company during
the past iwealve montha

Disclaimers e
Thus matens! 19 basad upon mformation thet we consider
to be rebable, but neher S&P nor s afhkates warmant
ts completensss. sccuracy or Mdegquacy and & should

not ba reliad upon as such. With respact to reports
1xsued by S&P LLC Japan and in the cese of
mconsstenciss hanwssn the English and Japanese
wversion of 8 report, the Enghsh version pravedls Nather
SAP LLG nor S&P guarantsas the accuracy of the
transiation Assumphons, opusons and sstimales
conatitite our judgment as of the data of thes matenal
and are subject to change without notice Naither SEP
nov its affilintes are rasponsible for any errors or
omissions or for results ohtamad from the sse of tis
mformation Past performance s not necessanly
mdieatve of futurs rasuks

Thes mutenal s not mtended as an cfier or solictation for
the purchase or sals of any sacunty or other financal
mstrumant. Sacunties, imancial instruments or
sratagias manuoned horein mey not be sutable for ell
mvasiors Any opmions axpressed herein are given in
good lerth. ere subjact to chanpe without notice, and ame
only cormact as of the statad dste of thew issue Prces,
vatuss, or mcomas from sny secunties or WESHNANE
mantionad in thss report may fail sgamst the mterests of
the swastor and the investor may get back less than the
amount invested Wheras sn mvestment i3 descnbed ss
bmng likaly to yeid income, plaase nots that the emount
of income that the investor will receve from such en
mvestmant mey flcctusts Wherd an invastment or
sacunty is denominated in a dilerent currency to the
mvestor's currency of refsrancs, changas in rtes of
axchangs may heve an adverse effact on the valuw, price
or mcome of or from that investmant to the imrstor The
informaton containad in thes report does not constitute
advice on the tax consaquences of making any parncular
mvestment decision. This matena! does not take o
oEronNt your pariculer swastmant objectives, financisl
siugtons of neads end 1 not Ikended a8 8
recommendation of parcular sseurties, inancial
insfrumarits or gtrazegies to you Sefore acang on any
recommendation i this material, you should consider
whether 15 suitable for your particuler circumstances
and, if necassary, seak professional advice

For residems of the UK - thus report 15 only dirscted 1
and should only be rekad on by persons outsxds of the
Unitad Xmgdom or persens who are insede the Unnad
Kingdom and who have profassional axpanance in
matters relsting to investmants or who are ingh net
worth parsans, es defined in Article 19(5) or Arncle 4942}
{o} to {d] of tha Financwal Sernces and Marksts Act
{Anancial Promotion) Order 2001, respectvely

For rasedemts of Malsys:a, all quanas wi elstionto thes
raport should ba refarmed to Alexandar Chia, Lae Lang
Hoa, or Cheng Wah Tam

This investnent analys:s wes prapared trom the
followmg sources S&P MarketScope, S&P Compustat,
S&P Industry Raports, VB/E/S Intamationsl, Inc,
Standard & Poor s, 55 Water St, New York, NY 10041

Sourcs SAP

Radetnbetion or raprodacoon @ profebited withost wikten permesion. Copynght €2003 The McGraw-Hal Companiss, Inc
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CSX Corp &POOR’S
S&F Becommendats Pri 12-Mo T Pri lsvestment

- 9::3 {=2 of Dac: 28, 200} $3900 apettice Large-Cap Vsl?ul:

GICS Sector Industnals

Comment This company operates a major ! § rau network, and priwades intermodal and

Sob-Indwstry Ratdroads Ui § contamer shipping services

52-Wk Range $30.30-4.29 S&P Oper EPS 2006E 219 P/E on S&P Oper EPS 2006
Traling 12-Month EPS 25 SAP Oper EPS 2007€ 254  Common Sharas Dutstg (M}
Trailng 12-Month P/E 123 SAP Core EPS 2006E A k] Market Capitalizetion{B)
$10K invested 5 Yrs Agn 520,811 SA&P Cors EPS 2007E 250 Institutional Ownership (%)

' 30-Wesk Moy Avg. -~

12-Mo. Torget Proo == ReistweStength — AUp W Down B No Change

1000k Mov Avg =7 GAAP Eamings va Pravious Year Voluma Abova Avg il STARS
Betowr g Wl X —
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Optmzs ASE, CBOE. P.Ph

Analysis prapared by Kevin Kirkeby on October 19, 2006, when the stock tradad at $ 35.29,

Highlights oo

» We expect ravanua to mcraase 11% m 2006 and
anather 8% in 2007, with undarlying volume
goms of 1% antxcipated for both years, and
freght rates nging 5% and 3% in the raspective
years Damand for cosi and intarmodal wail {tke-
Iy ba the pnmary contnbutors to the pncing
gans, a3 we apticipate fusl surcharges stabile-
ingm 2007 We sas a challenging enrvironment
for ferbizers and phosphates, as well a3 suto
parts and forest products, and foracast volume
declines in those sagments

» Wa axpact operating margms i 2007 to waden
modestly from the 20% Ievel we anticipats for
2006, as several customer contracts como up
for renewal and the roughly 20 capaciy expan-
s1on projects scheduled for completion m lata
2006 improve network dwell ime and velocity
Parhally offsetimg these gawns i the Ukely in-
crasse in CEX's cost of fual, as the last of its fu-
al hedges ralled off m the third quarter of 2006

» Rosults m 2007 are expected to benef from re-
duced mtarest expensa on lowaer debt lavels
Excluding $0.29 of one-Uma gains, we see 2007
EPS of §2.54, up 16% trom the $2.19, bufara spe-
cial rems, projected for 2006

Iovestrne nt Ratisoale/Risk

» Wo baliave Ihntlh. recent emprovements I.n op~-
arations and prohitability will start to slow i
2007 foltowang several quarters of above-av-
erage pnca gans and mangin axpansion Rev-
enue per unit i CSX's marchandise segment,
for example, was up 17% in the 2008 third quar-
tar Whita volume trands are axpected to re-
mamn tsvarable n key markets such as coal and
mtarmodal, we ses fewer opportunies to ratse
fraght rates or to drop lower-prafit customers

» Fusks to our oprwon snd target pnce include an
sconomic siowdown thet affacts fraight vol-
umes, dachining railroad systam fluidity, unusu-
ally sovere weather, and rapid changas in
diesel pnces

» Dur DCF model danvas an mtrmsic value of $48%,
basad on s waighted average cost af capital of
9% and a 3 5% terminal growth rate Applying a
7 3X forward enterpnise value to EBITDA mutt-
ple, which wa caltulate as the histoncel five-
year average and conscder appropnats for the
current stage of sactor expansion, to our 2007
EBITDA astimate, we denve a valua of $37
Blending these models, we arnve at our
12-munth target pnce of $39

Dnndend Rate/Shara

0.0

852 Yrald (%) 1.18
$14.983 Bata (] ]
7T SA&P Cradi Raung BBB

WEDILUM

Our nsk assassment rellects what we behave 1s
CSX's exposura to aconomic cycles, freight
demand and pneing and fuel pnces, ofiset by its
consistently positva cash flow gensraticn,
moderate debt levals and diverse customer bazy

SAP Quality Ranking
Inlcla-n|.|»|AL1
Ralative Strength Rank WEAK
3 1
LOWEST= 1 HIGAEST- 9

Ravense (Million §)

1a 20 a 42 Year
2008 23 2421 2418 - -
2005 2108 2166 2125 2219 48618
2004 1915 1996 1938 2172 8020
2006 182 1982 1953 7.mM3
2002 1964 2073 2055 2060 8,152
2001 205 2057 209 2009 8310
Earnings Por Skare i}
2006 (1] 083 oN EVG4 19
2005 oM 037 0% 052 159
2004 008 028 0.28 036 '} ]
2003 oW 029 04 023 DM
018 032 03 o0R 110
200§ 005 026 [1}.] 016 ]

Fscal yasr anded Dec 31 Next garmngs raport axpactad Lats
Jasusry EP5 Esbmates basad on SAF Dparating Esmega,
hioncal GAAP spmmgs srw =y raportad

Dats Ex-Dn Ska Peymem
Decl Dzis Becord Date
0130 0503 0% 0925 O0W/I1506
2-for-1 Stk 07/18 0816 0BM3 DB/15/08
0200 o718 O0W23 0475 09/1506
0100 ay13 27 1A 121506

Dwadends heva bean pand sncy 1822 Source Company reparts,

Pleasa read ihe Ragquired Disclosares asd Analyst Certification oa the last page of this report.
Radotnbuton or reproduction & prohibesd Without vwritten parmeson. Copyngist ©2008 1he McGraw H Companars, Inc:
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CSX Corp
| Buniness Samenary Octobar-19, 2006 . - 5 4 - v .o .|  |cerpomte isformatios.
CORPORATE OVERVIEW CSX aperatos the largast rail notwork in the eastern U S, with a 22,000-mile rad Investor Contact

network Imkmg commarcisl markets in 23 states and two Canadian provincas, and owns companes pro-
widing intermodal and rad-{o-truck transloed services 1n 1997, the company purchased a 42% staks m Con-
rail, brnging CSX's system ints New York Caty, Boston, Philadalphis and 8uttalo, i 2004, CSX gamed direct
ownership and control of Conral’s New York Central Lines With these routss, the company was abls to
offer shippars broader geographic coverage, sccess mors ports, and expand ns shara of north-south traf-
fic in 2003, CSX saw a declma m certam performance measures, ncludmg personal ingury fraquency, train
accident frequency, tran valocidy, trasm recrews, and on-tme onnabons and arnvats. CSX expanenced
continuing operational difficutes i 2004, with tran velceity and on-time performance worsening n the
third quarter of 2004, CSX ibated & major intiative to improva network performance called the "0ne Plan,”
which wa behave 15 laading to improving satety, efficiancy and service quakty

MARKET PROFILE Wa balieve CSX's mtermodal busmess, raprasenting 16% of 2005 revenua, will be its
fastest growing segment longer term, doven by naing intemational Uade and s cost savings over trucks
for long-distance contamer movements, though we see CSX's service qualty as inferior to nts prmary
compettar Coat, which we bakeve 1s CSX's most proftable segment, accountad for 23% of 2005 revenues
Maost of this trathe ongmates from tha Agpalachian coal fields, and 15 prmanly delvered to power ubihies
CSX's merchandise fraight provided 49% of fraight revenuses m 2005, and includes chemical, forast prod-
uets, metals, and agncuttursl products We balieve this business 15 sensive to U S GDP trends, and faces
aversge long-term volume growth prospects Whe believe automobwve freight, st 10% of reverues in 2005,
has a weak volume growth outiook, due to siowing domestic manutactunng trends

COMPETITIVE LANDSCAPE The US rail industry has an obigopoly-iike structura, with over 80% of revanues
ganerated by the tour largest raitroads CSX and Norfolk Southem Corp operating on the East Goast, and
Union Pacrfic Corp and Burlington Northem Santa Fe Carp opersting on the West Coast. Raidroads stmut-
taneously compets for customers while cooparating by shanng assets, mterfacing sysiems, and complst-
iNg CUStOMer movements

Key supplisra nclude tocomotive and rait aquipment manufacturers, fuel suppliars, and labor CSX s am-
ployees, most of whom ars umonized, enjoy above natianal averasge compensation due to their signrficant
bargaming power We beheve the merket power of CSX's customers venes, larga freight integrators and
automotive, coal, and uhity companies may axert stgficant power, while smaller customors with mited
altamnatves are oiten pnce takers Radroads compata wath trucking, shipping, and pipeline transportation
fail rates are generally fower than truckwig rates, as serwice 15 Sicwer and less flexible than trucking,
which provides mpst U § transportabon Wa belisve nsing fusl pnces increase tha cost atiractiveness of
railroads over lass fusl-afficient rucking, which should help suppoit CSX's pncing and volumes

FINANCIAL TRENDS. Wo consider railroads to be a mature mdustry, and expect 28% annuakzed U § rail
tonnage growth over the next 15 yanrs We believe CSX's growth opportunities are at or below the indus-
try average, as we san above average futura growth 1n intermodel tratfic being offset by expectad slow
coal traffic growth We sxpact coal tonnags onginating 1n CSX’s eastern sarvice area to expenence only
075% compound annual growth over tha naxt 10 yaars. Ovar the past 10 years, CSX's intarmoda! volumes
have grown at a compound annual rate of 8 0%, and total carioads have grown 0 8%, compared to 4 1%
and -0 1% respectvaly, for the overall industry We calculate that retum on mvested capital {ROIC) has
over the past 10 years averaged 5 7% at C8X vs 6 7% for the industry We see high assat utilzation snd
nsmg fraight pneeng hetpung AOIC to Ase from 6 5% i 2005 ta over 9% n 2006 and 2007, which would sur-
pass our asumated 8.0% cost of capnal
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Stock floport  December 30,2008 ;| NYS Symbol STANDARD
CSX Corp &POOR’S
Osaatitative Evaluations Expanded Ratic Asalysls
S&P Fur Value * v A [ 5] 20 2@ 2R
Rank T o Price/Revenue 1M 112 0% on
Basad on SAP"s propyetacy ysanliatve modsl stocls sre reniad Pnce/EBITDA 494 LY )| 607 30
oo mov! (o mox 2 Price/Pretax tncome n? 1B 2m 8%
atr ot - oot on S0P Price/Net Income 16.08 2158 on 129
a siock's cumrent on &
::lll;:::. me o hymt mods sgpmts m‘&- "h:‘l‘":" Avg Diluted Shares Qutstg (M} 4560 4501 4238 210
185% Figursa bessd on caisndar yaar-and pnce
Tovestablity >
Osotient LOWEST = 1 INGHEST = 100
Parcamtle LSt azomd higher than 79% of s compasses for whech an S&P Past Growth Rats (%) 1Yoer 3Years 5Years 9¥ears
Roport = misvishia Sales 148 197 050 -347
Net Income 7225 ¥ ] 400 317
Volatilty o T I - e
CSX kas had Averngu prce volatiey over tha pust yaer Ratio Analysis [Annual Avg )
Net Margin (%} 835 533 507 507
Technical BEANISH mmnm tachmical dscators for CSX fave basn LTD of Capraizanon (%) 2535 M 35 %72
Evaluation Retum on Equity (%) 858 5 547 688
tmsider Activity NLUTRAL
Company. Financials
Per Share Data {$) Yaar Ended Dec 31 2005 2004 2003 002 0 2000 199 1998 1997 19%
Tangiie Book Vaiue 8.5 1577 150 1452 1432 “n 1320 1355 1323 1ns
Cash Flow 3n 255 194 262 218 27 146 213 3® 45
Eamings 159 1] oM 110 1] ] D4 D12 126 8 200
S&P Core Esmmngs 160 090 066 085 053 NA NA NA NA NA
Dnadands 022 20 020 020 oW 060 960 060 054 052
Payout Rabio 14% 21% 45% 18% 58% 136% NM 4% 0% 6%
Prices High 2580 20 1815 271 2085 1672 %97 38 na 2856
Prces Low 1845 1440 1275 1255 124 975 LY} 1825 2083 2108
P/E Ratio High 18 2 )] 19 n 3 NM ! | 17 13
P/E RaboLow 12 15 ¥ ] 1 ] 2 NM 15 1" 1
Inceme Statoment Analysis (Million $)
Revenue 985618 8,020 1,793 8,152 8110 8,191 10811 8,898 10621 10,536
Opsratmg Income 25 1,720 1,269 1776 1514 1,405 1,685 1,790 2N 2,142
Depreciauon 833 730 643 649 822 600 821 688
Interest Expense o 35 418 45 518 543 521 508 451 249
Protax Income 1,036 637 %65 7 <] ug 656 130 808 1,224 1,318
Eftectwva Tox Rate 5% UM% B7% 354% U6% 138% a77% 2% 314% LT
Nst Income .} ns 189 457 29 565 510 537 e 855
SAF Core Earnings m 405 280 M9 NA NA NA NA NA
Balance Sheet & Other Financial Data (Milkon $)
Cash 3 368 24 618 684 974 533 690 (v
Current Assots 2372 2507 1,909 1789 2074 2048 2563 1,984 2,175 2m2
Total Assats 420 24581 21,760 n.95 20,801 2049t 20,720 047 19,957 19.957
Current Liatuhtias 2579 aan 2,210 2454 33, 3,280 aam 2,600 2,107 2157
Long Term Dot 5,093 6,234 8,886 8,519 5839 5810 5,1% BA32 6418 33
Common Equity 8918 7858 1.569 7.081 1060 8.017 5,756 5,880 5,788 4,995
Tota! Capital ~ 20,033 207 18,207 17477 16,520 15211 15,179 15485 15,121 12,046
Capital Expandriures 1,138 1,030 1,059 1,080 930 13 1,517 1479 1,125 1.23
Cash Fow 1553 1,148 1118 o15 1,185 1,187 1.487 145
Cumrent Rstia o8 09 09 07 06 08 07 08 oe 08
% Long Term Dabt of Capitalzabon 253 al 8 a0 853 B2 08 s 24 380
% Net Incoma of Revanua 84 52 24 57 36 69 05 54 75 81
% Return on Assets 29 18 o8 22 14 27 02 27 43 55
% Ratum on Equity 1.} 54 286 ]} 42 58 a8 92 148 14.5

Duts & orig reptd., bel rexaits ol dose oparspac tacs Per shars dute adj for sk dw, EPS diuted E-Estmsted NA Not Avedable MDA Not Mesmmgfel. NR-Not Renksd UR Usdsr Revers.
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Stock Report | Dec 30,2008 | NYS Symbol STANDARD
CSX Corp POOR’S
Sub-Industry Dutlook Stock Performance

Our fundamentat cutiook for the S&P Radroads think there ts room to expand margns and operatng ~ GIGS Sector Industnals

Index 15 nevtral W think shippmg volumes and afficiency by ekminating what wa view a5 wastetul Sub-ladustry Railreads

pnces will contimus to beneht trom a broad iahor practices, improving service lavals, and using

6CONOIMIC EXpansIon COMmuUmg urto 2007, and mnproving information systams to boost futura Based on S&P 1500 indexes

axpact profiis to benefit. Nevertheless, wa sea
nevtral valunton mdications and are concerned that
it the economy's growth rats slows further,
invastors may mereasingly ratate out of thasa
stocks mia other groups In addion, the industry
has ganarally underparformed sfter past intorest
rate hikes, athough past performance 15 not
necessanly a gude to future results

We sas rail revenues nsing about 12% m 2006,
followsng an approxamate $4% advance i 2005
Trathe m ton miles {weight ttmes dstance)
mereased about 2 4% mthe U § m 2005, and ross
2.6% year 1o date through Dacambaer 23, accordmg
to astimates hy the Associaban of Amencan
Railroads Total carloadings m 2005 rose 0 9%, and
were up | #% year 1o date through Dacember 23
Intarmodal volume set a racord in 2005, nsmg 6 4%,
to 11 7 mibon trailars or containers, and rose 5.2%
yeor o date through Dacember 23 to 12.1 million
Wa beleve that freight ratas wall rise madastly in the
commg year, on frm Irsight demand and ught
capacity, partnlly offset by smaller fuel surcharges
Wa believe operating cammgs for major U §
railroads rose over 20% in 2005, snd expact about
20% growth ;n 2008 Howevaer, aur expectations for
ratlroad shargs ara immted by the metunng
economic cycle, parcewed fair valustions, high fuel
and amployes costs, and dithcuittas m managing
raroad system fluidity amid higher volumes

Our longer-tarm outlook for radroads is favorable,
although we expact moderating revenue and profit
growth m 2007 Wa see the industry’s cora trathc
base (coal, gram, chemucals end mtarmodat}
incraasmg w ine with the econamy (n additicn, we

operating ethciency and mxd capital budgeting
decisions As a result of 2001 guidelmes by the
Surface Transportation Board, we sae future rail
mergars among the four largest U S rairoads as
unhkely

Year to dato through Dacembar 20, the S&P
Radroads Index was up 12.0%, versus a 13 7%
incroase for the SAP 1508

~Kevm Kirketry, CFA

Sub-Industry : Railroads Pear Group* Railroads (U.S.) - Major

Month-and Pnce Performance as of 12/29/06

100 ,-a/‘“"’J

2002 2003 2004 2005 2006 2007

Sub \ndostry Sucwor

NOTE: All Sector & Sub-Industry jniormation is besod ontha
Glabal Industry Classification Standand |GICS)

SticMkt.  Recant 12-Ms 30-Day 1Year

Stack Cap Stock PME Tralling Prica Price

Pewr Grecy Symbel (L8 Prica Ratle EPS Chpl%} Chgl%}
Corp. mwm na n 258 % %
Burkngron Northem Sents Fea BNI 28513 na 15 8 1% 1%
Kansas Cay Southem KSU 2198 B8 0 072 [, ] 1%
Nortolk Southem NSC 19,960 Lo ] 349 % 12%
Union Pacific UNP 25 202 ] 523 % 14%

Raton Prtax [h) ]

Yisld OQualty Equity Mamgla toCap
Bata (% Ranking %) %) %)
[T ] 12 B8 as 128 53

(1] 14 A
18 Nl B-
03 14 B 148 198 F L
-] ] 13 B+ 78 108 e

158 108 273

NA Not Avaidn's NM-Not Myamngiul NR Not Ratsd “For Pasr Groups wilh mors than 15 compenise of stocks, sslaction of issuss 13 basad on warkm eapislizabon

Source SAP
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STANDARD
&POOR'S

S&P Analyst Rasearch Notes and other Company Nows

October 18, 2006

Posts $0.54 (excl special tems) vs $0 38 Q3 EPS on 14% higher revenue from
Surtace Transportaton business  Cites improved service, growing volumes,
contmuad strong pncing

Octobar 18, 2008

1111 am EDT S&P MAINTAINS HOLD RECOMMENDATION ON SHARES OF CSX
CORP |CSX 35 74***) (13 EPS ol $054 befara $0 17 n one-time gaing, vs year-ago
$0 36, 15 $0 04 above our esumate Revenue 14% on 4% highar ravenue
ton-mies, improved pnces, and fuel surcharges We sea coal and mtermodal
ramaming strong while suioparis declines gowng inta ‘07 Contract ranewals
combmed with mprovements :n system tiudity and on-bme performance should
contnbute to smproving margins n 07, m aur vew We are increasmg our ‘06 EPS
esumate by $0 05 to $2 19 and '07's by $0 0410 $2 54 We are raising our target
pnce to $39 fram $37, blending DCF and P/E veluations /K Kirkeby-CFAW

October 18, 2006

NEW YORK (Standard & Poor's}--Oct 18, 2006, C5X Corp, announced 30 EPS
$071vs. 8038 and 9 mos EPS §2.07 vs. §1 06. Resufts for the S mes of 2005
axclude incoma of $0 M4 from discontmued operahons

July 19, 2008

Pasts $1 16 vs $0 98 112 EPS (betora cetain tams) on 12% nse in Surface
Transportation rev  Sats 2-for-1 stock spin, post-spiit quartarly divd of $0 10, an
increase of 54%

July 18, 2008

0157 pm EDT S&P MAINTAINS HOLD OPINION ON SHARES OF CSX CORP
|CSX 64.88*) Q2 pparating EPS of $1 18 vs $0 96 15 $0 03 abova our estmats, as
revenue roge 12% on improvad pneing, fuel surcherges and a moc shit. We
expect revenue growth, particularly m the coal and agneultural sagments,
combinad with smproved system stficiencies to support further margm expansion
through the restof ‘08 Wa are keeping our opersting EPS estmate for '06 at
$4.27,'07's st $500 Qur 12-month target price remams $74, blending a DCF
valuation with & P/E of 14 8X our FY 07 EPS est:mate, which we considar
appropnata given gur view of dacelerating sactor growth /A 0'Reilly-CFA, K
Kirkeby

July 18, 2008

NEW YORK {Standard & Poor’s)--Ju 18, 2008, CSX Corp , announced 20 EPS $1 68

vs $073 and 6 mos EPS$073vs $1 41 Rasufts for 2006 mclude an aftertax gain
of $78M from msuranca recovenes related to Humcane Ketrma Resuhs for the 6
mas of 2005 exclude incoma of $1 88 from discontinuad operstions

Apell 20, 2008
NEW YORK [Standard & Poor’s)--Apr 18, 2008, CSX Corp , snnounced 11 EPS
$106vs $068 Results for Feb '05 exclude mcoms of $1 88 from discontnued

operstions

Apnl 14, 2008
UP32810 70.55. Posts$108vs S068 (1 EPS on$2 3Brevenue SAP reises
astmatas, target, maintains hold

Apni 18, 2006

0928 am EDT_ S&P MAINTAINS HOLD RECOMMENDATION ON SHARES OF C8X
CORP |CSX 87 27***F CSX posts Q1 EPS of §1 06 vs $0.68, above our $0 69
estmate, as revanue rose 11% on 3% highar revenue ton-miles, higher fraight
ratas and fuel surcharges Wa beleve signdficantly snproved system etficency
and on-tma performanca helped contro! costs, allowing marging to expand, and
should boost future volumes. Wa expecl ‘06 revenue to nse 10% and are
ncreasmg our ‘08 and 07 EPS estimates tn $4.27 and $5 00 from $3 77 and $4 33
Wa are also raisng our 12-month target pnce, to $74 from $55, based on a blend
of our updated DCF and rejative valuaticn models /A West-CFA

January 29, 2008
NEW YORK {Standard & Poor's)--Jan 24, 2006, CSX Corp , ennounced 40 EPS

$103vs $071 and annual EPS $3 17 va $1 87 Results excluda meoma of $1 87 for

the 2005 yoar and losses of $041 & $0 35 for the 2004 40 & yaar, from

discontinuaed operstions

January 24, 2008

1207 pm EST S&P REMTERATES HOLD RECOMMENDATION ON SHARES OF CSX
CORP [CSX 51 B4***} CSX posts 04 EPS of $1 03 vs $071, above our $0 95
estmats, a5 reverue rose 2% despite lower volumes, with margins nsing on
mmproving pricing and businass mx combined with cost control measures We
expect revenue to nse 8% i 08, on ncreasing freight rates and fuel surcharges,
and ses volume growth assisted by a recovary from hurncane damage and by
capital sxpendsures to add capecity Wa are increasing our 06 EPS asumats to
$3 77 from $3 75, and our 12-month target pnce to $55 from $51, basad on a blend
of our updeted DCF and relative valuation modals /A West-CFA

November 2, 2005

Sourca SAP
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CSX Corp

e | . + 208

%ofTotal 1Mo, Prier 3hlos Prior
a

Bcccodll
[ "X -F-R-F W N ]
[“H-R-R-F ¥ 3|

2005 Actual §2 52..

L
. - =erepien

2008 2008 '

Facal Years Avg Est Illnhﬁl Low Est. ol Est Est. PEE
255 28 2 13 135

2006 21 225 218 13 156
2007 va. 2008 A15% A 19% A% 0% 1%
a7 068 085 059 5 5086
04’06 057 061 054 12 604
07 ve. Q906 A1T% A% A% v 58% ¥-15%
A company’s samings outiook plsya & major part m any mvestmemt decmon  Standard & Poor's orpanizes ths sarmnga sstanates of over 2,300

Wall lnll lnllyli.nll prowdes thier consmnsss of semmnps ovar tha naxt v years: This graph shows the Lrend 1n sasiyst sstimates over
the past 16 montha.

BUYAIDLD

Companies Offering Coverage;
AG Edwards & Sons

Argus Ragearch Corp

BB&T Caprtal Markets

Banc of Amancs Secuntes Lic
Bear Stearns & Co

Cradit Suisse First Boston
Deutsche Bank

JP Morgan Securties

ishman Brothers, inc

Memill Lynch Rasoarch

Smith Barney

Stfel Nicofaus & Co

UBS Warburg

When2trade Group

il Street Consansos

For fiscal year 2006, analysts estimata that CSX
willeawn $2 21 For the 3rd quarnter of fiscal year
2006, CSX ammounced sammgs per share of $071,
reprasenting 32% of the totei annuel estmato For
hscal yoar 2007, analysts estmata thet CSX's
asrmngs per share will grow by 15% to $2.55

Soures SAPVE/ES lstamatonl, Inc
Radistbution of prodecton o prolshited wihout writsn parsussion Copyrghe #2008 Tha McGraw Hil Compesssaine
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| Glossary B

SAP STARY

Since January 1, 1987, Standard and Poor's Equny
Resosrch Sarvices has ranked a untverss of common
stocks based on s gven stock s potentel for futura
performonce Under propnmary STARS {STock
Apgreciation Ranking Systam), SAP equity anolysts mnk
stocks sccarding to ther indwidual forecast of « stock’s
future totsl rsturn potental versus the sxpactad tutal
retum of 8 relavant benchmark (v g . 8 regonal miex
(S&P Aua 50 Index, S&P Europe 350 Index or S&P 500
tndax)), basad on & 12 month ume horzon STARS was
designad ty meet the neads of owestors Igolang to put
their mvestment decisions in parspectve

STARS Avarage Annusl Perlermance

il R R T

rIn BOLAR 48n 381AR 111aR 18 |

S&P 12-Moath Target Prica

The S&P equity analyst s propecton of the market price a
grvan secunty wall command 12 months hance, bassd an
s combmution of minnsic, relevwe, and private market
valuatron mstnes

Invastment Styls Classiflcatisn

Cherscterzss the stock os erther a growth- or
vlue-onented investmmnt, and, mdicates tha market
value {s4) of the company ss lwga-cap, mid cap or
small-cap Growth stocks tymcaily heve 2 leghar

pnce to-sanmungs and prce-to cash flow rano, that
represants the premsum that it heng pawd for the
axpacted hegher growth Vsiue stocks typically have
highsr daadends srd more moderate pnce to-samings
ranos consistent with thewr curment raturn policies

Ooalitathes Risk Asssssmsant

Tha S&P equety analyst s vew of a gven company's
operationai nsk, or the nsk of a firm = ability to contnue
as snongong concen The Quaitatre Risk Assassmant
12 o relatve raniung to the SEP U S STARS unverse, and
should be raflsctrva of nsk factors related to »

company 3 oparations. 88 opposad to nak snd volatiny
messures associated with share prices

Ouantitative Evsluations

In contras: 1o cur qualtatwe STARS recommerndstiony,
which ere sssigned by S&F analysta, the quanttetve
svaluations descnbed below are denved from
propnetary anthmstic models These computer-dnven
evalustons moy ot tmes contradict an anplyst 8
gualtatvs assassmant of & stoek. One pnmery reason
for thus 1a that diffarent meastras sre usad to detemine
sach Formstence, when designating STARS, S&P
analfysts agsess meny factors that cannot be reffactad n
a medal, such as ngks and opportunoes, management
changes. recent compatttve shiits, petant expiration,
Iigation nzk, etc

S&P Oualhty Raxking

Groweh and stabulity of sermngs and dvidends are
deamed key siemonts in estabkshang SAP's Quakey
Ranlangs for common stocks, which are designad to
capsulize the nature of thes record in a single symbol It
should ba nated, howwver, that the process also takes
o considaration certam adjustments and modficabons
desmad degirebis in estabishing such ankings The
final score for each stock is meosurad agamst a sconng
matre deternened by anslysss of the scores of o larga
ond reprasantative sample of stocks The rangs ot
scores m the arrey of this samply has beon aligned with
the followmp ladder of raniongs

A+ Highest B Balow Avsrage
A Hgh B Lower

A Above Averags C Lowest

B+ Avarsge D InReorganzeuon
NR Not Ranked

S&P Fair Valoe Rank

Uming S&P 3 axclusive propeistary quantriotve model,
stocks ere rankad in one of five groups, ranging from
BSroup 5, Iisung the most undervalued stocks, to Group 1,
tha most oysrvalusd ssaes Group 5 stocks ars expected
to generally cutparform &) others A posmve [+] or
negauve {-) Timing dex ts placed next 1o the Faur Valus
rankong t0 further ard the selection procass A stock with
o {+) added 1o the For Valua Rank simply moans that this
stock has o somewhat better chenta to outparform othar
stocks with the sams Fawr Volue Rank A stock with » {-}
hax 2 sompwhat [esser chance 1o outperiorm othar
stocks wath the same Fax Valus Rank Tha Fair Valus
rankmgs imply the fallowing 5 Stock 1s signdicantly
undervaiupd, 4-Stock = moderately undervalued, 3 Stnck
18 famly velued, 2 Stock 1s modextly overvelued, 1-Stock
s signdicantly overvalued

S&P Falr Valna Calcniation

Tha pnce gt which a stock should trade at, accordmg o
S&P's propnatary quantitetve model that incorporatas
both sctual and estatad vanables (a3 opposed to only
actusl vansblas in the case of S&P Quafty Ranking)
Ralying bagwily on 0 company's octusl retirn on squiy,
the S&P Far Valus model pleces a valas on e sacunty
based on placing & formuda derved pnee-to-beok
multiple ©h a company’s consansus aemings par share
astumats

Ealdar Activity

Bvas an msigin us to nsudar santment by showing
whather directors, othcers and key smployess who have
proprstaty mformation nil available to the gensral
public, ary biying or asing the company s stock dunng
the most recent six months

Iovestakility Ouatlent {10}

‘The 10 13 « measure of Invastment desirehilnty kt serves
oz an incheator of potential medium-to tong tarm retum
and as & ¢aution agamst downadae nsk The messurs
takos ImMo account vanables Such as echmcsl
miicators, sarmungs sshmatss, Lywndity, imencial retios
snd selectad S&P propnatery esasures

SAP's 10) Raticasls
CSX Carp

RawScora  MaxValue
Propnstary SAP Measures 50 1156
Technical indicetors ] 40
Lquidtty/Volaniny Measures % 0
Quanmative Messures 17 5
10 Tatal m 250

Valxtility
Rates the volutisty of the stock's pnce over the past year

Techmicel Evaluation
In ressargiung tha past market lstory of pnces snd

trading velume for sach company, S&F's computes
models apply special technics! methods and formuiss to
rdentty arv project prrce trands for the stock

Raintfve Streagth Rank

Shows, on a scale of 1t 99, how the stock has
performad versua all other companms in S&P's unwersa
on s rolmyg 13-week basis

Blebal tndastry Classification Standard (RICS}

An industry classhicaton standard, developad by
Stendard & Poor's m collshoration wath Morgan Staniey
Capatal Internatronal (MSCH) GICS 3 currently compniged
of 10 Sectors, 24 Indusry Groups, §7 industnes, and 147
Sub indusirias

S&P Core Earaings

Stondard & Poor s Core Earmings 15 » undorm
muthodolagy for adjustng operating earmings by
focusing on @ company’s after-tax sarnngs genernted
from itz pnneipal busnasses Inchided in the Standand &
Poor's defmution ars employss smek option gram
ENpENSUS, PANMON COSE, ristructunng changad from
ongomg operations, write-downs of depracisble or
amortzable operanng sssets. purchasad ressarch and
devatopment, MEA ralatad expanses and unreaized
gunsflossys {rom hadging sctrnties Excluded from the
definmon are pension gams. impasmant of goadwll
cherges, gaina or [csses from asset seias, roversaf of
pror-year charges and provision from bugation or
maurance seitioments

S&P lssuar Crodit Bating

A Stendard & Poor's Issuer Crodet Hateng 1s a current
optwon of an obligor's overall inancal capacity {23
credtworthiness) to pey s financisl obbgstrons Thiz
opineon focuzes on the oblgor's capacity and wallingness
10 meet its inancial commaments as they coms due It
doas not apply to any specific financial obligation, &3 1t
doss not take into account the nawure of and provisions
of the ohlyganon, us standing in bankruptcy or hqudsnon,
stahiory preferances, or the legalty and snforcesbiiny
of the obligation Inaddiion, @ does not taks Imo
account the cradeworthiness of tha guaranters, insurars,
or othar formes of credst snhancement ontha obligabon
The Issuer Cradrt Raung 18 net & recommendanon to
purchags, sall, or hold a linancial oblgetion issuad by an
ubligor;, as it does not comment on merkst price of
sunabddy for & parnculer invastor (ssuer Cradtt Ratings
are basad on current sformanon furmshad by chigors o
obtamed by Standard & Poor's from other sources &t
consiers ralabls Stendard & Poor & doss not parism
an eudit m connectron weth any Issuer Credst Ratng and
may, on occaxon, rely on unaudited fnsncial

information tssuer Credrt Retinga may ba changad,
suspandad, or withdrown as a resuk of changes m, or
unavaflabiitty of, such informanon, or based on other
circumsiances

Exchange Typs

ASE Amencen Stock Exchanga, NNM - Nasdag
Navonal Market; NSC  Nasdeq SmaliCap, NYSE - New
York Stock Exchange, BB OTC Bulletn Board, OT
Over the Countar; TO Toronto Stock Exchenge

S&P Eulty Research Sarvices

Standard & Poor s Equty Ressarch Servces U §
inciudes Standard & Poor's Investment Advisory
Servicos LLC, Standerd & Poor's Equey Rossarch
Sernces Furope mcludes Standerd & Poor's LLC-London
and Stantard & Poor's AB {Sweden), Stenderd & Poor s
Equety Resparch Sennces Asa includes Standard &
Poor's LLE's officas in Hong Kong, Sngapore and Toiye,
Standard & Poor s Malaysa Sdn Bhd, and Stenderd &
Poor's Information Serwces {Australia) Pty Ltd

Source SAP
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Stock Raport | Decambar 30,208 | NYS Symbol CSX STANDARD
CSX Corp &POOR’S
[gurdbisconres * |~ ~ 0 ] Adestisomeisknsiine otk et g
S&P Glahyl STARS Distribatien mconsistencies bstwean the Englsh and Jspaness

Inthe ILS: As of September X0, 2008, ressarch enalysts
at Standard & Poar s Equity Rassarch Services U 5 have
recommanded 31 3% of asuers with buy
recofnitndatans, 58 8% with hald recommendstions
end 9 5% wich sell recommendations

In Exrops: As of September 30, 2006, rasearch snalysts
atStandend & Poor's Equity Assserch Services Ewrope
heva racommended £38% ol izsuers with buy
racommandatons, 40 5% with hold ecommandatons
and 15 7% with sall recommendstions

In Asla: As of Septamber 30, 2008, resasrch analysts st
Standerd & Poor 3 Equity Research Services At heve
racommended 31 2% of issuers with buy
recommsndanans, 53 8% with hold recommendstons
and 92% wnth sell ecommendatons

Gilabally: As of Saptember 33, 2006, ressarch analysts ot
Standard & Poor's Equity Resaarch Ssrvices globally
have recommandsd 3 1'% of 1sxuers wath buy
recommendatons, 55 2% with hokl recommendations
snd 10 1% with sail recommenidahons

% e ird i SSTARS (Stremy Buy) Totsl retum ix
expectad 1o cutperiorm tha totel retum of » ralevane
benchmark, by s wide mevgin over the commg 12
months, with gheres nemg 1 pice on an absoluts besis

Yo de i & o-STARS (Bay) Total return s expactad o
outperform the total retum of o relevant banchmark over
the conmng 12 montha, with shares nsing i pnce on an
absolute basis

Wik i & 3-8TARS (Hold} Total retumn 13 wpeacted to
clossaly appremate tha total retumn of a relevant
benchnsark over the commy 12 months, with shareg
generelly nsing n prce on en absohits basis

Y & % % 2STARS {Sel} Total retumn i3 sxpectad to
undarperions the tots! return of a relevant benchmork
aver the comenp 12 montha, snd the sham pnee not
anticipaied to show a gain

e i ok o -STAR (Sreng Selt) Total ratum is
expacted to underperform tha total retumn of 8 rolsvant
benchraark by » wide margm aver the comang 12 months,
wnth sharas falling in pnce on an absolute bexis

Relevant benchmarks: inthe US the relevant
benchmark is the S&P 500 Index. in Europe snd m Ama,
tha ralevam benchmarks sre generally the SAP Europe
350 Index and the S&P Az 50 Index

For All Reglons: AN o1 the Viaws axpressad i thes
russarch report accurataly reflact ths rasesrch analyst's
porsonal views regerding any and all of the subjeet
sacunuss or susrs No part of analyst compensation
was, 15, or will be derectly or indwrectly, related to the
specihic mcommendabons or views sxpressed m this
research raport.

| ther Dinclosures ]

This repont has bean prepsred and 13susd by Stendard &
Poor's and/or one of its afflustes Inthe Unned Stetas,
reswsrch reports are prapared by Standard & Poors
Investmant Advisory Ssrvices LLC ("SFIAST Inthe
Unmed Siotes, rasearch repors are 1ssusd by Standard
& Poor 3 {"S&F, m the Unamd Kingdom by Standard &
Poor's LLC ["S&P LLCY, whach 13 suthonzed and
reguiated by the Fnancial Services Authonty; In Hong
Kong by Standard & Poor's LLEG wiuch 1= regulsted by the
Hong Kong Secuntias Futures Commission, @ Sigapors
by Standard & Poor's LLC, which is reguinted by the
Monstary Authonty of Smgapare, in Japan by Standerd
& Poor s LLC, which 15 regulatad by the Kamo Financisl
Buresu, m Swadan by Standard & Foor's AS ("SaP AR"),
in Maiayzia by Standart & Poor s Malsysla Sdn Bhd
I"SAPM Y which s regilated by the Secunties
Commussion and i Australis by Standard & Pour's
Information Serwnices {Australia) Pty Ltd {°SPIS" which 1s
regulstad by the Australian Securnibes & mmsimants
Commazsson. and in Korea by SPIAS, which s alsp
regsstarad in Korwa o8 o cross-border investmant
advesory company

The razsarch and enplytcal ssnces parformed by
SPIAS, SAP LLC, S&P AB, 54PM, end SPIS ara gach
conducted separately from any other analybce! actviy
of Standard & Poor's

Standard & Poor 2 or an affilote mey kicsnsa cartain
metioctusl property or provids pnemng or othor services
to, or otharwiss have a financiel myterest In, certam
wwsuars of secuntiag, including sxchangs-oraded finds
whosa invastment objectvs 1 to substantisily replicate
tha retumns of a propnetary Smndard & Poor 8 mdax,
such g the S&P 500 In cazss whers Standard & Poor's
or an athbets 15 paid fees that are nad to the emount of
assots thet are imvested i the fund or the volums of
trading sctivity in the fund, investent m tha bund will
genarally rasult i Standard & Poor's or an alllliate
eernmyg compansation m sddmon to the subscrpnon
feas or othar compensation for services rendeted by
Standard & Poor 5 A reférence to a perbeular
ivasiment or securty by Stendard & Poor s and one of
s afliliptea rs not a reconsmeandanon to buy, seh, or hold
such mvastment or sscunty, nor s 1t considerad to be
mvestonnt adwce

S&P and/or one of ts affilistes has parformed ssrvices
for and receved compensanon from this company dunng
the past twsive months

} Discisimers 1

Thus ratensl 15 based upon nformatbion thet we consder
to be rekable, but nether SAP nor ns aifiates warrant
Its completensss. accuracy or sdequacy &nd it should

verpon of a report, the English version prevars. Nerthar
S&P11C nor SAF guarantees the sccuracy of the
transiation Assumptions, opinions and sstiniaies
congtauts our judgment as of the date of this matenal
ond are subjuct o changs without notice Merthar S&P
nor s effiliates are respongible for any smors or
omigsions or for results obtamed from the use of this
miormation Past performancs 15 not necessanly
mdicatwve of futurs results

Thiz matanal is not mtsnded as an offer or sobeitabion for
the parchasa or xale of sny sscunty or other financial
Instrumant. Socuntias, fmancisl instrursents or
strategies mentionred harsin moy not b suktable for all
mvestors Any opinions expressad harmn ara given m
goad farth, #rs subjectto change Without notcs, snd are
only correct ss of the stated date of thew i2sus Pnces,
values, or mcome (rom any secuntiss of MVastmunts
manbcned i this report moy 1all 2ganst the miarasts of
the mwestor and the mvastor may get back lass than the
amgunt mvestad Whery an mvestmant v dezcrbed as
bmng likaly to yield income, please nota that the emount
of ncome that the investor will racanve from such an
nvestmant mayfluctuats Whare an yvestmant or
sacurtty 13 denorminated m & ddferant currency to tha
investor s ctirreacy of rvfarence, changes i rates of
wuchange may hova an adverse sfiect on the valus, pnca
of micoms of of from that insinrent to the kwvastor The
migrmaton contangd in thes repart doea not constitute
advica on the tex consaquances of making any perticular
mvastment decision Thes matensl doas not taks 1o
accoynt your particular investment obyectives, fimanciel
styanons or naeeds and 19 not intendad s 2
retommendation of paricular securmes, financial
Msirumants of srategiasto you Betors acting on any
recommendation in this materiel, you should consider
whather 13 surtable for your particulsr circumatances
and, ff nacessary, seek professional advics

For residams of the UK this raport i only directed ot
and should only be raliad on by persons outside of the
Uneted Kmgdam or persons who ate inside the Uned
Knpgdom and who hava professional expansncs in
matters relating to investments or who are high net
warth parsons, ss definad 1 Arucle 19(5) or Arucle 492}
{a} to{d) of the Financial Sarvicas and Markats Act 2000
{Financiat Promotion) Order 2001, respectively

For ressdents of Malays, sll guenss in relsnon to this
report should be refemed o Alexsndar Chaa, Las Lang
Hoe, or Chung Wah Tam

Tius investment analysis was prapared from the
foliownng sources SBP MarketScops. SAP Compustat.
S&P Industry Reports, [/B/E'S Intornsnonal, Inc,
Standard & Poor &, 55 Watsr St., New York, NY 10041

Sourca S3P
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Norfolk Southern Corp : LPOOR™S
S&P Recommandati -... > Prica 12-Mo Target Price Iwrostme

g H0LD | X * * $50 25 (a2 of Dac 28 2008) 454 00 b leﬁ-cl:'m

QICS Sectar Industnnls
Sub-Innstry Raikoads

Comsent This rairoad operates 21,200 routa mules sarving 22 Eastern statos, the Distnet of

Columbia, and Onteno, Canada

ST n-110 153
Traihng 12-Month EPS T ] SAP Cper EPS 2007E 197  Common Sharas Outstg (M)
Trailing 12-Month P/E 4 SAP Core EPS 2006 323  Market Capnalzation{B)
$10K Investad 5¥rs Ago  $20,381 SAP Core EPS 200TE M Institutional Ownership (%)

S&P Qper EPS 2006E

30-Week Moy Avg.

1z-unmpmu- Rninteve Strangth —Aua ¥ Down  » No Changs

10-Wook Mov Avg.- - GAAP Eamings ve. Previous Year  Volume Abovo Avg Bll STARS

Bolow Avg il X 5—

JFMAMJJABOND|JIMAMJJABOND

2003 2004

2005 2008 2007 ,

Analysis preparad by Kevin Kirkeby on November 08, 2008, when the stock traded at $ 5268,

> We upoct rovenue grmh to slow from the
13% anticipated mn 2006 to 8% in 2007 on flatten-
ng fuel surcharges and a 4% volume incraasn
W zase the mermodal sagment leadmg ambci-
patad volume growth an bath years, reflacting
morg sarvice oitenngs that wa think wall halp
convart nghway shipping 1o rail serace Wa
foracast modestly nsmg coal revenues m 2007,
boosted by pnce increases and groater uhlty
coal usaga Addrional auto parts volumes from
intamationst manutacturars are kkely 1o offsst
production downsiang efforts ot Ford and 6M

» Wa sea 2007 aperating marging improving from
the 27.7% anticipated for 2006, as efthciancy
gains from improved agsat utihzation ara kkaly
to ofizat ligher wage expanses and a groster
sxposure v market pnces for diesel fus) Inter-
est gxpenses ara forecast o decime n 2087 on
lowsr dabit lavels

» Wa expect NSC 3 effactive tex rate (o nse to
36% i 2006 and 2007 dus to lowsr syntheb: fu-
el-refated tax credis Wa forecast operating
EPS of $3 53 for 2006 and $3 87 for 2007

» Trends in NSC's primary markets, \ our opin-
1on, remamn favorable and support continued
voluma and pnce gains, alben at a daclining
rate Wa sae mnvastmentis i s network improv-
ing capacity on haswly trafficked lines, and
leadmg to hugher railcar utiizaton and greater
system fusdny The mnprovng iree cash flow
we sxpect NSC to generate over the next five
years increases the likekhood of furthor dm-
dend increases, in ourviaw However, with the
sharss approaching ther all-ime high, and the
forecast of siowing growth, we baleve NSC 15
appropnatefy valued

» Riaks to our opmion and target pnce ncluds
unfavorable fuel pnco fluctuations, wesker
than expactad eccnomuc and freight demand
growth, decknng rairosd system fluidity, end &
gher than projctad nso in interest rates

» Blending a forward P/E of 12X our 2007 EPS es-
timats, which wa consider appropnate for this
stage of tha business cycle, with our DCF modal
that assumes a 9 1% waighted average cost of
capital, 7% overage natincome growth over the
next frva years and a 3% tarminal growth rato,
wo armive at our | 2-month target pnce of $54

P/E on SAP Oper EPS 2008E

. [y
12 Drndend Rata/Share $07n
89 Y% 148
$19960 Bewa 07

68  SAP CredrtRating

MEDIUM

Our nsk assassment reflects what wa ses as
NSC = exposure to economic tycles, regulatons,
labor and fuel costs, siguficant capial
sxpanditure requraments, and challenges m
maintmning system {lurdity, offset by our view of a
diverse customer base, histoncally posie free
cash flow, and maderate financial laverage

S&P Ooality Ranking

Inlcla-nmln-lalnﬂ

Relative Strength Rank MODERATE
. IIIIiII:SI'-;l

1mn 20 3 0 Yewr
2313 232 239 - -
1961 2154 2155 2257 8507
1693 1813 185 194 7312
1561 1638 158 1676 6463
149 1,593 1598 1581 820
1540 58 158 15% 610

072 089 12 E099 E353
047 104 D73 087 31
04 o054 072 085 23
054 935 035 013 105
02 03 D032 08 118
06 028 02 0% O

Futyiyaar saded Dec 31 Naxiasmings report aapectad Lale
Jenunry EPS Estupates basad sa SAP Operetmg Earmngs,
Instoncal GAAF sarnga ars ws ruported.

Date Ex-Dix Stkel Payant
Dect. Dats  Racend Date
0124 01 0203 010/08
0425 0503 0505 06/10/06
07/25 o302 O0R/04 OWIIN6
w2 101 103 121106
Dreclonds bova bast paad sxice 1901 Sowrce Compasy rports.

Ameont
0160
0 t60
0180
0180

Fiszsn read the Raquired Disclosures aad Ansiyst Certificatisn sn the Inst page of this repart
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Stock Raport | Decembar30. 2006 | NVS Symbol NSC

Norfolk Southern Corp

CORPORATE OVERVIEW Norfolk Southem prowvides rail transportation service in the eastam U S, operat-
ng over 21.000 miles of read, with an extanave intermodal and coal sarnce natwork and a signeficant gan-
aral fraight busmess, mcluding an automotive busmess that 1s the Iargast in North Amenca NSC owns
58% of Conral's shares, with CS8X heldng tha remamder, and holds 50% votmg nghts NSC and CSX oper-
ats saparate portions of Conrail's rail routes and assats NSC's non-rail actraties ncludes resl estats and
natural rasnurces

MARKET PROFILE. We balsve NSC's interenodal business, represanting 21% of 2005 freight revenues,
should be NSC's fastast growmg sagmant longer term, drven by nsing mtamatonsl trade and ds cost sav-
ings over trucks for long-distamce container movemants Wae belisve the supenor system fluidity of rts most
extensve intarmodal network on the East Coast, supportad by ongoing investment m faciltbies, should pro-
vide NSC with a contmumng adge in gamermg aast coast intarmodal tratfic Cosl, which we helieve 18
NSC's most profitable segment, aceounted for 25% of 2005 freight revenues Most of this traffic orginates
fram the Appalachian coal helds, and 1s prmanly delvered to power ubbties General merchandise, sansi-
tivato U S GDP trands, providad 54% of fraight reveanues in 2005 We believe chemicals, sgncittural prod-
ucts and automative, representing 11%, 10% and 12% of 2005 freight revenues, respectively, are significant
general merchandise subsagmants that are facing low long-term voluma growth prospects

COMPETITIVE LANDSCAPE The U S rail industry has an oligopoly-like structurs, with aver 80% of rav-
onues genarsied by the four Isrgest radroads* NSC and CSX Corp operating on the East Coass, and Union
Pacsfic Corp and Burington Northern Santa Fe Corp operstng on the West Coast. Radroads simultsne-
ously compata far customers whils coopersting by shanmg assets, interfacing systams, and completing
customer mavements Key supphers mclude locomotive and rail equipment manutacturers, fusl supphars,
and labor NSC's employans, about 85% of whom are unnized, anjoy above national average compensa-
tion dua to thewr significant bargening power

Wa bakeve the market powor ol NSC's customers vanes, larga fraight integrators and aulomotws, coal
and utiity companies may exert sgnihcant pneing power, wiile smailer customers with imsted alterna-
trvas are often price tekers Ratlraads compete wath trucking, shipping, and ppelne ransportabon Rail
rates are ganernlly lower than trucking ratas, as service is slower and less flaxible, m our view, than truck-
mg, which prowdas most U S transporiaton Wa betreve nuing luel pnces incraasa the cost attractivensss
of rairoads over less fuel-efficient truckung, which should help support NSC s pricing and volumes over
the next five years, assisted by NSC's relatively strong frasght service qualiy

FINANCIAL TRENDS We consider raiiroads to be & mature mdustry, and expect 28% annuabzed U S rai
tonnage growth from 2004 tn 2020 We believa NSC's growth opportunities are st the mdustry avarage, as
we sae above averaga futura growth in intermodal traffic being offset by expected slow cosl rathe

growth We expect coal tonnage ongnsting in NSC's eastam sarvice area to expanence only 0 75% com-
pound annual growth from 2005 ta 2015. Over the past 10 years, NSC s intermodal volumes have grown at a
compound annual growth rate of 9 8%, and total carloads have grown 3 5%, compared to 4 1% and -0 1%
for the industry Wa calculata that retum on investad capatal [ROIC) has over the past 10 yaars aversged

5 9% at NSC, versus 6 1% for tha industry We see high assst ublization and increased frawght pncmg help-
ing ROIC rise from 7 5% m 2004 1o 9.3% m 2005 and 9 6% m 2006, which would surpass aur 9 1% estmato of
NSC's cost of capeal

Investor Costact
L Manllay (757-629-2861}

Ofiice
Three Commarcial Place, Norfolk, VA 23510-2191

Telsphone
757-829-2680

Website
hitp./fwww nscorp com

VP & Catir
MR Stewart

Chrmn, Pres & CEQ
CW Moorman

Qsneral Connes!
J C. Dimino

Vice Chrn & €00
SC Tobias

Vice Chrmn & CFO
H C Wolf

Board of Directors
G L Baliles

D A Carp

G R Carter

A D Comall

D R Gooda

L Hubard

B M Joyce

$ F Leer

C W Moorman
J M 0'Bnen
H W Pote

J P Reason

H Wolf

Domicile
Virgimia KPMG

Employess
30,24

Stockholders
43,180
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Stock Repart | Decembor30,2008 | NYS Symbal NSC STANDARD

Norfolk Southern Corp &POOR’S
S&P Fair Vaine - Y |- .20 [, 5 2005 2004 2003 2002
Rank ﬁm l I :- ,“,“,I Pnce/Ravanue 217 108 18 24
Based on S&P's propratary quanttxtave model, siocks ars renked Price/EBITDA .36 825 58 673
from most overvalusd (1) 1o most undervelusd (S) Price/Pratex Incoms s 110 158 1M
— et e ——— Pnco/Nat Incoma 1443 1566 2% 1695
r Value ssn ks cura wo n SAP & propnmary Avg Diluted Shares Outstg (M) 4129 3993 o0 3900
Calcalation - model UNEC @ lorly velend Figures based on calandar yaar-and pnce
—— e
Ouotient LOWEST = 1 HIGHEST - 100 ma,
Percentile NSC scorsd Inghar tren 7% of & compmnies for wisch a0 SAF Past Growth Rata (%) 1Yer 3JYwm SYan SYmn
Rapert = madable Sates 62 1102 53 138
Not Income 3879 7483 [} ] 440
NSChechad Arerage prce voliiliy ovet the pest e Ratio Analyaia [Annusi Avg }
M % 9 956
Tochaical ~ MEHTRAL Snce Noveber 28, the teckacal macatars fo NSC v buma l'.“Tal; ut?:ﬂ:‘m’mm % gg :2:? 31;: an
Evalnatron Return on Equity (%} 1433 109 L E] 868

+ UNFAYORABLE CHUCYIRE  FAVONABLE |

Per Share Data {§) Year Ended Dec 31 2005 204 2008 802 nn 2000 1999 1998 1997 1998
Tangible Book Vatus n6 1998 178 1674 1578 1512 1553 1561 44 137
Cash Flow 502 as 240 250 2 1.80 191 283 298 315
Eormngs an 23 108 118 094 Dd5 063 165 s 54 20
SAP Core Esnmgs 29 213 D95 070 (L)) NA NA NA NA NA
Dmidends 048 048 030 0% 0 080 080 080 1] a7rs
Payout Ratio 15% 2% % 2% 8% 178% 121% 8% 2% 7%
Prices High 458 3669 2462 2598 21 2% 36.44 Hn 813 a2l
Pricas-Low 260 2038 1736 172 134 1184 1963 na 21 .1 ]
P/E Ratn High 15 (] B A -] 5l 58 5 2 18
P/E RatirLow 10 9 17 15 14 n 3 17 15 13
Incoma Statement Anatyss (Million $)

Revenue 8,527 1312 6,468 6,270 6170 6,159 5,195 42 423 AT
Opersting Incoms 2,904 231 1,582 1,158 151 1,150 1,207 1,502 1,845 1,628
Depraciation m 528 516 514 517 489 450 a2 29
Interast Expense 500 506 497 518 553 551 561 518 35 158
Pretax Income 159 1,302 586 708 553 250 51 BA5 938 L9
Effective Tox Rata 245% 21% 29% us% 345% % 31 5% 54% 0% 3556%
Net Incoms 128} - ) (1)) 460 362 172 238 699 m
S&P Core Earnings 124 a9 365 0 158 NA NA NA NA NA
Balance Shost & Other Finanais! Data {M:lon $)

Cash 289 L74 ] 4 184 204 Nt 30 500 U0 03
Current Assets 2650 1,967 1425 1,299 1047 849 131 913 L105 1457
Total Assels 25881 24,750 20,59 19,956 19,418 189716 19,250 18,180 17,350 11,416
Current Linbilties 1921 2201 1801 1,853 238 1,887 1,924 1117 1,093 1,190
Long Term Debt 6618 6,883 6,800 7,006 10727 1339 7,55 7483 7398 1,800
Common Equity 9,269 7,990 6,976 8,500 6,090 5824 59312 5,921 5,445 4918
Total Capital ~ 2525 21,403 17,008 18,561 15.943 15958 16,225 15,998 16372 5827
Caprtal Expendituras 1,025 1,041 20 689 146 ™ 912 956 a5 688
Cash Flow 2068 1532 39 975 e 689 fy ) 1,080 1,131 1.199
Current Ratio 14 09 0s 07 04 o4 07 08 1D 12
% Long Torm Dabt of Captakzation 24 321 400 23 "1 80 466 &8 481 64
% Nut tncoma of Revenus 150 128 64 73 59 28 46 149 168 161
% Asturn on Assets 3] 41 20 23 19 08 13 35 49 69
% Return on Equity 148 123 61 73 81 29 40 11 134 157

Dote »s ong reptd, bl results of disc opsrwspec tems Par shars date sdy for sk dwa, EPS diuted E-Estmated NA-Not Avwilshis NM Not Mesemglul NR-Not Resked UR-Undar Ravew
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Stock Report | Dec 30,2008 | NYS Symbol NSC STANDARD
Norfolk Southern Corp &POOR’S
Sub-Industry Qutiook Stock Performance

Our fundamental autlook for the S&P Reiloads thmk thare is roam to expand margins and operating Sactor Indasinals

Index 1s nautral Wa think shupping volumaes and afficiency by eliminating what we view as wasteful Sub-{ndustry Ruitrosds

pncas will cotvtinue to hanefit from a broad laber practices, improving serace lavels, and using

©COnDMmic GXpANSIDN contmung into 2007, and improving information systems to boost future Based on S&P 1500 indexes

axpact proifs to beneht. Nevortholass, we san
neutral valuation mdications and are concernad that
il the econamy s growth rate slows furthar,
mvestors may increasmgly rotate oan of these
stocks imo other groups In addition, the ndustry
has ganerally underperformad after past mterest
rate hikes, although past pertormance is not
nacessanly a guide to future results

Wa sae rau revenues nsmg about 12%. in 2008,
tollowng an approamate 14% advance m 2005
Traffic wn ton miles (weight tmes distance)
neveased about 2 #% inthe U S (n 2005, and rose
2 6% year to date through Docember 23, according
1o estimatas by the Association of Amencan
Rasroads Total carioadmgs tn 2005 rosa 0 5%, and
were up 14% year to date through Oecember 23
Intermodal volume set a record 1n 2005, nsing 6 4%,
to 11 7 mdlon trailers or contamars, and rose 52%
yoer to data through December 23 to 12 1 mdhon
We baliove that fraght rates will nze modestly m tho
coming yasr, on frm frexght damand and tight
capactty. partiaily offset by smaller fusl surcharges
Wae bahave operating eamings for majori §
railroads roze ovar 20% m 2005. and expect about
20% growth in 2006 Howaever, our expectatons far
raiiroad shares are mted by the maturing
economic cycls, parcewed fair valuatans, ngh tuel
snd employes costs, and drificulties (n managing
railroad system floxdity amud lugher volumes

Qur longar-tarm outlook for raiiroads 18 favorable,
although we expect moderating revenue and profit
growth in 2007 Wa see the ndusiry’s core traffic
basa {coal, gram, chemscals and mtermodal)
increasing in kne with the aconomy In addsion, we

oparating efficiency end ard capital budgeting
decisions As a result of 2001 gindabnes by the
Surface Transpostatton Board, we see future rail
margers among the four largest US rairoads as
unhkaly

Yanr to dete through Dacember 20, the S&P
Railroads Index was up 12.0%, varsus a 13 7%
increase for the S&P 1500

-Kevn Kirkaby, CFA

Sub-Industry : Railroads Peer Group*: Railroads {U.5.} - Major

Month-and Pnce Performanca as of 12/29/06
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Peor Granp Symbel {MILS} Price Ratlo £PS Choi%) Chgi%)
Narislk Sostharn NSC 19,960 L b “ 348 » %
Burbngton Northern Senta Fe BNl 2513 nfn 15 481 1% %
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STANDARD
&POOR’S

S&P Analyst Rosearch Notes and other Company Nows

November 14, 2008

DOWN3D31w0 4965 AtCmgroup Transportaton Confarence, co seid 04
carioads to date ara down modestly from last yesr, expacis revenue increasps to
moderats, retiectng tempered volume growth, tough eompansons with strong 04
‘05

October 25, 2008
UP4731p5353 Posts$102vs $073 03 EPS on 11% ravanve nse SAP
downgrades to haid from buy

October 35, 2006

1106 am EDT. &P DOWNGRADES OPINION ON SHARES OF NORFOLK
SOUTHERN TO HOLD FROM BUY [NSC 54 12***) NSC postz 03EPS of $1 02 vs
$0 73 on an 11% nise in revenus and & 330 hps increase wn operating margin,
exceading our $0.93 estimate The company bought some 3% of its stock dunng
the quartar for over $700M While we expect further eamings growth m 07, we
thunk moementum has pasked and that outtizad pnce and volume gains will be
hardar to achieve With about a 28% nse i share pnice snce Iate July, we
bekiave NSC 15 fawly valuad Wo are raising our ‘08 EPS estimata by $0 09to $3 53,
'07 s by $006 tn $3 97, end boosung our 12-month target price to $54 from $49
MKKirkeby-CFA

October 25, 2006
NEW YORK (Standard & Poor's)--Oct 25, 2006, Norfolk Southem Corp., announced
0 EPSE102vs $073and9mos EPSS262vs $2.24

July 28, 2006

Posts $089 vz $1 04 02 EPS desprte 11% revenua nse  Notes 02 '05 includad
banefit from effacts of Ohip tax lagislabion, settiement of twa coal rate cases,
which combined incresse '05 EPS by 3029

July 25, 2008

12:47 pm EDT_ S&P UPGRADES SHARES OF NORFOLK SOUTHERN TO BUY FROM
HOLD (NSC 40 54****) Shares ars down about 10% today after NSC posts (02
operating EPS of $0 89 versus $0 75, below our $0 95 estimata iargely due to a
reduction m tax cradits We sae this a5 a market overreaction as volume growth,
Jed by stermoda) and coal, 1s expecied to contmue into ‘07, and mergns are
projactad to widen on mproving asset utlization We are mamtainmg our
operabng EPS sstimatos for *06 at $3 44 and for 07 st $39{ Ourtarget pnce falls
to $49 fram $62 reflacting a lower forward P/E multiple assumption, given the
matunng busmess cycle, blanded with our DCF valuation /K Kirkeby-CFA

July 26, 2008
NEW YORK {Standard & Poor’s}--Jul 26, 2008, Norfolk Southam Carp , announced
20 £PS $0 83 vs $1.04 and 6 mos EPS$161va $151

April 25, 2008
UPOSTtn 5522 Fosts 50.72 vs $0 47 01 EPS on 17% higher totsd ratway
operating revenue SAP mantams hold

Apnil 26, 2008

1001 am EDT_ SAP MAINTAINS HOLD OPINION ON SHARES OF NORFOLK
SOUTHEAN INSC 55 17***) NSC posts (1 £PS af $0 72 vs $0 47, above our $061
«stmata, as revanus rase 17% on 5% higher fraight volumes coupliad with nsing
freight rates and fued surchargas We expgct revenues to mcressa over 12% in
‘08, drsven by contmuing volume growth, led by intarmadal and coal traffic, snd by
higher pncing 'We expect margns to benafit from nsing capaciy utization and
lowar deprociaton and casueity costs We are raising our ‘08 EPS estmeate to

$3 44 from $3 26, and our 12-manth targst price to $62 from $51, basad on a blend
of our updated OCF and relative vaiuation modeis /A Wast-CFA

April 26, 2008
NEW YORK (Standard & Poor's)--Apr 26, 2008, Norfolk Southern Corp ,
announced 10 EPS $072 vz $0 47

April 4, 2006
Apr 3, 2006--Norfok Sauthern Corp INVSE NSC) announced thet L1 Priflaman
has retired as vice chmirman and chief marketng officer

Jannary 25, 2008
UP201to 4781 Posts $087 vs $065 Q4 EPS on 16% revenus nsa  S&P
mantams hold

5, 2006
1017 am EST S&P MAINTAINS HOLD OPINION ON SHARES OF NORFOLK
SOUTHERN {NSC 47 75***) NSC posts 04 EPS of $087 vs $0 65, above our $081
ostmate, as revenuas mcreased 16% on nsing fraight pneng and fuel surcharges
and on 3% higher volumes. We projact revanue will meraase 3% m ‘06 on 3%
volume growth led by intermodal, desprie a challanging atomotve and chemical
outlook, coupled with 6% higher overall pnang Given our view of contmumg
strong assst ublization and pncing, we are raising our ‘06 EPS estmats to $3.26
from $3 14 Based on a bisnd of updatad DCF and relative valuation models, wa
are mcreasmg our 12-month target pnica to $51 from $46 /A West-CFA

January 25, 2008
NEW YORK (Standard & Poor's)--Jan 25, 2008, Norfoik Southern Corp,
snnounced 40 EPS $0 87 vs $065 end snnual EPS $3 11 vs $£2 31

25, 2006
Jdan 24, 2008--Norfolk Southern Corp {NYSE-NSC) announced that 1 named ris
prosidant and chisf executiva otheer, Charies W Moorman, to the addmional post
of chairman, efectrve Fob 1, 2006 Mr Moorman will succeed Dawid R Goode,
who will remain on the board until the company's snnual meetmg of stockholders
m My

Sourrs SAP
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Norfolk Southern Corp &POOR’S
Wall Stast Consensas Opimon
] " . !
I« Moty Aversge troma Duy  Uuptiold  Hoid  VieekHold Sell  NoOpinn MGG Trend H BUYMOLD
= S — . - - " - g8 @ v -
! Companies Offering Coverage
- AS Edwards & Sons
(I o : Argus Ressarch Comp
I TSRS AR . 4 e eetSE SRR Y o o2 }_Ea_'. et bl = v ey BBAT Capital Markets
[ e e bemmm et —= ms |r msitmrawTe - mgeas Aot estaa Banc of Amanca Sacurdes Lic
(. ! s S 2. - Bear Stearns & Co
\ Mamber of Amiysls Fllowbg Shonk. . - Credn Swissa First Boston
i Deutscha Bank
18 - JP Morgen Secuntes
Lehman Brothers, Inc
Memil Lynch Research
Smith Barney
' Stifel Nicolaus & Co
UBS Warburg

- ———

0f tha total 13 companwes followmg NSC, 13 analysts currently publish recommendaucns

No.ofRatlags %oiTotal Y Mo.Prior 3Mos Pnor

Buy 3 - 3 4
SuyMoid 3 <] 3 4
Hold 6 % 6 5
Wask Hold 1 ] 1 1
Sall 0 0 0 0
No Opinion 0 0 0 0
Total 1 100 13 "
Wail's
|+ Estmates 207 =--- - L 2008 Actunl $3 11 .
4 s mmm—m———— ." ----- -
aeTEmm e Ll L LT P
‘i 38 =" e ST e e —
' 3 == " = _—— i A , =
')
‘;' 25 MerAa M 0 3 A" % ef N,

' _ i <2008 ) ,, !
Fiscel Yours Avg Est. Righ Est. Low Est. folEst Est P/E
2007 an 414 39 n 128
357 363 iy 12 i
2007 v 2008 A1% A18% A 16% V8% ¥ ai%
oyer 110 116 105 3 57
aa'ne 097 100 092 11 518
04’07 vs 0308 A1¥% A16% A14% .13% ¥ .12%

A cOmpaay's sammgs autiood plays § Mager pat o any mvastussl detsuon Siandard & Poor's orgessse the samngs sstmetss of over 2,300
hm* rowwdes thalr conssssus of earnnge over the e twd yaars Thie graph shows the tread in sxalys! asumsies over

T

For fiscal yaar 2006, analysts estimata that NSC
will aarn $3 57 For the 3nd quarter of fiscal year
2006, NSC announced eammgs per shara of $102,
representng 29% of the total annual estrmats. Far
hscal yaar 2007, snalysts estmate that NSC's
o8nings per share wall grow by 12% to $3.99

Source SAPVE/E/S mtrwabanal, lac
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SAP STARS

$ince January 1. 1987, Standard and Poor 3 Equity
Reszaarch Servicos has ranksd a unnvarse of cammon
stocks based on a gven stock's potental for future
performance Under propnatary STARS {STock
Apprecistion Ranking Systen), S&P squrty analysty rank
stocks aacording tother indrvniual forecost of 8 smek s
future total retum potential varsus the expactad total
retum of a ralovant benchmark (s g . a regional indax
{S&P Auia 50indax, S&P Europe 350 Index or S&P 500
Index}). based on @ 12 month tme horzon STARS was
designed to maet the nesds of swestors looking tn put
thair ivestmant decisons i parspactve

STARS Avarags Acuual Perfarmancs
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S&P 12-Manth Target Prics

The SEP aquty analyst's propecoon of the markst price &
gvan secunty will command 12 months hanca based on
& combmation of innnsic, retatve, and privete markst
valuzucn metnes.

lovestment Styla Classilicatisn

Characterzes the stock as sher s growth or
valug-oriented mwestment, and, mdicates the market
vulue {sza) of the company &s lorge-cap. mid cepor
small cap Growth stocks typcally heve o highsr
pnes-to-sernmgs and prnce-to cash flow ratte, thet
reprasents the premsum thel rs baing pand (ur the
expacted hagher growth Value stocks typically have
hughar dewdends and more modsruts pnce-to-sermings
ratos consstent with thee' current retumn pelicres

Coalkative Risk Assessmant

The S&P aqurty analyst's view of & gven comgany’s
operutiongl nek, or the nsk of 3 firm = sbility to contnus
as snongoing concemn The Quasinative Risk Assassment
s arelative renleng tothe S&P U'S STARS unverse, and
should he reflectve of nsk factors related to 8
company's oparatons, as opposad to nsk snd valsuiny
meosurss associated with share pncas

Ouantitetive Evaiwations

In contrast to our quaktatve STARS recommendetions,
which are assigned by S&P analyms, the quentttatve
svaluations descnbad below are derved from
propnatary anthmetic models Thass computer-drven
evalustions mpy at tmes conmradict en anslyst’s
quaktatvo assassmant of 8 stock. One prmary reason
for this s that drffarent messures are used o dirarmena
anch For mstence. when designating STARS, S&P
snalysts assese many factors that cannot he reflected in
2 modsl, such as nzks and oppostunrhas, manegement
changes, recent competitive shfts, patent expiraton,
kugation nsk, stc

S&P Dusllty Ranking

Broweh and stability of samings and dnidends are
deomad key elamants m sstablishng S&P's Oualny
Ranlungs for consmon stocks, which sra des:gned to
capsulize the nature of this record in a smgle gymbol It
should ke noted, however, thet the process elso mkas
mto consideration ceftan adustments and modifications
deamed dearshie m astablishing such ranfangs The
final 3ccre for esch stock ;s measurwd 2gamss a sconng
matnx determinad by anslyss of the scores of s large
and reprusentatve sampls of stocks Tha range of
scores In the arrey of thes sampie has bean aligned with
ths follownng ladder of rankngs

A+ Highast B BslowAverags
A Hgh 8- Llower

A-  Abowe Averags €  Lowest

B+ Aversge D InRecrganzabon
NR Not Ranked

S&F Fakr Value Rank

Using S5&P's axclusve propnecary quantitatve modal,
stocks ara ranksd m one of {ive groups, ranging tram
Group 5, histing the most undervalued stocks, to Group 4,
the most overvaluad issuss Broup 5 stocks are expactad
1o generally cutperiorm ell others A postteve (+) or
nagatrve {-) Tamng index rs placed naxt totha Far Valus
ranking to further aid the sslechon process.A gtock with
8 {+] added t the Feir Vefus Rank sanply means that tus
stock kas a somewhat better chanca to cutperiorm other
stocks wth the sama Fair Value Renk A stock with o { |
has a somawhat lesser chance to cutperform other
stocks with the sama Fair Valus Reni. The Feir Valus
rankings 1mply the followng § Stock s sgnfeently
undervalued, 4 Stock 13 moderately undervalusd, 3-Stock
is fawly valued, 2 Stack is modustly overveluad, 1-Smck
13 sigrdlicantly overvolusd

S&P Falr Valoe Calcntatien

Tha price 2t which a stock should trade 2, scconding to
S&F 3 propnetary quanixatve model that mcorporates
both actesl and ssumoted yoniables las opposad to only
sctual vanablas in tha casa of S&P Qualty Ranking)
Relymng heswly on a company’s sctual return on squity,
the S&P Faw Valus modei places  velue on a securty
based on placing a formula derved pnce to book
mulliple on 8 comphiy 3 consansus sEMMQs per share
astEnate

Insidar Actrvity

Gves an iInsigihy 25 W muder sanomant by shawng
whathsr directars, officers and key sraployses who have
propnatary mformation not avadebls to the geners!
public, ara biving or salling the company s stock during
tho most recent six Months

lovastahiiity Cuctient {10)

The |01 ts # measure of mvestmoat dessrability it serves
as anindicator of potentsal madimum-to long tarm return
and as s ceuten agsinst downs:de nak The msasure
iskey into account vanabies such s tachnical
Indicators. samings estmates, iquidity, financial rabos
ond selected SAP propristary measures

SAFs 10 Ratioanls
Norfslk Saathern

Row Scora  Max Velue
Propnatary SAF Messurss 20 15
Techsucal indscatars ) L]
Liquukty/Volanity Messures 18 x
Ouanttatva Measuros " ]
10 Tatal m

Vofutiilty
Rates the voletiny of the stock s price over the past year

Technical Evalaation
Inressarching the past markat tustory of pnces snd

trading volume for sach company, S&P's computer
modals apply spacial tachrecal methods and tormulss to
identdy and project prce tranda for the stock

Rgistive Stresgth Rank

Shows, on @ scafe of 1 to 99, how the stock has
porformad versus ol other companmies m SAP 5 mnverse
an a roling 13-wesk hass

Riskal Industry Classification Standand {SICS)

An industry classdication standard developed by
Staruiard & Poor’s in collaboraton with Morgan Stanisy
f:apnal Imemanonal IMSC]) BICS 1 currsntly compnssd
of 30 Sectors, 24 Industry Groups, 7 Industnas, and 147
Sub Indusines

S&P Care Esrmings

Standerd & Poor's Core Eamings i » undom
mathodology for adjusting operziing samngs by
focuming on a compeny's eftor tax aamings genarated
from ns pnncipel businesses Includad wn the Stenderd &
Poor & definition are smployes stock option grant
Wxpansas, pANSIOn costs, restructunng charges from
ongming opsretions, write-downs cf deprucuble or
amortzobls aperating assats, purchased research and
dsvslopment, MSA relstad axpenzes and unrsaized
gmns/lozses from hedging scuvites Excluded from tha
dafmition are pansion geins, mpa¥ment of goocwl
charges, geins or losses brom asset salea, reversal of
pnor-year charges and provisson fram ligatron or
Insurance setismens

SAP lzvoer Cradit Rating

A Standard & Poor's lssuer Creds Reung is & curram
opinion of an obligor's overall inanciel capacey {its
eradnworthinesal o pay ns finencial chligatons Thia
opimon focises on the obligor's capacity and willngness
to mest as inancial commitments s they come dus k
dpes not apply 1o any spacific financial obbgation, Bs it
doss not take o1to sccount the nature of and provisiona
of the obhgonon its standing inbankruptey or kquidation,
wtetutory preferances, or the legelity end anforcesbdty
of the obligauon In addition, & doas not take mo
wocount the creditworthiness of the gusranters, insurers,
ur othar forms o cradn anhancement on the obligeton
The lssusr Credit Reting ws not & racommendsnon
purchasa, sefl, or hold » fmancial obligaton wsusd by m
obligor, a3 it doss not comment on market prce or
suitabulty for & particulor investor Issuer Crade Ratngs
are basad on current infprmation furneshed by obligors or
obtamned by Stendard & Poor s from other sources &
consedars rehablo Standard & Foor 8 doas not perform
an audit m connacban with any lssuer Credt Raung and
may. on occaswon, raly on unaudited Snancial

infornsation {ssusr Cradn Retings muy be changed,
suspended, or withdrswn as s result of changes i, or
unavailabilty of, such miormation, or basad on other
ENCUMSISRCes

Exchange Type

ASE - Amencan Stock Exchenge, NNM - Nesdag
Neuonal Market; NSC - Nasdag SmeBCap, NYSE - New
York Stock Exchenge, B2 - OTC Bulletin Board, OT -
Dver-tha Counter; TD - Taronto Stock Exchange

S&P Egolty Rassarch Services

Standard & Poor's Eguity Resanich Savicas U S
includes Stondard & Poor’s Investmant Advisory
Ssrvcos LLC, Standard & Poor's Equity Research
Sarvices Ewrope meludes Standard & Poor s LLC London
and Standerd & Poor's AB (Sweden), Standard & Paor's
Equity Ressarch Services Ane meludes Standard &
Poor ¢ LLC 5 offices in Hong Kong, Singopors snd Tokyo,
Standerd & Poor's Maleysse Sdn Bhd, and Standard &
Poor 2 Informatron $ervices {Australis} Pry Lrd

Source S&P
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SAPChkal Distribastlan Inconmstancies betwean the Engksh and Japansse

Inthe LS As of Sepromber 30, 2008, reseerch analysta
at Standard & Poor & Equity Resssrch Serwcas U S hava
recommended 339% of ;ssusrs with buy
rmcommandatons, 58 6% with hold racommandatons
and 9.5% with sefl recommandations

I Eurapa- A3 of Septembar 30, 2008, esearch snalysts
at Standard & Poor's Equry Research Ssrvices Europe
have recommendad 43.8% of sssuers with buy
recommendanons, 40 5% with hold recommendations
ant 15 7% with sell recommandabons

In Asla: Ag ol Ssptamber 30, 2006, resasrch analyss at
Standerd & Poor's Equity Rusearch Servicas Az have
racommanded 31.2% of rssuars with buy
recommendahons, 59 5% with hold recommandations
and 92% with ssll recommandanons

Blshatly: As of Septamber 30, 2008, rasasrch anglysts at
Standard & Poor's Equay Rassarch Services globally
have racommended 34 7% of issusrs with bay
recommsndetons, 55 2% weh hold recommand suons
and 10 1% with sall recommandenons

k& S-STARS (Streag Boy) Total retum is
axpectad to outperiorm the mea! return of a ralavant
benchmark, by s wida margn over the commyg 12
maonths, with shares nging m pnce on an absoluts basis

Jrdrdrde 4 S-STARS [Boy} Total retum ws axpected to
outpertorm tha total retum of o relevant benchmark over
the comng 12 months, with sharss rsing m price on an
abaolists bazis.

Ardrdr ok » 3STARE {Hel) Toual return is expected to
closaly approxamets tha totol retum of & relevont
benchmark over the commg 12 months, with shares
gonsrally nsing in pnce on an absolute basis

Wk ik & 2STARS (Sal) Totel retum 12 sxpacted 1o
underperform the total retumn of a relavant banchmark
over the coming 12 months, and the shere pnce not
antcipated to show a gam.

% & & A 3-STAR (Stroxy Sefl} Total return 13
axpected 1o nderparforns the total recur of & nslevant
banchmerk by 8 wide margin cver the coming 12 months,
with shares fallmg in price on an sbsaluts bexe

Balevten benckmarix inthe US the ralevant
benchmark 1s the S&P 500 \ndax, n Eurvpe and in Asia,
the relevant banchmarks sra ganerally the S&P Europe
350 lndex and the S&P Ana 50 Indax

For All Regiens: All of the viaws sxprassad m this
ressarch report accuratsly raflect the ressarch analyst's
personal waws regardmp any and all of the sulyect
spcuntias or issuers. No part of analyst compansaton
Wwas, 15, or wall be directly or mdirsctly, relsted to the
spocilic recommendatians or views axpressad i thee
rassarch report.

This report has baen prapared and issusd by Standard &
Paor's and/or one of ts aifiliates. In the Uned Stams.
reswarch rports are prapaned by Standard & Poor's
Investmapnt Advisory Services LLE ['SPIAST Inthe
Unsted States, research reports are issusd by Standard
& Poor's{"S&P7, in the United Kingdom by Standard &
Poor's LLC (SAP LLG"), wivch s authorizad and
regulated by the Finencial Senvices Authonty, m Hang
Kang by Standand & Poor s LLC which s reguiatod by the
Hong Kong Sscurtas Futuras Commssion, in Singapore
by Standard & Poor’s LLC, whech 1s ragulated by the
Monotary Authority of Singapare, m Japen by Standard
& Poor's LLC, which 1s requiated by the Xants Anancisl
Bursau, in Sweden by Standard & Poor 3 AB ['S&P AB"),
m Malsyais by Standord & Poor's Malayss Sdn Bhd
('S&PM'T wiuch is requisted by the Secunties
Commassion snd m Australia by Standard & Poor 8
Informauon Sarvices lAustralie) Pty Ltd "SPIST which s
ragulated by the Australisn Secuntres & knvostmants
Commzsion, and mn Koras by SPIAS, which s slso
registorad in Kores 2z & cross-border mvastment
adyisory company

Tha raseerch and analytcel sorices parformad by
SPIAS, SAP L1C, SAP AB, SAPM, and 5715 are sach
conducted separataly from eny other anslyncal acny
of Standard & Foor's

Standard & Poor's of an olfilints may hcanse certem
molisctual property ar provsde pecing or ather services
10, or othavwese have a financus! (isrest in, cortam
issusrs of sacuntes, inchuding exchange traded funds
whoss nvasteant objective i to substantielly replicats
the retvms of o propnatary Standard & Poor's index,
stch aa the SAP 500 In cazes whae Standerd & Poor’s
or an afhkate « paid fees that sre Yied to the anount of
Basats tihof 5ns (nvested m the fond or the volume of
trading actwity i tha tund, savastment m the fund will
genarally result in Standard & Poor's or an affihals
sarnmyg compansation in addmon to the subscnpuon
faas or other compansation for services rendered by
Standerd & Foor's A refarence to a particular
iwastmant or sacunty by Stendard & Poor s snd one of
oy affiimtes o nol ¢ mcommendston to buy, ssil or hold
such invastmant or sacurtty, nor 1s it conmderad w be
investemat advice

SAP and/or one of 3 affkates has periormad sarvices
for end recaived compansaton from tis company dunng
the past twelve months

This matarial is basad upon siormabon that we conssder
to ba reliable, but netther S&P nor ita affiliates warmant
R completaness, aceuracy or adaquacy and it should

varmon of 8 rapaort, the Enghsh version prevaids Netther
SAP LLE nor S&P guerantass the accurscy of the
transiation Assumpions, openions snd sstimatas
constrtute our judgment as of the data of this matenal
and ars subject tn change without nobcs Nather S&P
nor its affates ore responssble for any errors ar
omissions or for results oiwsined from the uss of tus
informanon Past parformance 1 not nacassanly
indicatnve of fiture results.

This matanal i not stendad as an offer or sohictation for
tha purchase or sole of any sacunty or other financial
instrument. Sscuroes, imancaal instruments or
stratagias mentipned haram may not be sunable for ell
Investors Any oprmeons exprossed harein are given m
goad fexh, are subject to change without notice, and are
pnly comect o8 of the statad date of thair issus Prces,
waluss, of incoms from any secunting or MVeastmants
mentioned i thes raport may fall against the interasts of
the wvestor and the investor mey gat back less than the
smount ivested Whers en investmeant s descrnbad as
baung likaly to yisld meoma, plesss note thet the amount
of income that the investor will recews from such an
IweEment may uctuste Whets sn jnvastment o
secunty 18 denomsnated in a difsrent curroncy to the
mvastor's currency of referance, changas in etes of
sxchange may have an adverss aifact on the volus, price
or meoms of or from that ewestment to the mvastor The
information contginad i this report doas not consituts
adwce on the tax eonsaquances of makng eny perticular
investment dacrson. Tins matsnal doss not teke mto
account your parbcular investment pbyectives, financial
sfustions or needs and 13 not intandad as »
racommandaton of parocular sacurmues, financisl
Instrumants of strategies to you Befors actmg an sny
racommandaton |n tus matenal, you should consder
whather it 15 susabls for your parteular circumsinnces
and, £ nocessary, sesk profassions! sdvice

Forrosidents of tha UK this raport is only drected at
and should only be relbed on by peraons gutside of the
Umwtad Kingdom or parsans who ara insrde the Unrted
Kingdom and who have profassional xpenance in
matters nHatmy to iInvestments of who are high not
worth psrsons, ps defmed 1n Arvcle 155) or Arvcle 4912)
{a) to {d) of the Financia! Sernces and Merkets Act 2000
[Financial Prosnotion) Order 2001, raspsctvely

For rasidents of Malayzia, all quenas in relstion Lo this
raport should by referrad to Alaxsnder Cina Lae Lang
Hoa, or Cleng Weh Tam

This mvastmant snalyzis was prepared from the
followsng sources. S&P MarketScops, S&P Compustat,
SAP Industry Reports, VB/E/S international, Ine,
Standsrd & Poar's, 55 Watar St, New Yaork, NY 10041
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Union Pacific Corp &POOR’S
S&P Becommendation FYRIT) Price 12-Mo Tarpet Price Investment Styls
EmEEGE o T~ pomrm
GICS Sector Industnals Comment Linton Pacihc operstes the largest U S rafroad, wath over 32,000 miles of rad
Sab-Indostry Raliroads senang the westem two-thwds of the country
4 AR L ’l‘r . . R R
52-Wk Range mre-n S&P Cpev EPS 2006E K2 P/E on S&P Oper £PS 2006E 184 Drwdend Rata/Share $1.20
Trading 12-Month EPS 823 . S&P Oper EPS 2007E 838 Common Shares Qutstg (M) 2087  Yiald {%) 1.2
Traing 12-Month P/E 178 S&P Cora EPS 2008 537 Market Caprtalizstion(B) £2480 Bata 0.69
$10K Investad 5¥rs Ago  $97.507 S&P Core EPS 2007 in Insttutional Ownership (%) [ ] SA&P Cradit Rating BBB

0WonkMov Avg  10-Weak Mov Avg - - GAAP Esmings ve Provious Year Valume Alcve Avg il 5TARE
: 12-Mo Target Prce == Rolaive Srengh — & Up ¥ Down P> No Chongo -

— - - = Dur nisk assassmont reflocts UNP's exposure to
iy . aconamic cycles, ragulabons, labor and fuel
costs, coupled with segnificant captal
expenditura roquremants, and challenges m
mantainmg system fludity, olfset by the
compeny's mstoncally posiwve cash flow
generabion and moderate financial leverage

. SAP Owality Banking B
; [oTcTeTe N ~Taln]
H Balative Strength Aank MODERATE
l L. | _I
" LIWEST = 1 HIGIEST = 89

e —
IIA“JJABOHDIJTI‘A"JJASOND' I'HAH-JA!OHDIJF"
2003 2004 2005 2006 2007

Optons CBOE. Pa

Analysis prapared by Kewin Kirkeby on October 23, 2006, when the stock traded st$ 5114

e 20 o
e s A m m m -
» Wo see revenue growth slnwmq to 7% n 2007, » Gmn our azplcmum for slowmg volume 2005 3152 3344 3461 367 13578
followmg an antbcpatad 16% nise in 2006, as growth and hmited pncing gams, wa view cur- 2004 2893 3029 3076 3217 12215
fewer customer contracts are up for renawal rant valuatons as far For the panod 2007-2012, a3 2736 289 295 2965 11551
and fuel surcharges stabikza We expact tha in- wo farecast compound annual revonue and 0020 29%7 314 3199 31n 1249
termodal and agncultural segments to ba the EPS growth to slow to 3 7% and 8 0%, respec- 200 2843 2998 306 3006 11973
pnmasy cantributors o volume gams in 2007, tivoly Among the drivars are expansian i inter-
while mtrastructure constramnts n the Pawdar nahonal trade with Asia and 1n NAFTA and a Earungs Per Shar §}
Rwvar Basin are expactad to kmit growth n coat shiitng at long-haul volumes from trucking 2008 115 143 158 EI54 E582
In July, UNP snnounced gt was considenng 8 companies to ths rairoads 2005 048 088 138 110 385
15% increase o its capnal spending program 2004 063 060 077 030 230
for 2007 to accelerata capacity expansions » Rrsks 1o our opmion end target prce include 203 0 110 121 128 407
wosker than expacted economic growth, ca- 200 0 15 1 141 505
» Wa expect opersting margins to nse to about pacRy constraints in parts of the rail network, a 2‘ n:"’:“ . :':5 14 108 Y an
18% in 2008, on pncmng gains, net af fuel costs, rapid ncranse in fusl pces that laads to stow- Myaar o uurisgs ripon expactsd M
along with improved assat ubkzation and efforts erthan anucipated cost recovery, wage pres- e ey g Eameqt,
to shed low-margmn businasses For 2007, we suras, and unusually severa waather
8a0 8 modest widsnmng of margms, comng
largely from service mprovements. Wa also » Qur relstive valuation modal suggests a for- Satton : ool
sea the effactive tax rato retummg to a more werd pnce 10 salas multiple ot about 1 4X, ra- Amoamt Data ExDv Sika! Poyoent
histoncal level of 37 5% m both years, up from flacting the currant stege ot economic and sec- L) Decl  Date  Record Date
the unusually low 28 6% in tor expansion, and a value ot $31 Qur discoum- 0300 /3 0306 0V 04/0/08
8d cash flow model, which assumas an 8% 0300 0504 0526 0531 07/068/08
» We forocest 2006 oparatng EPS of $5 62, up weightad average cost of capsal and a 3% ter- 0300 0Nzl 0N 0831 1VRA6
64% from adpusted opereting EPS of $3421n minal growth rate, asbmates an intrmsic value 0300 B 178 11730 017
2005 We astimate a 13% mcraase m 2007, to of $108 Bending these models, we armve at our Drvedpncs hove bewn pasf smce T30 Source Compemy raports
$6.36 Qur 2006 S&P Cors EPS of 35 37 reflects 12-month target price of $99

adustmants to remove gains on asset sales
and insurance racovenes

Please road the Bogquired Disclosares and Anslyst Cestification an the last page of tins report
Radatnbubion or reproducton & prolsbated without wtten purmesson. Copynght ©2008 The McGrew Hi Compames, ke
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CORPORATE QVERVIEW We bakeve Union Pacific, operating the largest U S radrosd. wall focus on m-
proving senacae levels, system Huidity, and removing bottienecks, challenges which we baliave hampered
1ts results m 2004 and 2005 UNP's system spans about 33,000 miles, imking Pacitic Coast and Gult Coast
ports 10 mdwastam and aastern gataways, and schadules are coordinated with other camers

MARKET PROFILE We balieve UNP's mtermoda) business, representng 19% of 2005 revenus, should be
UNP's fastest growing segment longer tarm, driven by nsing intemational trade and the outsourcing of
manuiactunng to Asia However, weak serwice and tmalmess levels in 2004 and 2005 hampared fts abilty
to effectvaly compete wath other railroad and trucking companies, n our view Industnal products, sons-
tve to GDP trends, provded 22% of fraight revenues in 2005, and mcluded building products, metsis and
minerals Energy, which we beligve 15 UNP's most profitable sagment, accountad for 20% of 2005 freight
ravenuas UNP iz & major transporter of low-sulfur coal, with 67% of ts enargy traffic consisting of coal
ongmating o the Powder Aver Bagin of Wyommng and Montana, pnmanly dekvered 1o power utiliies We
believe chemicals, agncultural products and automotive, representmg 14%, 15% and 10% of 2005 fraight
revenues, raspectively, all faca low long-term voluma growth prospects

COMPETITIVE LANDSCAPE The U S rail industry has an aligopoly-lika structure, with ovar 80% of rev-
enues generatad by the four largest radroads UNP and Burlington Northem Santa Fa Corp operating on
the West Coast, and CSX Corp and Norfolk Southam Corp opereting on tha East Coast. Radroads simulta-
neously competa for customers while coopsrating by shanng assets, interfacing systems, and completmg
customer movements Kay supphers includs locomotive and ral equnpment manufacturers, tuel suppliers,
and labor UNP s employees, about B5% of whom are unionzed, enjoy above national &verage compense-
tion due to their signiicant bargaining powsr

Wa behave the market powsr of UNP's cusiomers vanes; large freight ntegrators and sutomotive, coal
and utiity companiss may exert significant power, white smallar customers wsth bmited akternatves are
often pnca takers Railroads compete with trucking, shippmg, and pipeline transportaton Red rates are
ganerally lower than trucking rates, as service is slower and less fleble than truckng, which provides
most US transportation We bebeve the nsing price of fuel incresses the cost sttractiveness of rmiroads
over less fuel-afficiont trucking, which should help support UNP's pneing and volumas over the next fve
yoors Howsver, we think intermadal freight servica levels must improve to gain market share from tuck-
mg

FINANCIAL TRENDS Wa conmder radroads a mature ndustry, and expect 2 8% annusized U § ral ton-
nage growth from 2004 to 2020 Wa balieva UNP has below industry average growth opportunities due to
our view of its infenor service ofienng in stermodal transporiation and the physical capsacity constramis
of rts reil network, which requires incrassed mvastment to support volume growth Over the past e
yaers, UNP's wemmodsi volumes heve grown st a compound annuel rate of [ 9%, and totaf carlonds have
grown 1 0%, both at lass than hatt the pace ol 5 closest competiior We calculate that return on nvested
cepital {(ROIC) has over the past 10 years averaged 5 4% at UNP. versus 6 7% for the mdustry We sea im-
proving service levels and fresght pncing helpmg ROIC to nse from 5 4% in 2004 and 5 6% in 2005 10 7 7% m
and 8 4% 1n 2007 However, wa expact UNP's ROIC to remain below average for the industry, only
modestly surpassing its estmated B 0% cost of capnal in 2007 and 2008

Investor Contact
M S Jones (402-544-6111)

Ofhce
1400 Douglas St, Omeha, NE 68179-1001

Talephone
402-544-5000

Fax
402-271-8408

Website
http /www up com

Officers

Chrma SVP & General
RK Dawndson Connsel

J M Hemmer
Pres & CEO
J R Young SVP&CID

L Tanmison
EWP&CH
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Board of Directors
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R X Dawdson
E B. Davis, Jr
T J Danohue
A W Dunham
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C C Krulak
M McConnell
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Domicile
Utah

Employses
49,747
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Df the total 15 companies followang UNP. 14 analysts curmantly publish recommandatons

No of Ratngs  %ociTotal 1Mo Pnor 3Mos Pnor

Buy 3 21 3 3
Buy/Hold 3 21 3 3
Hold 8 57 8 8
Woak Hold ] g9 0 0
Sell 0 0 0 0
No Opmion a 0 0 0

q 100 " 4

Estinstos 2008 === 2008 -+ 2007 === ®

2005 Actual £3 85
]
eeEmATeRapsESt TN AR EEs se e n
s - .- J———1 L i
Ll
4 - - e
————e—

2803 2008
Fiscal Yaars Avg Est. High Ext Low Est #of Est Est PJE
2007 668 710 620 14 138
2008 570 578 5682 12 161
2007 wa. 2006 A 1% A 2% A10% ATT% v 1a%
a4’ 188 150 158 5 5t
Qd4'08 158 185 147 13 £30
ool vs Q4'08 A 15% A% AT% ¥ -52% 1%

A company 3 sarmegs cutiook pleye & mapr pirt 3 sey nysstment decmon Standerd & Poor's orgenzes i sameges sstmatas ol aver 250
‘uw.hlsnllillnlm and prowdes ther comsnsis of sarmge over tha Nt two yaers Tha gtaph shows the trand m analyst sstmetss ovar
post TS montha.

;e

ek

Argus Research Corp
BBAT Caprtal Markets
SMO Nesbnt Burns

Banc of Amenca Secuntes Lic
Baar Stearns & Co

Cradn Suisse Furst Baston
Dawutsche Bank

JP Morgan Secuntes
Lehman Brothers, Inc
Memill Lynch Ressarch
Smth Bamay

Stifel Nicolaus & Co

Tajss Secuntias Group, In¢
UBS Warburg

For fiscal year 2006, analysts esthmate that NP
will eam $5 70 For the 3rd quarter of fiscal year
2006, UNP announced eamings per shara of $1 54,
reprasenting 27% of the total annual estmate For
hiscal yaar 2007, analysts ssimate that UNP's
earnings per share will grow by 17% to $6 68

Source SAPJ/B/ESS tntarnsbonsl, Inc
Redainbuncn or reprdcbon o probubsted withoot wittan permesaign Copyngit £:2005 The McGsew W4 Compeses.inc

T Mo Grawe Hill cominenas
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STANDARD
SPOOR'S

Inthe ILE_ As of Septarmbar 30, 2008, research analysta
atStandard & Poar s Equity Resesrch Ssraces US have
recommandad 33.9% of 1ssusrs wath buy
raeommandetcns, 58.8% wiah hold racommandations
and 95% with sall mcommendations

la Eurapa: As of Septombar 30, 2008, research analysts
atStanderd & Poor's Equey Rassarch Senvces Europs
heve recommandsd 43.5% cf issuors wath buy
racommendanons, 40 5% with hold recommendztions
and 15 7% with 3sil mcommendations

I Asla: As of Septambar 30, 2008, resssr:h analysts st
Standard & Poor’s Equty Research Services Asia heve
recomreendod 31.2% of rssuers with buy
recommendanons, 55.5% with hold recommendetons
and 92% with asfl recommendenons

Globally As of Septessber 30, 2008, research analysts at
Standard & Poor s Equity Resasrch Swrvicas globally
have recommanded 34 7% of 1ssusrs with buy
recommendetons, 55 2% with hold recommandanons
ond 10 1% wath sall recommandstions

%A dri A 5-STARS [Sweog Boy) Total retumn 1s
sxpected 1o cutperform the total resum of » refsvant
benchmark, by & wide mergin over the commg 12
months, with shares nsng in pncs on an absolute bans

*kdk* S-BTARS (Buy) Totsl return s expectad to
outparform the total retum of e relevant banchmark over
the coming t2 mamhs. with charas nsmg m pnce on an
absolute bams

rdc i # % 3-STARS [HoM) Total retumn ;3 sxpected 10
closaly approuamate the totel rotum of a relevant
banchmark over the coming 12 months, with shares
generally nsmg i pnce on an sbsoline basw

s % % & 2STARS (Sall} Total ratumn iz expactad to
undsrperform the total retum of @ ralevant banchmark
over the comenp 12 months, and the share pnce not
anticipatad to show s gain.

9 dr e % 1-STAR (Streng Sall) Totel return s
sxpectad to undarportorm tha total retum of a relsvent
benchmark by a wide margin aver the comung 12 months,
with shares falling 1n pnee on an sbsokite baxis

Relevant beochmarks; Inthe US the melsvant
benchmark ia tha S&P 500 Indwx, m Europa and m Asta,
the relsvant banchmarks are ganesally the S&P Europs
350 Index ond the SAP Asis 50 index

For All Raglens: All of the views expressed in this
research report accurately reflact the ressarch anslyst's
persona! wews regarding any and i) of the subysct
sscunbes or issuers No part of snslyst compansaton
was, 15, or will by dwectly or ndirectly, related to the
spacdic racommendations or views exprasaad m thes
rasearch report,

Addiioxal icfsrmatien Iuvfhll HpOR requsst

[Other Disclostres: v~ ohpage |

Tius report hes been prepared end issund by Standan] &
Poor’s and/or one of its affliztes. Inthe Unted States,
research reports are prepared by Standard & Poor's
Invastrapnt Advisary Serwces LLC "SPIAST) Inthe
Untad States, research reports are ssued by Standerd
& Poor's ("SAP7, in the Unitsd Kingdom by Standerd &
Poor s {LC {S&F L1CY, which 1s authonzad and
regulated by the Financial Serwices Aihomy; m Hong
Kong by Standard & Poor 5 LLE which 1s regulated by tha
Hong Kong Securtes Futures Commessaan, in Simgapore
by Standard & Poar's LLE, whech 15 reguiatad by the
Monetery Authonty of Smpepors, i Japan by Stsndard
& Poar's LLC, which 1s reguisted by the Kanto Financial
Bureau. in Sweden by Standard & Poor = AB "S&P AB"),
m Malzyswa by Standard & Poor 3 Malaysie Sdn Bhd
I"S&PM" winch i reguisted by the Secumtms
Commszon and m Australia by Standard & Poor 8
Informatson Sarnices {Austrake) Pty Ltd ("SPIST which is
rugulsted by the Australien Securmes & brvestments
Commussion, end 10 Kores by SPIAS, wineh is also
rugistered in Kores as a cross bordar nvestment
advizory company

The ressarch and analytical ssrvices performed by
SPIAS, SOP LLC, 58P AB, S&PM. and SPIS ara sach
conducted separetsly from any ather analybce! actvity
of Smndard & Poor'e.

Standard & Poor 2 or an effilite mey Licensa cetain
umefisctusl propesty or provide pncng or other sorvices
to, or otharwise have a financial mterest in, COTAN
nsuers of securtins, including exchangs-traded funds
whose Investment objectve 18 to substantally rephicate
the rstumns of 8 mopnetary Standerd & Poor s mdex,
such asthe S5&P S00 In cases where Stendard & Poor s
of an athlista 1s paud fees that are ned to the smoung of
assats that are ivested m tha fund or the volume ot
tradng actwity in the tund, investment inthe fund wal
gensrally rasult m Standard & Poor 3 or an affiliete
aarmng compensstion m Addion to the subsenpbon
fues or other compansatian for senacas randered by
Standard & Poor's A refarence to & porticuisr
tvestment or sacumy by Standerd & Poor’s and one of
s affhatas 13 not o recommandation to buy, sell, or hold
such investment or secumy. nor 1 it considered o ba
Invastamnt advice

S&P snd/or one of xs affiliates has perlamed sarvices
for snd recened companzation from this company during
the past twelve months

Tius rastarial is based upon mformabon that we consxder
o bo relmbla, but nesther SAP nor s allilistes wamant
ts completaness. accurscy or adequacy and it should

not be rebad upon as such With respect to reports
1stund by S&P LLC-Japan and 1n the tass &1
inconmstenciss batwesn the Enghsh snd Japansse
varsion of 8 report, the English varsion praveils Nether
S&P LLC nor SAP guarantess the accuracy of the
transistion. Assumpbons, OpNIons BRd sstumatss
constiute our judgmant as of the dety of this matenal
snd are subjsct to change wethout nonce Nerther S&P
nor its ofiikates are responsbie for any emars or
onussions or for results obteined from the usa of this
mformanon Past performancs Is not necessanly
inchcateve of future results.

Thes matanal is notmtended s an offer or solicitation for
the purchase cr sale of any sacunty or gther financial
mstrument. Secuntis, financiasl mstrumants or
stratagres mantionsd harem mey not be sutabla for fl
invastors Any opincons exprasssd hersmn ars gven m
good farth, are subjsctto chenge without notice, and ers
only corract as of the statad dete of their issus Prices,
valuss, or INcoma from sny SSCuMUSs or Myestmanta
mantionad iy tus report may fall agemnst the marasts of
the swestor and the investor may get back less thon the
amount invastad Where an mvestmant ws dascribed as
bmng hikaly to yeld mcome, pleass Note that the emount
of mcome that the investor will raceive from such an
mnvestment may fluctuste Whare an inwvestmant or
sacunty 18 denommated in a differomt currency to the
mvestor $ curmancy of refarencs, changes o retes af
sxchange may hive an advarss sifect on the valus, pnce
or ncome of or fronathat inveswment to the investor The
wrformation contmunsd in ths repoit does not constilte
advice on the mx conssquancas of making sny parucular
mvestment decision Thes matensl does not take into
sccount your particular investment abyectves, financaal
suetions or needs and 13 not mtandad o3 0
recommendstion of particular secuntas, linancal
ISIIUMANTY or stratagma to you Before acong onany
recommandation i thss metenol, you should consider
whaether & 15 sutable for your pertculer circumstences
and d necessary, seek profezsional ndvice

For ressdomsg of the UK this report o only diracted st
and should only be relind on by persons outzids of the
Unitad Kngdom or parsons who ere msids the Unted
Kingdom and who have professionsl axpanence m
mattecs reisting to mvestments or who sre gh net
worth persons, as delined in Articie 18{5) or Arcis 49(2)
il to{d) of the Financial Ssrvices and Markets Act 2000
[Financis! Promouion) Order 2001, reapectvely

For residumes of Meisysia, all quenes m relation to thes
raport shoujd ba raferred to Alaxsnder Cins, Lse Lang
Hoae, or Chng Wah Tam

Tius investmant anaiysis was preparad from the
followshg sources SAP MarketScope, SAP Compustat,
S&P Industry Reports, VB/E/S international, Inc ,
Standard & Poor's, 55 Watar St, New York, NY 10041
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Net Cash Received and Distributed To Long-Term Debt Holders

1 Net Cash to Debt Holders (Excluding Interest)
a  Pnnctpal Pavments on Long-Term Debt
b  Procceds From Issuance of Long-Term Debt
¢ Net Cash Distributed to Long-Term Debt Holders 2/

Item
()

1/ Sum of Columns (2) to (5)
2/ Lme la-Linc 1b

Source Ratlroad SEC Forms 10-K

{millions of dolary)

2003 204 2005 2006
(2) &1] C))] 5

$3.384 $1,777 $3.335 $2,009
$2 174 $1.574 S1L038  $771
$1210  $201 $2297 $123%

Exlubit No 14
Page 1 of 1

Cumulative
Net Cash

Distributed 1/

Q]

$10,508
35 557
34948
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UBS Investment Research, When Pigs Fly liI:
Silk Purses from Sow’s Ears, dated April 18, 2006



Fratotietind Sl et |

&% UBS oD Uy Researeh .

Amancas
T s 1= T —— - - 1_. ; = . -
UBS Investment Research.. . .- . " ' |Raircas [
Railroads Sactor Comment -
. 18 April 2006
When Pigs Fly 111: Silk Purses from Sow's b confneestmenkesearc
Ears Rick Paterson
Analyst
B Sector ROIC one quarter away from WACC nck paterson@ubs com
Our last mstaliment of "Pigs™ was on January 5th, at which ume we were +1-212-713 7944
forecasting the sector eaming its cost of capital in Q4/06 (on a four-quarter trailing Fadi Chamoun. CFA
basis) Following a strong Q4 earnings season and some recent earnings upgrades, 'Anﬂﬁl
we now expect the sector to earn 1ts WACC in the second quarter of this year It's fadi @ubs com
also concervable that 1t happens in Q1 1f some big upside surprises materialize +1416.350 4855
B CN and BN across the line; NS and CP closing in Kevin Crissey
The exact WACC of these companies 15 debatable, and the closest thmg we can Analyst
find to a consensus among CFOs and investors 1= about 9 5%, hence that's the kevin cnssey@ubs com
benchmark we're using Under our definition of ROIC (see page 2), CN and BN +1-212-713 3562
boath clearly earn their cost of capital (11.9% for both) and CP (Q1/06E 9 3%) and Elizabeth Mielke
NS (Q1/06E 9 1%) are just about over the line and should earn their WACC 1n Q2 Associate Analyst
B CSX, UP, and KCS the laggards s v
CSX (Q1/06E. 8%) and UP (Q1/06E 6.4%) arc clcarly lagging the other large caps, -
however, we believe CSX's operational recovery 14 underway and UP appears to Stephanie Philiips, CA
be at an inflection potnt where things start getting better, not worse We believe Assacizte Analyst
this may allow these companies to play catch-up at an accelerated rate KCS has stephame pralps@ubs com
the TFM integration to digest, after which we expect ROIC to improve materially +1-416-814 1440
Chart 1: Railroad ROIC (columns) versus WACC {line at 9.5%)
11 8‘ - - - 115%
103% T S m 1038
1 %;I: - 100%
g ol 3}
i 3l
! 0% : 4 2
3% [ § 3%
5% - 5 5%
0% -5 0%

T ¥ T F T T T o T I T T o

Source UBS eshmates This report has been prepared by UBS
Securities LLC
ANALYST CERTIFICATION AND REQUIRED DISCLOSURES BEGIN ON PAGE 3 1

UBS does and seeks to do business with companies covered in s research reports As a result, investors should be aware that the firm may
have a conflict of interest thal could affect the objectivity of this report Investors should consider this report as only a single factor in malang
their investiment deaision
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Invested Capital
Defined as net debt {interest bearing debt less cash) plus shareholders® equity
Table 1: Invested Capital, Q1/08E-Q4/0TE

Raliroad Q1i0eE Q2I06E QaI0GE QuI06E atiore Q2I07E QUO7E QUO7E
R i K A & mfrss NI LR 421,985

Bustgton Northem 16,746 3703 16,952 16,080 17479 17174
(CSXEY ST, R TSR O Sy | wmm
Norfok Southem 15684 15,706 15,907 18074 16,228 1556 15971
Canadian Nabona 12,387 12578 12,663 12729 12,624 12,750 12,840 129%
FCaRian Pact LR .m ety AR RN T O o e, PO L IR
Total 88,627 £0,080 2047 91,020 90,773 91,14 91,048

Source UBS estanates

Return on Invested Capital

Post-tax EBIT (using flat 35% rate) divided by invested caputal
Table 2: Retum on Invested Capital, Q1/08E-Q4/0TE

Reliroad QtioeE Q2I06E QU0E QA06E QUOTE QTE QUOTE QUITE
125% 129% 132% 136% 137% 1% 4% UI%
'fﬂ*--f%’ W'ﬂ'ﬂﬂ SRR PO mw:a

Norfok Southem 9 1% 101% 103% 10 % 10 6% 12%

Canadian Nmond 124% o 2 % B 13 1* 132% 134% 136% 138% 140*
(o P ERMER ¢ o0 ST T E PG TR 10 7 AL 10 4 A 210 SRR 10 TSR 10 £
Source UBS estmates
Sector Weighted Average ROIC
Each railroad’s ROIC muluplied by 1ts percentage of sector invested capital Q2/06 ROIC hats the sector’s WACC

Table 3: Railroad Contribution to Sector ROIC, Q1/06E-Q4/07E

Canadian Nabonal 17% 18%

Coman et (G~ SOOI """wr‘.-r-a % A ov'u"%ﬁ!i" MM'E
Sector ROIC 9.2% 0.T% 10.1% 104% 106% 108% 11.0% 11.3%

Source UBS esbmates

ues 2



Railroads 18 Aprl 2006

m Statement of Risk .

Risks to railroad stocks include economic (volumes and pricing), financial
{debt). event (M&A), and volaule fuel prices There 15 also the nsk of valuation
multiple compression as investors move away from the sector at different stages
of the business cycle

’

m Analyst Certification

Each research analyst primanly responsible for the content of this rescarch
report, 1n whole or 1n part, ccrtifics that with respect to cach secunty or issuer
that the analyst covered in this report: (1) all of the views expressed accurately
reflect hus or her personal views about those securities or 1ssuers; and (2) no part
. of us or her compensanon was, is. or will be, directly or indirectly, related to
the specific recommendations or views expréssed by that research analyst in the
research report

UBS
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Required Disclosures

This report has been prepared by UBS Securmies 1LC, an affihate of UBS AG {UBS).

For mformation on the ways in which UBS manages conflicts and mamtains independence of its rescarch product,
hustorical performance information, and certam 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’' B services’

FSR 15 > 10% above FSR 1s > 10% above

Buy1 the MRA, higher Buy 2 the MRA, lower degree  Buy 39% 35%
degree of predictability of predictability
FSR 1s between -10% FSR 1s between -10%
and 10% of the MRA, and 10% of the MRA,

Neutral 1 hugher degree of Noutral 2 lower degree of Hold/Neutral 50% 33%
predictabihity predictability
FSR 15 > 10% below FSR 15 > 10% below

Reduce 1 the MRA, higher Reduce 2 the MRA, lower degree Sell 1% 27%
degree of prediciability of predictabiiity

1 Percentage of companes under coverage globally within this rating category
2 Percentage of companies within this rating category for which Investment banking (IB) services were prowided within the past

12 months
Source UBS, as of 31 March 2006

KEY DEFINITIONS

1

Foracast Stock Return (FSR) s defined as expecied percentage price appreciation plus gross dwidend yield over the next 12

months

Market Return Assumption (MRA) i1s defined as the one-year local market interest rate plus 5% (a proxy for the equity nsk

premium and not a forecast)

Predictability Leval The pradictability level indicates an analyst's conviction in the FSR A predictability level of '1° means that
the analyst's estmate of FSR 1s in the middle of a narrower, or smaller, range of possibiiiies A predictability level of ‘2" means
that the analyst's esbmate of FSR ts in the middle of a broader., or larger, range of possibilities

Under Review (UR) Stocks may be flagged as UR by the analyst, indicating thal the stock's pnce target andior raling are ~
subject to possible change in the near {erm, usually In response to an event that may affect the investment case or valuation
Rating/Return Divergenca (RRD) This qualifier 1s automatically appended to the rating when stock pnce movement has
caused the pravailing rating to drffer from that which would be assigned according 1o the rating system and will be removed
when there 15 no longer a divergence, erther through market movement or analyst intervention

EXCEPTIONS AND SPECIAL CASES

US Closed-End Fund ratings and definitions are: Buy Higher stability of pnnapal and higher stability of divwidends, Neutral
Potential loss of pnnaipal, stability of dividend, Reduce High patential for loss of pnncipal and dwidend 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): Excaptions 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 aresult, 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 excephions apply. they will be identified in the Companies Mentioned table in the relevant research piece

ues 4
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Companies mentioned
Company Name Reuters Rating Price Price date/time
Burlington Northern™ BNIN Neutral 2 US$83 39 14 Apr 2006 19 36 EDT
Canadian National**" CNRTO Buy 2 C$53 19 14 Apr 2006 19 36 EDT
Canadian Pacific*® CPTO Buy 2 (RRD) C$6173 14 Apr 2006 19 36 EDT
CSX Corp,24b6.7.18.25 CSXN Buy 2 (RRD) USS65 05 14 Apr 2006 19 36 EDT
Kansas City Southern'* KSU N Buy 2 US$23 85 14 Apr 2006 19 36 EDT
Norfolk Southern* NSCN Buy 2 US$53 84 14 Apr 2006 19 36 EDT
Union Paclfic Corp. ™" UNP N Neutral 2 (RRD) US$9352 14 Apr 2006 19 36 EDT

Source UBS EDT Eastern daylight time

2a

2b

4a

4b

13

18
25

UBS AG, tts affiliates or subsidianes has acted as manager/oo-manager in the underwnting or placement of secunties of
this company or one of its affiliates within the past three years

UBS AG, lis affiiates or subsidianes has acted as manager/co-manager in the underwriting or placement of secunties of
this company or one of its affiiates within the past five years

Within the past three years, UBS Secuntes Canada Inc or an affiliate has received compensation for investment banking

services from this company/entiy

Wiithin the past 12 months, UBS AG, Its affiliates or subsidianes has received compensation for investment banking

services from this company/entity

Thus company 15, or wathin the past 12 months has been, a cient of UBS Secunties LLC, and non-investment banlang
securities-related services are being, or have been, provided

Within the past 12 months, UBS Secunties LLC has recerved compensation for producis and services other than

mvestment banking services from this company

UBS AG, its affiliates or subsidianes beneficially owned 1% or more of a class of this company s common equity
securthes as of last month’s end (or the pnor month's end If this report 1s dated less than 10 days after the most recent

month s end)

UBS Secunties LLC makes a market in the secunties and/or ADRs of this company

UBS AG, its affihates or subsidianes held other signficant financial interests in this company/entity as of last month's end
{or the pnor month's end if this report 1s dated less than 10 working days after the most recent month's end)

Unless otherwise indicated, please refer 1o the Valuation and Risk sections within the body of this report.

UBS §
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Global Disclaimer

This report has been pregared by UBS Secunbas LLC or an affilxie thereo! {"UBS?) In certain countnes UBS AG w3 roforad to as UBS SA

This rapert 13 for distnbubon oty under Buch CIrcumsiances &3 may ba parmittad by apphicable law R has no regard 1o the specdc mwvestment cyechves, finanaal stuabon or partcular neads
of any spacric mcuent R 1s pubkshed scisty for nfoarmabonal purpossas and Is not ia ba consiruad s a solciabon o an offer 10 buy or Sell ey secuntes or rolatod Gnancal ingtruments No
rapresentabon or wamanty, sither xpress or amphad, & prowded in relabon o the accuracy complsianess or ralisbdly of he formation contaned haren, ecapt with reapect to Infrmaton
concaming UBS AG, s subsiianas and affilates, nor 3 1L inlended to be a complels sia‘ement or summary of the secuntos, markals or developmonts refermad Lo in the report. The repon
should not be regarded by recpeents &3 3 substitute for the exercise of ther own judgemant. Any opimona expmssed m tha report are subject 10 changs without nokca snd may differ or ba
mhmﬂnmhywubum-llnuugnuudlmuamuldwngmhmmnplmmdulm mnmllmmubm:nmm
sssumpuons  Different sssumpbons could resut m maenally d-"erent rosults The snalyatia) responmble for the preparstion of tha report may nieract with trading desk personnel sales
porsonnal and other consbhiusncos for the pumposa of gathenng mm-larqmdmngmmmfemﬁm UBS 5 under no obligabon to updata or keep cumont the infornabon
contaned hersin UBS rabas on informaton bamers (o contral the fiow of miamabon contaned I ond of More sneas wilten UBS wio olher aress wnuls, proups or afShatas of UBS The
compansation of tha analyst who prepared this reporl & detenmuned sxciusively by msearch managament and semwor managament (nof including imestment banking) Analyst compensabon B
not based on mvestment bankng rovenues, however compansation may relats io the revenues of UBS investment Bank as a whole, of which inwasiment banking, sales and tradng sre 3 pan
Tha secunties describad herain may not be sigble for sale m &l judsdiciona or to certan categories of imesiors Oprons, denvatve products and hubures are nat suitable for el mvestors, and
trading n thasa instruments 1s considerad nsky Mortgage and asset-backed secunbes may invoiva a high degree of ngk and may be highly volatie in response to fluctuatons in intanest rates
and other market condions Past parformance 18 not necessanly ndicabve of future esults Foresgn cumoncy ratea of sxchange may adversaly affect the valus, price or incoma of any secunly
of related Instrumeni mentonsd In this report For mvestment aduce trado sxmscution or othar enqunes cien should contact thar local salss representatve Nather UBS ner any of s
afflates. nor any of UBS' or sny of s sfilates, dineclors, employess or agents aocepts sny kebdity for anry ioss o damage ansng out of Ihe use of all or any pan of the report
Information will ba mada availshis upon raquest.

Unitad Kingdom, Swaden and Netharlands Excapt as otherwise spaciied harmn thes mataral is communcatsd by UBS Limutad & subsickary of UBS AG, w0 persons who sre market
couniarparbes or inermediate customerns (a3 deiaded n the FSA Rules) and 18 only inulable i such persons The informabon contaned heran doss nol apply to and should not be roked
uprnby prmata custamers France Hq:-dbleSLmulndusrhuhdhy Lamuted and UBS Secuntes France SA Germany Propared by UBS Limitad Distnbuted by UBS Limited

UBS Deutschiand AG UBS Limited is regulated by FSA. LIBS Deuschiand AG 13 reguisted by Bundesansial fur Fingnzdiensliestungsauscht. Spain Preparnd by UBS Limded and
ummwwsSumuEsuusvanmuduc«nmmm-uumawﬂ Russis mmmmmummmmudm
Cyprus Moscow Limniad Switzeriand Destibuted by UBS AG 1o parsons who are mebiubonal mvasions only Italy Should persons recenang thrs resoarch i Raly requio addional informabon
or wish ko affect ransackons i the rdevant sacuniias, they shoukd contact UBS Ralia SM S p A South Africa msmummmm-ammdhssuuu UBS South
Afnca (Ply} Lmited s an authonsod Financal Services Prowder United States Diainbuted to US persons by adher UBS Securiies LLC or by UBS Finanoial Serwces inc  subsidianas of UBS
AG, o by 8 group lleaIﬂlmdlBSAGm-rammmun.LlshMM {a "non-US afFiate”) to major US irstiubonal mwstors only UBS Securtes LLC or UBS
Financm' Serces Inc accepts responsibilty for the cordent of a report prepired by ancther non-US affliate when disinbuted ta US parsons by UBS Secunbes LLC or LUBS Anandial Senaces
hcNlumﬁubleSwmnnmumummomdnmnpmmuslbocﬂnﬂedlhwmunsmucumsm- Inc and net through 8 non-US affilate
Canada Distnbuted by UBS Secunties Canada inc  a subsudary of UBS AG and a member of the pnncipal Canadian stock exchanges & CIPF A statemend of s knancial conddion and & Est
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nvestment Researc Rating Buy2 |
Norfolk Southern Corp. Unchanged
Price target US$55.00
Hungry Like The Wolf Unchanged
B Notes from the road - New York Price . Usssgr
On March 23 we hosted a day of investor meetings with NS CFO Hank Wolf and RIC NSC N BBG NSCUS
Accounting Director Michael Hostutler Interest and attendance were both high. 26 March 2007
The key overall takcaway was that - despite the stock gomg sideways for a year -
the company belicves 1t 1s well positioned, has a good story to tell, and g‘_::"_" data T
1 ange
management 1s getting out there and marketing the name Rarkot cap US$20 6b
B Re-levering likely but don't look for a big bang Shares ois ¥7m
NS acknowledged the current debt/cap of 41% 15 too low This wll fall to about Froe float %%
39% on May 15 when NS makes a debt payment of $351m At the same time the ::: ::g ﬂ:mm fgg
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, Balence sheet data 12107
helping dnve $1b in annual share buybacks; just over half wath FCI and the rest Sharehoiders’ equity USS10 1bn
with debt PIBY (UBS) 55 21
Not cash 78bn
® Smart use of capital for Heartland Corridor & KCS JV caeh debt) o ’
The Heartland Corndor project will improve capacity, efficiency, and service on Forecast retums
the key intermodal route between Ilhinois and Virginia, helpmg dnve financials Forscast price zppreciation +251%
from 2009 The total cost of the project 1s about $160m with state and federal ::""‘"' m yield +z; g
governments funding almost two-thirds, ensunng a compelling ROIC for NS. The “:' M'“' mlut —— m" 06%
company also remams content with its strategic JV with KCS Forecast excess retum H73%
® Valuation: Buy 2 rating maintained and PT of $65 EPS (UBS, USH)
Our 865 PT (unchanged) 1s based on a forward P/E of 14 5x B %
UBS Cons  Actual
ME o7 o7 072
QE 102 102 083
QE 110 110 102
Highlights {USSm) 12105 1206 120TE 12088 1200 ?;:,’E ;g‘; ; : 0%
Revenues 8472 9407 6,620 10,249 10,816 \ORE 435 5
EBIT (UBS) 2007 2557 2,105 2982 3,258
Net Income (UBS) 1,189 1481 1.5M1 1,694 1,851
EPS (UBS, USY) 288 35 3% 4% 492  Performence {USY) I
Net DPS (UBS, US$)} 043 068 088 106 127 " — - ===
Profitaluiity & Valustion  Syr hist av 12606 12007E 12108E 120096 .
EBIT margin % 202 272 281 21 301 »
ROIC (EBIT} % 149 176 193 210 25 "
EVIEBITDA x 63 75 72 66 62 '
PE (UBS) x 156 138 133 19 108 ' —: -
Not dividend yleld % 13 14 17 20 24 I—!-ln-'-u-l.- .!n alu LR I—’u'..-’m.!-..'

Source, UBS
www ubs com/vestmentresaarch
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companies covered in this report, at no cost to them, where such research 15 avalable Customers can access this independent research at
www ubs comvindependentresearch or may call +1 877-208-5700 to request a copy of this research,
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Current Intermodal Weakness

Management commented on the current intermodal weakness and made the  Falling truck spot rates hurting rail vs.
point that while its corc intermodal partners (JB Hunt, Schneider, and US truck intermodal share

Xpress) continue to drive volumes to NS, some of the freight brokers Iike Hub

Group are reacting to recently reduced fruck rates and channehing business from

rail to truck This 15 hurting all the rails The timing of Chunese New Year could

alwo soften nternational intermodal volumes through the end of Q1, but with

*‘catch up™ likely in the second quarter

There has also been some concerns that CSX 1s taking intermodal market share  No evidence of intermodal share losses
from NS but 1n our view we're not seeing it YTD NS mtermodal volumes arc to C8X

down 1 5% vensus -0 4% for CSX, however. NS 1s lapping a +7.8% intermodal

growth comp 1n Q1/06 whule CSX laps a -2.3% comp Intcrmodal 13 a service

sensitive business and CSX has a lot more work (o do to narrow the service gap

to the point where 11 can lake share

Capacity Remains Tight, Particularly in South

Despute the temporary slowing in traffic levels, the company noted that capacity  Rail demand still exceeds rail supply
— particularly mn its southern region around Atlanta — remains tight Rail demand
still exceeds rail supply

Long Term Sustainable Pricing: 2-3% above CPI

Nortolk Southern aclueved an average price increase of 6% ex-fuel surcharges  Pricing strength likely secular, not
1n 2006, which was in line with the other US rails Some of that was the result of  cyclical

long term contracts rolling over at matcrially higher rates, and these “legacy”

contracts are a umque situation that can’t last forever (we think about 15% of

total NS sales remains under these old deals) In terms of a long term sustainable

rate of pnce growth, once all these one-off deals have been repriced, the

company noted that 2-3% above CPI was probably reasonable Our own view 18

that prnicing will ultimately settle at about 3% annual incrcase in revenue per
load

Operating Ratio Can Go Into the 60s

The company stated that 1t can further 1mprove its operatmg ratio (l-operating  High 608 OR Is poasible, and In our
margin) and an annual improvement of 1% is possible 1 a “decent” economy.  view probable
NS behieves 1t can take the operating ratio down 1nto the ugh 60s, even without

the move from two to one man locomotive crews, We certamly concur and are

modeling a 90 bps improvement 1n 2007 and 100bps/year thereafier through

2010 {to 68.9%). Interestingly, the company also made the pomt that it s

possible - but obviously more difficult — to improve the operating ratio in an

environment of ncgative volume growth and flat revenue growth Exactly the

scenario we expect 1n H1/07. We see a matenal nsk that our 2007 operating

rauo 1s a little opimistic, but over the longer term we maintain high conwvicuon

that NS will deliver an operating ratio that begins with a*'6™

uBs 2
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s Norfolk Southern Corp.

Norfolk Southern operates a freight rail network m the eastern Uruted States It
18 the fourth largest raiiroad in the United States, with 2004 sales of $7 3 billion
Major commodity groups include coal (24% of sales), intermodal contaners and
truck trailers (21%)., automotive (13%), chemucals (12%), metals and
construction (11%), agncultural, consumer, and government (10%), and paper,
clay, and forest products (9%). The company also owns a natural resource
management company called Pocahontas Land Corporation

m Statement of Risk

Risks 1o our NSC price arget include economic (volumes and pricing), event
(M&A), financial (debt), and volatile fuel prices There 1s also the nisk of
valuation muluple compression as investors move away from the sector at
different stages of the business cyele

® Analyst Certification

Each research analyst pnmanly responsible for the content of this rescarch
report, in whole or i1n part, certifies that with respect to each secunty or issuer
that the analyst covered 1n this report: (1) all of the views expressed accurately
reflect his or her personal views about those securities or 1ssuers, and (2) no part
of his or her compensauon was, 15, or will be, directly or indirectly, related to
the specific rccommendations or views expressed by that rescarch analyst in the

research report

uBs
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This report has been prepared by UBS Sccurnties LLC, an affiliate of UBS AG (UBS)

For nformation on the ways in which UBS manages conflicts and mamtains independence of 1ts rescarch product,
histonical performance information; and certain additional disclosures concerning UBS rescarch recommendations,

please vivt www ubs.com/disclosures.

UBS Investment Research: Global Equity Ratings Definitions and Allocations

UBS rating Definition UBS rating _Definition Rating category Coverage’ B services
FSR 15 > 6% above the FSR 15 > 6% above the

Buy 1 MRA, higher degree of Buy 2 MRA, lower degree of Buy 44%, 36%
predictabilty predictability
FSR 15 between -6% FSR s between -6%

i and 6% of the MRA, and 6% of the MRA,

Neutral 1 higher degree of Neutral 2 I degree of Hold/Neutral 43% 36%
predictability predictability
FSR Is > 6% below the FSR 1s > 6% below the

Reduce 1 MRA, higherdegres of Reduce2 MRA, lower degreeof  Sell 13% 26%

predictability

predictability

1 Percentage of companies under coverage globally within this rating category
2 Percentage of companes within this rating category for which investment banking (1B) services were provided within the past
12 months

Source UBS Ratings allocations are as of 31 December 2006

KEY DEFINITIONS

Forecast Stock Return (FSR} s defined as expected percentage pnce appreciation plus gross dividend yield over the next 12
months

Market Return Assumption (MRA) 1s defined as the one-year local market interest rate plus 5% (a proxy for, and not a
forecast of, the equity nsk premium})

Predictabllity 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 1s in the middle of a narmower, or smaller, range of possibilities A predictability level of '2' means
that the analyst's estmate of FSR is in the middle of a broader, or larger, range of possibililies

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 stabiity of pnnapal and higher stabibity of dividends, Neutral
Potential loss of principal, stability of dividend, Reduce High potential for loss of pnncipal and dwidend 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): Excaplions {o the standard +/-8% 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 aresult, stocks deemed to be very high or low nsk may be subject to higher or lower bands as they relate fo the rating,
When such exceptions apply, they will be identfied in the Compames Mentioned or Company Disclosure table in the relevant
research piece

UBS 4
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Companies mentioned
Company Name Reuters Rating Price Price datel/time
T CSX Corp. 2 » EamoRa T TS e 2T CSXN Neutral 2 US$4165 23 Mar 2007 19 35 EDT
Hub Group, Inc.'® HUBG O Not Rated US$3132 23 Mar 2007 19 35 EDT
JB Hunt Transport®&-7:1618% JBHT O Buy 2 US$27 51 23 Mar 2007 19 35 EDT
Kansas City Southern'® KSUN Neutral 2 US$36 35 23 Mar 2007 19 35 EDT
Norfolk Southern*".8:7.15.1622 NSCN Buy 2 US$51 97 23 Mar 2007 19 35 EDT

Source UBS EDT Eastern daylight tme

2

4a

4b

6b

6c

13

16

18a

18b

18¢c

22

UBS AG, its affiiates or subsidianes has acted as manager/co-manager in the underwnting or placement of secunties of
this company/entity or one of its affilates within the past 12 months

Within the past 12 months, UBS AG, its affiiates or subsidianes has recesved compensation for mvestment banking
services from this company/entty

Within the past three years, UBS AG, its affihates or subsidianes has recerved compensation for investment banking
services from this company/entity

UBS AG, tts affiliates or subsidianes expect to recelve or intend to seek compensation for investment banking sernces
from this company/entity wathin the next three months.

This company/entity 15, or withun the past 12 months has been, a client of UBS Secunties LLC, and investment banking
sarvices are being, or have been, provided

This company/entity 15, or within the past 12 months has been, a chenl of UBS Secunties LLC, and non-investment
banking securites-related services are besng, or have been, provided

This company/entity 1s, or within the past 12 months has been, a client of UBS Secuntes LLC, and non-secunties
services are baing, or have been, provided

Within the past 12 months, UBS Secunties LLC has received compensation for products and services other than
investment banking services from this company/entity

UBS AG, 1ts affitates or subsidianes beneficially owned 1% or more of a class of this company’s common equity
securties as of last month s end (or the pnor month s end f this report 1s dated less than 10 days after the most recent
month’s end)

UBS Securthies LLC makes a market in the secunties and/or ADRs of this company

The U'S equity strategist, a member of his team, or one of their household members has a long commeoen stock position
in Norfolk Southem Corp

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

The U S equity strategist, 2 member of his team, or one of thewr household members has a long common stock posibon
in CSX Corp

UBS AG, its affiliates or subsidianes 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 otherwase indicated, please refer 1o the Valuation and Risk sections within the body of this reporl

UBS §
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Norfolk Southern Corp. (US$)
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Source UBS, as of 23 March 2007

Note On September 8, 2006, UBS adopted new percentage band cntena for its rating system (See ‘UBS Invesiment Research’
Global Equity Ratings Definiions and Allocations' table for detalls) 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 therr deflntions
were Buy 1 Excess return potential >15%, smaller range around pnice target, Buy 2 Excess return potenhial >15%, larger
range arcund pnce target, Neutral 1 Excess retum potential between -15% and 15%, smaller range around pnce target, Neutral
2 Enxcess 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 kocal market interest rate
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Global Disclaimer

Thea report has baan prapared by UBS Secunties LLC an affiiata o UBS AG (UBS) In cerian countnes UBS AG & relemed to s UBS SA

Thes repont b Tor destnbubion only under such croumstances as may bg pemlied by apphcabla law k has no regard o the specdc investment objecives finanqel Btuabon or parbculyr needs
of any spacriic recipent R 3 pubhshed sdely for infomatonal purposes and 18 not to be corstrued 8s & solicitabon o an offer to buy or 86l any secunhes or rolatod financial insinuments No
ropreasntaton o wamanty evther express or imphed 15 prowdad m nalation in the accurscy compistenass or rlabibty of the mformaton contaned herem, exept with reepect io informabon
concaning UBS AG. s subaidianes and afikaies nor s it mtended to be a comeleto staloment or summary of the secunties markets or devalopmants refsmad ta in the reporl. The report
should not ba regarded by recpients as a substiusta for the exarcise of ther own pigemant Any oprsons wonessaed in this report are subjact to change without natice andd may differ or be
contrary to opinons axpresssd by other businass araas or groups of UBS as a resuk of using different sssumpions and cntona Thnuupsoulnnadrummbnsudmmmm
sssumptons Drfferent assumptiors could result 1 matenally difersnt maults The anafyst{s) responaibia for the preparalion of thi report may interac® with tradng dosk porsonnal sales

personnal and clher constiuencies for e puposs of gsthenng synthesiang and mtarpretng market nformabon  UBS & under no obhgation 1o update or keep cumand the infarmation
contained haren UBS relies on nformaton bamens to contral the fiow of informaton contaned In one or mor arsas withr UBS, mto other araas, units, proups or affikates of UBS The
compensabon of the analyst who prapaned ths report s detenmned axchsavely by research management and semcr maragement (nof including imvastment banking) Analyst compensation 8
not basad an investment banking revenues. however compensation may felats o the revanues of UBS investment Bank s awhae of which mvesiment bankung, sales and irading are a part.

Tha sacunhbes descnbad hermn may not ba lig:his for sale in all judsdicions or 1o cerdan categones of nvestors Opbons denvatve products and futures are not suitable for all nvestars and
rading In thesa instruments 18 consxierad nsky Morigage and esset-backed securhies may involve a high degres of nsk and may ba hughly volabile in nosponss to fuctuabons in Intersst raiss
and other market condrisons Past perfomance & nol neceesanly ndicaive of future results Fu-mwmmdm"wndmyaﬂuhummummdwmmy
or related ingtrument menboned In ths report For Investment adwco. trade exncubion or ather enquines. chents shouki contact ther locel sales moresentasve Naither UBS nor any of its
affkates nor any of UBS' or any of its affibates directors, employess or agents accapts any liabdity for any loss or damage ansng oul of the usa of all or any part of thes report Additional
Information will be made avallable upon requeat.

For finanaal nstruments admitied to tradng on an TU regulated market UBS AG 1ts affeales of subs:dianes (exciuthng UBS Secuniios LLC andior LIBS Cagital Markets LP) scis 83 8 market
maker of hqud-y provder (in accordance with the rierpratabion of these terms n the UK in the inancial instruments of the issuer save that whare the acawily of liqudity prowider @ camed out
i accordance with the definbion given to it by the laws and regulatons of any other EU unsdictons, such information 15 separately desciosad in fus rasearch raport

United Kingdom and the rest of Europs Except 8s othawse specfied here s matenal 3 communicaled by UBS Limod a subsdary of UBS AG. to pavsons who are markel
counterparios or inkvmodiato cus‘omors (as dotaled in the FSA Rules) and m only svailable to such persans The information contained heren doss rot apply Lo, and should not ba reliod
upon by pnvate customers UBS Liruid 1 regulated by the FSA France Preparad by UBS Limitad and dsinb.xed by UBS Limited and UBS Secumies France SA UBS Secuntes France
& A s regulatod by the tho Autor'd dos Marchds Financiers (AMF) WhmnanllystolmsmuuFﬂncaSA has cornbutad o ths report, ihe report 13 also ceamad to have been
uupmhyUBSSmmuFrmSA.GmmnyMbyUBSLm nmuwummuwwswwmwsmam-waubym
Bundesanstai fur Finsnzdenstasturgssulaicht (BaFin) Spain Prepared by UBS Limited and disinbuted by UBS Lmided and UBS Secunhos Espafla SV, SA UBS Securies Espafia SV SA
nnwumwmcmwummuuunmuvmutcmm MlPruparldnd.!m WNMMWMDMudLBSCWmmLmu
Switzeriand Dstnbuted by UBS AG to parsans who am institubonal investors only Raly Prepared by UBS Limied and deinbuted by UBS Levwied and UBS Laia Sm S pA  UBS Ralia Sim
SpA a mgulated by 'ho Bank of Raly ana by tho Commisa.ons Nazanala per le Sociatd e la Barsa {CONSOB) Whnere an anelyst of UBS hals Sim Sp A has contnbuled 10 #heg ropors, tho
report 13 #so deemed to have been by UBS Rala Sm SpA. Souwth Alrica UBS South A*ca {Pty) Limileq iRegetration No 1895/011140/07) 15 a8 member of the JSE Limited the
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News, statistics and commentary on railroads and other rail industry companies
whose shares are traded on U.S. stock exchanges
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“Guiding down" has been the order of the day among rallroads and allied companles as first-
quarter earnings scason approaches. Lower-than-cxpected volumes, weather issues and
company-specific factors (such as the UTU strike at Canadian Natlonal) are all playing a role.
If air needs to be let out of the tires, better 1o do it now and lct a scnse 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 markel. 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 ithat most analysis who [ollow the rafls think an LBO of a large railroad is
unlikely. In an April 5 note, analyst Salvatore Vitale of Calyon Securilies says “Aparl from the
low returns we estimate a financial sponsor could achicve. scveral rcasons would likely make
a railroad an unpalatable LBO candidate: regulatory scrutiny, a unionized labor force (note CN
strike in 1Q); and high mainlenance capex requirements (lypically aboul 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
lransportation infrastructure.”

Still, the markel as a whole has seen a lot of private equily aclivily recently, which usually
involves.an increase in a company's debl levels, and this has prompled some on Wall Streel
and in corporale America lo ask. why can't a public company do the same thing? Exhibil A is a
Wall Streei Journal article on March 27 describing several companies that have increased their
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debt-lo-cap ratlos. The result is an Increase in interest expense, but assuming that the debt is
used to buy back and retirc shares, earnings per share go up. which should {(other things
being equal) boost the stock price. The article quoied one Invesiment banker as saying. “The
best candidates are typically firms in maturing Industries with slower expansion profllcs, and
whose shares are lrading at low earnings multiples.” That sounds to us like a description of
the rallroad induslry.

Since the first of Lhe year, rallroads have been getting more aggressive with their buyback
programs, and some of them (noiably BNI and CNI) have {alked publicly aboul increasing their
debt-to-cap ratios The new conventional wisdom seems to be thal a 45% debi-lo-cap ratlo is
workable for a rallroad, up [rom a more traditional 40% target The underlying assumption is
that railroads are becoming less cyclical, and no longer need the high ratio of earnings to fixed
charges thal they previously used (o guard against a big downturn in the business cycle.

One interesting nole on this topic came in a March 15 report by UBS analysl Rick Paterson,
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 ‘oplimally leveraged.’ Nol a single respondent thinks the sector has loo much debt.”

Price/Earnings Ratios (Based on Consensus Estimates of Fiscal 2007 Earnings)

Closing Estimated  Price/ Closing Estimated Price/

Price FY 2007 Earnings Price FY 2007 Eamings

Stock 4/65/07 EPS Ratio Stock 4/8/07 EPS Ratio
ARI1 $290.39 $1.70 17.3 HUBG $29.68 $1.37 21.7
BNI 82.72 5.68 14.8 KSU 35.65 1.41 253
CNI 44.29 3.18 13.9 NSC 50.98 3.91 13.0
cP 85.76 3.82 14.8 PACR 25.84 1.81 143
CSX 40.96 2.63 168.2 TRN 41.04 3.17 12.9
FLA 63.36 1.63 38.9 UNP 103.20 6.78 183
GBX 22.20 2.13 10.4 WAB 33.87 2.11 16.1
GMT 48.08 3.07 16.7
GWR 26.77 1.561 17.7
Note: Earnings estimates are shown only when based on work of at least three analysts.

Analyst Ratings of Rail Industry Stocks

Stock Date Investment Firm Action From To

CNI 3/20 CIBC Wrid Mkts Initiated Sector Qutperform
cP 3/20 CIBC Wrid Mkts Initiated Bector Perform
CBX 4/5 Calyon Securitics Downgrade Neutral Reduce

GBX 4/4 DA Davidson Downgrade Buy Neutral

PACR 4/4 BB&T Capital Mkts Upgrade Hold Buy

PRPX 3/27 Ferris Baker Watts Upgrade  Neutral Buy
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UBS Q-Series® report, Time to Lever Up the Rails?, dated May 3, 2007
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Q-Series®: North American Railroads

Time to Lever Up the Rails?

B  Overshooting

LBO speculation and "activist” hedge funds are a new phenomenon i the rail
sector, and both are bemng fuclled by a growing perception the railroads are
matenally underlevered Ironically, as the companies have recently succeeded
restonng leverage ratios to historic levels following the mergers of the nineties,
they now find the fundamentals have changed and they've gone too far.

8 What's the right capital structure?

Using a proprictary UBS model we estimate optimal sector leverage at 64% nct
debt/capital and 3 2x debt/EBITDA, compared to current ratios of 44% and 2.2x,
respectively. This additional debt adds 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

B Wil they or won't they?

We sec a growing disconnect between stockholders and managements on this 1ssue
but 1t's going to take time before CFOs start thinking materially differently. While
1t's a case of "baby steps” in the near term, this 1ssue 1s real, gaining momentum,
and we expect a matenia] levering up of these companies over the longer term.

B Investment conclusion: Buy CN and UP
All rails will benefit, specifically Burlington Northern (N2), Canadian National
(B2). Union Paaific (B2) and Norfolk Southemn (B2)

Table 1: Summary of results - Value from spare debt capacity (SDC)

Company Value o:'::.us;: Shield fll:lsn:c;'caﬂ;\
Share Buyback
[ Canecianhationd + * " e T qimmi’ }
Norfolk Southern 55% 108%
[Mwonpache ™ " oW T ae T
Burlington Northem 51% 131%
[est T T e T e -,
Canadian Pacific 0% ey
{ IluhTﬁdhm-d_Annge' Y ""'""E'.—'-- e T
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Investment Summary

Background and History

The North American railroads are n their best financial shape m decades as the Pricing power has allowed the ralls to
so called “raid renaissance” enters s fourth year mn 2007 Afler decades of rapidly delever following the mergers of
chromic overcapacity that was ongnally tnggered by massive market share the late nineties

losses to trucks beginning in the 19505, 2004 saw the perfect storm an industrial

recovery mn the North American economy, a truck driver shortage, and explosive

growth 1n demand for long haul rail transportation driven by the accelerating

outsourcing shuft to Chuna Ut's our view that this step up in demand exhausted

the last of the excess capacity 1n the rail system, capacity that had been whittled

away by consolidation since deregulation in 1980. The result; demand exceeded

supply for the first ume 1n half a century and the rails achieved what had eluded

them for so long — pricing power, Pricing has dniven margins, ROIC, free cash

flow, and allowed the rails to rapidly delever their balance sheets following the

panful, and expensive, mergers of the late mneties

Overshooting

We've known the rail CFOs for a few years now and it’s our view that most of Isn't it ironic...
them sull think m terms of debt-to-capital ratios, with 40% (lease adjusted)
being the consensus “target” Forty percent 15 {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 1s the “istoric™
target and reflects a comfort level consistent with a different set of industry
fundamentals Thungs have changed Pricing 1s more secular than cyclical, which
means rallroad revenues and earmings are less cycheal than they used to be, with
Q1/07 being the perfect example Another wave of mergers 15 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 1s that the CFOs are beginmng to We expect a debt Issuance binge
realize that — just as they've returned to their historic leverage goal - starting...now

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 1ssuer of

debt 10 achueve two ends

(1) Prevent the balance sheets from becoming further underlevered, and

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

What's the Right Level of Leverage?

The UBS Valuation and Accounting Team hay developed a model to determine “Optimum" leverage is dramatically
the maximum, optimum debt load, given a probability of default of no more than higher than current leverage

0 01% The results in 1able 2 stand 1n stark contrast to current leverage levels 1n

the industry The model suggests an average industry net debt/capital ratio of

64% and debt/EBITDA of 3 2 umes The sector currently averages 44% and 2 2

times, respectively

uBs 3
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(For greater background on the mode! outhined above, plcase refer to the UBS
Investment Research note, “Q-Series Can Debt be un Asser” " by David Bianco
and Priya Hariam published 12 December 2006 )

Table 2: Debt ratios, before and after onboarding maximum debt

EBITDA EBITDA

T
Company CAPEXY ‘I’”’E"” E“"’” E';::A EBITDA EBITDA Total Total
Inerest ntarest BITDA lessCAPEX  lessCAPEX  Capral Capital

(Cumenty  (Max)

Eﬁhﬁ‘ﬁﬂh- PO Lo RINES T el A : L - i L
 Canedun Pactic 37 a _am 360 T 73 5% 84 1%
" Buningiod Norhom Santa Fay. “}@l LR : ; :

Source UBS estimates
“Current = Under current net debt scenano
**Max = Under maxymum debt scenano

Potential Benefits to Stockholders

What would this mean for the equity? Qur analysis shows the Class I rails could Significant upside in sector equity
add value to ther equity holders by using debt strategically to reap the benefits value

of an creased tax shicld, and through tactical use of the debt by embarking on

a more aggressive program fo repurchase undervalued equity. Table 3 shows the

results with column one hghhghting the tax advantages and column two the

total impact on EPS assuming increased debt 1s used to buy back stock

Bottom hne — The tax shield value from adding debt could boost the sector's
market capitalization by 5.4% (market weighted) if the capital structure 1s
optirmzed according to the UBS model Tactical usage of debt to repurchase
shares could generate an additional 11.2% upside from EPS accretion (assuming
no change 1n PE multiples)

Table 3: Summary of results — Value from spare debt capacity (SDC)

Compa Value of Debst Tax Stueld |E:|5 Agceh;rn
. om 806 Sh:r: Buyblck

BurllnghnNoMum 51%
TR RSt ‘“‘;u.rﬁ,. I AR L L o

Canadian Pacific 48% 76%

Source UBS estmates
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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 1t comes to leverage, The average semor executive has been
there for 30 years and, in a profitability and ROIC context, the first 27 were
terrible What scems obvious to an institutional ivestor looking at this industry
for the first tme won't be to the typical il 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 sacnifice mnvestment grade status anytime soon. This is partly a
perception i1ssue as these compames see themselves as important 1n both an
industrial and historic context, which 1s incompatible with “junk™,

But would they need to sacrifice investment grade 1o get there?

Consider Table 4, which shows the current key leverage metrics for three of the
rails and conirasts them with the worst year in recent hustory 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 Conrail acquisition The metrics are dramatically worse than
they are today, yet the debt ratungs remained tnvestment grade (barely) Now
constder how fundamentals have improved since then, as we discussed carlier
The Class 1 Rails should be able to take on more debl withowt proportionately
mcreasing nisk. In other words, the rating agencies are no doubt gong 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 Umon Pacific, the suggesied debt/EBITDA of 3.2 umes i3 stll
matenally healthier than levels scen 1n 1998, and interest coverage ratios
arc better at 3 8 times. We would also argue that net debt/capital 1» the least
appropriate measure of leverage for the rails. Optimum Jeverage 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 with investment grade
ratings

Leverage Ratio | Unlon Paclfic, 2006  Unlon Pacific, 1998 C8X, 2008 CSX, 199 Norfolk Socrthern, 2006 Norfolk Southern, 1953
NetDebtCapital| =~ 280% ~~  575% [  3%61%  '513% % . 56 1%
DaIﬂE;I'm; ] 17 . Nk i 21 38 20x 51x
EBMOMMnterest|  B6x: . . i3 |  7Aa ' 3 60x i 20x
Source Company reports
Fundamental Disconnect
On the sell side we have an interesting perspective as we sit between the Investors and stockholders are

companics and thewr stockholders. and what we're seeing at present 1s a
fundamental disconnect between how the Class 1 Rails and a growing
proportion of their owners are viewing the balance sheet The rails are inclined
to write 1t off as the usual scurmlous prodding from a few hedge funds mtent on
a quick buck, but we get the sense this 1ssue 15 real and gaining momentum
Early on we stated that the mentahity of the CFOs 1s beginning to shift from 40%
target debt/cap to about 45%. Meanwhile, stockholders are beginmng to think
60%— Hence the mtense 1. BO speculation with the rationale being that if the
rails won’t lever up themselves, someone else will do it for them.,

beginning to diverge on the balance
sheet
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Baby Steps
So what's going to happen? Our conclusions are twofold:

m Near-term, We think the rails will lever up lo thewr new “comfort Zone”,
which 1s about 5% to 10% debt/cap above where 1t 1s now However. the
timing and magmtude will not be sausfactory to many investors. Given the
hustory of the industry and mentality of the semor executives, we think the
rails wll lever up slowing and methodically over the next three years by
raismg dividends faster than eamings growth and buying back more stock
than free cash flow growth would exclusively allow Debt issuances will
make up the difference

s Longer term. We think things have reversibly changed and the goal posts
have shifted. In 3-5 years we think the new norm will be leverage ratios
beginming 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
equity value suggested by our optimization model indicates the biggest potential
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

C||mnl Markat

Company Rating Price Target Patential Upside

WCandidh Naonal (CH) . ** -+ 1By 2 3 W fair 70 oo Wl £ *sss‘_ﬁ’-i"b 0% ¥ e
Norolk Southem (US$) Buy 2 $65 00 oo B
C|n|dlln Padﬁc (CSI Bw 2 581 00 810 0

{ BuringnNodndm {Us) ; JNama 2 3¥E s 3 weSTE. "s:ﬁ‘.‘“ 86%, ’3
CSX (Us$) Neutra 2 $44.00 4337 15%

Source UBS

Buy Canadian National and Union

Pacific

UBS
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Are The Rails Underlevered?

Between 2000 and 2006 the Class 1 Rails have expenienced sigmficant
improvements in their debt coverage and financial leverage rauos (Charts 1
through 4) We estumate that the average coverage ratio (market weighted) for
the Class ! Rails has almost doubled between 2000 and 2006, while the
financial leverage rauos have fallen steadily over the same period Ths 13
prnimarily the result of gradual improvements 1n profitability for the sector

Chart 1: Net Debt to EBITDA & Net Debt to EBITDA less CAPEX  Chart 2: Net Debt to Total Cap & Net Debt to Enterprise Value

P 1T
LT ]

™ -

—t=tar Ju-REATA =4=puiDouie NTA Srm A & Capalend
Chart 3: EBIT-to<nterest & EBITDA less CAPEX to Interest Chart 4: ROIC & Operating Ratio

=" mhiwal —ENTA fen CAPLY) nlunne

Source UBS eshmates (sl abos are based on market wesghted sector average)

Based on our forecasts through fiscal 2009, we arc projecting further
improvement in the debt coverage and financtal leverage ratios for the Class 1
Rails We project an average sector EBIT 1o Interest ratio of 7 2 times 1n 2009
up from 5 3 umes at the end of 2006, an improvement of 36% In our forccasts,
we have assumed that free cash flow (after mvestments 1n efliciency and higher
dividends) 15 used towards share buyback and dividend increases on a go
forward basis and that the net debt (including operating leases) to capital
remams relatively stable in the low 40% range In the abwence of further
industry consolidation, we behieve that the Class 1 Rails wall continuc to invest
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in operational cfficiency and utihize their cash resources to repurchase sharcs
and increase thewr dividend payout ratios.

Table & below hughlights 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

Markat Weighted Average Retlos 2000 201 2002 2003 2004 2005

iRetamad Clowto Nt Dok © TR YHow 1%, BSK: AAK 0wl wSRT s derw e ]

Neot Dabt to EBITDA 5 49x 46x 47 4 5x¢ Ibx 28 24x 2 21x
R RN L et A il IS - o e o R LA e e R A T "Hﬁ;“ YR Y
E""E'..E‘.'LE‘"E‘.“E""&E‘:’Q TI00x ¢ gR0nT Y 8XT ) 100 " B3 60x b, AT ;- 40CT (36 g 11‘3
EBIT to Intarest 26x 28 3x I I6x 4 5x 5 62 6% [

S a6

26x dan

1S

, TR g

o e L

40x

Net Debt to Total Capltalizatio 56 8%

Nef Dobt & Emrpree VahieUNBIEAS1 5% 2 ]
ROIC 130%  132%  135%  132%  145%  164%

Source Company reports and UBS

Structurally improved Fundamentals Support
Additional leverage

The reasons for the above outlined improvements m the debt coverage and
financial leverage ratios arc twofold

m Cyclical — Since the start of the current economic cycle 1n late 2001, the
rallroads have benefited from improved prcing, growmg volumés and
increased operational efficiency, This was possible due to numerous co-
production agreements amongst the Class 1 Rails as well as new invesiments
in productivity Turther, truck driver shortages coupled wath nsing fuel prices
have translated into the Rails having an improved economuc advantage over
trucks

s Structural - Following decades of price declines, loss of market share to
highways, and loss of cfficiency duc 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 15 expected to remain
constramed by whal we view to be weak retums on replacement costs and
strong barriers to entry It 1s this fundamental shuft in prnicing power that has
provided the railroads with additonal financial leverage capacity

Given the strength of the rails’ business models (1e low cost providers of
transportaton services in the supply chain, high barners to entry, low
substitution nsk and pricing power), and their improved financial profile, we
believe that there 1s an opportumty for sigmificant valuc creation for equity
holders through greater use of financial leverage

We believe that there 1s 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 rauos that are used by the bond agency,
Moody's, 1n assessing credit raungs (see Table 7) The results underscore the
healthy, albeit underleveraged debt profiles of all of the Class 1 Rail suggesting
significantly more debt can be assumed without compromusing their investment
gradc status,

Table 7: Core Debt Ratios; debt ratings and corresponding Moody’s criteria

Based on the trends shown, itis not
Canadjan National Railway Historical - Forecasted Moady's surprising that all the Class 1 railroads
Moody's Rating - A3 Average Ave have investment grade ratings; their
EBIT (o Interest S
Nat Debt to EBITDA Moody's ratings range from Baa2 to A3.

Retained Cash Flow-to-Debt
Net Debl to Total Capital (Book Value)
Operating

Canadian Pacitic Railway
Moody's Rating - BaaZ

Net Debt to Total Capital (Book Vaiue)

Burington Northern Santa Fe
Moody's Rating - Baai

Net Debt to Total Capital (Book Value)
Operaling Ratio

Norfolk Southem

Moody's Rating - Baa1

EBIT to Interest

Net Debt to EBITDA

Retained Cash Flow-to-Dabt

Net Dobt to Total Capital (Book Value)

Unign Paclfic
Moody's Rating - Baa2

Net Debt to Tolal Capital (Book Value)
Operating Ratio

Source UBS, Company reports, Moody's Investor Services
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We believe that there arc opportumity costs associated with underleveraged
balance sheets Issentially, the Class 1 Rails are torfeiting the opportunuty to
take advantage of their spare debt capacity and the resulting debt tax shueld.

Turther, we believe a comprehensive understanding of the potential spare debt
capacity, the associaled savings, and value creation possibiliies of the Class |
Rails could potenhially translate into improved valuation

In the ensuing discussion we will use a statistical model to demonstrate the
significant potenuial spare debt capacity available to each Class 1 Rail

We quantify the value creation through increased sparc 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 quanufy how much debt cach Class |
railroad could assume without compromsing its invesiment grade rating 1n our
VICW.

For the purposes of our analysis, we have assumned that the optimal debt level Optimal debt level is a function of
for a company 1s a function of the company's operating risk and acceptable
probability of default

m Operating risks — This 1s charactenzed by any event that could change the

enterprise vaiue of a company Since equily volatlily 1s affected by business

and financial nsk, it tends to be greater than enterprise valuc volatility and

therefore not a good proxy to operating risks born by a company Also, debt

capacity 18 a function only of asset volatility. Ilence, we belicve a better

proxy for opcrating risk s asset or enterpnse value volaulity as it represents

the volauliy associated purely with the operating uncertaintics of an entrty,

and unrelated to debt  Esxcntially 1t is the un-levered operating nsk of an

entity

® Acceptahble probabllity of default - The acceptable (or optimum)

probability of default 13 largely a function of stakchelder relationships That

is. stakeholders (such as investors or/and customers) that are mvested o an

entity for the purposes of stability will be less willing to do business with

financially unstable companies and are not hikely to tolerate high default

probabilities

Statistical model assumptions: (1)

In order to determine the maximum level of debt a company can rawse, for a  Mean =EV of the fin; (2) Standard
given probability of default and asset volatility, we have used a statistical model ~ deviation = Asset Volatility; (3)
based upon a normal distnbution This model 15 based on the following  Probability = Acceptable probability of
parameters default

m Mean = Enterpnse Value of the firm: A normal distrbution assumes that
there 13 an equal chance of a change 1n a company's valuc to the upside as to
the downside, with a dimunishing probability of larger moves occurning 1n
cither direction. Therefore, this model assumes that the company's current
EV 1s the best possible esimate of its fair value. As such, the model places
the company’s current LV at the apex of the normal curve

® Standard Deviation = Asset Volatility The change 1n the company's current
enterpnse value due to changes 1n operating nsk 1s represented by asset
volaulity. We esumate the operating nisk as the de-levered five year share
price volatility (STD) The formula to de-lever equity volatlity 1s shown
below and assumes constant debt values:

Asset Volatility = Equity Volatlity / (1+{ 1-1)*(Net-Debt/Market Cap))

Hence, the assct volatility represcnts the standard deviation to be used mn our
statistical model

ups 1
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® Probability = Acceptable probability of Default: In hight of the reasoming
provided earlier, and for the purposcs of conscrvatism, we have assumed a
very low acceptable probability of default of 0 01% in our model.

While a normal distnbution 1s usually used to find the probability of an event
occurning, we have already stipulated the nisk of default that we are willing to
accept Therefore, essenually our model solves backwards for a maximum
optimal debt level, at a given probabiiity of default

The value enhancement opportunities of greater debt usage have been quanufied
11 the form of the increased debt tax shield yiclded through increased spare debt
capacity, in proparhion to market capitalization:

a Value Creation from Additional Debt = Effective Tax Rate * Sparc Dcbt
Capacity/ Market Capitalization

Chart 5 below provides an tllustration of the normal model we have used in the
context of Union Pacific.

Chart 5: Normal Distribution - Unlon Pacific

Muerrum Optaral Dbt Lowel ot

Accepioble Probeblty of Default
1—001%: y \
FL) e e a4 s na ¥ [ V-
Source UBS

{For greater background on the model outlined above, please refer to the UBS
Investment Rescarch note, "O-Sertes Can Debt he an Asset? " by Dawvid Bianco
and Priya Hariam published 12 December 2006 )

The Results Are In...

[he results are outhined 1n 1ables 9 to 12, As shown m table 9, Canadian
National has the greatest net spare debt capacitly relative to its enterprise value at
23 6% Union Pacific follows closely in 2™ place with 19 2% net sparc 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 lugher usage of debt

On the other hand, our model indicates that Norfolk Southern is over-levered
and should actually reduce us level of debt while CSX has the lowest spare debt
capacity afier 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
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specific to Norfolk and CSX due to their higher than average share price
volatihity (Esscntially these are outhers in the group). We note that share price
volatility for Norfolk Southern and CSX has decreased in recent years and the
gh volatihty carlier in the decade may be attnibuted to the operational
problems exhubited following the mergers of the late 1990s

To take this mnto 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 (Scenano 2),

By using the average share price volatility, the assct volatility <pread amongst
the Class 1 railroads 1s reduced. Therefore, the spread 1n the value created by
the increaséd debt tax shields 1s also reduced In this scenano, Canadian
National and Norfolk Southern occupy the top spots with 6.1% and 5 4% of
value created as a percentage of market capualization Union Pacific closely
follows with 53%, Burlington Northern wath § 1%, CSX with 4,9%, and
Canadhan Pacific with 4 8%

In both scenanos, Canacdian National has the greatest spare debt capacity 1n
proportion to 1s enterprise value This should not come as a surpnise given that
Canadian National's current net debt to EV 13 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 i terms of value creation from
increased financial leverage

Ulumately, 1n 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 raillroads remams moderate in Scenano 2 even after
incorporating the additional debt 1ssucd consistent wath the results gencrated by
our model In the next section, we cxplore a potential tactical use of spare debt
capacily io the benefit of equity holders

Table 8: Key debt ratios after utilizing afl spare debt capacity

EBIT! Mix Max Net
Max Intarest Debt!
Company DebUEV (Max E:';;'A Total
Debt) Caplial
! Canadlan Nabonl __ _ 20% 68 2 g6o% |
Canadian Pacific 1% 4 8x 36x 64 1%
| Burlingion Northem SantaFé _ '377%. ' h.ABK. . . 3& .  T83% |
CoSX 386% a3 34x 602%
[ Nodoksouthem - " 3% . 56 . 2% ' e3% |
Union Pacific 37 0% 40x I 54 4%

Source UBS estmates

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 ol the
Class 1 railroads have the potential to
create value through higher leverage
without substantial addition of risk.
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Working the Debt

Debt suance could yield additional value for equity holders in hight of what we
view to be undervalued share prices of the Class | Rails By repurchasing their
undervalucd cquity, management can essentially substitute one source of camtal
(inexpensive equity} with another (debt), and thereby take advantage of
incfficient market pncing

Expansion prospects (via acquistions or orgamc growth) n large size appear to
be absent This leaves repurchasing undervalued shares as the most likely and
logical opportunity for using umapped 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

Current Markst

Company Rating Price Target Price Potentlal Upside

. Conadlan National (C8) |, Buy 2 oW sk G me
Notfolk Southen (USS$) Biy2 86500 85265 235%

| UnionPacifcuss) " . Bw2 ¢ . $13000 ', $1122 L' 158% |
Canadian Pacific (C$) Buy 2 $8100 $7001 157%

}. Bitington Northom (USS) __ Neutral 2y, "yt ' $9400% , " 1+ 88657 " fin; .- 86%
CSX (USS) Neutral 2 $4400 $43 37 15%

Source UBS

All of the Class |1 Rails mentioned 1n our research are engaged 1n share buyback
programs as shown in Table 14 below More recently, 1t seems the nundset of
the Class 1 Rails are changing as they are moving towards incrementally larger
share repurchase programs While our forecast presumes that the trend wall
continue going forward, we argue that the railroads could engage in more
apgressive share repurchase programs Canadian Nauonal scems an obvious
candidate for such a move.

Table 14: Current share buyback programs

Company Share Buyback Program
¥ Ganedtian National ¥i#-+1 5% of shares etstanding (26m share repurchase program) | 1" &7 ¥ it |
10%olsnmwls|armgnmu§5mshmrepurdmemmm
Canadian Pacific 200712008)
N 7ﬂ§w;smm£r;n_nmuom1o ﬂhdmrﬂ:ﬁamrepu&s;u}_'
+ Norfolk Southern
- e SR 3R0T P . .
osx USSB.wmlehmdﬂBmZDDdemerqnmdermm $130 5m of this
repurchasaed as of 331/07
. mmmmmemdm 2mof these 20m shares rq:umasadasd
Iunlﬂ"Pnlilﬂe'coll.'Ip I'i m1m’ 4 I"||' ::.' I:I:I -1" '|.1Lll"=I II' —”l. L] l
Burkington Nort g:;:;areswmoexpnbmdate.17Mdmesez10mshmmpumhasedasof

Source Company reports

In the following analysis. we aseume that all the Class 1 Rails utihize ther entire
sparc dcbt capacity to repurchase shares 1n 2007 (for demonstration purposes).
Whule this 1 not likely, 1t 15 possible for firms to embark on extraordinary share

By repurchasing shares, management
can essentially substitute inexpensive
equity with deht, and thereby take

advantage of Inefficient market pricing.

uBs 18
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buyback programs (1¢ greater than 5% of their float) provided that they have
filed with the necessary exchange(s)

We used our modcls ta find out the corresponding L'PS figures for the following
scenanos

m No share buybacks

m Sharc buybacks as per our current estimates (no use of spare debt capacity)

m  Maximum share buybacks using all of the spare debt capacily

The resulis 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 sparc debt capacity

Table 15: Aggrossive share buyback and EPS accretion analysis

Potsntia EPS After
SorsDebt St EPGNo  CumwwEPs; oo SO imcreased (150N o pcrrgtion
Capscly  Buback  Share uss  CF'Ce  %otflost S TR fow
{5DC) wlmsuc Buyback (1) @ lanll Buyback oo o UBSe
___ (usingSDC} -

BCanedian miEmzaMsz -' “E R - s oA i11ﬂﬂr?5*nan-1:a .
Canadian Pacfc 158025 Z§ 4B § A% 2 18% 142% 76%
esx 2% § 241 8 10%

fiaton s Wmas'%mﬁ;’ F"'ﬂm S RS8O . TR um !1:1'391. ; ;r"’“i
Union Pacific 445839 703§ 8% [ 119%

Source UBS estmnates
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Conclusion: Untapped Leverage
Provides Upside

Our analysis shows that the Class 1 Rails could add value to their equity holders
by cxploiting their spare debl capacity. Table 16 provides a bnief summary of
the potential returns assuming maximum debt as determined n our statistical
model

Table 16: Summary of results - Value from spare debt capacity (SDC)

Company Vlluoufl':onbls;::l&idd E"::I::;:I':'n

Share Buyback
| CanadianNationdd © - §1%. - ]
Norfolk Southern 55% 108%
|UnooPae s e |
Buriington Northern 51% 131%
[Cex . g RN
Canadian Pacific 48% 76%
[ Markat Weightos Average s L LM% |

Source UBS estmates

The improved profitability outlook of the Class 1 Rails and tmproved free cash
flow afford management the opportumty to create value for sharcholders
through share buyback programs, or to invest in operational efficiency, or most
Iikely, both These opportunitics are not fully exploited 1n our view

Given the history of the industey and mentality of the semmor executives, we
think the rails will lever up slowang and methodically over the next three ycan
to perhaps mud-to-ligh 40% on a net-debt-to-capital basis They wall do this by
raising dividends faster than earmings growth and buying back more stock than
free cash flow growth would exclusively allow Dcbt 1ssnances will make up the
difference

Thinking longer term, we think things have irreversibly changed and the goal
posts have shified In 3-5 years we think the new norm will be leverage ratios
beginmng to shift closer to where our model suggests (~ 60%) than where they
are today

uBs 13



North American Rulroads 3 May 2007

Appendix

Key Ratios by Railroad (As per current UBS models)

Table 18: Canadian National

Canadian National 000 201 202 203 2004 2005 2006 20076 20086 2009

| Retained Cash Flow/NetDebt  348%  263%"  240% 8% :  344%' T 45T%  A54%  501%  .555%  592%
Net Debt to EBITDA 27 34x L 25 20x 191 15 15x 15x

[NotDobttoEBTDA fessCAPEX) ~ 48x  57¢  50x _ .50x  #fx 3 20 28 24 2% |
EBIT to Interest (net) A A Ak AN Bl X Bax 91 104 10

(eomawmores "7 " Tsw T Tse s T em 7m0 en__ww ux  wn R ]
EBITDA {less CAPEX) to Interest 33« 35 I 3K 4 Sk B6x 6% 79 78

[OperatingRatio "~ " Gat%  6a5% _ Goe%  GOp%  069%  638%  618% , 617%  B30% & 1% |
NetdetttoBookValueofEquity 904%  1040%  898%  782%  739%  634%  J05% 55T  60T%  B42%

[ Wet dobt to Mirkut Capiallzation . 706% ' 782%, - 560% - AT2%  A5T% 1% 24%  207%  27% 0% |
::;:""‘” BookValbeof Tl 7w s10%  473%  437%  A25%  410%  410%  %E%  Ma% 3%

[ Net debt o EV T 4% ek M3 1% M4% 4% 27%  111% W% 193% |
ROIC % (pre-tax) 1520 1430 1350 1320 1550 1840 060 00 280 410

[Roes ~~ 77 1am t613 1615 1208, M2 1679 1898 1876 2085 2234
Sowce Company reports and UBS estmates

Table 19: Canadian Pacific

Canadian Pacific 2000 2001 202 2003 2004 05 2006 07 20086 2009

| Retained Cash Flow/Net Debt-  257%.  189%  179%'  B8% _ 190%  236%  269%  308%  31e% 0% |
Net Debt to EBITDA 27 I 4x 46 Al 35 28 2% 274 26

[ NetDebttoEBnDA qessCAPEN) _ 53¢ 75 T8 _<f2s' 9% 9fx STk 184 S0 4bx |
EBIT fo Interest A% I I 200 I Ax A 550 ST 5B
EBMDAfoIntarest 59 4Bk Ad A5 48 60 B8 76 78 Tm |
EBITOA (loss CAPEX) tolnterast ~ 20x 260 2k 17 21x 23 34 3% A 43

| Operating Ratio ; T60% ., T73%  766%  T9B%  798%-~ . I72%  754%  TA4%  T31%  723% |
NetdebttoBookValusofEquily 87%  1558%  1501%  M16%  1190%  1180%  932%  906%  1002%  1066%

{iNst debt o Market Capitalization  1030% ' 1030%  1017% 1002%: .000%' 816%  659%  B61%  G18%  G55% |
c":;l:':l'“ GookValeofTotl 3w  woo%  600%  586%  543%  S3T%  M82%  A75%  S08% 51T

N A L TR L L T M LT
ROIC % (pre-tax) 1788 155 1483 1265 1341 1680 1800 1881 2008 2086

[Roe% 1248, 1&7T 1281 . 982 942 122 13®@ 1436 1560 1688 |

Source  Company reports and UBS estimates
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Table 20: Burlington Northem Santa Fe

Burlington Northern 2000 01 2002 2008 2004 205 2006 200 208 2008E

| Relained Cush FlowiNetDebt _ 288% « .271%'  248%  266% - 200%  283%  326% 6% 398%  422% |
Net Dobt to EBITDA I 3 4k 4k 3 280 25 2% 21x 19

[ NeiDebtiOEBITOA Qess CAPEX). . 5&x '+ 78x . B&  121x  64x 4B a4 43 3&x 38 ]
EBIT to Intarest {net) 3% 3 3 3k 38 50x 52x 56 61x GG

+ EBIVDA to Interest 5 A6 . AN, ATk 56x ' 66 69 75 B1x ' 86x |
EBITDA(less CAPEX) tolnterest  28x  2%x 22 15  2& IM 3% A 44 4k

{ Operating Ratio 69%  '804% " B16% " 823%  M0I%  TI0%  T6T%  67%  761%  756% |
NeldebttoBookValueof Equiy 1260%  1243%  1298%  1208%  1064%  1181%  1105%  1240%  1175%  1126%

| Notdebtto Market Caphalzation  837% ' $56% . 863%  997% . 834%  672%  497% . 496%  496%  495% |
::;z“"’m""""”‘*" S59%  S54% 5% SATH  S15%  SATN  &25%  S54% 0% 530%

|, Mot debt to EV A56%  480%,  491%  A99% 455%  A02% 3%  132% ;1% | 331% |
ROIC % (pre-tax) 1620 4341 1211 M8 152 08 288 M5 83 W&

| roe% . 1502, 1083 963 1932 1292, 1675 1855 * 1970 2200 42 |
Source Company reports and UBS esbmales

Table 21: CSX Corp
csx 200 2001 202 2005 2004 205 206  XO7E  Z08E  2009E

| Retmined CashFlow/NetDebt  '130% "' 134% "152%  “121%  185%  171%  B2% 1% W% B2 |
Not Debt to EBITDA 8k 6% 65¢ 70 5 an ix 260 24 2

| NetDebt IOEEITDA fess CAPEX) 236w, /. 167« 168x+ 207x 138 _ 7% TTx 4% 43 3& |
EBIT to Interest (net) 11x 15x 18x 17x 13 27 3N 4 3x 4 5x 49

" L EBITDA 0 Intorest 9 ‘24 28, 28 a4 5m 6 6% 8% |
EBITDA {less CAPE)]) to Interest 06x 10x 11z 09x 14x 21x 2% Ix 35x 38

COperstingRatio oo% 7%  863% _ BTG%  BoA%  822%  7o4%_TeO0%  TIz% 159% |
NetdebttoBookVelueof Equity 1837%  1780%  1819%  1748%  1593% 1201% 1019% 817%  817%  797%

" NetdebiioMarket Coplialiation _ 1578% _ /773% | 1580% _ 1640%  1583%  1156% _ T72%  650%  G74%  63%%
::;:“”M"""“"”' '648%  B40%  B45%  636%  614%  546%  505%  A50%  450%  M3%

T NeldbtwEV B12%  639%  617% . G21%  610%  S36%  436%  M4% A03%  A00% |
ROIC % {pre-tax) e 3% 435 1205 1081 1233 1543 1581 1713 1839

"ROE% 335, I~ 548 745, ' 649 703 103 1218 M85 1335 1446 |

Source  Company reports and UBS esbmales
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Table 22: Norfolk Southem

Norfolk Sauthern 200 000 202 203 2004 205 2006 007 208E  2008E
Retained Cash FlowiNetDebt _ 174%  99%  114%  150%  230%  307% 222%  B7%  BI%  24%
Net Dobt to EBITDA B 5T §x 4% 35 2% 20x 10x 18
NetDebttoERITDA fess CAPEX)  127x 83  B6x 79 Bfx A 3 I 2:  2&
EBIT to Intesest {net) 13 1™ 20 M 3 I 46 54 50 B
EBVTDA lo Interest 2 2 2% 3k A B 60x 70 TE Bk
EBITDA floss CAPEX) fo lnterest  12x° 15K 18 19x 24x 34 40k 45 485X
Operating Ratio BO%  BITH  BIEN  G19%  er%  TS2% 728N 720%  TOO%  690%
NotdebttoBookValueof Equiy  1546%  1421%  1349%  1187%  1020% £32%  802%  704%  737%  762%
NetdeiioMarkstCapitalzation  1073%  1306%  1137%  1028%  &70%  G04%  MIX 0% 40B% M7
c";:;“" BookValueofTotal  ohoo, 537 S574%  543%  490%  M08%  426%  304%  405%  413%
Net debt ¥ EV SI0%  S66%  S2%  MT%  466%  NT% 7% ™% 2BB%  204%
ROIC % (pre-tax) 1055 1374 1658 1552 1567 1435 1762 1947 2161 2345
ROE % 361 588 7 785 162 137 1567 1582 7B 192
Source Company reports and UBS eshmates
Table 23: Union Pacific

Union Pacific 000 2001 2002 203 2006 205 2008 207E 2008 2009
Retaled CeshFlow/NetDebt  187%  185%  208% 5%  245% 1%  27%  B4%  B4%  A4%
Net Debt to EBITDA A PEVRRE T 37x a5 “n 27 23 202 10
NetDetwEBITDA fessCAPEX) OB 93 TH &x 15 MM 6 5k A& 3
EBIT to Interest (nef) 23 4 2 2% ax 28 3k AT 54x 80
_EBITDA fo Inarest L A Ak 4k 3% Al S 6K TR Tm
EBITDA (less CAPEX) to Interesl 16 171 23 205 11 11x 25 20 3 It
' Operating Ratio B30%  m2T% BI4%  B15% &A%  B6a%  B16%  700%  TTI%  TETH
NetdebttoBookValusof Equty 1556%  #480%  1255%  056%  830%  864%  734%  626%  614%  611%
NetdsittoMarkstCapitalzation  1156%  1177%  S33%  TIS%  7T61%  701% S 4% BII% &27%  S3g%
;:I:I‘“”M”"'d“’"' B0S%  503%  S57%  489%  484%  dG4%  423%  385%  380%  70%
- Netdebt®EV WO0% 65 SIT%  Ro%  S27%  SO%  AIG% 1% 5% 40%%
ROIG % (pre-tax) NS5 usM 125 126 808 e 1433 158 1728 1874
ROE% 1007 108 120 918 605 &8 1087 1152 1274 1395

Source Company reports and UBS estmates
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m Sitatement of Risk

Rusks to all railroad stocks mentioned 1n this report include economic (volumc),
financial (debt), evem (M&A). and the impact of volaule fuel prices There 15
also the sk of multiple compression as mvestors move away from the group at
different stages of the business cycle

= Analyst Certification

Cach research analyst primarily responsible for the content of this research
report, in whole or in part, certifies that with respect to cach sccunty or issuer
that the analyst covered 1n this report: (1) all of the views expressed accurately
reflect lus or her personal views about those securities or 18suers, and (2) no part
of his or her compensation was, 15, or will be, directly or indirectly, related to
the specific recommendations or views expressed by that research analyst 1n the

research report.
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Required Disclosures

This report has been prepared by UBS Securiues Canada Inc, an affihate of UBS AG (UBS)

For information on the ways in which UBS manages conflicts and maintamns independence of its research product.
histonical 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’

FSR s > 6% above the FSR s > 6% above the

Buy 1 MRA, higher degree of Buy 2 MRA, lower degree of Buy 47% 7%
predictability predictability
FSR 15 between -8% FSR 15 between -6%
and 6% of the MRA, and 6% of the MRA,

Neutral 1 higher degree of Neutral2 |~ degroe of Hold/Neutral 42% 36%
predictability predictability
FSR 15 > 6% below the FSR 1s > 8% below the

Reduce1  MRA, higher degreeof Reduce2 MRA, lower degreeof Sell 12% 28%
predictability predictability

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 pronided within the past
12 months

Source UBS Ratngs allocations are as of 31 March 2007

KEY DEFINITIONS

Forecast Stock Return (FSR) 1s defined as expected percentage pnce appreciation plus gross dwvidend yield over the next 12
months

Market Return Assumption {(MRA) 1s 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 prediciability level of 1" means that
the analyst's estimate of FSR 1s in the middie of a narrower, or smaller, range of possibilties A predictabiity level of ‘2' means
that the analyst's estmate of FSR i1s 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 pnncipal and higher stability of dividends, Neutral
Potential loss of principal, stability of dividend, Reduce High potential for loss of pnncipal and dwdend nsk

UK and European Investment Fund ratings and definitions are: Buy Posltiva 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 Exceptlons (CBE): Exceptions to the standard +/-6% bands may be granted by the Invesiment Review
Committee {IRC) Factors considerad by the IRC indude the stock's volatility and the credit spread of the respective company’s
debt As aresult, 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
resaarch piece
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Companies mentioned
Company Name Rauters Rating Price Price date/time
Burlington Northern™ BNIN Neutral 2 US$87 93 02 May 2007 18 58 EDT
Canadlan National**® CNR TO Buy 2 C$5590 02 May 2007 18 58 EDT
Canadlan Pacific'® CPTO . Buy 2 C$7022 02 May 2007 18 58 EDT
CSX Corp. bASSLT.131610.22 CSXN Neutral 2 US$43 84 02 May 2007 18 58 EDT
Norfolk Southern*t4c8a 7161822 NSCN Buy 2 US$52 34 02 May 2007 18 58 EDT
Union Pacific Corp.'%# UNP N Buy 2 US$11342 02 May 2007 18 58 EDT

Source UBS EDT Eastern daylight tme

2

4a

4b

13

18

18a

18b

22

UBS AG, its affiliates or subsidianes has acted as manager/co-manager in the underwrting or placement of secunties of
this company/entity or one of its affiliates within the past 12 months

Within the past threa yaars, UBS Securites Canada Inc or an affiliate has recaived compensation for investment banking
services fram this company/entty

Within the past 12 months, UBS AG, ts affilates or subsidianes has received compensation for investment banking
services from this company/entity

UBS AG, ts affiliates or subsidianes expect to receive or intend to seek compensation for investment banking services
from this company/entity within the next three morniths

This company/entity 1S, or within the past 12 months has been, a dient of UBS Secunties LLC, and non-nvestment
banking secunties-related services are being, or have been, provided

This company/entity is, or wathin the past 12 months has been, a dient of UBS Secunties LLC, and non-secunties
services &re being, or have been, provided

This company/entity 1s, or within the past 12 months has been, a dient of UBS Secunties LLC, and investment banlung
services are being, or have been, provided .

Within the past 12 months, UBS Secunties LLC hes received compensation for products and services other than
investment banking services from this company/entity

UBS AG, nts affihates or subsidianes beneficially owned 1% or more of a dlass of thus 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)

UBS Securties LLC makes a market in the secunties and/or ADRSs of this company

The U S equily strategist, a member of his team, or one of therr household members has a long commeon stock position
in CSX Comp

The US equity strategist, a member of his team, or one of therr household members has a long common stock position
in Norfolk Southern Corp

UBS AG, s affihates or subsidianes held other significant financial interests in this company/entity as of last month’s end
(or the prior month’s end if thus report 15 dated less than 10 working days after the most recent month™s end)

The analyst responsible for this report has reviewed the matenal operations of the 1ssuer and/or met with senior management
Unless otherwise indicated, please refer 10 the Valuation and Risk sectons within the body of this report

For a complete set of disclosure statements associated with the companies discussed In thls report, iInduding information on
valuation and nsk, please contact UBS Secunties LLC, 1285 Avenue of Amencas, New York, NY 10019, USA, Attention
Publishing Administration
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Global Disclaimer

This report has been prapared by UBS Sacuntes Canada Inc or an affikate thangol {"UBS”) In cortan countnos UBS AG 1a reforred to as UBS 5A.

Thia report 13 for distnbution anly under such Gircumstances as may be permitied by applicable law & has no regard 1o the specific snvostment chyecives, £nanaal muabon o parbcular neods
of any specific recpiant and does not consiitute & representabon that any mvestment s¥alegy 13 sutable or sppropnate o 8 recpient’s indwdual arcumstances or otharmise consbiute &
personal recommendakon & s published sclgly for mformabonal purposes, it does not consulute an adverbsement and = nat to ba construed as a soliatabon or an offor 1o buy or sefl any
secuniies or rlated financal mstruments m sy jursdction No representation or warranly arther axpress or smplad, 1s prowdad n refabon 1o the accuracy camplatenass or reliabedly of the
infamation contaned henmn, except with respect 1o mformaton concemmg UBS AG 11 subtidanes and sfiiates. nor 13 it mbonded lo be a complets statoment or summary of the secunbos,
markets or developments rofamad to i the report. The report should not be regarded by recipaents 83 a substiute Kk the exsraise of tharr own jadgement. Any opinions exprassad in s report
are subjact i change wahout nokce and may differ or ba Contrary 1o opxruons expressed by other business ames of groups of UBS as 8 mesult of usng different assumpiions and cntena
Resaarch wall iniato. updato and cesse cowerage solely at the dacreton of UBS Investmaent Bank Resaarch Management. The analysa contamnad haree 13 basad on numerous assumpiions.
xTorant assumpbons could result in matedaly different results ﬂ-nndwﬂlmpusﬂnhhmmdhlﬂﬂlmvmmmﬂm salgs parsonnel and other
conshtuencies for the purposs of gathonng synthosiang and misrpwetng market sonnaton UBS & uwder no obligabon to update or keep cument the mformaton contaned heren  UBS rebes
on mioomabon bamers to contral Iha flow of informaton contanad 1n one or more areas wiun UBS, wilo othor angas, urits, groups or sffilatos of UBS The compensation of the analyst who
Prepaned the: report 15 determmed exciusnvely by research managemant and somior managoment (not including Invesiment hankng) Analyat COMPONSAbon 3 not based on Investment Dankng
Tovanues, howiver, COMPEnsabon may relate o the nevenuss of UBS imestment Bank a3 s whale, of which mvesiment banking, saiea and tadng 2 8 part

Tha sacunbea descnbed hengn may not be elgpble for safe in 8l pNSAcoNs Or 10 Corlan categones of swastors Opbons, denvative products and futures em nol sustable for al mestors, and
trading i these matruments s consdened nsky hlorigage and assal-backed secuntes may mvolve & high degren of nsk and may ba highly volalile ;m response to fluctuaons in interest rates
and other market condibons Past parformance = not necessardy indcalr of futurg resutts Fongegn curency rates of sxchange may adversaly affect the walus, price or ncome of any secunly
of related inatrumant menboned i ths reporl. For svvesiment adwce. tade eecution or other enguines chants should contact ther focsl safes reprasentative  Nsther UBS nor any of iis
affika’ss, nor sny of UBS® or any of ita affiatos, deecion. employees or agents accepls any lialxkly for any loss or damage ansng oul of the use of sl or sny pan of Bus reporl. Addibonal
formation wil ba mado avalable uPON requost

For financaat insruments admitted 1o trackng on an EU rogulatod market. UBS AG, i3 afiiiatns or subsidanes (excivdng UBS Secunyes LLC sndior UBS Capital Markes LP) acis 88 8 markst
m::hmdlvplwdar {in accordanco wath hmmdﬂ-umsmnmomhImﬂnmﬂdhmmﬂuﬂmhmwdmawm-ﬂmﬁm
n accordancs with Ihe defieson gven to it by the Laws and regrdabons of eny other EU pmsdicsons, such informaton 1 separatoly dadosad 1n s resaarch report.

Ussted Kingdom snd the rest of Europe Except as otherwse specified herain, $us matend s commurscaied by UBS Limited, & subsidiry of LIBS AG, to persons who ans market Counismares
or intermadiale customers (a5 detaled in the FSA Rules) and rs only avadable lo such persona  The mformation contaxned hecsen does nol apply 19, and shoukd not be reked upon by, praie
customers UBS Limitod s suthonsod and reguisted by the Financial Serwces Authonty France Prapared by UBS Limited and desinbuted by UBS Limited and UBS Secunbes France SA. UBS
mmsa-wwwmnuwmmma Whera an analysi of UBS Secunbes France S A has contibuted to thes neport, the report 1% also desmed to
hnhmpmmbyussmmFms;\.&nw by UBS Limitad and dsinbulnd by UBS Limiied and UBS Doutschiand AG LBSWAGHWIIMWM
Bundesansiall fur Finanzdienstisstungasufachl [BlaFin) Spain Prapared by UBS Limsied and disinbuted by UBS Limtad and UBS Secunbas Espafia SV, SA. UBS Secuntes
3 reguialed by the Comesidn Nacional dal Marcado de Valores {(CNAMV) Tuksy Prepared by UBS Mankul Degarier AS on behalf of and disinbutad by UBS Limied n.nn M.Id
disinbuted by tha Mcscow Representstive Office of UBS Cyprus Moscow Limied Switzsriand Dstnbuted by UBS AG to persons who are imsbiutonal wmvestons only kaly' Propared by UBS
Limted and destnbuted by UBS Limdad and UBS Ralia Sm S pA. UBS Raka Sm S pA 18 regulatod by the Bank of Raly and by the Commessono Maznonalo por le Soasth @ la Borga
{CONSOB} Where an analyst of UBS Ralia S 5 pA has contubuted 1o v report tha report 18 alsa desmad to have been preparnd by UBS Kaka Sm S pA suhAlnu UBS South Afnca
tPly)Lmlld'(thmml'h 1995/011140/07) 15 a mamber of the JSE Lastad, tha South Aincan Futures Eachange and the Bond Exchango of South Ainca UBS South Alrica {Pty} Lmited 1s
Seruces Prowder Details of is postal and physical address and a kst of its dreciors are avaable on roquect or may be pccassed at hitpwww ubs co za Urutod Statos
Dumbuuﬂinl.s ?mtﬁ&unuuﬂubylﬁﬁmlSmm , subsuhanca of UBS AG, or by a group, subsckary or alikate of UBS AG that 13 not regesierad as a
E #MAxe"), to magor US matiusonal swoators only UBS Secunbes LLC or UBS Fnancial Services inc accepts responsiinily for the content of a report prepared by
mwnwmmummwmmm«uﬁmmds-um Al transacbons by a US person n Lhe secunies mentoned n thes roport must be
eflecied through UBS Sacunbos LLC or UBS Financial Servces Inc . and nol fwough a non-US affiate Canada Dwinbuted by UDS Secwites Cansda Inc , s subsskary of UBS AG and a
mamber of the pancpal Canadian siock axchangos & CIPF A statement of s fingncial condilon and a st of s dweciors and semor officers will ba prowied upon requesl Hong Kang
Drstubuied by UBS Secunbies Asra Limsted Sngapore Destnbuted by UBS Securios Pla Lid or UBS AG, Sngapore Branch Japan Deinbuiod by UBS Secunbes Japan Lid io svabtubonal
mvestors only Australa Desinbutad by UBS AG (Holder of Ausiralian Financial Sonaces Licence No 231087) and UBS Secunbes Ausiralia LI {Holder of Ausirahan FinanGal Semces Licence
No 231098} only to “Wholesels™ dients as deflned by 5761G of the Corporations Azt 2001 Now Zeatand Datnbutod by UBS Now Zoalgnd Lid

The distiosures contanad in research reports produced by UBS Lid shall be govamned by end construad in accordance with English Law

©2007 UBS Al ghts resarved Thes napaet may not be reproduced or recustibuled m whole or n part, without the winlon pommagon of UBS and UBS accepts no hahity whassoower for tha
acbons of tard parties in us respect.
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UBS Investment Research, Levering Up? It's a Start..., dated May 8, 2007



% UBS il\ili:.: E;u_Jity Rese.a‘rﬁcp_ L

* Raslroads
i~ "UBSInvestment Research . . . |rw Neutral2 [~}
e o em .. ... Unchanged
B -
Unchanged
Levering Up? It's a Start... me, .. -
RIC CSXNBBG CSXUS
H Announces bigper buyback, dividend, and capex 8 May 2007

Before Tuesday’s open, CSX announced. 1) a 50% increase in its share repurchase - data
program from $2B to $3B n stock (15% of its market cap) through the end of rading

2008, 11) a 25% increase in nts quarterly dividend from $0 12 to $0 15/shr starting ~ Swkrange US$46 012919
in Q3, and 1) increases mn 1ts planned capex through 2010 ($1 5B 1n 2007, $1 6B~ Markstcap. US$20 1bn
in each 2008 and 2009, and $1 7B n 2010) CSX plans 10 complete this plan with ~ Sharesofs 437m (COM)
higher anticipated cash flows and additional debt—albeit staying investment grade Free float 29%

Avg daily volume (000) 4,467
B Putting lazy balance sheets to work Avg daily value (US$m) 1825

Our Q-Series report from May 3 titled “Time to Lever Up the Rails™ concluded
. that current leverage across the sector 1s dramatically lower than *gptimal”, and all Balance sheet dala 12/07E

rails could ercate significant value for equity holders by levering up and using that  grarenciders’ equity US$3 82bn
spare debt capacity to repurchase shares With improved industry fundamentals . (uBS) ™
this may also be po.s.sible without sacnificing investment grade credit ratings Net Cash (dott) (US$5 86bn)
B A good start, but only reflects the new “comfort zone” Forecast retums

Our report concludes that managements have realized fundamentals have changed Forecost orice s %
and the new leverage “comfort zone™ that 15 emergng 15 a debt/cap 5% higher than o Prich dpprociason

it used to be (1 ¢. from 40% to 45%) and they'l] get there wathm three years through ~ Torec#st dhadend yield 15%
buybacks and dividend increases that exceed FCF and earmings growth This s Forecaststock rtum -26%
what CSX 1s doing, with debt/camtal moving from 40% to 46% between 2006 and ~ Market retumn assumption 9T%
2008, although debt/EBITDA remains low over the period (2 | to 2 2). It*s a start Forecast axcess retum -123%
B Valuation EPS (UBS, USS)

Qur $44 price target is based on a forward P/E muluple of 14 5x. 12007E 12006

Highlights (US§m) 1205 12/08 12407E 12408E 12400E 241 243 248
Revenues 8,601 00 9,565 00 9,909 4 10507 92 11,16506 282 292 29
EBIT (UBS) 1.533 00 197000 2,083 17 2387 22 267790

Not Income (UBS) 762 85 1,028 80 1,087 23 12480 1,374 80

EPS (UBS, USS) 167 2n 28 292 347

Net DPS (UBS, USS) 037 033 054 075 094

Profitabllity & Valuation Syt hist w 12108 1207TE {208E 12108€

EBIT margin % o 208 210 27 240

ROIC (EBIT) % 125 154 156 169 181

EVIEBITDA (core) x 58 65 82 76 "

PE {UBS) x 164 145 189 157 132 .
Net dividend yield % 22 10 12 18 20 — LY T

Source. Company acoourds, Thomson Fnanea, UBS ssbmates. (UBS) vakucsons are siaed befors goodnirpusied oftanges e citwr ackusieiants ko Soorce: UBS

sbnomual and ecanoouc dems af the snatysls jucgament www ubs com/nvestmentresearch
Valuahons becad an an sverage share pnca Dl year (E) based on 8 chare price of US345 00 on OT Liay 2007 19 W EDT

Rick Paterson Fadi Chamoun, CFA Elizabeth Mielke

Analyst Analyst Associate Analyst

nck paterson@ubs com fadk chamouni@ubs com elizabeth meeke@ubs com

+1-212-T13 1944 +1-416-350 4855 +1-212-713 3683

This report has been prepared by UBS Securities LLC

ANALYST CERTIFICATION AND REQUIRED DISCLOSURES BEGIN ON PAGE . 2.

UBS does and seeks 10 do business with companies covered in its research reports As a result, mvestors 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 invesiment deasion Customers of UBS in the United States can receive independent, third-party research on the company or



CSX 8 May 2007

s CSX Corp.

CSX 15 onc of the largest US freight rallroads and operates along the eastern
seaboard to the Midwest Iis main commodity exposurcs include coal,
mtermodal (predomunantly containers plus some truck trailers hauled on rail flat
cars), chemicals, and metals and minerals The company 1s headquariered n
Jacksonville, Flonida

s Statement of Risk

Risks to CSX include economic (volumes and pnicing), event (M&A), financial
(debt), and volatle fuel pnices There 18 also the nsk of valuation muluple
compression as mvestors move away from the sector at different stages of the
business cycle

® Analyst Certification .

Each research analyst primanly responsible for the content of this rescarch
report, 1n whole or n part, cerufies that with respect to each securty or 1ssuer
that the analyst covered 1n this report (1) all of the views expressed accurately
reflect hus or her personal views about those secunities or 1ssuers, and (2) no part
of his or her compensation was, 13, or will be, directly or indirectly, related to
the specific recommendations or views expressed by that rescarch analyst in the
research report.

uBS 2
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Required Disclosures

This report has been prepared by UBS Secunties LLC, an affiliate of UBS AG (UBS).

Tor mformation on the ways in which UBS manages conflicts and maintains independence of its research product;
historical performance information, and certain additional disclosures concerming UBS rescarch 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' B Services”

FSR s > 6% above the FSR 1s > 6% above the

Buy 1 MRA, higher degree of Buy 2 MRA, lower degree of Buy 47% 37%
predictability predictability
2 5% o the WAL ot 8% o e MRA.
a t an -] .

Neutral 1 higher degree of Neutral 2 lower degree of Neutral 42% 36%
predictability predictability
FSR 1s > 6% below the FSR Is > 6% below the

Reduce1 MRA hngherdegreecf Reduce2 MRA lower degreeof Sell 12% 28%
prediciabdity pradictability

1 Percentage of companies under coverage globally wathin 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 Retum Assumption {MRA) s defined as the cne-year local market interest rate plus 5% (a proxy for, and not a
forecast of, the equity nsk premium)

Predictability Level The predictability leve! indicates an analyst’s conviction in the FSR A predictability level of '1' means that
the analyst's estimate of FSR 13 in the middle of a narrower, or smaller, range of possibiibes A predictability level of '2° means
that the analyst's estmate of FSR s 1n the middie of a broader, or larger, range of possibilihes

Under Review (UR) Stocks may be flagged as UR by the analyst, indicating that the stock'’s price target and/for ratng 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 pnncipal and higher stability of dvidends, Neutral
Potenhal loss of principal, stability of dividend, Reduce High potential for loss of pnncipal and dwvidend risk

UK and European Investment Fund ratings and definitions are: Buy Positive onfactors such as structure, management,
performance record, discount, Neutral Neutral on factors such as struclure, management, performance record, discount,
Reduce Negative on factors such as structure, management, performance record, discount

Core Banding Exceptions (CBE): Exceptions to the standard 4/-6% bands may be granted by the Invesiment Review
Committee (IRC) Factors considered by the IRC include the stock’s volatilily and the credit spread of the respective company’s
debt As aresult, stocks deemed 1o 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 idenidied in the Companies Mentioned or Company Disclosurs table in the relevant
research piece

Company Disclosures
Company Name Reuters Rating Price Price date
3% Corp. "™ CSXN Neutral 2 USS$45 90 07 May 2007

Source UBS All pnces as of local market close

UBS3



CSX 8 May 2007

2 UBS AG. tts affilates or subsidianes has acted as manager/co-manager in the underwniting or placement of secunties of
this company/entity or one of its affiiates within the past 12 months

4 Within the past 12 months, UBS AG, its affiliates or subsidianes has recerved compensation for investment banking

services from this company/entity

UBS AG, its affiliates or subsidianes expect to recaive or intend to seek compensation for nvestment banking services

from this company/entity within the next three months

This company/entity 1s, or within the past 12 months has been, a client of UBS Secunties LLC, and non-investment

banking securties-related services are being, or have been, provided

This company/entity 1S, or withun the past 12 months has been, a client of UBS Secunties LLC, and non-secunties

services are being, or have been, provided

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, 1its affiliates or subsidiaries beneficially owned 1% or more of a class of this company’s common equrty
securiies as of last month's end (or the prior month s end if this report 1s dated less than 10 days after the most recent

month s end)

16  UBS Secunties LLC makes a market in the secunties and/or ADRs of this company

18 The US equity strategist, a member of hus team, or cne of thesr 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 pnor month's end if this report is dated less than 10 working days after the most recent month s end)

g & ©

-~

Unless otherwise indicated, please refer to the Valuation and Risk sections wathin the body of this report

CSX Corp. (USS)
wee PreaTamel (USS) == SlockPrce(Uss)
50 0
400 )
0+
2004
100+
ons T I I§ 1 1 é I 1 é 1 1 é 1 1 I8 1 I —é_
SEEEEEEEENEREEEDEE
T ".5??1‘5?1‘5????? 5.?’.5"?5.?
Buy 2 R ] - =
Neutral 1 I A S
Noulral 2 .

Source UBS, as of 07 May 2007

Note On September 9, 2008, UBS adopted new percentage band cntena for ifs rating system (See 'UBS Investment Research
Global Equity Ratings Defmiions and Allocations’ table for details) Between Oclober 13, 2003 and September 9, 2006 the
percentage band cntena used in the rating system was 10% Pnorto October 13, 2003, the UBS ratings and thewr defintions
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 pnce 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, Raduce 2 Excess return potential < -15%, larger range around pnice target Excess return is
defined as the difference between the FSR and the one-year local market interest rate

UBS 4



CSX § May 2007

Globai Disclaimer

This repat has been prapaned by UBS Sascunbes LLC or an affkate thersof (UBS") In certain countnes UBS AG = refermad to as UBS SA

Thra report 18 lor dsinbubon only under such arcumstances ss may be parmitted by apphceble law k has no regard W the specriic iImestment obyectives, finencal siuation or parbcular neads
of any specific recpiant and does not consitute & representation that any imwestment sirstegy = suitable or appropaate o a recpient’s Indvidusl creumstances or cthenmse constiute a
personal recommandation & = pubishad solely for nformational purpcaes, It does not consttute an adverisament and s not to be construed as a sckalation or an offer to buy or sall any
sacuribes or related inancul wstruments n sny junsdicton.  No representaton or wamranty, sdher express or mplied, 1 prowded in reladon to the accuracy, completensas or reiabiily of the

personnel,
consétuencies for the purpose of theslang and market informaben  UBS 13 undor no o update or keep e infomabon nldh-un LUBS relics
it i oo D ot s ot 1 i et LB, ST o o S B oo o
propansd thes report s detemyunad sxciusrvely by ressarch managameant snd semor management (not mcludng wvestment banking) Analysi compensation is nol based on svestmend bankang
rgvenuea howgver, compensation may rolato to tho revenues of UBS investment Bank as a whole, of whch investiment banlang. sajes and trading ore a part

mmmmmmmqmaluunm all pnscclions or to cartan categones of Investors  Oplons, demative products and futures are not sutable for all nvestors, and
tmdng o these instruments o considorod neky Morigage and asset-backed securiiea may mwolve a high degree of nsk and may be hnghly volable in response to fuctuations in intarest retes
and other market condibons mehmm:mmmmdhnmuﬂs Forsgn cumency rales of exchange may adversely aflect the valua pnea or income of any sacunty
or relsted instrument manbaned in this report. For imvestment adwce, Irade smcubon or othar enquines, chents should contact thar local sales represenisive Neither UBS nor sny of s
affiatas, nor any of UBS' or any of its afilates, director, employeos or agents accepts any kabidy for amy loss or danags aming out of the usa of il or any pari of Sus eport Addional
wiormation will by made avadable upon requast

For financasl instruments admstsed 1 frading on an EU reguiated market. UBS AG, s affiates or subs:diaries (exciuding UBS Secunties LLC sndfor UBS Capltl Markets LP) acls &5 8 market
makaer or hquidity prowdor (in accordance with the mispretaton of these 1enms in tha LK) in the nanaal instrumants of the issusr sawe that where tha activity of hquicity prowder i camad out
In accordance with the dofindion gvon ¥ 1t by the lews and reguistions of any other EU junsdchions, such irformation i separately deciogod m this research mport

Unitad Kingdom and the rest of Europe  Excep” as otherwise specified heren this mawral s communicated by UBS Limitad a subsidary of LIBS AG. fo paraons who am market counisrparhias
or inbermediate cugtomens (as dewaiad in the FSA Rules) and 13 only svarlable to such persons  The information contaned henen doss not epply to and should not be rekod upon by, pnvate
customers UBS Limrted 13 authonsod and reguiaied by the Financial Serwces Authonty France Preparad by UBS Limied and drginbuted by Limutad and UBS Sacunies Franca SA UBS
Sacunies France S A B reguiated by tho Autontd des Miarchis Financwrs {AMF) Whore an analyst of UBS Secunoes France 5.A has contnbuted to thes report, the repon & also deaman to
hawe baen prepared by UBS Securbes France S A. Gemany Propared by UBS Limited end disinbuted by UBS Limited and UBS Deutschiand AG UBS Deutschiand AG 3 regulated by the
Bundesangtalt fur Finanzdionstiesstungsaufucht (Bain) Span Prepared by UBS Limmied and distnbuod by UBS Limited and UBS Secunbes Eapafia 5V SA UBS Sacuntes Espafia SV, SA
5 reguipted by the Comaedn Nacional del Mercado de Valcres (CNMV) mwmmwmsmmmmmwwmumuwmsunm Russa Prepared and
datnbuted by the Moscow Representstive Office of UBS Cyprus Moscow Limited Switzedand Deinbuted by UBS AG to parsons who are insiivional iIneators cnly Raly' Prepaned by UBS
Lanuted and disinbuted by UBS Linrted and L/BS Ralim Sm SpA. UBS kaka Sm § p A 13 reguisted by the Bank of Laly and by the Commussione Nanongle per 8 Soceth @ ks Borsa
(CONSOB) Where an analyst of UBS Ralia Sm S p A. has contnbued 1o thes report, the report 18 alto deemad 10 have bean prepared by UBS Reba Sm Sp A Su.thrm UBS South Afnca
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IV. STARS' Methodology

Earnings Quality

Assessment of earnings quality plays an impartant rale in the STARS process. In addition to extensive exam-
ination of a firm’s operating history, equity analysts may employ propnetary measures of quality such as
Standard & Poor's Earnings and Dvidend 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 i1s available, and several
academic and practitioner studies have examinad their informativeness and reliability {see the white paper
Standard & Poor's Eamings and Dividend Ranking System, available an www.standardandpoors com) S&P
Core Earmings s & newer proprietary methodology that assesses a company’s underlying aconomic earnings
power by measuring eamings attributable to ongoing operations Under this methodology, a company’s pen-
od earnings performance includes only those revenues generated by the enterprise’s stipulated commercial
activities, and those direct and indirect expenses that were realized in the generation of thoso rovenues
Trends identified from the use of Standard & Poor’s Qualty Ranks and Standard & Poor’s Core Earnings may
be indicative of improving or detenorating eamings quality

Top-Down & Technical Influences

Top-down influencas on STARS include Standard & Poor's macroeconomic forecasts, refatve sector
strength analysis, and capital market expectations The Standard & Poor's Equity Research Group's Global
and Regional Research Directors meet regularly with the Chief Invastment Strategist to review input provid-
ed by the S&P Investment Policy Committae {IPC) The IPC's mission 1s 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 tts responsibilites, the IPC 18 charged with provid-
ing top-down guidance and farecasts to Standard & Poor’s equity analysts on the financial outloak for spe-
cific sectors The committee 1s chaired by the Head of Investment Analysis and its members include
Standard & Poor’s Chuef Economist, Head of Global Equity Research, and Head of Global Bond Research,
among others Combined investmant experience among the 10 IPC professionals 1s approximately 210 years
Standard & Poor’s Chief Technical Analyst s 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. Companson with other stocks in the same industry also may land insight as to whether a move n price
1s related to the industry or to the individual security

Principal Valuation Methods

Financial statement analysis 1s a core practice of Standard & Poor's equity analysts and s integrated with
intrinsic valuation techniques, principally via discounted cash flow {DCF) models that the analysts employ for
each company coverad. Asssts, hiabilities, and shareholder equity are evaluated to determine if the firm has
sufficient rescurces to generate mcome and cash flow, as well as sufficient hiquidity te ensure contnuity as

2 From Standard & Poor’s investment Policy Commutee Charter

June 2005 / Standard & Poor's STock Appreciation Ranking System (STARS):
Methodology, Analysis, & Performance Attnibution



_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 veluation techmques, Standard & Poor's analysts
also employ relative valuation andfor sum-of-the-parts valuaticn We address each below, and thaugh our
reviaw will not be complete with respect to vanations in inputs, techniques, and special considerations
across industries, we will cover the pnincipal means by which Standard & Poor's estmates value per com-
mon share of equity

To faciltate the quality of its valuation estimates, Standard & Poor’s has staffed its equity research team with
expenenced and qualbfied professionals. Over 80% hold MBAs, over 30% are CFA Charterholders, and sev-
eral hold CPA designations The average Standard & Poor's tenure is about 7 years for US analysts and
about 13 years for group heads and directors

Standard & Poor's beheves that, although equity markets are highly competitive, the vaiue of a company’s
equity 15 not always equal to ts pnce These deviations offer opportunities te 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
othar market participants and will therefore be reflected in the pnce of the firm’s common stock However,
investors should note that there can be no assurance that this process will boar out consistantly through
time Historically there have been long peniods whan under- or over-valuation of publicly traded equity
shares persisted

It1s ncumbant upon Standard & Poar’s equiy analysts to develop informed opinions of the competitive pos:-
tioning of each company they cover, These assessments ultimately are reflected wm the inputs to the valua-
tion models discussed below They encompass management strangth, market trends, corporate governance
polictes, and product and pncing strategy For example, serving unsaturated markets may lead to volume
power, while operating in the presence of enduning competitive barriers to entry may promate pncing power
Resources for this work include participating s industry conferences, communicating wath management
teams and investment relations departments, and utlizing industry consultants, as well as fallowing 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 Thesae projected income statements, bal-
ance sheets, and cash flow statements are integrated with wntrinsic velue modeis for each company.
intrinsi¢ value models attempt to determine the present value of projected cash flows Standard & Poor's
pnncipal method of intnnsic valuation 1s DCF modeling Key inputs, explamed below, include estimated cash
flows, growth rates, and the discount rate Like all mtnnsic value techniques, DCF analysis 1s quite respon-
sive to changes i inputs, so analysts employ senstivity analysis to take into account a range of values and
probabiliies
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Cash Flows

The intrinsic value of any security i1s the present value of its expected future cash flows Derving intrinsic
value 1s therefore a straightforward process when cash flows are known in advance with certainty, as 1s the
case with non-callable, nsk-free debt such as Treasury bonds When future cash flows are not known with
certainty, as s the case with carporate dabt and aquity, they must be estimated Standard & Paor's general-
ly defines free cash flow to the firm (FCFF) as net cash flow from operating actmties 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 caprial 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 sensitwe, providing quality growth rate estimates is a
prnimary challenge To accomplish this, it 1s each analyst’s responsibility to gain insight into industry trends
and indnidual company business dnvers For example, in capital-intensive industnes, results may be driven
pnmanly 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 estmation is required for valuation, which
introduces additional uncertainty Furthermore, the sustainability of cash flows 15 heavily influenced by the
competitive landscape Importantissues for consideration include the firm’s tax and regulatory environment,
the level of market saturation, the presence of barriers to entry or exit, istorical returns on equity and
assets, and the strategic plan {high-margin or low-cost producer) The analyst's implictt goal 1s to assign
probabilines to various outcomes hased on these daliberations From those probabilihes flow growth rate
assumptions for input into the DCF framework. A growing company wall typically expenence a temporary
(perhaps several-yoar) penod 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 modal, thus 15 referred
to as the “terminal growth rate ~ From that point on, future FCFF may be valued as a perpeturty with a constant
growth rate

Discount Rate

Another input to determining the present value of futura FCFF 1s the discount rata When valuing projected
cash flows to the firm, the weighted avarage cost of capital (WACC) 13 typically used, although some pract-
tioners prefer a nsk free rate plus an equity nisk pramwm The main advantage of using WACC 15 that it takes
the firm’s cost of capital for common equrty, preferrad equity, and debt financing, as well as the capital struc-
ture of the balance sheet, into account The cost of equity 1s typically derivad from the Capital Asset Pricing
Model {CAPM), which requires some estimate of the firm's equity market beta. Since tha histoncal beta may
bear httle relevancae for the future, analysts are granted the flexibility to modily their estimates to allow for
what they view as reahstic assumptions of relative share pnce volatility going forward The CAPM cost of
debt 1s typically the yield at which outstanding debt trades or the risk free rate plus an appropnate cradit
spread
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Combining the Inputs

Once future cash flows have been estimated, the discount rate i1s applied to arnive at the present value of the
firm The present values of debt and preferred stock are then deducied to obtain the present value of the
firm's equity, its nfrinsic value I intninsic value is well above current market caprtalization, the stock would
be desmed attractive from a DCF perspective As noted abova, DCF cutput 15 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 vaned input assumptions to
develop an understanding of a range of possible outcomes

Relative Valuation

Some industnes do not lend themselves well to DCF analysis For example, the value of companies in emerg-
mg industnes depends largely on new products and those that may stll be in development In fact, many of
these companies may not have a history of generating any FCFF The biotechnology industry 1s an example.
Cther industries may generate profit from net margins (spread between assets and liabilities), not operating
activiies Banks and insurance companies are examples of this In these situations other intninsic value
approachas may be applied, or analysts may also employ peer group analysis to measure a firm's value rel-
ative to its compettors While the specific comparison metnics differ among ndustries, the principle remamns
that by comparing a firm to iis 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 utiized in special situations such as mergers and acquisitions,
spinoffs, or analysis of conglomerates. SOP disaggregates a firm by its operating segments and denves a
value for each Each segment may be valued using DCF (if a segmented history of cash flows 1 available) or
relative valuation {if good, stand-alone, comparables exist) Then the segment values are aggregated to esti-
mate the overall value of the firm

Target Price

A stock’s target price per share represents tho pnce that a givan securnty 1s expected to trade in the future,
normally in 12 months In their determination of target pnces, analysts are expected to consider intrinsic, rel-
ative, and SOP valuations if appropnate given the particular case, as well as the hikelihood of micre- or
macro-economic events that may emerge as catalysts for changes in earnings or multiples To assess 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, m
relation to its market price, determines Standard & Poor's recommendation for that parhcular secunty For
example, if a stock’s target price 15 well above its current market price, it 1s 8 candidate for a 5-STARS {strong
buy} recommendation.
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