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September 26, 2007 
 
Hon. Vernon A. Williams 
Secretary 
Surface Transportation Board (“STB”) 
Case Control Unit  
395 E Street, S.W. 
Washington, DC 20423‐0001 
 
Re: Methodology to be Employed in the Determining the Railroad Industry’s Cost of Capital.  
STB Ex Parte No. 664 
 
Dear Mr. Secretary,  
 
As a large shareholder of four of the Class I railroads in the United States, we are pleased to 
submit this letter in response to the proposed changes to the STB’s cost of capital calculation. 
 
Founded in 1995, Atticus Capital LP currently manages in excess of $16 billion of assets on 
behalf of its clients, which include leading pension funds, educational institutions and 
charitable foundations.  Contrasting with a common characterization of hedge funds, we are 
long‐term, value‐oriented investors, having entered into some of our largest multi‐billion 
dollar investments a number of years ago.  Our investment in the U.S. railroads is one such 
investment that has been made with the underlying belief that freight railroads serve as a 
principle solution to the nation’s present and future transportation demands. 
 
Given our large equity investment in the freight railroads, some may perceive our interests 
as opposed to those of shippers.  Quite the contrary.  As any successful business is well 
aware, the customer is key.  Without customers, there are no railroads, and as shareholder 
owners, we firmly believe that railroads must continue to invest – and in fact raise their level 
of investment – in order to meet the future capacity, safety, and service needs of their 
customers. 
 
 
The Cost of Capital  
 
The objective of this letter is not to provide an academic dissertation on the merits of 
employing a discounted cash flow (“DCF”) analysis versus the capital asset pricing model 
(“CAPM”) or the particular numerical adjustments that may be made to such calculations.  
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Rather, as equity investors with many years of involvement in both public and private 
markets, we believe we possess an experienced and seasoned viewpoint on the cost of equity 
capital.  Quite simply, regardless of the methodology, assumptions, or timeframe, we believe 
that the proposed cost of equity methodology significantly understates the true cost of equity 
for the railroads. 
 
As investors, we look at two primary components in an investment: risk and return.  Equity 
investments generally are riskier than debt investments, and as such, should compensate 
investors for that risk via a higher long‐term return.  We struggle to think of investors who 
would commit long‐term equity capital for the proposed 2005 CAPM rate of 8.4% or what we 
estimate will be a somewhat higher 2006 figure.  In fact, investors today can purchase 
secured bonds yielding higher rates of return with less risk than the proposed railroad cost 
of equity.  We do not believe this makes financial sense.  
 
While the CAPM approach may have tomes of academic data to justify its use, we do not 
believe that its proposed application in this case passes the real world common sense test of 
what a rational investor would accept for an equity investment in a historically cyclical 
industry.  In our experience, most professional investors in public equity markets undertake 
investments with forward‐looking expected returns in excess of 10% and potentially higher 
based on other risk factors. 
 
Our professional opinion is that absent a compelling rationale for change, retaining the 
current DCF methodology better approximates the railroad industry’s true cost of equity as 
well as its cost of capital.  
 
 
Return on Invested Capital 
 
In our professional judgment, a valid analysis of cost of capital cannot be undertaken 
without simultaneously measuring return on investment (“ROI”). 
 
We believe that freight railroads, more so than other industrial businesses, suffer from a 
substantial divergence between the value of the capital invested in their businesses and the 
accounting book value of that capital.  In fact, we conservatively estimate that the 
replacement cost of the railroads’ assets, excluding the value of their land holdings, is 
approximately four times (4x) that of the STB calculated “Revenue Adequacy” net 
investment figures.  This divergence is fundamentally due to the long‐lived nature of the 
railroad assets where inflation – in all costs, including steel, timber, locomotives, freight cars, 
and labor – has dramatically exceeded the original cost less book value depreciation from 
which the STB calculates net investment.  A recent Morgan Stanley1 analysis of replacement 
cost calculations arrives at similar conclusions. 
                                                 
1  See research by Morgan Stanley, William Greene, CFA, “Regulatory Environment Appears Supportive of 
Railroad Pricing”, July 15, 2007 (see attached, pp.6-8) 
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As a result, we believe that the true ROI of the railroads is roughly 1/4th that calculated by the 
STB (averaging 2% versus the average STB 2005 ROI of around 8.6%).  Even after making 
commensurate inflation adjustments to the cost of capital, we believe it becomes clear why 
railroads must be allowed to generate sufficient returns to justify maintaining their current – 
and investing in additional – capacity.2 
 
 
Conclusion 
 
As long‐term value‐oriented investors, we believe this discussion must not avoid a principal 
issue for both the railroads and shippers; one that, if solved, could avoid or significantly 
abate a potentially devastating U.S. transportation crisis resulting from the failure to attract 
sufficient infrastructure investment.  In our professional judgment, positioning an 
economically unsound cost of capital against historical book capital in the STB ROI 
calculation harms both shippers and railroads.  Railroads would struggle to justify additional 
investment in new capacity. Shippers would see diminished service levels and fewer routes 
offered to them. These effects would, in turn, force shippers to seek solutions to their 
transportation needs from less energy efficient and less environmentally friendly alternate 
modes of transportation potentially at a higher financial cost. 
 
In the end, both railroads and shippers would suffer, and the United States might take a step 
backward in solving our transportation congestion problems. 
 
We appreciate the Board’s time and consideration. Should the Board desire further written or 
oral input from the undersigned commentators, we would be pleased to respond to the 
Board’s request. 
 
Respectfully submitted, 

 

 

Timothy R. Barakett 
Chairman and CEO   

  Heath L. Watkin 
Vice President 

 
Enclosure 

                                                 
2 A recent study requested by the National Surface Transportation Policy and Revenue Study Commission and 
conducted by Cambridge Systematics on behalf of the American Association of Railroads (“AAR”) found the 
need for major new investment in freight railroad capacity to meet an expected doubling of freight 
transportation demand over the next three decades. The results of the study indicate that $135 billion in private 
funds must be invested over the next 30 years to increase freight rail capacity. That investment would go toward 
constructing new track, signals, bridges, tunnels, terminals, and service facilities. It would also maintain existing 
capacity for Amtrak and local commuter rail.  This amount is in addition to all public funding sources and 
excludes passenger-related investment. 



                                                     
 
 

 

 
 

July 15, 2007 

Transportation 
Regulatory Environment 
Appears Supportive of 
Railroad Pricing 
 

Regulators’ focus on capacity and service should 
be supportive of long-term pricing upside. We 
performed a deep-dive into the current rail regulatory 
environment and came away more bullish on the 
long-term prospects for rail pricing.  After speaking with 
a number of Washington sources, we believe a need to 
encourage rail investment and some recent tweaks to 
guidelines governing rate cases could allow for more 
pricing power over the long-term than we are currently 
modeling.  Moreover, a lack of public funds to support 
rail investment could push regulators to allow rails to 
exceed their cost of capital for a number of years, in 
contrast to traditional revenue adequacy calculations.  
Given our findings, we will revisit our assumptions about 
rail pricing after 2Q earnings. 

Railroads shouldn’t see any regulatory pricing 
pressure before 2011. Revenue adequacy is a 
long-term concept that the STB has yet to define (at 
least five years).  Based on this interpretation, NSC will 
likely be the first revenue adequate railroad, but 
shouldn’t face any pricing obstacles until at least 2011.  
CSX and UNP have the lowest ROI and might avoid 
revenue adequacy standards until 2015 or beyond.  

A switch to replacement cost could remove any 
regulatory pricing obstacles, but a lack of support 
makes this a low probability event in the near-term.  We 
still see substantial upside from rail pricing even without 
a replacement cost framework. 

But nothing is ever certain in Washington.  Changes 
in Congress, the White House or the STB could always 
alter the regulatory framework to the detriment of rails. 

Railroads remain attractive investments.  We believe 
investors will do well owning any of the railroads, but see 
the most upside over the next 18 months at 
Overweight-rated UNP and NSC. 

Recent Reports 

Title Date

Transportation: Initiation of Coverage: Rails 
Have More Room to Run on Pricing 

May 7, 2007

William J. Greene, CFA / Adam Longson   
CSX Corporation: Raising the Bar on 
Earnings and Leverage 

May 8, 2007

William J. Greene, CFA / Adam Longson   
Transportation: Shippers Support Bullish 
Railroad Thesis, but Trucks Still Struggling 
William J. Greene, CFA / Adam Longson 
Canadian National Railway Co.: CN Out to 
Prove There Is More Upside Left 

May 20, 2007

May 25, 2007

William J. Greene, CFA / Adam Longson   
Norfolk Southern Corp.: Service Focus and 
Investments Should Drive Outperformance 

Jun 7, 2007

William J. Greene, CFA / Adam Longson   
Transportation: Despite Soft Volumes, Rails 
Should Still See 2Q EPS Growth 

Jun 25, 2007

William J. Greene, CFA / Adam Longson   

Morgan Stanley does and seeks to do business with 
companies covered in its research reports. As a result, 
investors should be aware that the firm may have a 
conflict of interest that could affect the objectivity of this 
report. Investors should consider this report as only a 
single factor in making their investment decision. 
Customers of Morgan Stanley in the U.S. can receive 
independent, third-party research on the company 
covered in this report, at no cost to them, where such 
research is available. Customers can access this 
independent research at 
www.morganstanley.com/equityresearch or can call 
1-800-624-2063 to request a copy of this research. 
For analyst certification and other important 
disclosures, refer to the Disclosure Section. 

 
Morgan Stanley & Co. Incorporated William J. Greene, CFA 

William.Greene@morganstanley.com 
+1 (1)212 761 8017 

Adam Longson 
Adam.Longson@morganstanley.com 
+1 (1)212 761 4061 
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Little Regulatory Risk to Railroad Pricing Story Before 2011 
Investment Summary and Conclusion 

Based on conversations with shippers, railroads and 
Washington sources, we see little on the regulatory 
landscape that is likely to slow the railroads’ long-term 
annual pricing power from the 3.5-4.0% we are modeling 
through 2012.  In fact, our investigation into regulatory issues 
gave us greater confidence that our forecasted pricing growth 
could prove conservative.  As we’ve stated in prior reports, the 
rails are benefiting from a secular change in pricing that we 
believe is sustainable over the long-term.  Despite our bullish 
stance, our analysis of the regulatory environment suggests 
that the railroad pricing story is more sustainable than we 
previously thought.  Given the additional upside in pricing, we 
would be long-term buyers and holders of railroads in general, 
especially on any weakness during the 2Q earnings season. 

Over the past few months, we’ve fielded dozens of questions 
about the regulatory risks to the railroad pricing thesis.  Given 
these concerns, we did a deep-dive into the regulatory risk to 
rail pricing and came away with four key conclusions.  

1. Under the current framework, we see few reasons to 
be concerned about regulatory risks to the pricing 
story for the next five years (at least).  

2. Surface Transportation Board (STB) concerns about 
rails having enough capital to expand capacity are 
more likely to drive rate regulations than strict 
interpretations of “revenue adequacy.” 

3. Changing the STB calculation of revenue adequacy to 
one based upon replacement cost of capital (not book 
cost of capital) could be a significant positive for 
railroad pricing, but appears unlikely near-term. 

4. In politics, nothing is ever certain.  Changes in 
Congress or at the STB could alter the favorable 
regulatory framework quickly to the detriment of rails.  

We see few reasons for concern about pricing under 
current rate regulations 

A common issue that comes up in discussions with investors 
who are skeptical about our bullish rail thesis is whether it is 
realistic to think that rails can have sustained pricing power 
once they achieve an adequate return on capital - per the 
regulatory calculation -- also known as “revenue adequacy.”   

It is important to first remember that the STB only has 
regulatory authority over tariff rates and in situations where a 
shipper is captive to a single railroad, or roughly one-third of 
railroad traffic.  In the event of a rate dispute with a customer 
whose pricing is regulated by the STB, the STB examines 
whether a railroad is revenue adequate.  If it is not, then the 
STB has generally required a higher hurdle for shippers who 
argue that their rates are too high.  The hurdle involves 
estimating the cost of building and operating a new railroad 
(stand alone cost) and whether the rail is charging a rate that 
would exceed this cost.  In the dozen or so rate cases that have 
come before the board in the recent past, the STB supported 
substantial rate increases for a shipper in part because the 
railroad’s returns fell short of the cost of capital.   

If a railroad is revenue adequate per the STB, the rules are 
slightly different and less favorable to the railroads.  When 
revenue adequate, a railroad is limited to charging a captive 
shipper no more than 180% of variable cost (the base 
threshold for bringing a rate case under any scenario).  It is 
generally believed that this is a costing methodology that is 
more restrictive to rail pricing.  So, the key question then is 
when will a railroad become revenue adequate for purposes of 
rate cases before the STB? 

Revenue adequacy is a long-term concept according to 
the STB.   
No railroad today is considered revenue adequate by the STB, 
not even NSC, as there is no history of sustainable returns.  In 
other words, achieving a return on capital that exceeds the cost 
in a single year is not true revenue adequacy.  However, we 
forecast railroad returns to improve substantially over the next 
several years as pricing power continues (see Exhibit 1).  This 
suggests that, at some point in the future, each railroad will 
achieve a return on capital that exceeds its cost, as computed 
by the STB.  If we assume that a railroad must be revenue 
adequate for at least five years to meet the regulatory definition 
(and it could be longer), then it will be at least the end of this 
decade before a single railroad is revenue adequate (let alone 
the industry).  Moreover, rates of return for a given year are not 
calculated and published until the following year.  In total, that 
means a railroad should have at least six years from the 
point of first achieving adequate returns before facing any 
change in pricing regulation. 
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Exhibit 1 
Railroad Returns Are Rising 
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Source: AAR Data, Company data, Morgan Stanley Research 

Based on our analysis of projected returns, we see little 
regulatory risk to pricing (at least from the STB) for any of 
the railroads before 2011 (see Exhibit 2).  We adjusted our 
current estimates for the US railroads (which are more bullish 
than consensus) to conform to the STB ROI methodology and 
determine at which point the railroads might cross the 
regulatory cost of capital threshold.  Again, this is solely to 
determine when the clock is likely to start ticking on “revenue 
adequacy.”  The length of time a railroad can earn excess 
returns before being declared revenue adequate is not yet 
known. 

While NSC is already exceeding the cost of capital according to 
the STB, our estimates indicate that the industry is not likely to 
exceed the regulatory cost of capital in aggregate until at least 
2010 (see Exhibit 3), which is beyond most investors current 
time horizon.  UNP will not generate adequate returns until 
2012, and CSX may still lag the current STB cost of capital in 
2012, in our view.  The return differential between UNP and 
CSX and their closest competitors also speaks to the upside 
potential if management can turnaround operations.  It’s worth 
noting that we assumed a constant cost of capital in future 
years, but the STB’s cost of capital has historically varied 
marginally from year-to-year.  

Exhibit 2 
Timeline for Potential Regulatory Pricing Pressure 

First Year Year of First Year of 
Earning Cost Revenue Regulatory 

Ticker of Capital Adequacy Pressure
CSX 2013 2018 2020
UNP 2012 2017 2019
BNI 2008 2013 2015
NSC 2004 2009 2011  

*Using 5-year revenue adequacy period.  Source: Company data, Morgan Stanley Research 

 

As noted above, there should be at least a six-year window 
between the year in which a railroad first generates adequate 
returns and the ultimate determination of sustained “revenue 
adequacy.”  In fact, if the STB assumes that a railroad needs to 
be revenue adequate over an entire business cycle, the period 
of excess returns allowed for rate cases could be even longer.  
As a result, we believe NSC likely has at least another 4 years 
before facing a less favorable regulatory environment, while 
UNP and CSX may be in position to fend off most rate disputes 
from the STB until the end of the next decade (see Exhibit 2). 

Key Events to Watch: 
We will be watching a few key events over the next 12 months 
that could give us more conviction in our conclusion that 
railroad pricing is not only secular, but will likely outpace cost 
inflation well into the next decade.   

• If railroads report firm pricing during 2Q07 and 3Q07 
despite continued weakness in volume, it should 
discredit the bear case argument that railroad pricing 
is merely cyclical.  We believe rails remain 
disciplined on pricing and have learned their lessons 
from the market share trading of the 1990s. 

• The STB is currently deliberating on some large rate 
cases (AEP-Texas North and Basin Electric) due for 
a decision in the near future.  If regulators rule in 
favor of the railroads, it could suggest the rails have 
much more pricing upside left under current 
regulatory guidelines.  Not to mention, a pro-rail 
ruling could leave shippers frustrated and more 
reluctant to bring rate disputes to the STB. 

• The STB is also deliberating a change in the 
calculation of the cost of capital from a DCF-based 
method to a CAPM-based method.  This could 
potentially lower the cost of capital for railroads and 
bring some to revenue adequacy sooner.  However, 
as noted earlier, revenue adequacy for purposes of 
rate regulations remains a long-term concept.  
“Long-term” is as yet undefined by the STB. 

Given the timing of some of these events, we are waiting until 
after 2Q07 earnings before revisiting our long-term outlook on 
pricing.   
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Exhibit 3 
Morgan Stanley Estimate of Railroad ROI vs. Cost of Capital Using STB Methodology, 2005-2012 
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Source: AAR Data, Company data, Company R-1 Schedules, Morgan Stanley Research 

 

 

How does the STB determine the regulatory cost of capital and ROI? 

Cost of capital: The STB weights the cost of debt and equity 
using market values.  The cost of debt is based on market value 
yields of the major forms of long-term debt instruments for the 
railroads plus assumed floatation costs. The cost of equity is 
calculated using a single-stage discounted cash flow (DCF) 
methodology as opposed to a multiple period DCF or an 
approach based on the capital asset pricing model (CAPM).  
Therefore, the dividend yield and growth rate (as determined by 
IBES estimates) are both inputs into the calculation, which 
partly explains why the cost of equity has been rising with 
improving profitability. 

The STB is currently reviewing its calculation of the railroads’ 
cost of capital.  Deliberations are ongoing on whether to shift 
from a DCF-based method to a CAPM-based methodology.  We 
suspect that such a change would likely lead to a lower cost of 
capital calculation, which could mean that some rails are 
already close to earnings excess returns on capital.  But, 
because the revenue adequacy concept is nonetheless 
long-term, we are not too concerned if this change happens.  
We still see most railroads being viewed as revenue inadequate 
through the rest of this decade. 

Exhibit 4 
Calculation of Regulatory Cost of Capital 

Cost of Debt: Cost of Equity:
Mkt Value Yields of LT Debt Dividend Yield
+ Flotation Costs x (1 + ½ x 5-year growth rate)
                                                + IBES 5-year EPS growth rate
Cost of Debt Cost of Equity
x Market Weight of Debt x Market Weight of Equity

Regulatory Cost of Capital  
Source: Surface Transportation Board, Morgan Stanley Research 

 

ROI: Just like everyone in finance, the STB has its own variation 
on the ROI calculation.  The STB calculation uses Net Railway 
Operating Income (NROI) in the numerator (most similar to 
NOPAT – net operating profit less adjusted taxes) and Net 
Investment in the denominator.  Both metrics include a number 
of unique adjustments and don’t directly align with any figures 
reported in the railroads’ financial statements.  Net revenue 
from railway operations tends to fall short of operating income 
and the reported net investment (before adjustments) tends to 
be less than reported Net PP&E.  
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However, railroads do not operate in isolation, and it may be 
difficult for regulators to regulate pricing for just one segment of 
a network operation.  Therefore, industry-wide revenue 
adequacy may ultimately be the key driver to any policy tied to 
railroad profitability.  We believe that under the current 
regulatory framework the railroad industry in aggregate is 
unlikely to face much regulatory scrutiny until 2016. 

Concerns about rail capacity are likely to play an 
increasingly significant role in regulators’ thinking 
about rail pricing 

Although we see little likelihood of regulatory constraint on rail 
pricing in the near future, we believe that concerns about the 
ability of railroads to handle future volume growth could trump 
pricing concerns.  In short, the US transportation infrastructure 
is filling up. This has changed the way regulators, politicians, 
and shippers think about the railroad industry.  The state of the 
long-haul driver market, higher truck equipment costs, highway 
congestion (see Exhibit 6) and falling utilization rates will all 
weigh on the trucking industry’s ability to handle the continued 
growth in freight demand.  Moreover, highway congestion and 
larger trucks generally upset voting commuters.  The enormous 
costs of potential highway expansion limit any major public 
works effort to alleviate congestion. 

We see rail as a viable solution to the nation’s need for efficient 
freight transportation.  However, with railroad networks also at 
or near capacity (see Exhibit 7), further investment will be 
required.  Growing concerns over global warming, fuel 
efficiency and energy security makes truck to rail conversion 
for freight even more pressing (railroads are roughly five times 
more fuel efficient than trucks).  Remember that one 
double-stacked intermodal train could easily eliminate the 

Exhibit 5 
Estimated US Truckload Revenues vs. US Railroad 
Revenues 
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Source: AAR data, Morgan Stanley Research 

 

need for 250 long-haul trucks and drivers. 

An unprecedented amount of rail investment will be needed to 
support these relief efforts.  The truckload market is roughly 
triple the size of the railroads (see Exhibit 5).  Due to the 
discrepancy in scale, simply shifting 250bps of annual growth 
in truckload volumes over to the railroads (i.e. preventing 
incremental TL growth) would require railroads to manage a 
10% growth rate in volumes every year.  As it is, railroads are 
struggling just to handle projected organic growth in rail 
volumes due to capacity constraints.  Any thoughts at actually 
reducing total truck traffic would require an enormous amount 
of capital investment.   

Exhibit 6 
Projected Highway Congestion in 2020 

 
Source: US DOT Federal Highway Administration 

Exhibit 7 
Railroad Track Utilization 
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One must also realize that maintenance capital requirements 
will continue to grow for the rails as well.  The higher utilization 
that comes with additional volume results in faster wear of rails 
and greater needs for replacement and maintenance.  
Moreover, a larger network costs more to maintain.  If 
regulators mean for railroad pricing to support the majority of 
future rail investment, then pricing will need to rise for years to 
have any hope of supporting material modal shift from trucks. 

Based upon our conversations with multiple sources in 
Washington, we believe politicians could accept the notion that 
users of the freight railroads should pay higher rates to facilitate 
more profits and growth in the rail network.  From the 
perspective of the STB, a rail service meltdown due to 
insufficient reinvestment is politically untenable.  Instead, we 
expect that the STB will continue to favor higher prices and 
returns on capital, so long as railroads show a willingness to 
continue to reinvest in the physical plant. 

In broader terms, the aging US transportation infrastructure 
(airports, highways, ports, waterways and railroads) requires 
substantial reinvestment if the US economy is to remain 
competitive on a global scale.  With the exception of railroads, 
upgrades to the other transportation segments are most likely 
to be funded out of the federal and state treasuries.  Given 
current budgetary constraints and governmental priorities, we 
are hard-pressed to believe a significant amount of capital will 
soon be forthcoming from government sources to upgrade the 
nation’s rail infrastructure.  Furthermore, putting the onus for 
funding on users of the rail system doesn’t directly burden 
taxpayers (i.e. voters).  As such, these long-term political and 
economic considerations are very likely to result in a more 
favorable regulatory environment for railroads and rail pricing, 
in our view. 

Exhibit 8 
Railroad Pricing is the Most Likely Source for Future 
Rail Investment 

Investment Tax Credit Public Funding Private Financing
Very Unlikely Limited Use High Probability

Budget constraints and 
PAYGO rules will likely 
stop this proposal.

Regulators have been 
hesitant to issue large 
RRIF loans.  Only smaller 
scale funding and some 
public/private partnerships 
are likely with current 
budget constraints.   

As with toll road leasing, 
private financing frees up 
funds without directly 
burdening the taxpayer.  
Allowing rails to use their 
inherent pricing power is 
the most logical way to 
tap this source of 
financing.  

Source: Company data, Morgan Stanley Research 

If regulators were to increase regulation and put downward 
pressure on rail pricing, capital reinvestment could collapse.  
Rail management has publicly stated that rails will only invest 
where the returns are attractive.  Re-regulation would likely be 
catastrophic for reinvestment.  Thus, it is conceivable that 

regulators allow rails to continue to earn or exceed the 
regulatory cost of capital for several years to encourage 
additional investment and help alleviate a transportation 
gridlock scenario the country is facing. 

Calculating the revenue adequacy based upon 
“replacement cost of capital” would change the 
game in the railroads’ favor 

Railroads are a unique and capital-intensive industry with very 
long-lived assets.  As such, book value has little relationship to 
current value of the plant and property.  When railroads were 
operating with plenty of excess capacity in the 1980s and 
1990s, calculating the cost of capital by using historical cost 
was probably logical.  After all, why calculate what it would cost 
to replace a railroad when the railroad had more supply than 
demand? 

Today, with the US railroad system operating close to full 
capacity, incremental volume growth will likely require more 
substantial capital investment.  As private entities that own 
their infrastructure, railroads are unlikely to reinvest their 
limited capital resources if the returns on that capital fail to 
exceed the cost.  Thus, the calculation of the true capital 
employed is critical to the equation. 

Union Pacific’s CEO, Jim Young, made an interesting 
observation at a recent shippers’ meeting.  He told his 
customers that UNP had recently replaced a bridge on its 
network due to a wash-out.  The bridge was on the books at a 
value of $160,000, but the replacement cost was $20 million.  
While perhaps extreme, this example highlights the dilemma 
facing railroads when deciding where and how much to 
reinvest.  Not surprisingly, we would prefer to see railroads 
invest where the returns are greatest.  Shippers and politicians 
who wish to see substantially more reinvestment will need to 
consider this when criticizing rail pricing trends. 

As has been well-publicized, a number of investors believe 
regulators need to consider the concept of replacement cost 
when measuring railroad returns on capital.  It is our 
understanding that a shift to a replacement cost methodology 
would not require a law change.  The STB has within its 
authority the ability to adjust its calculation of the cost and 
return on capital.  However, the STB is not a pro-active agency.  
It must wait for either the railroads or shippers to request a 
change in the calculation.  Upon review and study, the STB can 
choose to make the switch.  Thus far, no parties have 
requested the STB change its methodology for calculating 
returns on capital (revenue adequacy). 
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Exhibit 9 
Railroad 2007 STB ROI vs. Return on Replacement 
Cost 
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Source: Company data, Company R-1s, Morgan Stanley Research 

Given the somewhat charged atmosphere in Washington 
around the newfound pricing power of railroads, we suspect 
that the politically astute railroads are not about to request a 
change to replacement cost of capital.  Such a change would 
likely require more groundwork in terms of gathering the 
necessary political support on Capitol Hill to avoid a political 
backlash from Congress that would make the STB reluctant to 
change the calculation.  In our view, railroads will likely need to 
be closer to revenue adequacy or the country will need to be on 
the verge of a transportation crisis before a replacement cost 
methodology can become a reality. 

Although we do not expect the STB to change its method of 
calculation any time soon, we thought it was still worthwhile to 
consider the implications on railroad returns from a change.  
We looked at each of the rails’ returns on capital based upon a 
replacement cost methodology (see sidebar on next page).  
Not surprisingly, by this method, no railroad would come close 
to earning an adequate return on capital. 

In Exhibit 9, we show that railroad rates of return are 
unacceptable (2%-3%) when viewed vs. replacement cost.  
Any attempt to reach an adequate return on replacement cost 
would require a significant increase in pricing or productivity to 
achieve substantially higher earnings.  Attaining revenue 
adequacy if replacement cost of capital were used suggests a 
two to three-fold increase in earnings for most railroads from 
our 2012 estimates.  Although we’re bullish on railroad stocks, 
we are not at this time forecasting anything close to this level of 
earnings growth. 

Of course, the goal of such a change would not be to give the 
railroads leeway to raise rates with abandon.  Rather, we 
believe that this sort of regulatory change would simply 
suggest rails would face regulatory scrutiny of pricing at a later 
date.  Moreover, any changes that allow railroads more 
opportunity to take up rates would also likely come with an 
implied expectation that with higher rates railroads will invest 
significantly more capital to expand capacity.  This would mean 

a significant increase in capital spending (limiting free cash 
flow).  Dependable, consistent service would probably also be 
expected and, on this point, the rails have a less-than-perfect 
track record.  Poor service and rising prices is probably not a 
recipe for success either in business or Washington.  Finally, 
while some rail customers are captive to a single railroad, rails 
would only be able to charge what the market will bear for 
modally competitive traffic. 

We are modeling continued pricing power for the 
rails, but our estimates may prove conservative. 

We are currently modeling a 3.5% - 4.0% CAGR from pricing 
through 2012.  To generate returns inline with the regulatory 
cost of capital, our models would require only a 1%-5% CAGR 
through 2012.  However, we believe the long-term nature of 
revenue adequacy should allow rails to easily exceed the 
regulatory cost of capital hurdle for a number of years.  Our 
model suggests rails can earn roughly 200bps in excess of the 
cost of capital through 2012, but capacity concerns and recent 
rate case decisions suggest this may prove conservative.  On 
the other hand, a replacement cost framework would allow for 
substantial upside to our pricing model.  We estimate that the 
railroads would need to obtain a 9%-15% CAGR in yields from 
pricing alone through 2012 (see Exhibit 10) to earn their cost of 
capital on a replacement cost basis.  All of our calculations 
exclude the impact from additional investment and 
depreciation (above our current forecast) that would likely 
result with various return thresholds, as well as the potential for 
increased share buybacks or dividends.  If we were to include 
the likely additional investment that would be required for 
regulators to allow for returns well above the cost of capital, our 
pricing estimates would need to be even higher. 

Exhibit 10 
5-Year Pricing CAGR Required to Achieve Various 
Return Thresholds* 

0%
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6%
8%

10%
12%
14%
16%

BNI CSX NSC UNP

MS Estimate of Pricing CAGR, 2008-2012
Pricing CAGR required to achive STB CoC
Pricing CAGR required to achive STB CoC + 200 bps
Pricing CAGR required to achive adequate return on replacment cost

 
Source: Company data, Company R-1s, Morgan Stanley Research 
*For the period 2008-2012.  Excludes land and rights of way.  Assumes no change in volume, 
investment, or cost inflation from current MS estimates. 
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Exhibit 11 
Railroad Industry 2007 Estimated Replacement Cost 
by Company 
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Source: Company data, Company R-1s, Morgan Stanley Research 

 

Exhibit 12 
Railroad 2007 Estimated Replacement Cost by 
Component 

Track, 69%

Locomotives
, 13%

Freight Cars, 
11%

Misc 
Equipment, 

6%
 

Source: Company data, Company R-1s, Morgan Stanley Research 
* Excludes land and rights of way as land is difficult to value, doesn’t depreciate, and may even 
be irreplaceable. 

Any regulatory constraints would take time to affect rail 
pricing. 
Without a radical change in STB jurisdiction, it is unlikely we will 
see any rapid change in railroad pricing.  As we stated earlier, 
the STB only has jurisdiction over roughly one-third of rail 
traffic.  While the board has the power to change its jurisdiction, 
this would clearly not be a quick process.  In addition, the STB 
does not set rail rates; it only resolves rate disputes.  Under the 
current dispute process, it is difficult for shippers to seek relief.  
Rate disputes are a lengthy multi-million dollar process, and 
shippers sound frustrated with recent STB rulings.  Therefore, 
only shippers with the wherewithal and patience will likely 
pursue future rate cases (i.e. rate grievance filings could slow 

Morgan Stanley Replacement Cost 
Assumptions 
We used the following assumptions to calculate a baseline 
replacement cost for each railroad and simply adjusted for 
inflation and modest unit growth in our forecast years.  We did 
not consider the cost of attaining right-of-way in our estimates. 

Exhibit 13 
MS Estimate of 2005 Replacement Costs 
Unit Costs:
Track Mile $1,350,000
Locomotive $1,650,000
Freight Car/Equipment $60,000

Misc Equipment $4 - $5 Billion  
Source: Company data, R-1s, Morgan Stanley Research 
 

Track miles:  We assessed the number of track miles (as 
opposed to route miles, which ignore whether a route is 
single, double, or triple tracked) for each railroad, including 
secondary main lines and yards and terminals.  We included 
only track miles that the railroad is responsible for maintaining 
(i.e. not trackage rights).  We excluded land and rights-of-way 
because land doesn’t depreciate, and some rights of way may 
even be irreplaceable, which would complicate valuation.  For 
our forecast years (2007-2012), we generally assumed 50-60 
bps of growth in track miles (well above historical growth 
rates) as we anticipate railroad investment would accelerate 
in a replacement cost environment.  As for the cost per mile, 
we assumed $1.35 million per mile, which is close to the figure 
suggested by NSC management at their investor day in June. 

Locomotives and Freight Cars: For rail equipment, we 
included all equipment operated by the railroad, whether 
owned or lease.  In our opinion, the method of financing 
should not be considered when determining replacement cost 
for return purposes.  We also included any chassis, 
containers, or intermodal equipment as these are clearly part 
of the railroad asset base.  For the unit costs, we scanned the 
railroads’ R-1s to determine the average purchase price for 
locomotives (for both road and yard) and freight 
cars/equipment and assumed continued cost inflation. 

Misc. equipment:  We added another $4-$5 billion 
depending on the size of the railroad for the replacement cost 
of miscellaneous buildings, assets, and equipment that were 
not covered in our unit costs (e.g. offices, warehouses, 
dispatch centers, signaling, IT, spare parts, etc.).  We believe 
our assumption is conservative, but we did not have enough 
transparency to justify a more aggressive estimate. 
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from here).  We also believe any attempts to improve the 
current system for filing rate cases will likely be subtle.  
Remember that regulatory resources are stretched, and the 
STB is unlikely to enact legislation that would lead to a 
stampede of rate dispute filings.  Finally, if pricing were to 
collapse, the railroads would need to spend years cycling 
through all the long-term contracts again before prices could be 
fully adjusted. 

What could derail the pricing story on the regulatory 
front? 
In politics, nothing is ever certain.  We believe railroad pricing is 
safe through at least 2009 given the current political climate, 
but the 2008 election could lead to turn-over at the STB that 
changes the regulatory mood in favor of shippers.  The Surface 
Transportation Board members serve as political appointees at 
the pleasure of the president.  While we doubt railroad issues 
are likely to be high on the presidential agenda any time soon, 
we would be remiss if we did not acknowledge that a 
changeover in board members carries some risks.  If two board 
members were appointed that were very sensitive to shipper 
concerns, it is possible that the regulatory climate could 
challenge our bullish thesis.  Even if this were to occur, we 
doubt any new interpretation or application of the regulations 
would impact rail earnings before 2010 at the earliest.  The 
STB has historically been deliberate in its decisions and that 
takes time to play out. 

If the STB is eventually successful in improving the system for 
bringing rate disputes, particularly for small shippers, railroads 
could see increased pressure on rates as they approach 
long-run revenue adequacy.  But as we stated earlier, any 
determination of sustained revenue adequacy that could bring 
tougher regulation would be unlikely before at least 2011.  
Probably the greatest risk to the pricing story is that rails may 
continue to institute rate hikes in excess of inflation without 
improving service, which could incite more shipper lobbying 
and calls for re-regulation.  

Industry View 
Our industry view of transportation is Attractive, as we believe 
the strong secular pricing story in rails should allow our 
market-cap-weighted transportation universe to outperform the 
broader market in 2007. Longer term (over the next 2-3 years), 
we view the freight transport stocks as very attractive 
investments and favor railroads over the parcel companies and 
passenger airlines. 

Our favorite names remain Overweight-rated UNP and 
NSC.  UNP offers the largest portfolio of legacy contracts, the 
most upside upon re-pricing due to its past discounting, and the 
potential for an operational turnaround.  We believe NSC is a 
low risk play as it’s not often that you can purchase the 
premium US operator with superior FCF and returns at a 
material discount to its peers.   
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Exhibit 14 
Railroad Price to Earnings, EV to EBITDA, and Price to Free Cash Flow to Equity, 2007E-2010E* 

Company Name Ticker 2007E 2008E 2009E 2007E 2008E 2009E 2007E 2008E 2009E
BNSF BNI 15.8 12.7 11.3 7.7 6.6 6.0 27.0 19.5 20.1
Canadian National CNI 16.7 13.3 11.5 8.9 7.7 6.8 27.2 19.3 16.1
CSX CSX 19.2 15.3 13.2 8.5 7.3 6.6 33.7 26.1 22.2
Norfolk Southern NSC 14.4 12.0 10.3 7.8 6.6 5.8 24.5 18.8 16.6
Union Pacif ic UNP 16.7 13.4 11.4 7.6 6.5 5.7 43.4 26.2 20.5
Average 16.6 13.3 11.6 8.1 6.9 6.2 31.2 22.0 19.1

Price to Earnings EV/EBITDA Free Cash Flow to Equity
Price to 

 
Source: Company data, Morgan Stanley Research 
*EV/EBITDA and Price to Free Cash Flow multiples are calculated using ModelWare estimates and will include accounting adjustments for pensions and off-balance sheet leases 

 

Exhibit 15 
Morgan Stanley Estimated EPS Growth Rates, 2007E-2011E 

2008-2011
Ticker Rating 2007E 2008E 2009E 2010E 2011E 2007E 2008E 2009E 2010E 2011E CAGR
BNI Equal-w eight $5.60 $7.00 $7.88 $8.71 $9.67 10.5% 24.9% 12.6% 10.5% 11.0% 14.6%
CNI Equal-w eight $3.28 $4.11 $4.74 $5.29 $5.76 9.8% 25.3% 15.2% 11.7% 8.9% 15.1%
CSX Equal-w eight $2.52 $3.15 $3.66 $4.11 $4.50 13.8% 25.4% 15.9% 12.3% 9.5% 15.6%
NSC Overw eight $3.87 $4.65 $5.40 $6.14 $6.83 8.1% 20.3% 16.0% 13.7% 11.2% 15.3%
UNP Overw eight $7.25 $9.04 $10.56 $11.85 $13.62 22.8% 24.7% 16.8% 12.3% 14.9% 17.1%

Average 13.0% 24.1% 15.3% 12.1% 11.1% 15.5%
Median 10.5% 24.9% 15.9% 12.3% 11.0% 15.3%

Railroads have become growth stocks

EPS EPS Growth

 
Source: Company data, Morgan Stanley Research 

 

Exhibit 16 
Railroad Industry - Absolute P/E Ratio on 12-Month Forward Earnings vs. Real GDP, 1984-2008E 
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Morgan Stanley ModelWare is a proprietary analytic framework that helps clients 
uncover value, adjusting for distortions and ambiguities created by local accounting 
regulations. For example, ModelWare EPS adjusts for one-time events, capitalizes operating 
leases (where their use is significant), and converts inventory from LIFO costing to a FIFO 
basis. ModelWare also emphasizes the separation of operating performance of a company 
from its financing for a more complete view of how a company generates earnings. 
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Industry Coverage:Transportation 

Company (Ticker) Rating (as of) Price (07/13/2007)

William J. Greene, CFA 
AMR Corp. (AMR.N) E-V (06/19/2006) $27.28
Burlington Northern Santa Fe Corp. 
(BNI.N) 

E (05/07/2007) $88.68

CSX Corporation (CSX.N) E (05/07/2007) $48.23
Canadian National Railway Co. 
(CNI.N) 

E (05/07/2007) $54.66

Continental Airlines (CAL.N) E-V (06/19/2006) $36.11
Copa Holdings (CPA.N) O-V (10/12/2006) $63.85
Delta Air Lines, Inc. (DAL.N) O-V (05/17/2007) $20.5
FedEx Corporation (FDX.N) O (10/13/2006) $117.25
JetBlue Airways (JBLU.O) E-V (02/20/2007) $11.45
Norfolk Southern Corp. (NSC.N) O (05/07/2007) $55.85
Northwest Airlines Corporation 
(NWA.N) 

E-V (05/25/2007) $21.07

Southwest Airlines (LUV.N) E (06/08/2007) $15.5
UAL Corp. (UAUA.O) E-V (02/01/2007) $43.08
Union Pacific Corp. (UNP.N) O (05/07/2007) $120.8
United Parcel Service (UPS.N) E (10/13/2006) $75.15

Stock Ratings are subject to change. Please see latest research for each company. 
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