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Financial Highlights

<Table>
<Caption>

(Millions of Dollars, Except Per Share Amounts) 1995 (L) 1994 (c) 1993(d)

<8> <C>
Summary of Operations(a)
Operating Revenue $10,536 $10,304 $ 9,409 $ 8,766 $ 8,549

9,014 8,921 8,227 7,192 7,636
- 257 -

Operating Expense
Productivity/Restructuring Charge (e)

Total Operating Expense 9,178

Operating Income

Net Earnings

Per Common Share(f)
Net Earnings s 2.%
Cash Dividends . $ .92
Market Price--High $ 46.13
=-~Low $ 34.63




pPercentage Change from Prior Year(a)
Operating Revenue
Operating Expense
Operating Expense, Excluding
Productivity/Restructuring Charge
Cash Dividends Per Common Share

Summary of Financial Position
Cash, Cash Equivalents and
Short~Term Investments

Working Capital (Deficit)
Total Assets

Long-Term Debt

Shareholders' Equity

Book Value Per Common Share(f)

Employee Count (g)
Rail 29,537 29,729 30,401
Other 18,428 17,974 17,47

47,965 47,703 48,308

Total

</Table>
See accompanying Notes to Consolidated Financial Statements.

(a) In 1996, the company changed its earnings presentation to
exclude non-transportation activities from operating revenue and
expense. These activities, principally real estate and resort operations,
are now included in other i in the lidated statement of earnings.
Prior-year amounts have been restated to conform to the 1996 presentation.

In 1995, the company recognized a net investment gain of $77 million,
$51 million after tax, 24 cents per share, on the issuance of an equity
interest in a Sea~lLand terminal and related operations in Asia and the
write-down of various investments.

In 1994, the state of Florida elected to satisfy its remaining
unfunded obligation issued in 1988 to consummate the purchase of 80 miles
of track and right of way. The transaction resulted in an accelerated
pretax gain of $69 million and increased net earnings by $42 million, 20

cents per share.

The company revised its estimated annual effective tax rate in 1993
to reflect the change in the federal statutory income tax rate from 34
to 35 percent. The effect of this change was to increase income tax
expense for 1993 by $56 million, 26 cents per share. Of this amount, $51
million, 24 cents per share, related to applying the newly enacted
statutory income tax rate to deferred tax balances as of Jan. 1, 1993.

In 1995, the company recorded a $257 million pretax charge to recognize
the estimated costs of initiatives to revise, restructure and
consolidate specific operations and administrative functions at
its rail and container-shipping units. The restructuring charge
reduced net earnings by $160 million, 76 cents per share. In 1993, the
company recorded a $93 million pretax charge to recognize the estimated
costs of restructuring certain operations and functions at its
container~shipping unit. The restructuring charge reduced net earnings by
$61 million, 30 cents per share. In 1992, the company recorded a charge
to recognize the estimated costs of buying out certain trip~based
compensation elements paid to train crews. The pretax charge amounted
to $699 million and reduced net earnings for 1992 by $450 million, $2.19

per share.

Amounts per common share for 1992 through 1995 have been restated to
reflect the 2-for-1 common stock split distributed to shareholders in

December 1995.
Employee counts based on annual averages.
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Chairman's Message

1996 was a momentous year for CSX.

We achieved record financial performance.
We also took ground-breaking steps to
enhance the company's competitiveness,




satisfy customer requirements, develop
long-term growth prospects, and provide
superior shareholder value.

{Photo)

Before discussing the company's financial results and the performance of our
respective transportation units, let me review the proposed CSX/Conrail merger
- the event that made 1996 the most important year since the company's creation
in 1980 from the merger of the Chessie and Seaboard rail systems. To better
understand the rationale for our strategic merger agreement, it's important to
consider the impact consolidatior. has had on the rail industry in recent years.

Over the last two decades, deregulation and consolidation of the nation's
railroads into strong, efficient networks has nurtured a rail renaissance that
has greatly benefited customers, shareholders and the broader public interest in
efficient transportation. More recently, that process accelerated, with the 1995
merger of the Burlington Northern and Santa Fe railroads, and last year's merger
of the Union Pacific and Southern Pacific systems. Thus, the number of major
rail carriers serving the Western half of the country went from four to two in

less than a year.

These mergers unavoidably set in motion efforts to consolidate the three
major Eastern rail systems - CSX, Norfolk Southern and Conrail - into two
networks. Naturally, each of the Eastern carriers was concerned it might be left
without a partner should transcontinental mergers occur. Well aware that Norfolk
Southern had attempted to acquire Conrail in its entirety on several occasions
in recent years and was determined to do so again, CSX moved decisively to
protect its vital interests. On Oct. 14, 1996, we entered into a strategic
merger agreement with Conrail that called fecr CSX to acquire all outstanding
shares of Conrail stock in a combined cash-stock transaction.

We knew that Norfolk Southern would fight the merger. We alsc recognized that
concessions would have tc be made because of Conrail's unique market position in
the Northeast, a situation created by the government out of necessit; more than
20 years ago. Nevertheless, the logic for joining forces with Conrail was

compelling.

Conrail and CSX have complementary rail networks and business mixes. CSX
routes, located mainly in the Southeast and Midwest, complement Conrail's
routes in the Midwest and Northeast.

Chairman's Message

Consolidating the two rail systems would create a more efficient rail network,
enabling the combined company to improve service quality, reduce costs and
attract new business. Expanded rail operations also would benefit other
CSX business units that exchange traffic with the railroad, just as the broad
scope of CSX's multimodal transportacion services would strengthen our
expanded rail operations and open up new markets to rail customers.

As expected, Norfolk Southern vigorously contested the merger agreement and
initiated a hostile, competing bid for Conrail. Initial efforts to reach a
compromise with Norfolk Southern were unsuccessful. By mid-January 1997, we were
at a virtual stalemate - with CSX having acquired just under 20% of Conrail
stock and Norfolk Southern purchasing just under 10% of the company. Further
complicating matters, Conrail sharenolders had rejected a proposal necessary to
put the proposed merger with CSX into effect.

Search for Resolution

Then, in late-January, Surface Transportation Board (STB) Chairwoman Linda
Morgan made public statements noting the regulatory board's preferen:e for a
negotiated and balanced settlement of competitive issues in rail merg:rs. On
Jan. 31, CSX, Conrail and Norfolk Southern began discussions aimed at preserving
and enhancing competition and best serving the public interest. Norfolk Southern
then sent CSX and Conrail a proposal that would in essence equally divide
Conrail between Norfolk Southern and CSX.

On March 7, CSX and Conrail amended their merger agreement to increase the
price CSX will pay for each remaining share of Conrail to $115, payable in cash
to Conrail shareholders by June 2, 1997. The amended agreement also allowed
CSX to enter into negotiations with Norfolk Southern to craft a compromise.
We expect ti.nse discussions will lead to an agreement between CSX and
Norfolk Southern for a joint purchase of Conrail and a roughly even division
of its routes and assets. This would enable CSX and Norfolk Southern to
file a joint application befores the STB, with the ultimate goal being two

exceptional rail systems in the East.

This likely outcome is one we have long sought and is consistent with our
own position since the mid-1980's when we successfully opposed the




acquisition of Conrail by Norfolk Southern. It will result in a stronger,
more comprehensive and competitive CSX rail system that will produce tremendous
advantages for all of CSX's constituencies.

Our customers will benefit from faster, more reliable service, more direct
single~line routings, an improved cost structure, and better equipment supply
and utilization. Our employees will benefit from greater employment and
advancement opportunities that flow from a stronger, growing enterprise. Our
shareholders will benefit from ownership of an expanded international
transportation company with a scale and efficiency to compete more effectively
at home and abroad. The public and the coummunities we serve also will benefit
from lower transportation costs, reduced reliance on truck-clogged local and
interstate highways, and an overall improvement in the safety, efficiency and
reliability of the U.S, transportation system. In addition, restoring
competitive balance to the Northeast will help to ensure that the regulatory
reforms that we all worked so dilligently to accomplish in the 1980s will be

preserved.

As this process unfolds, I want to assure you that we remain committed to two
absolute objectives. First, we¢ will make every effort to protect your investment
and generate superior returns over the long term. Second, we will continue to
aggressively pursue our long-term strategy to maximize the performance of each
of our business units, in terms of operating income, return on invested capital
and free cash flow.

Record 1996 Rerults

All of CSX's major transportation units turned in strong performances in
1996, resulting in record consolidated results for operating revenue, operating
income and net earnings. CSX earned $855 million, or $4.00 per share, in
1996, compared with $61€ million, or $2.94 per share, last year. Excluding
a restructuring charge and one-time gain recorded in 1995, earnings per share
rose nearly 16% in 1996 from 1995's pro forma figure of $3.46. Uncertainty
surrounding the CSX/Conrail merger agreement and the competing bid from Norfolk
Southern took its toll on the performance of CSX stock in 1996. After reaching a
new high of 53 1/8 in May, CSX stock closed the year at 42 1/4, down 7.4% from
last year's close. While disappointed by the stock's performance in 1996, we
are alieady seeing improvement as the Conrail situation is becoming clearer.

We erpect CSX stock, over time, will more accurately reflect the company'’s
enhanced core earning power. We remain committed to cur previously stated goal
of doubling the market value of CSX stock over the five-year period that began

in 1995.

Pro Forma Net Earnings
(Millions of Dollars, Except Per Share Amounts*)
1996 1995 1994

Per Per Per
Description (All After Tax) Amt. Share . Share Amt . Share

Net Earnings
2s Reported $855 $4.00 $2.%4 $652 $3.12

Net Gains From

Investment
Transactions - e (51) (.24) (42) (.20)

Restructuring Charge - -~ 160 .76

———— m———— - - - —————

Pro Forma
$.55 $4.00 $727 §3.46 $610 §2.92

Net Earnings

* Per-share amounts for 1995 and 1994 reflect stock split in December 1995.
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Chairman's Message

Rail Results

Our rail unit, CSX Transportation Inc. (CSXT), turned in another excellent
year, achieving record financial results and reducing its operating ratio by

nearly a full point.

CSXT stepped up the pace of its campaign to boost service reliability by
intensifying its efforts in three key areas: terminal improvements,
industrial switching and network operations. Progress in all three areas is
critical to the railroad's commitment to achieve operational
excellence, which in turn will allow CSXT to aggressively pursus gQrowth
opportunities. The service reliability process produced remsrkable results in




1996. For example, the terminal improvement plan initially called for upgrading
the performance of one terminal in 1996, but the results were soO impressive that
the process was rolled out to 30 terminals by year-end.

Shippers are recognizing the railroad's service reliability improvements, and
prospects for profitable growth are brighter today than ever. Without in any way
diminishing its intensive focus on reducing costs, CSXT will continue to improve
its operational performance and service levels in 1997, while seeking to
maximize revenue growth and profitabilicy. These efforts put CSXT on track
for another record year in 1997.

I am pleased to report that CSXT and the other major U.S. freight railroads
successfully negotiated five-year labor agreements in 1996. The landmark labor
contracts were reached without work stoppage or government intervention, a
departure from recent national bargaining rounds and an encouragi:g sign of
improved labor-management relations throughout the rail industry.

Safety continues to be a top priority at the railroad. In 1996, CSXT
continued to reduce its train accident rate, and the latest figures from the
Federal Railroad Administration place CSXT as the safest Class I railroad in the
nation in terms of train accidents. Despite dramatic improvements in safety over
the past seven years, the railroad recognizes that much work remains to be done
to further reduce accidents and employee injuries.

Container-shipping Results

Our container-shipping unit, Sea-Land Service Inc. (Sea-Land), produced
record results despite rate weakness in key trade lanes and higher fuel costs.
Sea-land capitalized on strong demand for containerized cargo and increased its
market share in every major trade lane while holding the line on expenses. As a
result, the company increased operating income 34% to $318 million, excluding

the 1995 restructuring charge.

During 1996, Sea-Land and Maersk Lines made considerable progress
implementing their global alliance, which will be fully operational by the end
of this year. The alliance optimizes the resources of two of the world's largest
and most respected shipping lines, allowing both companies to reduce costs and
improve service across their global network.

After years of debate, the U.S. Congress passed legislation that bolsters the
U.S. merchant marine. The Maritime Security Act establishes a program to provide
participating carriers operating assistance to partially offset the higher costs
of operating under the U.S. flag. Sea-Land has enrolled 15 vessels in the
program and will receive $2.1 million a year for each participating vessel.

Chairman’s Message

The outlook for the container-shipping industry is improving, with further
consolidation and government deregulation providing encouraging signs that the
business is responding more directly to rational market forces. We believe the
over-capacity that eroded the industry's profitability during 1996 will peak
in 1997, and we see the business fundamentals improving thereafter.

We are encouraged by Sea-Land's 1996 results, because they demonstrate the
company's ability to increase earnings substantially, even in a difficult rate
environment. Sea-Land came through this tough year with flying colors, showing
the company stands at the pinnacle of its industry, as the low-cost carrier and
leader in innovative technology and customer service. We are eager to show the
kind of break-out results Sea-Land can produce in a more favorable environment.

Other Transportation Results

American Commercial Lines Inc. (ACL), CSX's barge unit, turned in another
strong performance in 1996. The unit produced record operating income, up 6%
from last year's excellent perfurmance, reflecting the increased size of ACL's
barge fleet and robust demand for export grain and other bulk commodities.
Higher demand for steel products and expanded operations in South America also
contributed to the strong performance.

CSX Intermodal Inc. (CSXI) responded aggressively to stiff truck competition
that has exerted downward pressure on intermodal rates since 1995. The company

consolidated its headquarters in Jacksonville, Fla., and reduced administrative
and overhead costs significantly. CSXI also redesigned its service network,
concentrating its efforts and resources in markets that produce the best returns
and growth opportunities, while reducing or eliminating service in lower-margin
freight lanes. These steps enabled CSXI to increase operating income 17% over
last year's results and helped position the company to achieve significant
service improvements and higher profits in 1997.




Customized Transportation Inc. (CTI), our fast-growing contract logistics
management company, confinued to diversify its customer base, both in the United
States and abroad. Building upon its already strong reputation as a leading
provider of supply-chain management for the automotive industry, CTI expanded
its presence in non-automotive markets, including the electronics, retail and
chemical industries. Operating revenues rose 32% and operating income rose 36%,

both to record levels.

Looking to the Future

In 1997, each of CSX's transportation units expects to build upon its solid
1996 performance, and the result should be another record year for the
corporation. We expect a continuation of the favorable economic environment we
experienced last year--with modest economic growth and robust demand for

transportation services.

As global commerce continues to evolve, we believe the increasingly complex
distribution requirements of our customers will create significant
opportunities for CSX. Our transportation units, while continuing to focus on
improving the fundamentals of their business, are working together to identify
segments of the transportation market where our collective capabilities can
produce exceptional value for our customers and attractive returns for our
shareholders. The results we achieved in 1996 by integrating services for
certain global customers are encouraging. We will expand this integrated account
approach in 1997, positioning CSX to .eet the widest possible range of
customers’ global transportation service needs.

We are confident about the outlook for our business. We remain focused on
controlling costs, maximizing returns on invested capital and generating
strong free cash flow. At the same time, we will pursue creative strategies to
enhance CSX's ability to meet customer requirements and achieve profitable
growth. As always, our efforts are guided by our overriding commitment
to produce superior shareholder value over the long term.

Sincerely,

/s/ John W. Snow

John W. Snow
Chairman and Chief Executive Officer

Public Policy Statement

The need for business and
government to become more
efficient as we prepare for
the 21st century was a
key factor in public policy
debates in 1996. While we
expect these considerations
to remain in 1997, we also
anticipate renewed challenges
to decisions favorable to
business and economic
opportunity.

In 1996 there were two events of major significance to the transportation
enterprises of CSX. The Congress and the Administration agreed on a bipartisan
pasis to create a public-private partnership that will maintain and strengthen a
fleet of merchant ships operating under U.S. flag with U.S. crews. To maintain
strategic sealift capability, ships enrolled in the Maritime Security
Program will receive an annual payment that will enable them to compete with
foreign-flagged ships. Sea-Land has 15 ships signed up for the program and will

£ $31.5 million for making its highly efficient

receive annual payments O
available to the U.S. government in times of

maritime logistics network
emergency.

The Surface Transportation Board, the successor to the Interstate Commerce
Commiscion, handed down a landmark decision in the Union Pacific-Southern
Pacific merger case, whose principles made it possible for CSX and Conrail to
enter into agreement on a strategic, friendly merger. The Board's decision
affirmed the goals of the Staggers Rail Act of 1980, which sought to free the
railroads from the stranglehold of regulation and to operate as other businesses
do. This matter is discussed more extensively in the Chairman's message.

The relation of government to the maritime industry will be a central
transportation issue in the 105th Congress. In 1995, an important step toward
less regulation of ocean shipping was taken when the Congress directed the Coast
Guard to reduce regulations that today place American carriers at a competitive
disadvantage to foreign carriers. With this new authority, the Coast Guard will




be able to conform U.S.-vessel standards to the same international standards by
which the vessels of other nations are evaluated.

CSX and Sea-Land have supported a staged reduction in the economic
regulation of U.S. container-shipping lines and pressed for reform of the
Shipping Act of 1984. While Congress is expected to take up these needed
changes again, they have aroused strong opposition from some ports, foreign
shipping lines and labor unions. At the same time, advocates for foreign
carriers may use the goal of "deregulation" to further their efforts to gain
access to America's domestic waterborne commerce by seeking repeal of the
Jones Act. U.S.-flag carriers, which serve U.S. ports under the terms of the
Jones Act, should not be forced to compete with foreign carriers that enjoy
similar protection in their countries and do not have to comply with the
basic wage, tax, safety and health laws of the United States.

A new attempt will be made in this Congress to enact legislation to carry
out the provisions of an international agreement ending ship subsidies by
foreign governments to their national shipyards. An important element of the
agreement is the ending of the 50% duty U.S. ships must pay on repairs done in
overseas shipyards. We support efforts to make U.S. shipyards competitive in the
world marketplace and to eliminate unfair burdens on U.S. ships.

While the central rail issue for CSX in 1997 will obviously be resolving
issues surrounding Conrail, other pressing issues will affect the entire rail
industry. Mergers may well be used as an excuse by shipper groups and others to
seek new regulation of railroads and to roll back the regulatory freedoms that
have brought about the renaissance of railroads. This effort may include seeking
to require railroads to allow other carriers to operate over their lines. To
allow railroads access to the rail lines of their competitors would require a
whole new set of regulatory actions to establish the terms and conditions and

the rates for this use.

The safety of railroads, already tightly regulated by the federal
government, may again become an issue when the Congress takes up the
reauthorization of the Rail Safety Act. A series of highly publicized train
accidents at the beginning of 1996 cast a shadow over the industry's
excellent record of improving safety. CSX continues to believe that requiring
railroads to meet performance standards for safety brings more positive results
than the current command and control system. The most serious safety problem for
the rail industry and the public remains rail-highway grade crossings. CSX will
join with the rest of the industry in seeking the cooperation of federal, state
and local governments to solve this persistent problem.

As an international transportation company, CSX will continue to support
decisions by the Congress and the administration that will foster greater
economic growth and greater freedom from regulation in the domestic and the
world marketplace. We remain committed to fair and open trade, to a balanced
federal budget, to a more equitable and simpler tax system and to the goal of a
smaller, more efficient government.

Financial Policy
A Message to Shareholders on CSX's Financial Principles

The management of CSX Corporation is dedicated to reporting the company's
financial condition and results of operations in accurate, timely and
conservative manner in order to give shareholders all the information they
need to make decisions about investment in the company. CSX management
also strives to present to shareholders a clear picture of the company's
financial objectives and the principles that guide its employees in achieving

those cbjectives.

In this section, financial information is presented to assist you in
understanding the sources of earnings and financial resources of the company and
the contributions of the major business units. In addition, certain information
needed to meet the Securities and Exchange Commission's Form 10-K requirements
has been included in the Notes to Consolidated Financial Statements.

The key objective of CSX is to increase shareholder value by improving the
return on capital invested in its businesses and maximizing free cash flow. The
company defines "free cash flow" as the amount of cash available for debt
service and other purposes generated by operating activities after deducting
capital expenditures, present value of new leases and cash dividends. To achieve
these goals, managers utilize the following guidelines in conducting the

financial activities of the company:

Capital - CSX business units are expected to earn returns on capital in excess
of the CSX cost of capital. Business units that do not earn above the CSX cost
of capital and do not generate an adeguate level of free cash flow over
an appropriate period of time will be evaiuated for sale or other disposition.

Taxes - CSX will pursue all available opportunities to pay the lowest
federal, state and foreign taxes, consistent with applicable laws and




regulations and the company's obligation to carry a fair share of the cost of
government. CSX also works through the legislative process for lower tax rates.

Debt ratings - The company will strive to maintain its investment grade
debt ratings, which allow cost-effective access to major financial markets
worldwide. The company will work to manage its business operations in a
manner consistert with meeting this objective, including monitoring its
debt levels and the amount of fixed charges it incurs.

Financial instrumencs - From time to time the company may employ
financial instruments as part of its risk management program. The objective
would be to manage specific 1isks and exposures and not to trade financial
instruments actively for prcfit or loss.

Dividends - The cash dividend is reviewed regularly in the context of
inflation and competitive dividend yields. The dividend may be increased
periodically if cash flow projections and reinvestment opportunities show
the higher payout level will best benefit shareholders.

The company cannot always guarantee that its goals will be met, despite its
best efforts. For example, revenue and operating expenses are affected by the
state of the economy Doth in general and in the industries it serves, and
changes in regulatory policy can drastically change the cost and feasibility of
certain company operations. The impact of factors such as these, along with the
uncertainty inherently involved in predicting future events, should be carefully
borne in mind when reading company projections or other forwvard-looking
statements in this report.

Management's Responeibility for Financial Reporting

The consolidated financial statements of CSX Corporation have been prepared
by management, which is responsible for their content and accuracy. The
statements present the results of operations, cash flows and financial position
of the company in conformity with generally accepted accounting principles and,
accordingly, include amounts based on management's judgments and estimates.

CSX and its subsidiaries maintain internal controls designed to provide
reasonable assurance that assets are safeguarded and that transactions are
properly authorized by management and recorded in conformity with generally
accepted accounting principles. Cor -ols include accounting tests, written
policies and procedures and a code of ( rporate conduct routinely communicated
to all employees. An internal audit staff monitors compliance with and the
effectiveness of established policies and procedures.

The Audit Committee of the board of directors, which is composed solely of
outside directors, meets periodically with management, internal auditors and the
independent auditors to review audit findings, adherence to corporate policies
and other financial matters. The firm of Ernst & Young LLP, independent
auditors, has been engaged to audit and report on the company's consolidated
financial statements. Its audit was conducted in accordance with generally
accepted auditing standards and included a review of internal accounting

trols to the extent deemed necessary for the purpose of its report, which

appears on page 42.

Analysis of Operations

CSX Corporation is a leader
in providing multimodal freight
transportation and contract logistics services
around the world. The company's focus,
advanced at each of its business units,
is on providing customers witn efficient,
competitive transportation and related trade
services and delivering superior value
to CSX shareholiders.

Average Return on Equity
(Percent)
[GRAPH)

'92 '93 '94 '95 196
0.7 11.7 18.6 15.5 18.9

*Excluding after-tax productivity/restructuring
charges and the impact of the 1993 tax-rate
increase, return on equity in 1992, 1593 and 1995
weuld have been 13.3%, 14.0% and 19.1%, respectively.

CSX Transportation Inc.




CSXT is a major eastern railroad, providing rail freight transportation and
distribution services over 18,504 route miles of track in 20 states in the
East, Midwest and South; and in Ontario, Canada. CSXT accounted for 47%
of CSX's operating revenue, 74% of operating income and 63% of invested

capital in 1996.
Sea-Land Service Inc.

Sea-Land is a worldwide leader in container-shipping transportaticn and
logistics services. The carrier operates a fleet of 99 container ships and
approximately 208,000 containers in U.S. and foreign trade and serves 120 ports.
In addition, Sea-Land operates 26 marine terminal facilities across its global
network. Sea-Land accounted for 38% of CSX's operating revenue, 21% of operating
income and 19% of invested capital in 1996.

American Commercial Lines Inc.

ACL is the nation's leader in barge transportation, operating 137 towboats
and more than 3,700 barges on U.S. and South American waterways. ACL accounted
for 6% of CSX's operating revenue, 7% of operating income and 4% of invested

capital in 1996.
CSX Intermodal Inc.

CSXI provides transcontinental intermodal transportation services and operates a
network of dedicated intermodal facilities across North America. CSXI
contributed 6% of CSX's operating revenue and 2% of operating income in 1996.

Customized Transportation Inc.

CTI is a provider of conti..t logistics, distribution, warehousing, assembly &nd
just~-in-time delivery services. In 1996, CTI provided 3% of CSX's operating
revenue and 1% of operating income.

Non-transportation

Resort holdings include the Mobil Five-Star and AAA Five-Diamond hotel, The
Greenbrier in White €Sulphur Springs, W.Va., and the Grand Teton Lodge
Company in Moran, Wyo. CSX Real Property Inc. is responsible for sales, leasing
and development of CSX-owned properties. CSX holds a majority interest in Yukon
Pacific Corporation, which is promoting construction of the Trans-Alaska Gas
System tc transport Alaska's North Slope natural gas to Valdez for export to

Asian markets.

<PAGE>
Analysis of Operations

Average Return on Assets
(Percent)

[GRAPH)

'92 ‘93 ‘94 ‘95 ‘96
0.2 2.7 4.8 4.4 5.9
*Excluding after-cax productivity/restructuring

charges and the impoct of the 1993 tax-rate

increase, return on ass«ts in 1992, 1923 and 1995
would have been 3.6%, 3.6% and 5.6%, respectively.

Cash Provided by Operations
{Millions of Dollars)
[GRAPH)

'92 '93 ‘94 '95 '96
§$839 $962 $1,326 $1,567 $1,440

Fixed Charge Coverage
[GRAPH)
‘94 '96
3.1 3.2 4.0

*Excluding after-tax productivity/restructuring charges,
fixed charge coverage in 1992, 1993 and 1995 would have
been 2.5x, 2.5x and 3.7x, respectively.




CSX had excellent resu..s in 1996.

The company posted znother record year
while overcoming several challenges,
including: severe winter conditions, which
affected first-quarter rail operations;
rate pressures in several of Sea-Land's
imajor trade lanes; and higher-than-
expected fuel prices experienced by all
units. Modest revenue gains, combined
with continued cost-control efforts,
contributed to a 10% increase in operating
income, excluding the 1995 restructuring
charge. The railroad controlled costs while
benefiting from strength in several
commodities and selective price increases.
Sea-Land achieved record results by
offsetting rate pressures with cost-cutting
measures and market-share gains.

Discussion of Earnings

Net earnings in 1996 totaled $855 million, $4.00 per share, compared with
$618 million, $2.94 per share, in 1995, and £652 million, $3.12 per share, in

1994.

The 1995 net earnings included the effect of a second-quarter restructuring
charge to recognize CSXT's write-down of obsolete telecommunications assets and
related employee-separation costs. The charge also included the cost of
reflagging five Sea-Land vessels and the consolidation of its corporate and
divisional headquarters in Charlotte, N.C. The 1995 results included a gain from
th™ issuance of an equity interest in a Sea-Land terminal and reiated operations
in Asia. Earnings for 1994 included the accelerated recognition of the remaining
gain cn a 1988 sale of track in south Florida.

Consolidated operating revenue increased $232 million, 2% above 1995. CSXT
contributed $90 million of the additional revenue, largely resulting from
strong performances by its coal and auto busiress units. Sea-Land generated $43
million of the revenue increase, due to higher volumes in major trade lanes.
ACL produced $68 million in additional revenue, primarily due to continued
strong demand for export grair and the acquisition of Conti-Carriers &

Terminals Inc.

In 1995, operating revenue increased $895 millicn, or 10%, over 199%4's
results. Sea-lLand contributed $516 million of the additional revenue, resulting
from higher volumes in its major trade lanes and moderate rate increases. CSXT
generated §$194 million of the revenue increase, due to improved pricing and
merchandise traffic mix. ACL produced $105 million in additional revenue,
capitalizing on strong international demand for U.S. grain.

All 1995 and 1994 per-share amounts in the text have been adjusted to reflect
the 2-for-1 stock split that occured in the fourth quarter of 1995.
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In 1996, all CSX units continued their efforts to control costs through
performance improvement initiatives. Consolidated operating expense in 1996
decreased $164 million from 1995, which included the $257 million pretax
restructuring charge incurred by CSXT and Sea-lLand. Operating expense in 1995
was $951 million higher than the 1994 level, primarily due to the restructuring

charge and higher volumes.

Consolidated operating income for 1996 was $1.5 billion, compared with $1.1
billion in 1995 anc¢ $1.2 billion in 1994. Absent the restructuring charge, 1995

operating income would have been $1.4 billion.

Other income totaled $43 million, compared with $118 million in 1995 and
$105 million in 1994. 1In 1995, other income included a $77 million pretax
net investment gain, primarily from the issuance of an equity interest in a
Sea~Land terminal facility and related operations in Asia. In 1994, other
income included the $69 million accelerated pretax gain on the sale of track in

south Florida.

Discussion of Cash Flows

Cash provided by operating activities totaled $1.4 billion in 1996, compared
with $1.6 billion in 1995 and $1.3 billion in 1994. Cash provided by operating
activities was adequate to fund net property investments and cash dividends in
1996, 1995 and 1994. In addition. CSX funded scheduled long-term debt payments
of $486 million, $343 million and $447 million in 1996, 1995 and 1994,




respectively.

Payments related to the 1991/92 productivity charge covering labor
agreements providing for two-member train crews and payments provided for in the
1995 restructuring charge affected cash provided by operations. The company has
paid $940 million related to these productivity and restructuring charges to
date, $88 million of which was in 1996.

CSX continues to emphasize asset utilization and capital productivity.
Capital investments were $1.2 billion in 1996 and 1995, and $875 million in

1994.

<Table>
<Caption>

Operating Results

(Millions of Dollars)
1996

<8> <C>
Container Inter- Contract Elim./

Total Rail Shipping modal Barge Logistics Other

Operating Revenue $10,536 $4,909 $4,051 $674 $622 $316 § (36)

Operating Expense
Labor and Fringe Benefits 3,161 1,881 900 138 55
Materials, Supplies and Other(a) 2,530 867 1,126 242 154
Building and Equipment Rent 1,143 365 630 35 -
Inland Transportation 995 - 750 - (214)
Depreciation 611 394 135 36 22
Fuel £74 278 192 59 34

Restructuring Charge - - -
Total Expense 9,014 3,782 3,733 510 51

Operating Income (Loss) 1,522 $1,127 $ 318 §$ 3 $112 $ 17

Pro Forma Operating Income (Loss) (b) 1,522 $1,127 $ 318 $ 35 $112 $ 17
Operating Ratio(b) 77.0% 92.1% 94.8% 82.0% 94.5%

Average Employment 28,559 8,982 1,020 3,418 2,120

Property Additions 764 $ 307 s 24 $ 91 $ 15

1995

Container Inter- Contract Elim./
Total Rail Shipping modal (c) Barge Logistics Other

Operating Revenue $10,304 $4,819 $4,008 $707 $554 $240 $(24)

Operating Expense
Labor and Fringe Benefits 3,133 1,847 934 122 92 53

Materials, Supplies and Other(a) 2,622 941 1,166 232 46 143
Building and Equipment Rent 1,134 373 636 20 33 -
Inland Transportation 970 - 730 - 41 (212)
Depreciation 588 367 139 32 6 30
Fuel 474 227 165 42 10 29

Restructuring Charge 257 196 61 -
Total Expense 9,178 3,951 3,831 448 228 43

$1,126 $§ 868§ 177 $ 30 § 106 12

Operating Income (Loss)
pro Forma Operating Income (Loss) (b} $ 1,383 §$ 1,064 § 238 $ 30 $ 106 12
77.9%  94.1% 95.8% 80.9% 94.7%

Operating Ratio(b)

Average Employment 29,537 9,168 1,434 2,914 1,853

Property Additions $ 765 $ 269 $ 57 § > - RAE 8

Container Inter- Contract Elim./
Total Rail Shipping medal (¢) Barge Logistics Other

Operating Revenue $9,409 $4,625 $3,492 $684 $449 $182 $ (23)




Operating Expense

Labor and Fringe Benefits 3,005 1,828

Materials, Supplies and Other(a) 2,311 918 519
Building and Equipment Rent 1,087 374 600
Inland Transportation 839 - 676
Depreciation 564 352 132
Fuel 421 224 119
Restructuring Charge -~ e -~

191
19
32
40

71
44
27
14

6
10

Total Expense 8,227 3,696 3,308

386

172

Operating Income (Loss) $1,182 § 229 187 $ 61

$ 63

$

10

Pro Forma Operating Income (Loss) (b) $1,182 § 929 187 $ 61

$§ 63

$

10

Operating Ratio(b) 79.9% 94.6% 91.1%

86.0%

94.5%

Average Employment 29,729 9,437 1,626

2,644

1

475

Property Additions $ 641 § 133 $ S0

$ 12

$

?

</Table>

(a) A portion of intercompany interest income received from the CSX
parent company has been classified as a reduction of Materials, Supplies &
Other by the container-shipping unit. This amount was $64 million, $65
million and $64 million in 1996, 1995 and 1994, respectively, and the
corresponding charge is included in Eliminations/Other.

Excludes restructuring charge.

Intermodal results for 1995 and 1994 were restated to conform

to the 1996 presentation. Beginning in 1996, the container-shipping

unit assumed primary responsibility for direct purchase of transportation
from non-affiliated rail carriers. Prior to 1996, the intermodal unit
purchased these services for the container-shipping unit.
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Cash dividends per comm:n vhare were $1.04, compared with 92 cents in 1995
and 88 cents in 1994.

In 1997, the company expects its operations to continue generating
significant cash flow t» fund working capital requirements, capital
expenditures, debt repiyment and dividends. Cash flow for 1997 also will be
affected by the propcsed Vonrail Acquisition (see right column).

Discussion of Finaiicial Position

Cash, cash equivalents and short-term investments totaled $682 million at
Dec. 27, 1996, vs. $660 million at Dec. 29, 1995.

The working capital deficit decreased $371 million during 1996, primarily
due to lower current maturities of long-term debt. The company had a year-end
working capital deficit of $685 million in 1996, compared with $1.06 billion in
1995.

A working capital deficit is not unusual for CSX and does not indicate a
lack of 1liquidity. CSX maintains adequate resources to satisfy current
liabilities when they are due and has sufficient financial capacity to manage
its day-to-day cash requirements.

Long-term debt increased $2.1 billion from 1995 to $4.3 billion at Dec. 27,
1996, primarily due to borrowings to finance the company's acquisition of
approximately 19.9% of Conrail's outstanding shares in November. (See "Conrail
Acquisition, " right column.)

The 1996 ratio of debt-to~total capitalization increased to 46% from 34% in

Conrail Acquisition
CSX is negotiating the final details of a transaction to combine key




components of the current Conrail Inc. operations into the CSX system.
Discus.ions with Norfolk Suuthern Corporation are expected to lead to a roughly
equal division of the Conrail system between the two remaining major rail
carriers in the East. The broad increase in geographic scope the acquisition
will bring will be a significant advantage to CSX, creating the ability to
enhance revenues through improved service and efficiency following operational

integration.

The final terms of the acquisition will remain subject to a number of
conditions and approvals, including approval by the Surface Transportation Board
(STB), which has the authority to modify contract terms and impose additional
conditions. As a result, the assumptions made in this analysis of operations
concerning key items such as the definitive form of the transaction, its likely
timing, and the future operations of the combined system all involve forecasts
and estimates about future events. These forecasts and estimates are subject not
only to the usual uncertainty involved in predicting the effects of future
economic conditions, but also the outcome of the current negotiations and
extensive regulatory proceedings.
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Prior to the current negotiations, (SX and Conrail had agreed on Oct. 14,
1996, to a strategic merger in which a good deal of Conrail assets would have
been retained in the combined CSX/Conrail entity, although CSX believec
concessions would have to be made. This combination, not unexpectedly, was
challenged by customers and others, including Norfolk Southern, which announced
a conditional all-cash offer for Conrail shares at a price that eventually rose
to $115 per share.

As a first step toward completion of that proposed merger, CSX consummated a
tender offer for 19.9% of the outstanding Conrail stock on Nov. 20, 1996, for
$110 in cash per share, or about $2 billion.

On Dec. 6, 1996, CSX commenced a second offer, alsc at $110 cash per share,
which would have brought its total holdings to 40% of the outstanding Conrail
shares. This second offer was conditioned on a vote by Conrail shareholders to
allow Conrail to opt out of a Pesnnsylvania statute that would otherwise preclude
CSX from holding 20% or more of its outstanding shares.

On Jan. 17, 1997, Conrail's shareholders voted against the opt-out,
preventing CSX from acquiring the additional shares. This event, along with
public comments on competition and the preference for a negotiated settlement of
competitive issues from the Chairwoman of the STB, prompted CSX, Conrail and
Norfolk Southern to commence discussions aimed at resolving those issues. Those
discussions led tc the current proposed structure, in which all of the
outstanding shares of Conrail will be acquired for cash at $115 per share, with
roughly half of the system to be shared with Norfolk Southern. This will result
in both CSX and Norfolk Southern having wvital access to markets in the
Northeast, and will achieve the goal of maintaining & balanced competitive rail
market in the East.

The exercise of actual control over Conrail or any of its rail operations “y
either CSX or Norfolk Southern is not legally permitted until an order is issue:
by the STB. In the meantime, the shares of Conrail will be held in a voting

trust.

CSX arranged a five-year, $4.8 billion bank credit facility in November 195¢
to finance the Conrail transaction and meet general working capital needs. Thi.
credit facility is expected to be modified once the final form of the Conrz.l
acquisition is determined. A significant portion of the related commercia) p.oer
and other borrowings used to purchase Conrail shares in 1996 is intendea to be
replaced with long-term debt once the acquisition is completed.

At the end of 1996, CSX held 19.9% of Conrail stock purchased through the
first tender offer. Under applicable accounting rules, this minority interest
was accounted for under the cost method as an investment in an unconsolidated
subsidiary. The method of accounting applicable to CSX holdings of Conrail stock
for future periods may differ, based on the timing and final structure of the
related transactions.

Management believes that approval and completion of the combination will
result in growth of the rail revenue base through expansion of single-line
service, and the company's ability to compete more effectively on certain routes
along which large quantities of goods are now transported by truck. Single-line
service is preferred by shippers over joint-line service because of lower
transaction costs, reduced delays, less damage from interchange operations and

single-carrier accountability.

The addition of Conrail lines to the CSX network also will improve
operational efficiency through better asset utilization. COptimization of train
sizes, increased length of haul, shorter routes to many destinations and reduced
empty movements all could be expected to drive cost reductions for the combined

14




rail networks.

Because of the time needed to obtain needed regulatory and other approvals,
the company does not expect integrated operations of the two companies to have
an effect on fiscal periods before 1998. The primary impact of the proposed
transaction prior to the integration of operations is likely to be the after-tax
effect on both earnings and cash flows of interest on debt used to acquire and
hold Conrail shares, partially offset by Conrail dividends. The average interest
rate on this debt in 1996 was approximately 6%. The degree of negative impact
during 1997 will depend on the specific timing of related transactions.
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Other Matters

Environmental management is an important part of CSX's business planning.
CSX focuses on finding the most efficient, cost-effective solutions for
dealing responsibly with waste materials generated from past and present
business operations. The solutions range from simple recycling to sophisticated
remediation.

The company is a party to numerous regulatory proceedings and private
actions. These arise from laws governing the remediation of contaminated
property, such as the federal Superfund statute, hazardous waste and underground
storage tank laws, and similar state and local statutes.

The rail unit has been identified, together with other parties, as a
potentially responsible party in a number of governmental investigations and
actions relating tc environmentally impaired sites. Such sites frequently
involve other waste generators and disposal companies that may pay some
or all of such costs associated with site investigation and cleanup or
from whom such costs may be recovered.

The wide range of costs of possible remediation alternatives, changing
cleanup technology, the length of time over which these matters develop and
evolving governmental standards make it impossible to estimate precisely the
company's potential liability for the costs assoc.ated with the assessment and
remediation of contaminated sites.

The rail unit has identified and maintains reserves for approximately 270
sites at which the company is or may be liable for remediation costs. The
company reviews its environmental reserves at least quarterly to determine
whether additional provisions are necessary. Based on current information, the
company believes its reserves are adequate to meet remedial actions and to
comply with present laws and regulations. Although CSX's financial results could
be significantly affected in any quarterly reporting period in which the company
incurred substantial remedial expenses at a number of these and other sites, CSX
believes the ultimate liability for these matters will not materially affect its
overall results of operations and financial condition.

Total expenditures associated with protecting the environment and remedial
environmental cleanup and monitoring efforts amounted to $44 million in 1996.
This compares with $43 million in 1995 and $39 million in 1994. During 1897,
the company expects to incur remedial environmental expenditures in the range
of $40 to $50 million.

The company and its subsidiaries are subject to a number of legal
proceedings and potential actions in addition to those related to environmental
issues. Based upon information currently available, these actions are not
expected to have a materially adverse impact on results of operations or
financial condition of the company.

CSX employs risk management strategies to address business and financial
market risks, but there are no significant hedging or derivative financial
instruments used in its risk management program. The company may alter this
position in response to evolving business and market conditions.

Financial management periodically assesses the interest rate sensitivity of
its portfolio of investments and borrowings, and may use financial instruments
to manage the net interest exposure.

Management monitors fuel oil prices for volatility. It also monitors
fluctuations in the value of the U.S. dollar in foreign exchange markets. While
the company is not currently hedging these risks with financial instruments, on
occasion it may do so. CSX's objective in employing such stratagies would Lte to
manage operating risks and exposures, not to trade financial instruments

actively.
Rail Results

CSX Transportation Inc. (CSXT) posted record operating income in 1996, up 6%
from 1995 and 21% from 1994, excluding the charge in 1995. The results are
primarily due to strong performances by the coal and auto business units,
continued selective rate increases and ongoing cost-control efforts.

Improved pricing and volume strength combined to produce operating revenue
of $4.9 billion, a 2% increase over 1995 and a 6% increase over 1994.

Shipments of coal, CSXT's major commodity, remained streng in 1996, with
total coal volume increasing to 163.6 million tons vs. 158.5 million tons in

1995 and 153.7 million tons in 1994.

RAIL OPERATING REVENUE
(Millions of Dollars)




[GRAPH]

'92 '93 ‘94 '9S ‘96
$4,434 54,380 54,625 $4,819 $4,909
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Total merchandise traffic of 2.9 million carloads remained level with 1995
and increased 4% over 1994.

Chemical traffic remained strong, due to steady demand for plastic
production. Traffic remained steady with 1995's level and increased 6% over
1994.

Driven by strong demand for trucks and sport utility vehicles, the
automotive market experienced a 3% increase in carloads and a like increase in
revenues in 1996.

A late harvest caused grain shipments to be less robust than in the prior
year. This resulted in a 9% decrease in carloads and a 4% decrease in revenues
for agricultural products. Compared with 1994, carloads in 1396 decreased 3%,
while revenue rose 2%.

Demand for phosphates and fertilizer remained solid. Carloads were level
with 1995, while revenue decreased 1%. This compares with a 9% increase in
carloads and a 10% increase in revenue over 1994.

Rail Commodities by Carload

Carloads Revenue
(Thousands) (Millions of Dollars)

1996 1995 1994 1996 1995 1994

Automobiles 367 357 354 520 503 493
Chemicals 408 406 386 719 700 685
Minerals 428 414 419 379 375 365
Food & Consumer 167 179 176 199 207 204
Agricultural Products 254 280 263 323 336 318
Metals 27 301 292 290 291 285
Forest Products 443 456 442 472 464 444

Phosphates & Fertilizer 511 512 470 279 282 254
Coal 1,711 1,678 1,676 1,584 1,523 1,465

Total 4,566 4,583 4,480 4,765 4,681 4,513

Other Revenue 144 138 112

Total Operating Revenue $4,909 $4,819 £4,625

Throughout the year, CSXT continued its emphasis on cost control. Despite
bad weather earlier in the first quarter and a 20% rise in the average price of
diesel fuel, rail cperating expense rose only 1% over 1995, excluding the 1995
second-quarter charge, and 2% over 1994. On that basis, the railroad lowered its
operating ratio (the ratio of operating expense to operating revenue) from 77.9%
to 77.08% -- a record for the unit.

The ongoing efforts of the unit's Performance Improvement Teams (PITs)
resulted in cost savings of more than $106 million. PIT initiatives also
resulted in more cost-effective procedures for locomotive and car repair, as
well as maintenance of way.

Labor and fringe benefits expense increased 2% to $1.88 billion, wvs. $1.85
billion in 1995 and $1.83 billion in 1994. Rail management successfully
negotiated, without a strike, a union contract that provides for competitive
increases in labor and fringe benefits over the next five years.

Rail Assets
Owned or leased units as of Dec. 27, 1996

Freight Cars
Box Cars 14,372
Open-Top Hr 'pers 24,760
Covered Hoppers 18,248
Gondolas 24,533
Other Cars

Total
Locomotives
Track

Route Miles
Track Miles 31,365




Safety continues to be a top priority at CSXT. During 1996, the railroad
reduced train accidents 3% over 1995, and the latest published figures from the
Federal Railroad Administration place CSXT as the safest Class I freight
railroad in the nation. Employee safety performance in 1996 dipped slightly
compared with 1995's record year. While zero injuries continues to be the
ultimate goal, employees have made tremendous gains by reducing personal
injuries by 79% over the past seven years.

Of equal importance is COXT's emphasis on public safety. In 1996, the
railroad continued its industry leadership in the area of rail-highway grade
crossing safety, where the number of collisions dropped 23%. This dramatic
improvement is attributed %o two factors: public education and the elimination
of unneeded crossings. CSXT employees delivered hundreds of presentations during
1996 to raise the motoring public's awareness of crossing safety.
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RAIL OPERATING EXPENSE
(Millions of Dollars)

[GRAPH)

'92 '93 '94 '95 ‘96
$4,313 $3,634 $3,696 $3,%51 $3,782

Productivity/restructuring charges in 1992 and 1985 were $619 million and $196
million, respectively.

These public education efforts touched thousands of lives throughout CSXT's
20-state system, ranging from school children to school bus and commercial truck
drivers. In addition, more than 500 redundant or unneeded crossings were
eliminated last year.

Greater asset utilization in 1996 enhanced CSXT's continued efforts to
constrain capital expenditures. Rail capital additicns were $764 million in 1996
vs. $765 million in 1995 and $641 million in 1994. In 1996, CSXT tock delivery
of 138 new fuel-efficient 4,400-horsepower AC locomotives, each of which has
the power of two older units. CSXT became the first railroad in North America
to place into service the new 6,000-horsepower AC model, the world's most
powerful single-2ngine locomotive. The company is presently testing three
AC6000s in anticipation of taking delivery of 50 more in 1997. As of year-end
1996, CSXT's fleet of approximately 2,800 locomotives included 255 AC units.

CSXT expects continued earnings growth in 1997, with modest volume and
revenue increases across its major lines of business. The unit will continue its
focus on becoming a High Performance Organizaticn, which involves process
re-engineering of core operations. In particular, the railroad will continue
improving terminal throughput to optimize asset utilization and on-time
performance. Thirty terminals were re-engineered in 1996, and 24 are scheduled
to be completed by mid-1997. In addition, the unit will continue its emphasis on
cutting costs and achieving profitable growth.

Container-shipping Results

Intensified rate competition in major trade lanes and short-term
over-capacity made 1996 a challenging year for the container-shipping industry.
In spite of a difficult pricing environment, Sea-Land Service Inc. (Sea-Land)
capitalized on increasing global demand for containerized cargo and grew its
market share in every major trade lane while improving its cargo mix. The
carrier also enjoyed one of the best utilization rates in the container-
shipping industry.

Sea-Land generated $318 million of operating 4income in 1996, vs. $238
million in 1995, excluding its portion of the 1995 second-quarter restructuring
charge. In 1994, Sea-Land generated $187 million in operating income.

Volume increased to 1.5 million loads, 7% over 1995's level, driven by
continued strong demand and market share gains in wvirtually all major trade
lanes. In 1994, volume totaled 1.3 million loads.

Total operating revenue increased to $4.1 billion, a 1% increase over 1995's
revenue and 16% higher than in 1994.

Average revenue per container fell 5%, reflecting higher capacity in major
trade lanes, particularly Asia-Middle East-Europe and Eastbound Pacific.
However, Sea-Land was more than able to mitigate the effects of a difficult
rate enviconment through increased volume and effective cost-cutting
measures.

Sea-Land's operating expense declined to $3.7 billiun from $3.8 billion in
1995, excluding that year's restructuring charge. In 1994, operating expense
totalers $3.3 billion. The unit improved its operating ratio through its
continued emphasis on cost containment and productivity improvement.

In 1996, Sea-Land eliminated operating expenses of $136 million through the
efforts of its cost-intervention teams, which targeted improvements in terminal
and vessel operations, inland transportation and network management. The teams'
recommendations include both short-term tactical considerations and long-term
strategic goals. The intervention teams expect to achieve productivity
improvements of similar magnitude in 1997.




CONTAINER-SHIPPING
OPERATING REVENUE
(Millions of Dollars)

[GRAPH)

'92 '93 ‘94 '95 '96
$3,148 $3,246 $3,492 54,008 $4,051
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After six years of discussion and debate, the U.S. Congress passed the
Maritime Security Act by an over elming margin. This shipping bill
establishes a program to provide participating carriers with $1 billion in
operating assistance over 10 years to help offset the higher environmental,
safety and wage costs of operating as a U.S.-flag carrier. Sea-Land has
applied to the program, and the government has accepted 15 of its ships.
Sea-Land will receive $2.1 million a year for each ship participating
in the program.

Implementation of the global alliance with the Danish shipping line Maersk
began in the third quarter of 1996. A revised vessel network plan, incorporating
163 vessels and 348,000 TEUs (20-foot equivalent units) of container capacity,
provides improved frequency and scope of service within the major sectors of
Sea-Land's global network. Several million dollars of cost-reduction
benefits have been realized as a result of terminal and equipment
rationalization programs. Other cost-reduction opportunities have been
identified and targeted for implementation in 19397 and beyond.

CONTAINER-SHIPPING
LOAD VOLUME
(Thousands)

(GRAPH]

'92 '93 ‘94 '95 '96
1,150 1,180 1,288 1,442 1,541

Container-shipping Assets
Owned or leased units as of Dec. 27, 1996

Containers
40- and 20-foot Dry Vans 174,941
45-foot Dry Vans 10,508
Refrigerated Vans 18,495
Other Specialized Equipment 4,460

Total

Chassis
Container Ships

Terminals
Exclusive-Use
Preferential Berthing Rights 14

Capital experditures in 1996 included $252 million for new asset deployments
and $55 million for containers formerly leased. The new deployments included
vessels, terminal property and equipment and systems enhancements. The 1996
expenditures compare with $269 million in 1995 and $133 million in 1994.

In 1997, the growth in global trade is expected to continue at a healthy
rate, although a difficult rate environment is expected to persist. Overall
capacity is anticipated to increase at a pace slightly ahead of market growth.
Within the competitive arena, it is anticipated that a realignment of existing
alliances between various shipping lines will occur. Additional mergers within
the industry also remain a possibility.

Sea-Land will continue meeting the <challenges of a difficult rate
environment with continued emphasis on controlling costs through its
intervention teams and performance improvement initiatives. The unit also will
continue its efforts to gain market share in the more profitable market segments
by focusing on the changing needs of shippers. Improving the mix of higher
margin freight will remain an ongoing priority.

Barge Results

The 1996 operating income of $112 million at American Commercial Lines Inc.
(ACL) topped last year's record by 6%. The 1996 results were 78% higher than
1994's operating income. Key factors for 1996's excellent performance were
continued strong demand for export grain and oither bulk commodities and the
acquisition of the marine assets of Conti-Carriers & Terminals Inc. (CCTI),
which increased ACL's fleet size by 400 barges and eight towboats.




Total operating revenue at ACL increased 12% to $622 million, compared
with $554 million in 1995 and $449 million in 1994. Barge ton miles totaled
55,8 billion, an increase ot 3.6 billion over 1995 and 4.5 billion over

1994.

Barge Operating Revenue
(Millions of Dollars)

[GRAPH)
'92 '93 '94 '95
$433 $417 §449 $554
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Barge Assets
Owned or leased units as of Dec. 27, 1996

Towboats

Barges
Covered/Open-Top Hoppers
Tankers

Total

Marine Services
River Terminals
Fleet Operations
Shipyards

The CCTI acquisition, corpleted in Jan ary 1996, has been successfully
integrated into ACL's operatio s, delivering higher revenues to ACL and savings
to customers. This acquisition is an excellent example of a customer outsourcing
its barging functions, crea:ing a “win-win" situation for both ACL and the

customer.

Demand for non-grain cormodities, such as import steel and raw materials for
steel mini-mills, remained strong, resulting in better backhaul opportunities

from the Gulf of Mexico.

Coal tonnage and revenue decreased during the year as the company continued
to shift equipment into higher-margin markets.

Operating expense increased 14% to $510 willion, primarily due to additional
volumes and higher fuel prices. Fuel price per gallon increased 24%,
representing an additional $11 million in expense over 1995.

ACL rema'.ns focused on continuous improvement to reduce operating costs
through the gquality improvement process. Performance Improvement Team
initiatives generated approximately $4 million in annualized savings in 1996 and
have targeted additional savings for 1997.

Safety remains a high priority. ACL reduced its incident rate by 10%
during the year, reflecting a safer work environment overall and resulting
in accident-related cost reductions of $1.5 million.

Capital additions at ACL in 1996 totaled $91 million, compared with $33
million in 1995 and $12 million in 1994. Spending in 1996 included $21 million
for the acquisition of CCTI, $31 million for new domestic marine equipment
and $26 million for expansion in South America.

ACL enters 1997 with a positive outlook. The 1996 fall harvests of corn and
soybean crops were among the largest in U.S. history, indicating traffic
levels for these commodities should be strong. Coal should remain a solid base
business for the barge line, although an exist.ng long-term coal contract may
be restructured. ACL also anticipates continued strong demand for liquid
commodities and steel feedstock for mini-mills.

Intermodal Results

With the implementation of aggressive measures to counter severe competition
from the trucking industry, CSX Intermodal Inc. (CSXI) experienced a steady
turnaround in 1996. Operating income increased 17% to $35 million in 1996 from
$30 million in 1995. iIn 1994, operating income was $61 million. Revenue
decreased 5% to $674 million, while volume totaled 980,000 trailers and
containers, level with 1995. In 1994, operating revenue was $684 million, and
volume was 986,000 trailers and containers.




Intermodal Assets
Owned or leased units as of Dec. 27, 1996

Equipment

Domestic Containers 4,002
Rail Trailers 5,124

Facilities
CSX Intermodal Terminals 33
Motor Carrier Operations Terminals 28

Intermoda. Operating Revenue
(Millions of Dollars)

[GRAPH]
'92 '93 '94 ‘95 '96
$535 $58¢ $684 $707 $674

CSXI has responded aggressively to the stiff competition caused by an over-~
capacity of trucks. In July, the unit consolidated its headquarters in
Jacksonville, Fla., and reduced headcount by 308, CSXI also
implemented comprehensive service changes throughout its nationwide network
to enhance service reliability, transit times and train capacity. The network
redesign is aimed at achieving better cost controls and productivity gains
from CSXI's operations while expanding services in key markets with the

greatest growth potential.
Capital expenditures totaled $24 million in 1996 vs. $57 million in 1995 and

$50 million in 1994. During 1996, CSXI acquired property for a new terminal in
Atlanta and expanded terminal facilities at its gateway New Orleans terminal.

In 1997, CSXI will focus on containing costs and growing its business in key
lanes. The unit expects substantial improvement in operating income.
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Contract Logistics Results

Customized Transportation Inc. (CTI) achieved record revenue and operating
income during 1996. Revenue rose to $316 million, 32% over 1995 and 73% over
1994, Operating income increased to $17 million, 36% over 1995 and 73% above

1994.

Cf1 continues as a leading logistics provider of materials managemeit,
transportation, warehousing and staging activities. In 199€, the unit improved
its position with current customers and developed business in new industries,
such as electronics, retail and chemical. It executed 46 million transactions
for its customers at an error-free rate of 99.9745% in 1996.

In 1997, CTI will maintain an emphasis on the redesign and re-engineering of
supply chain processes for its customers and will follow its customers as they
expand internationally. Growth rates an' financial performance are anticipated
to remain strong in the coming year.

Contract Logistics
Operating Revenue
(Millions of Dollars)

[GRAPH)
'93 ‘94 '95 ‘96
$145 $182 $240 $316

Consolidated Outlook

CSX enters 1997 with confidence and an optimistic outlook. Modest economic
growth and low inflation are expected to continue in the United States and
Eurvpe. Economic growth in Japan, following a sluggish 1996, should begin to
impreve gradually. The price of diesel fuel, which was unusually high in 1996,
is expected to return to more normal levels as Iragi oil re-enters the market on

a limited basis.

The railroad will capitalize on anticipated steady growth in the U.S.
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economy to improve its overall performance, while maintaining its focus on cost
control. The continued growth in global demand for containerized cargo bodes
well for Sea-land, although some concerns remain about rate pressures
continuing, possibly until mid-year.

CSX anticipates its 1997 capital spending to be less than 1996 levels, while
it will continue to reinvest in core business assets. CSXT will fund eguipment
and track programs at nearly comparable levels, including delivery of 75
alternating current locomotives. Sea-Land will continue toward completion of its
Champion Class vessel program with three vessels to be delivered in 1997 and the
last one in the first quarter of 1998.

CSX units are committed to achieving their stretch targets, even though some
units are subject to such unpredictable external factors as adverse weather
conditions, work stoppages at major customer facilities and shifting economic

conditions in the United States and abroad. Continued emphasis will be placed
on controlling costs, enhancing core earning power and increasing shareholder

returns.
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<Table>
<Caption>

Consolidated Statement of Earnings
(Millions of Dollars, Except Per Share Amounts)
<8> <C>
Operating Income
Operating Revenue

Operating Expense
Restructuring Charge

Total Operating Expense
Operating Income

Other Income and Expense
Other Income
Interest Expense
Earnings
Earnings Eefore Income Taxes
Income Tax Expense

Net Earnings

Per Common Share
Earnings Per Share

Average Common Shares Outstanding (Thousands)

Cash Dividends Paid Per Common Share
</Table>

See accompanying Notes to Consolidated Financial Statements.
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Consolidated Statement of Cash Flows

(Millions of Dollars)

<S> <C>
Operating Activities

Net Earnings
Adjustments to Peconcile Net Earnings to Net Cash Provided

Fiscal Years Ended
Dec. 29,

$10,304
8,921

2.9

210,270

$ .92

Fiscal Years Ended
Dec. 29,

$ 9,409
8,227




Depreciation
Deferred Income ‘iaxes
Restructuring Charge Provision
Productivity/Restructuring Charge Payments
Other Operating Activities
Changes in Operating Assets and Liabilities
Accounts Receivable
Other Current Assets
Accounts Payable
Other Current Liabilities

Net Cash Provided by Operating Activities

Investing Activities
Property Additions
Pruceeds from Property Dispositions
Acquisition of Conrail Common Stock
Purchases of Long-Term Marketable Securities
Proceeds from Sales of Long-Term Marketable Securities
Othezr Investing Activities

Net Cash Used by Investing Activities

Financing Activities
Short-Term Debt -- Net
Long-Term Debt Issued
Long-Term Debt Repaid
Cash Dividends Paid
Other Financing Activities

Net Cash Provided (Used) by Financing Activities
Net Increace (Decrease) in Cash and Cash Equivalents

cash, Cash Equivalents and Short-Term Invesiments
Cash and Cash Equivalents at Beginning of Year

Cash and Cash Equivalents 3t Snd of Year
Short-Term Investments at End of Uear

Cash, Cash Equivalents and Short~-Term
Investments at End of Year

Supplemental Cash Flow Information
Interest Paid -- Net of Amounts Capitalized

Income Taxes Paid

</Table>
See accompanying Notes to Consolidated Financial Statements.
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<Table>
<Caption>

Consolidated Statement of Financial Position

(Millions of Dollars)
<3> <C>
Assets
Current Assets
Cash, Cash Equivalents and Short-Term Investments
Accounts Receivable
Materials and Supplies
Deferred Income Taxes
Other Current Assets

Total Current Assets

Properties -- Net

Investment in Conrai.i
Affiliates and Other Companies
Other Long-Term Assets

Total Assets

Liabilities
Current Liabilities
Accounts Payable
Labor and Fringe Benefits Payable
Casualty, Envircrmental and Other Neserves
Carrent Maturities of Long-Term Debt

(1,156)
87




Short-Term Debt
Other Current Liabilities

Total Current Liabilities

Casualty, Environmental and Other Reserves
Long~Term Debt

Deferred Income Taxes

Other Long-Term Liabilities

Total Liabilities

Shareholders' Equity
Commor stock, €1 Par Value
Other Capital
Retained Earnings
Minimum Pension Liability

Tota)! Shareholders' Equity
Total Liabilities and Shareholders’ Equity $16, 965

</Table>
See accompanying Notes to Consolidated Financial Statements.
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<Table>
<Caption>

Consolidated Statement of Changes in Shareholders' Equity

Common Shares Minimum
Outstanding Other Retained Pension

(Millions ¢f Dollars, Except Shares) (Thousands) Capital Earnings Liability

$14,282

Total

<S> <C>

Balance Dec. 31, 1993 104,143 $1,307 $1,927 $(158)

Net Earnings - - 652 -
o (184)

Divicdends -- Common -
Common Stock--
Stock Purchase and Loan Plan
Stock Canceled (68) (4)
Purchase lLoans -- Net - 9
Other Stock Issued -~ Net 647 56
Minimum Pension Liability - -
Other -~ Net et -

$3,180
652
(184)

Balance Dec. 10, 1994 104,722
Net Earnings -
Dividends -- Common -
Common Stock--
Stock Purchase and Loan Plan
Stock Canceled (155)
Purchase Loans -- Nat o
Other Stock Issued -- Net 716
Minimwe Pension Liability sl
2-for-1 Stock Split 105,212
Other -- Net o=

Balance Dec. 29, 1995 210,495
Net Earnings -
Dividends -- Commcn -
Common Stock--
Stock Furchase and Loan Plan
Stock Issued 7,652 --
Stock Canceled and Exchanged (2,7€6) -
Purchase Loans -- Net - -
Other Stock Issued -- Net 1,524 -
Minimum Pension Liability " 2

4,242
858
(223)

364
{70)
(240)

67

2
(2)

Orher -~ Net -

Balance Dec. 27, 1996 215,885 1,433 $3,452 $(107)

$4,995

</Table>
See accompanying Notes to Consolidated Financial Statements.
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NOTE 1. SIGNIFICANT ACCOUNTING POLICIES.

Nature of Operations

CSX Corporation (CSX) is a global freight tr portation mpany with
principal business units providing rail, container-shipping, intermodal, barging
and contract logistics services. Rail transportation services are provided
principaily throughout the eastern United States and account for nearly half of
the company's operating revenue, with coal, bulk products and manufactured
products each contributing a relatively equal share of rail revenue. Coal
shipments primarily supply domestis utility and export markets.
Container-chipping services are provided in the United States and more than 80
countries and territories throughout the world and account for more than
one-third of the company's operating revenue. Intermodal, barging and contract
logistics services are provided principally within the United States and
together account for the company's remaining operating revenue.

principles of Consolidation

The Consolidated Financial Statements include CSX and its majority-owned
subsidiaries. All significant intercompany accounts and transactions have been
eliminated. Investments in companies that are not majority-owned are carried at
either cost or equity, depending on the extent of control.

Fiscal Year

The company's fiscal reporting period ends on the last Friday in December.
The financial statements presented are for the fiscal periods ended Dec. 27,
1996, Dec. 29, 1995, and Dec. 30, 1994. Each fiscal year consists of four

13-week Guarters.

Common Stock Split

On Oct. 11, 1995, the company's board of directors declared a 2-for-~l common
stock split distributed on Dec. 21, 1995, to shareholders of record at the close
of business on Dec. 4, 19%95. In the accompanying Consolidated Statement of
Earnings and Notes to the Consolidated Financial Statements, all references to
shares of common stock and per share amounts for periods prior to the stock
split have been restated.

Cash, Cash Equivalents and Short-Term Investments

Ccash in excess of current operating requirements is invested in various
short-term instruments carried at cost that approximates market value. Those
short-term investments having a maturity of three mo.ths or less at the date of
acquisition are classified as cash equivalents. Cash and cash eguivalents are
net of outstanding checks that are funded daily from cash receipts and maturing

short-term investments.
Accounts Receivable

The company has sold, directly and through Trade Receivables Participation
Certificates (Certificates), ownership interests in designated pools of accounts
receivable originated by CSX Transportation Inc. (CSXT), its rail unit.

During 1993, $20C million of Certificates were issued at 5.05%,
due September 1998. The Cortificates represent undivided interests in a master
trust holding an ownership interest in a revolving pool of rail freight
accounts receivable. The proceeds from the issuance of the Certificates were
used to reduce the amount of accounts receivable sold under a previous
agreement. At Dec. 27, 1996, the Certificates were collateralized by $248
million of accounts receivable held in the master trust. The company has the
ability to issue $50 million in additional Certificates through September 1998

at prevailing markst terms.

In addition, the company has a revolving agreement with a financial
institution to sell with recourse on a monthly basis an undivided percentage
ownership interest in designated pools of freight and other accounts receivable.
The agreement provides for the sale of up to $200 million in accounts receivable

and expires in September 1698.

The company has retained the responsibility fcr servicing and collecting
accounts receivable held in trust or sold. ht Dec. 27, 1996, and Dec. 29, 1995,
accounts receivable have been reduced by $372 miilion, representing Certificates
and accounts receivable sold. The net costs associated with sales of
Certificates and recaivables were $30 million, $32 million and $29 million
in 1996, 1995 and 12394, respectively.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS




(All Tables in Millions of Dollars, Except Per Share Amounts)

The company maintains an allowance for doubtful accounts based upon the
expected collectibility of accounts receivable, including receivables
collateralizing Certificates and receivables sold. Allowances for doubtful
accounts of $97 million and $88 million have been applied as a reduction of
accounts receivable at Dec. 27, 1996, and Dec. 29, 1995, respectively.

Materials and Supplies

Materials and supplies consist primarily of fuel and items for maintenance
of property and equipment, and are carried at average cost.

Properties

Main line ctrack on the rail system is depreciated on a group basis using a
unit-of-property method. All other property and equipment is depreciated on a
straight-line basis over estimated useful lives of three to 50 years.

Regulations maintained by the Surface Transportation Board (STB) of the U.S.
Department of Transportation require periodic formal studies of ultimate service
lives for all railroad assets. Resulting service life estimates are subject to
review and approval by the STB. Significant premature retirements for all
properties, which would include major casualty losses, abandonments, sales and
obsolescence of assets, are recorded as gains or losses at the time of their
occurrence. Expenditures that significantly increase asset values or extend
useful lives are capitalized. Repair and maintenance expenditures are charged to
operating expense when the work is performed. All properties are stated at cost.

Properties and other long-lived assets are reviewed for impairment whenever
events or business conditions indicate the carrying amount of such assets may
not be fully recoverable. Initial assessments of recoverability are based on
estimates of undiscounted future net cash flows associated with an asset or a
group of assets. Where impairment is indicated, the zssets are evaluated for
sale or other disposition, and their carrying amount is reduced to fair value
based on discounted net cash flows or other estimates of fair value.

Revenue Recognition

Transportation revenue is recognized proportionately as shipments move from
origin to destination.

Envircnmental Costs

Environmental costs relating to current operations are expensed or
capitalized as appropriate. Expenditures relating to remediating an axisting
condition caused by past operations, and that do not contribute to current or
future revenue generation, are expensed. Liabilities are recorded when CSX's
responsibility for environmental remedial efforts is deemed probable, and the
costs can be reasonably estimated. Generally, the timing of these accruals
coincides with the completion of a feasibility study or the company's commitment
to a formal plan of action.

Derivative Financial Instruments

Derivative financial instruments may be used from time to time by the
company in the management of its interest, foreign currency and commodity
exposures, and are accounted for on an acscrual basis. Income and expense are
recorded in the same categury as that of the underlying asset or liability.
Gains and losses related to hedges of existing assets or liabilities are
deferred and recognized over the expected remaining life of the related asset or
liability. Gains and losses related to hedges of anticipated transactions also
are deferred and recognized in income in the same period as the hedged
transaction. There were no significant derivative financial instruments

outstanding at Dec. 27, 1996.

Earnings Per Share

Earnings per share are based on the weighted average of common shares
outstanding. Dilution, which could result if all outstanding common stock
equivalents were exercised, is not significant. Weighted average shares and
earnings per share fcr 1995 and 1994 have been restated tc reflect the 2-for-1
common stock split distributed to shareholders in December 1995.
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Stock-Based Compensation

A

The company records expense €or stock-b




the provisions of APB Opinion No. 25 “"Accounting for Stock Issued to Employees”
and related Interpretations. Disclosures required with respect to the
alternative fair value measurement and recognition methods prescribed by
Financial Accounting Standards Board (FASB) Statement No. 123 "Accounting for
Stock-Based Compensation" are presented in Note 11 -- Stock Plans.

Use of Estimates

The preparation of financial statements in conformity with generally
accepted accounting principles requires that management make estimates in
reporting the amounts of certain revenues and expenses for each fiscal year and
certain assets and liabilities at the end of each fiscal year. Actual results
may differ from those estimates.

Prior-Year Data

Certain prior-year data have been reclassified to conform to the 1996
presentation.

Accounting Pronouncements

The FASE has issued Statement No. 125 "“Accounting for Transfers and
Servicing of Financial Assets and Extinguishments of Liabilities,” which
establishes new guidelines for accounting and disclosure related to transfers of
trade accounts receivable and other financial assets. In addition, the American
Institute of Certified Public Accountants has issued Statement of Position No.
96~1 "Environmental Remediation Liabilities,” which provides revised guidance on
accounting and disclosure relative to environmental obligations. The company
will adopt both pr ts in 1997 and does not expect either pronouncement
to have a material impact on its financial statements.

NOTE 2. MERGER AGREEMENT.

On Oct. 14, 1996, CSX entered into an agreement with Conrail, Inc. (Conrail)
pursuant to which the companies would combine in a strategic merger transaction.
The terms of the agreement provided for CSX to acquire 40% of the outstanding
Conrail Common Stock and ESOP Preferred Stock (the Conrail shares) for cash and
the remaining 60% in exchange for CSX common stock. Norfolk Southern Corporation
(Norfolk Southern) challenged the CSX/Conrail merger agr t and ced an
all-cash competing offer to acquire Conrail at a price which was ultimately
increased to $§115 per share. CEX and Conrail subsequently negotiated several
amendments to the merger agreement, generally to provide increased consideration
to Conrail shareholders in exchange for their shares. On Nov. 20, 1996, CSX

completed an initial cash tender offer for approximately 15.9% of the Conrail
shares at $110 per share, acquiring approximately 17.9 million of the
shares at a total cost of $1.965 billion. The shares were placed in a voting
trust as provided for in the merger agreement. Borrowings in connection with a
$4.8 billion bank credit facility negotiated by CSX subsequent to the
announcement of the merger were used to finance the initial cash tender offer.

CSX initiated a second conditional cash tender offer for an additional 20.1%
of the Conrail shares, but was prevented from completing this or subsequent
steps of the merger transaction when a Jan. 17, 1997 vote by Conrail
shareholders defeated a proposal te opt out of the Pennsylvania Control
Transaction Law (the Pennsylvania statute). A favorable vote on the opt-out
proposal would have removed restrictions limiting CSX's ownership to less than
20% of the Conrail shares under the terms contemplated by the merger agreement.
The outcome of the Conrail shareholder vote coupled with public comments by the
Chairwoman of the STB favoring a negotiated settlement of competitive issues
surrounding the proposed merger prompted joint discussions between CSX, Conrail,
and Norfolk Southern. These discussions, which began in late January, led to the
negotiation of an amendment to the CSX/Conrail merger agreement on March 7,
1997. The amended agreement provides for the acquisition of the remaining
Conrail shares for cash at $115 per share and, among other things, allows CSX to
unilaterally enter into negotiations with Norfolk Southern. It is anticipated
that when these negotiations are completed, CSX and Norfolk Southern will share,
roughly equally, the Conrail rail system.
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CSX will reflect the terms of the amended merger agreement in a revised
tender offer. Since the revised offer provides cash consideration for all
Conrail shares, it is no longer subject to a vote by Conrail shareholders to opt
out of the Pennsylvania statute. The revised tender offer is expected to be
completed no later than June 2, 1997. The transactions ultimately agreed to by
the three companies are subject to regulatory approval by the STB. The Conrail
shares currently held by CSX and the shares to be acquired pursuant to the
revised merger agreement will be held in the voting trust until such time as a
regulatory decision is rendered. CSX's financing arrangements will be




revised or renegotiated to accommodate the final structure agreed to by the
companies.

At Dec. 27, 1996, CSX has accounted for its 19.9% investment in Conrail
using the cost method. Dividends totaling $8 million received on those shares in
1996 are reported in other income in the consolidated statement of earnings. The
method of accounting applicable to CSX holdings of Conrail shares for future
periods may differ, depending oa the timing and final structure of the related

transactions.
NOTE 3. 1995 RESTRUC™URING CHARGE.

In the second gquarter of 19395, the company recorded a $257 million pretax
re~tructuring charge to recognize the estimated costs of specific initiatives at
CSXT and at Sea-Land Service Inc. (Sea-Land), its container-shipping unit. The
charge reduced 1395 net earnings by $160 million, 76 cents per share.

CSXT Initiative

CSXT recorded its $.96 million portion of the pretax restructuring charge to
recognize the costs associated with a contractual agreement with a major
telecommunications vendor to replace, manage and technologically enhance its
existing private telecommunications network. The initiative resulted in a
write-down of assets rendered technologically obsolete and a provision for
separation and labor protection payments to affected employees.

The agreement, which originally was to expire in May 2005, provided fcr the
vendor to supply and manage new technology to replace CSXT's existing
telecommunications system, thereby rendering it commercially obsolete. These
assets, comprising CSXT's internal companywide telecommunications network
including existing microwave and fiber optic communications systems, have no
alternative use and their net realizable value is not significant. As a result
of the agreement, the net book value of the assets to be replaced was reduced by

$163 million.

During 1996, CSXT and the vend the agr t to chaage
the termination date to June 30, 1998, to increase the payments required over
the revised service period, and to relieve the vendor's obligations to
replace certain technology. CSXT is currently evaluating options for
proceeding with further telecommunications initjatives.

Sea-Land Initiatives

The restructuring initiatives at Sea-Land represented $61 million of the
total charge and included its global integration program and the reflagging of
five U.S.-flay vessels to the registry of the Marshall 1slands in accordance
with approval from the Maritime Administration. Sea-Land's global integration
program resulted in the consolidation of worldwide senior management functions,
the relocation of the corporate headquarters to Charlotte, N.C., and the
integration of information technologies. The vessel reflagging initiative
primarily involves crew separations on the five vessels.
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Summary

The 1995 restructuring charge and related activity through Dec. 27, 1996, is
as follows:

Separation Lease and

and Labor Facility

Obsolete Protection Exit
Assets Costs Costs

Restructuring Charge $163 $80 $14

28 8

Amounts Utilized through Dec. 27, 1996 163

Remaining Reserve as of Dec. 27, 1996 8§ =~ $ 52 $ 6

The total provision for separation and labor protection payments relates to
approximately 800 affected employees and was based on existing collective
bargaining agreements with members of clerical, electrical, and signal crafts

and seafarer trades. Through Dec. 27, 1996, approximately 530 employee
separations nave peen finalized. The company expects the remaining affected
employees to be impacted within the next four years.

NOTE 4. OPERATING EXPENSE.




1996

Labor and Fringe Benefits $3,161
Materials, Supplies and Other 2,530
Building and Equipment Rent 1,143
Inland Transportation 995
Depreciation 611
Fuel 574
Restructuring Charge ity

Total $9,014 $8,227

Selling, General and Administrative Expense
Included in Above Items $1,297 $1,265

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
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NOTE 5. OTHER INCOME.
1994

Interest Income $ 57
Income from Real Estate and Resort Operations(a) 58
Net Gain (Loss) on Investment Transactions(b) o
Gain on South Florida Track Sale(c) 91
Net Costs for Accounts Receivable Sold (29)
Minority Interest (21)
Loss on Redemption of Debt (13)
Equity Earnings (Losses) of Other Affiliates (10)
Dividend Income 1
Miscellaneous (6) (29)

Total $43 $105

(a) Gross revenue from real estate and resort operations was $186 million, $178
million and $190 million in 1996, 1995 and 1994, respectively.

(b) In December 1995, the company recognized a net investment gain of
$77 million on the issuance of an egquity interest in a Sea-Land *erminal and
related operations in Asia and the write-down of various investments.
The equity interest portion of the transaction resulted in proceeds of
$105 million and a pretax gain of $93 million, $61 million after-tax, 29
cents per share. Sea-Land's interest in the terminal operations was
reduced from approximately 67% to 57%.

In December 1934, the state of Florida elected to satisfy its
remaining unfunded obligation issued in 1988 to consummate the purchase of
80 miles of track and right of way. The transaction resulted in cash
proceeds of $102 million and an accelerated pretax gain of $69 million, $42
million after-tax, 20 cents per share. The scheduled payment resulted in a
$22 million gain in 1594.

NOTE 6. INCOME TAXES.

Carnings from domestic and foreign operations and related income tax expense
are as follows:

1995

Earnings Before Income Taxes:
-- Domestic $765
-~ Foreign 209

Total $1,316 $974
emmm- .

Income Tax Expense (Benefit):
Current -- Federal $ 250 $337
-=- Foreign 3 26
-~ State 19

Total Current 382

Deferred-- Federal
-=- Foreign
-- State




Total Deferred

Total Expense
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Income tax expense reconciled to the tax computed at statutory rates is as
follows:

1996 1995 1994

Tax at Statutory Rates $461 35% 35% $352
State Income Taxes 10 1 1 15
Prior Years' Income Taxes (27) (2) - (10)
Other Items 17 1 1 (3)

Total Expense $461 35% 37% $354

The significant components of deferred tax assets and liabilities include:
Dec. 27, Dec. 29,

Deferred Tax Assets
Productivity/Restructuring Charges
Employee Benefit Plans
Deferred Gains and Related Rents
Other

Total

Deferred Tax Liabilities
Accelerated Depreciation
Other

Total
Net Deferred Tax Liabilities

In addition to the annual provision for deferred income tax expense, the
change in the year-end net deferred income tax liability balances included the
income tax effect of the changes in the minimum pension liability in 1996 and

1995.

The company has not recorded domestic deferred or additional foreign income
taxes applicable to undistributed earnings of foreign subsidiaries that are
considered to be indefinitely reinvested. Such earnings amounted to $279 million
and $314 million at Dec. 27, 1996, and Dec. 29, 1995, respectively. These
amounte may become taxable upon their remittance as dividends or upon the sale
or liquidation of these foreign subsidiaries. It is not practicable to determine
the amount of net additional income tax that may be payable if such earnings
were repatriated.

The company files a consolidated federal income tax return, which includes

its principal domestic subsidiaries. Examinations of the federal income tax
returns of CSX have been completed through 1990. Returns for 1991 through 1992

are currently under examination. Management believes adequate provision has been
made for any adjustments that might be assessed.
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NOTE 7. PROPERTIES.

<Table>
<Caption>

Dec. 27, 1996 Dec. 29,

1995

Accumulated Accumulated




Depreciation Net Cost Depreciation Net

<8> <C>

Rail:
Road $2,619 $ 6,689 $ 9,157 $2,620 $ 6,537

Equipment 3,829 1,417 2,412

Total Rail 13,528 12,986 4,037 8,949

Container-shipping 2,437 2,175 906 1,269
Other 1,455 1,512 433 1,079

Total $17,420 $5,514 $11,906 $16,673 $5,376 $11,297

</Table>

NOTE 8. CASUALTY, ENVIRONMENTAL AND OTHER RESERVES.

Activity related to casuvalty, environmental and other reserves is as
follows:

<Table>
<Caption>

Casualty and Environmental Separation
Other Reserves(a) (b) Reserves (a) Liabilities(a) (c)

B -

<8> <C>

Balance Dec. 31, 1993 $604 $131

Charged to Expense and Other Additions 247 32 S
Payments and Other Reductions (272) (23) (d) (248)
Balance Dec. 30, 1994 579 140 394
Charged to Expense and Other Additions 279 22 80
Payments and Other Reductions (288) (25) (70)
Balance Dec. 29, 1995 570 137 404
Charged to Expense and Other Additions 16 ow
Payments and Other Reductions (36) (34)

Balance Dec. 27, 1996 $117 $370

</TABLE>

(a) Balances include current portions of casualty and other, environmental and
separation reserves, respectively, of $234 million, $20 million and $52
million at Dec. 27, 1996; $241 million, $20 million and $37 million at Dec.
29, 1995; and $234 million, $20 million and $22 million at Dec. 30, 1994.

Casualty reserves are estimated based upon the first reporting of
an accident or personal injury to an employee. Liabilities for accidents
are based upon field reports and liabilities for personal injuries are based
upon the type and severity of the injury and the use of current trends
and historical data.

Separation liabilities include $318 million at Dec. 27, 1996, $344
million at Dec. 29, 1995, and $376 million at Dec. 30, 1994, related to
productivity charges recorded in 1991 and 1992 to provide for the
estimated costs of implementing work-force reductions, improvements in
productivity and other cost reductions at the company's major transportation
units. The remaining liabilities are expected to be paid out over the next
20 to 25 years.

Includes the transfer of $156 million in 1994 to a separation-related
pension obligation, representing the future cost of pensions for certain
train crew employees impacted by the buyout of trip-based compensation
provided for in the 1992 productivity charge.
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NOTE 9. DEBT AND CREDIT AGREEMENTS.

<Table>
<Caption>

Average Interest Rates Dec. 27, Dec. 29,

Type and Maturity Dates at Dec. 27, 1996 1996 1995




<8> <C>
Commercial Paper and Borrowings Under Bank Credit Agreement
Notes Payable (1959-2021)

Debentures (2000~2022)

Equipment Obligations (1997-2011)
Mortgage Bonds (1998-2003)
Other Obligations, including Capital Leases (1997-2021)

Total

Less Debt Due Within One Year
Total Long~Term Debt

</Table>

To provide financing for its acquisition of Conrail shares and to
accommodate working capital needs, the company entered into a $4.8 billion bank
credit agreement in November 1996. Under the agreement, the company may borrow
directly from the participating banks or utilize the credit facility to support
the issuance of commercial paper. Direct borrowings from the participating
banks can be obtained, at the company's option, under a competitive bid
process among the banks or under a revolving credit arrangement with interest
either at LIBOR plus & margin determined by the company's credit ratings or
at an alternate base rate, as defined in the agreement. The terms of the
agreement provided for $800 million to become available immediately to replace
existing credit agreements totaling $880 million, which supported the
company's outstanding commercial paper. The remaining $4 billion of credit
under the facility is available for the purchase of Conrail shares, of which
$1.965 billion was used tc acquire approximately 19.9% of Conrail's outstanding
shares in Novenber 1996. it Dec. 27, 1996, the company had borrowings related to
the credit facility of $7.435 billion ($300 million direct borrowings and
$2.335 billion commercial paper outstanding), of which $2.3 billion has been
classified as long-term debt based upon the company's ability and
intention to maintain this debt outstanding for more than one year. The
company pays annual fees to the participating banks that may range from .06%
to .15% of the total commitment, depending upon its credit ratings. The
credit agreement, which expires in November 2001, also includes certain
covenants and restrictions, such as limitations on debt as a percentage of total
capitalizaticn and restrictions on the sale or disposition of certain assets.

Commercial paper classified as short-term debt was $335 million at Dec. 27,
1996, and $148 million at Dec. 29, 1995. The weighted-average interest rate for
the short-term commercial paper outstanding at year-end was 6% for 1996 and
1995,

In September 1992, the company filed a shelf registration statement with the
Securities and Exchange Commission to provide for the issuance of up to $450
million in senior debt securities, warrants to purchase debt securities or
currency warrants. This shelf registration included a combined prospectus
covering amounts remaining to be issued as debt securities under a previous
shelf registration. As of Dec. 27, 1996, ar aggregate of $250 million of debt is
available for issuance under the company's shelf registratio~ «t»*-ment anJ

combined prospectus.

During 1994, the company redeemed $300 million of 9.5%, 11.625% and 11.875%
Sinking Fund Debentures. The redemption premium, unamortized debt discount and
issuance costs totaling $18 million were charged to expense.

Excluding long-term commercial paper, the company has long-term debt
maturities for 1997 through 2001 aggregating $101 million, $145 million, $95
million, $328 million and $65 million, respectively. A portion of the company's
rail unit properties are pledged as security for various rail-related, long-term

debt issues.
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NOTE 10. COMMON AND PREFERRED STOCK.

The company has a single class of commo~. stock, $1 par value, of wiich 300
million shares are authorized. Each share .s (ntitled to one vote in all matterc
requiring a vote. In December 1995, sharenclders received one additional share
of common stock for each share held, pursuant to a 2-for-1 stock splitr approved
by the board of directors. At Dec. 27, 199€, common shares issued and

outstanding totaled 216,885,140.




The company alsc has total authorized preferred stock of 25 million shares,
of wnich 250,000 shares of Series A have been reserved for issuance, and 3
million shares of Series B have been reserved for issuance under the Shareholder
Rights Plan discussed below., All preferred shares rank senior to common shares
both as to dividends and liquidation preference. No preferred shares were
outstanding at Dec. 27, 1996,

Pursuant to a Sharehclder Rights Plan adopted by the board of directors in
1988 and amended in 1990, each cutstanding share of common stock also evidences
one preferred share purchase right ("right"). Each right entitles shareholders
of record to purchase from the company, until the earlier of June 8, 1998, or
the redemption of the rights, one one-hundredth of a share of Series B preferred
stock at an exercise price of $100, subject to certain adjustments or, under
certain circumstances, to obtain additional shares of common stock in ex
for the rights. The rights are not exercisable or transferable apart from the
related common shares until the earlier of 10 days following the pwblic
announcement that a person or affiliated group has acquired or obtained the
right to acquire 20% or more of the company's outstanding common stock; or 10
days following the commencement or announcement of an intention to make a tender
offer or exchange offer, the consummation of which would result in the ownership
by a person or group of 208 or more of the outstanding common stock. The board
of directors may redeem the rights at a price of one cent per right at any time
prior to the acquisition by a person or group of 20% or more of the outstanding

common stock.

NOTE 11. STOCK PLANS,

The company maintains several stock plans designed to encourage ownership of
its stock and provide incentives for employees to contribute to its success.
Compensation expense for stock-based awards under these plans is determined by
the awards’ intrinsic value accounted for under the principles of APB Upinion
No. 25 and related Interpretations. Compensation expense recognized for
stock-based s&wards in 1996 was $36 million. Had compensation expense been
determined based upon fair values at the date of grant for awards under these
plans, consistent with the methods of FASE Statement No. 123, the company's net
income and earnings per share would have been reduced to the pro forma amounts

indicated below:

1996 1995

- -

Net Income As Reported $ 655 $ 618
Pro Forma $ 832 § 610

Earnings Per Share As Reported $4.00 $2.94
Pro Forma $3.90 $2.90

The pro forma fair value method of accounting was applied only to
stock-based awards granted after Dec. 30, 1994. Because all stock-based
compensation expense for 1996 and 1995 was not restated and because stock-based
awards granted may vary from year to year, the resulting pro forma compensation
cost may not be represencative of that to be expected in future years.

Stock Purchase and Loan Plan

The Stock Purchase and Loan Plan provides for the purchase of common stock
and related rights by eligible officers and key employees of the company and
entitles them to obtain loans with respect to the shares purchased. The Plan,
which originated in 19591, is intended to further the long-term stability and
financial of the company by providing a method for sligible employees to
increase significantly their ship of ¢ stock. Amendments to the Plan
were approved by the company's shareholders and implemented in 1996, providing
for continuation of the Plan through February 2006, and increasing the common
stock reserved for issuance from 4.4 million to 9 million shares.
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Under the revised Plan, upon maturity of purchase loans issued in 1991 and
1992, existing participants either withdrew shares from the Plan, applied all or
part of their equity in shares purchased in the original Plan as a down payment
to acquire additional shares, or extended their participation at existing levels
for up to one year. In addition, shares were offered to certain employees who
were not previously eligible to participate in the Plan. In connection with the
Plan amendments, from Aug. 1, 1996, through Dec. 27, 1996, 72,497 shares were
withdrawn from the Plan, 2,630,727 shares were exchanged and canceled, and
7,651,970 new shares were sold to participants at an average market price of
$47.52 per share. In consideration for the shares purchased, participants have
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provided down payments of not less than 5% nor mcre than 25% of the purchase
price in the form of cash, recourse notes or eguity earned in the original Plan.
The remaining purchase price is in the form of non-recourse loans secured by the
shares issued.

All non-recourse loans under the Plan are or were subject to certain
adjustments after a vesting period based upon targeted increases in the market
pr.ce of CSX common stock. The market price thresholds for loans to emplouyees
who extended their participation in the original plan have been met in prior
years and, upon maturity at July 31, 1997, or earlier repayment, all interest
(less dividends applied to accrued interesc) will be forgiven and the loan
balances will be reduced by 25% of the purchase price. Loans to participants who
ezcihianged shares or entered the Plan in 1996 are due July 31, 2001, and also are
subject to forgiveness of a portion of the principal and accrued interest
balances; however, at Dec. 27, 1996, none of the reiated market price thresholds

had been met.

At Dec. 27, 1996, there were 187 participants in the Plan. Transactions
involving the Plan are as follows:

Shares
(000's)
Outstanding at Dec. 30 1994
Canceled or Withdrawn

Outstanding at Dec. 29, 1995
Issuea
Exchanged, Canceled or Withdrawn

Outstanding at Dec. 27, 1996

Down Payment (Recoursej Loans Outstanding $ 7
Purchase (Non-Recourse) Loans Outstanding $ 296
Average Interest Rate 6.64% 7.75%
Compensation Expense for the Year ¥ i3 26

(a) Represents average cost to participants, net of cumulative note forgiveness.

The weighted-average fair value benefit to participants for 2 share issued
in 1996 under the Stock Purchase and Loan Plan was $15.65, and was estimated as
of the date of grant using the Black-Scholes option pricing model with the
following assumptions: risk-free interest rate of 6.5%; dividend yield of 2.4%;
volatility factor of 21.5%; and an expected life of 6 years.

1987 lLong-Term Performance Stock Plan

The CSX Corporation 1987 Long-Term Performance Stock Plan provides for
awards in the form of stock options, Stock Appreciatiorn Rights (SARs),
Performance Share Awards (PSAs) and Incentive Compensation Program shares (ICPs)
to eligible officers and employees. Awards granted under the Plan are determined
by the board of directors based on the financial performance of the company.

At Dec. 27, 1996, there were 440 current or former employees with
outstanding grants under the Plan. A total of 19,661,492 shares were reserved
for issuance, of which 5,396,274 were available for new grarts (7,503,922 at
Dec. 29, 1995). The remaining shares are assigned to outstanding stéck options,

SARs and PSAs.
33

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(All Tables in Millions of Dollars, Except Per Share Amounts)

All stock options have been granted with 10-year terms and vest at the end
of one year of continued employment. The exercise price for options granted
equals the market price of the underlying stock on the date of grant. Options
under recent grants become exercisable based on the achievement of performance
goals. A summary of the company's stock option activity, and related information
for the fiscal years ended Dec. 27, 1996, Dec. 29, 1995, and Dec. 30, 1994,

follows:

<Table>
<Caption>

1996 1995 1994

Shares Weighted-Avg. Shares Weighted-Avg. Shares Weighted-Avg.
(000s) Exercise Price (000s) Exercise Price (000s) Exercise Price




<S> <C>
Outstanding at Beginning of Year 11,881
Granted 1,978
Canceled or Expired (42)
Exercised

Outstanding at End of Year 13,102

10,206

Exercisable at End of Year 10,139

7,014

Weighted-Average Fair Value
of Options Granted $ 13.78

</Table>

The fcilowing table summarizes information about stock options outstanding
at Dec. 27, 1996:

<Table>
<Caption>

Options Qutstanding

Weighted-Avg.
Remaining Wweighted-Avg.

Options Exercisable

Number

Range of Exercise Prices Outstanding Contractual Life Exercise Price Exercisable

<8> <C>

$15 to $20
$30 to $39
$40 to §52

$15 to $52
</Table>

The fair value of options granted in 1996 and 1995 was estimated as of the
dates of grant using the Black-Scholes option pricing model with the following
weighted-average assumptions used for grants in 1996 and 1995, respectively:
risk-free interest rates of 6.3% and 6.8% and volatility factors of 22% and 23%.
Dividend yields of 2.4% and expected lives of 6 years were used in both years.

The value of PSAs is contingent on the achievement of performance goals and
completion of certain continuing employment requirements over a three-year
period. Each PSA earned will equal the fair market value of one share of CSX
common stock on the date of payment. At Dec. 27, 1996, there were 728,600 shares
reserved for outstanding PSAs. 1In 1996 and 1995, respectively, 110,600 and
122,200 PSAs were granted to employees. The weighted-average fair value of those
shares was $44.44 for 1996 and $32.56 for 1995.

At Dec. 27, 1996, there were 435,073 SARs outstanding with a
weighted-average exercise price of $15.85. In 1996 and 1994, respectively,
69,494 and 56,740 SARs were exercised at weighted-average exercise prices of
$15.68 and $15.63; there were no exercises in 1995. There were no grants of SARs
in 1996, 1995 or 1994,
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Stock Award Plan

Under the 1990 Stock Award Plan, all officers and employees of the company
are eligible to receive shares of CSX common stock as an incentive award and
certain key employees are eligible to receive them as a deferral award. All
awards of common stock are issued based on terms and conditions approved by the
company's board of directors. At Dec. 27, 1996, there were 1,340,369 shares
reserved for issuance under this Plan, of which 513,369 were available for new
grants. In 1996 and 1995, respectively, 633,587 shares and 348,278 shares were
granted under the Plan. The weighted-average fair value of those shares was
$45.63 for 1996 and $35.78 for 1995.

Stock Purchase and Dividend Reinvestment Plans

The 1951 Employees Stock Purchase and Dividend Reinvestment Plan provides a
method and incentive for eligible employees to purchase shares of the company's

common stock at market value by payroll deductions. To encourage stock
ownership, employees receive a 17.65% matching payment on their contributions in
the form of additional stock purchased by the company. Each matching payment of
stock is subject to a two-year holding period. Sales of stock prior to the

Weighted~Avg.
Exercise Price




completion of the holding period result in forfeiture of the matching stock
purchase. Officers and key employees who gqualify for the Stock Purchase and Loan
Plan are not eligible to participate in this Plan. At Dec. 27, 1996, there were
706,899 shares of common stock available for purchase under this Plan. Employees
purchased 40,985 shares in 1996 and 46,224 shares in 1995 under the plan at
weighted-average market prices of $47.39 and $40.31 for 1996 and 1995,

respectively.

The company also maintains the Employees Stock Purchase and Dividend
Reinvestment Plan and the Shareholders Dividend Reinvestment Plan, adopted in
1981, under which all employees and shareholders may purchase CSX common stock
at the average of daily high and low sale prices for the five trading days
ending on the day of purchase. To encourage stock ownership, employees receive a
5% discount on all purchases under this program. At Dec. 27, 1996, there were
5,128,605 shares reserved for issuance under these Plans.

Stock Plan for Directors

The Stock Plan for Directors, approved by the shareholders in 1992, governs
in part the manner in which directors' fees and retain_ .. =ve paid. A minimum of
40% of the retainer fees must be paid in common stock of the company. in
addition, each director may elect to receive up to 100% of the remaining
retainer and fees in the form of common stock of the company. The Plan permits
each director to elect to transfer stock into a trust that will hold the shares
until the participant's death, disability, retirement as a director, other
cessation of services as a director, or change in control of the company. At
Dec. 27, 1996, there were 959,236 shares of common stock reserved for issuance

under this Plan.

NOTE 12. FAIR VALUE OF FINANCIAL INSTRUMENTS.

Fair values of the company's financial instruments are estimated by
reference to guoted prices from market sources and financial institutions, as
well as other valuation techniques. Long-term debt and the company's investment
in Conrail common stock are the only financial instruments of the compary with
fair values significantly different from their carrying amounts. At Dec. 27,
1996, the fair value of long-term debt, including current maturities, was §4.56
billion, compared with a carrying amount of $4.43 billion. At Dec. 29, 1995, the
fair value ¢“ long-term debt, including current maturities, was $2.94 billion,
compared with a carrying amount of $2.71 billion. The fair value of long-term
debt has been estimated using discounted cash flow analyses based upon the
company's current incrementzl borrowing rates for similar types of financing

arrangements.

The company's investment in approximately 17.9 miilion shares of Conrail
common stock was acquired at a price of $110 per share, resulting in an
aggregate carrying amount of $1.965 billion. At Dec. 27, 1996, the closing
market price of Conrail common stock was $100 per share, resulting in an
aggregate market value of $1.786 billion. As of Dec. 27, 1996, the terms of the
voting trust agreement under which the shares were held prohibited the company
from selling any of the Conrail shares without Conrail's written approval prior
to the earlier of Dec. 31, 1998, or a regulatory decision by the STB that denies
completion of the company's merger with Conrail under the terms contemplated at

that date.

The company had no significant hedging or derivative financial instruments
employed at Dec. 27, 1996, or Dec. 29, 1995.
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NOTE 13. EMPLOYEE BENEFIT PLANS.

Pension Plans

The company sponsors defined benefit pension plans, principally for
salaried personnel. The plans provide eligible employees with retirement
benefits based principally on years of service and compensation rates near
retirement. Annual contributions to the plans are sufficient to meet the
minimum funding standards set forth in the Employee Retirement Income
Security Act of 1974, as amended. Plan assets consist primarily of common
stocks, corporate bonds and cash and cash equivalents. Pension costs for these
plans include the following components:

1996 1995 1994

Service Cost $ 37 $ 28 $ 36
Interest Cost on Projected Benefit Obligation 93 91 89
Actual Return on Plan Assets (89) (190) (10)




Net Amortization and Deferral 18 (45)
Foreign Plans 4 4

Pension Expense $63 $ 74

The funded status of the plans and the amounts reflected in the accompanying
statement of financial position at year-end are:

<TABLE>

<CAPTION>
Assets Exceed Benefits

(at Valcation Date)

Sept. 30, Dec. 29,
1996

<8> <C>

Assets and Obligations -~
Vested Benefits
Non-Vested Benefits

Accumulated Benefit Obligation
Effect of Anticipated Future Salary Increases

Projected Benefit Obligation
Fair Value of Plan Assets

Funded Status

Unrecognized Initial Net Obligation (Asset)
Unrecognized Prior Service Cost
Unrecognized Net Loss

Recognition of Minimum Liability

Cash Contributions, Oct. 1 through Year~End

Net Pension Asset (Obligation) at Year-End

</TABLE>

* In 1996, the company changed the measurement date for pension assets and
liabilities from the end of the fiscal year to Sept. 30. The change in
measurement aate had no effect on 199€ or prior years' pension expense.

36
<PAGE>

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(All Tables in Millions of Dollars, Except Per Share Amounts)

Pensicn expense is determined based upon an actuarial valuation as of the
beginning of each year. The following actuarial assumptions were used in
determining net pension expense and projected benefit ohligations:

<TABLE>
<CAPTION>

<8> <C>
Discount Rate at Valuation Date

Estimated Long-Term Rate of Salary Increases at Valuation Date
Expected Long-Term Rate of Return on Assets During the Period

</TABLE>

The aggregate minimun pension liability was reduced Py $24 million in 1996,
primarily due to the increase in fair value of plan assets.

Savings Plans

The company maintains savings plans f~r virtually all full-time salaried
employees and certain employees covered by collective bargaining agreements.
Eligible employees may contribute from 1% to 15% of their annual compensation in
18 multiples to these plans. The company matches eligible employees'
contributions in an amount equal o the lesser of 50% of each participating
employee's contributions or 3% of their annual compensation. In addition, the

ny contributes fixed amounts for each participating employee covered by
certain collective bargaining agreements. Expense associated with these plans
was $23 million, $29 million and $31 million for 1996, 1995 and 1994,

respectively.
Other Post-Retirement Benefit Plans

In addition to the defined benefit pension plans, the company sponsors three
plans that provide medical and life insurance benefits to most full-time
salaried employees upon their retirement. The post-retirement medical plans are
contributory, with retiree contributions adjusted annually, and contain other
cost-sharing features such as deductibles and coinsurance. The net benefit

Benefits Exceed Assets
(at Valuation Date)

Sept. 30, Dec. 29,
1996 1995

$ (180) (208)




obligation for medical plans anticipates future cost-sharing changes consistent
with the company’s expressed intent to increase retiree contribution rates
arnually in line with expected medical cost inflation rates. The life insurance
plan is non-contributory.

The company's current policy is to fund the cost of the post-retirement
medical and life insurance benefits on a pay-as-you-go basis, as in prior years.
The amounts recorded for the combined plans in the company's statement of
financial position at Dec. 27, 1996, and Dec. 29, 1995, are as follows:

<TABLE>

<CAPTION>
Medical

(At Valuation Date)

Sept. 30, Dec. 29,
1996 1995

<8> <C>
Accumulated Post-Retirement Benefit Obligation:
Retirees $188
Fully Eligible Active Participants 30
Other Active Participants 45
Accumulated Post-Retirement Benefit Obligation 263
Unrecognized Prior Service Cost 17
Unrecognized Net (Loss) Gain (41)
Claim Payments, Oct. 1 through Year-End .

Net Post-Retirement Benefit Obligation at Year-End $239

</TABLE>

* In 1996, the company changed the measurement date for valuing its
post-retirement benefit obligation to Sept. 30. The change in measurement
date had no effect on 1996 or prior years' net expense for post-retirement
benefits.
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Net expense for post-retirement benefits was $30 million, $27 million and
$29 million for 1996, 1995 and 1994, respectively. The net post-retirement
benefit obligation was determined using the assumption that the health care cost
trend rate for medical plans was 10% for 1996~1997, decreasing gradually to 5.5%
by 2005 and remaining at that level thereafter. A 1% increase in the assumed
health care cost trend rate would increase the accumulated post-retirement
benefit obligation for medical plans as of Dec. 27, 1996, by $21 million and net
post-retirement benefit expense for 1996 by $3 million. The discount rate used
in determining the accumulated post-retirement benefit obligation was 7.50% for
1996 and 1995, and 8.25% for 1994.

Other Plans

Under collective bargaining agreements, the company participates in a number
of union-sponsored, multiemployer benefit plans. Payments to these plans are
made as part of aggregate assessments generally based on number of employees
covered, hours worked, tonnage moved or a combination thereof . The
administrators of the multiemployer plans generally allocate funds received from
narticipating companies to various health and welfare benefit plans and pension
p'ans. Current information regarding such allocations has not been provided by
th: administrators. Total contributions of $224 million, $239 million and $209
miliion, respectively, were made to these plans in 1996, 1995 and 199%4.

NOTE 14. COMMITMENTS AND CONTINGENCIES.

Lease Commitments

The company leases equipment under agreements with terms up to 21 years.
Non-cancelable, long-term leases generally include options to purchase at fair
value and to extend the terms. At Dec. 27, 1996, minimum building and equipment
rentals under non-cancelable operating leases totaled approximately $418 million
for 1997, $390 million for 1998, $337 million for 1999, $286 million for 2000,
$272 million for 2001 and $2.2 billion thereafter.

Rent expense on operating leases, including net daily rental charges on
railroad operating equipment of $245 million, $257 million and $258 million in
1996, 1995 and 1994, respectively, amounted to $1.2 billion in 1996 and 1995,

and $1.1 billion in 1984.

Purchase Commitments
CSXT entered into agreements during 1993 and 1996 to purchase 380

Life Insurance
(At Valuation Date)

Sept. 30,
1996

Dec. 29,
1995




locomotives. These large orders cover normal locomotive replacement needs for
1994 through 1997 and introduced alternating current traction technology to the
locomotive fleet. CSXT has taken dJelivery of 50 direct current and 255
alternating~current locomotives through Dec. 27, 1996. The rer ning 75
alternating-current units will be delivered in 1997,

During 1994 and 1995, Sea-lLand entered into agreements for the construction
of nine high-performance, fuel-efficient container vessels. Estimated capital
expenditures for these vessels total $525 million, of whi-' $312 million has
been expended through Dec. 27, 1996, with the remaining $213 million expected to
be incurred over the next two years. Five of the vessels |ave been delivered

through Dec. 27, 1996.
Other Commitments

During 1995, CSXT entered into an agreement with a major
telecommunications vendaor to supply and manage its telecommunications needs
through May 2005. As discussed in Note 3 - Restructuring Charge, the agreement
was amended in 1996 to significantly reduce the service period, increase
contractual payment amounts over the revised service period, and relieve
the vendor of obligations to replace certain telecommunications technology.
The amended agreement provides for a revised termination date of June 30, 1998,
and requires minimum payments totaling $56 million over the remaining service

period.
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Contingent Liabilities

The company and its subsidiaries are contingently liable individually and
jointly with others as guarantors of long-term debt and obligations principally
relating to leased equipment, joint ventures and joint facilities. These
contingent obligations were immaterial to the company's results of operations
and financial position at Dec. 27, 1996.

The company has been advised that activities of a subsidiary that
administered student loans and that was sold by the company in 1992 are under
review to detLermine whether, and to what extent, damages should be asserted
against the company for government insurance payments on uncollected loans
related to alleged processing deficiencies or errors that may have occurred
prior to the time the subsidiary was scld. The company believes it has no
material 1liability for any claim that might be asserted, but the final outcome
of the review and the amount of potential damages are not yet reasonably
estimable. Based upon information currently available to the company, it is
believed any adverse outcome will not be material to the company's results of
operations or financial position.

Although the company obtains substantial amounts of commercial insurance for
potential losses for third-party liability and property damage, reasonable
levels of risk are retained on a self-insurance basis. A portion of the
insurance coverage, $25 million limit above $25 million per occurrence from rail
and certain other operations, is provided by a company partially owned by CSX.

CSXT is 2 party to various proceedings involving private parties and
regulatory agencies related to environmental issues. CSXT has been identified as
a potentially resnonsible party (PRP) at approximately 105 environmentally
impaired sites th are or may be subject to remedial action under the Federal
Superfund statute ‘Superfund) or similar state statutes. A number of these
proceedings are based on allegations that CSXT, or its predecessor railroads,
sent hazardous substances to the facilities 4in question for disposal. Such
proceedings arising under Superfund or similar state statutes can involve
numerous other waste generators and disposal companies and seek to allocate or
recover costs associated with site investigation and cleanup, which could be

substantial.

CSKAT is involved in a number of administrative and judicial proceedings and
other clean-up efforts at approximately 270 sites, including the sites addressed
under the Federal Superfund statute or similar state statutes, at which it is
participating in the study and/or clean~-up of alleged environmental
contamination. The assessment of the required response and remedial costs
associated with most sites is extremely complex. Cost estimates are based on
information available for each site, financial viability of other PRPs, where
available, and existing techneclogy, laws and regulations. CSXT's best estimates
of the allocation method and percentage of liability when other PRPs are
involved are based on assessments by consultants, agreements among PRPs, or
determinations by the U.S. Environmental Protection Agency or other regulatory

agencies.

At least once each quarter, CSXT reviews its role, if any, with respect to
each such location, giving consideration to the nature of CSXT's alleged
connection to the location (e.g., generator, owner or operator), the extent of
CSXT's alleged connection (e.g., volume of waste sent to the location and other




relevant factors), the accuracy and strength of evidence connecting CSXT to
the location, and the number, connection and financial position of other named
and unnamed PRPs at the location. The ultimate liability for remediation can
be difficult to determine with certainty because of the number and
creditworthiness of PRPs inveolved. Through the assessment process, CSXT
monitors the creditworthiness of such PRPs in determining ultimate liability.

Based upon such reviews and updates of the sites with which it is involved,
CSXT has recorded, and reviews at least quarterly for adequacy, reserves to
cover estimated contingent future environmental costs with respect to such
sites. The recorded liabilities for estimated future environmental costs at Dec.
27, 1996, and Dec. 29, 1995, were $117 million and $137 million, respectively.
These recorded liabilities include amounts representing CSXT's estimate of
unasserted claims, which CSXT believes to be immaterial. The liability has been
accrued for future costs for all sites wheve the company's obligation is
probable and where such costs can be reasonably estimated. The liability
includes future costs for remediation and restoration of sites as well as any
significant ongoing monitoring costs, but excludes any anticipated insurance
recoveries. The majority of the Dec. 27, 1996, environmental liability is
expected to be paid out over the next five to seven years, funded by cash

generated from operations.

The company does not currently possess sufficient information to reasonably
estimate the amounts of additional liabilities, if any, on some sites until
completion of future environmental studies. In addition, latent conditions at
any given location could result in exposure, the amount and materiality of which
cannot presently be reliably estimated. Based upon information currently
available, however, the company believes that its environmental reserves are
adequate to accomplish remedial actions to comply with present laws and
regulations, and that the ultimate liability for these matters will not
materially affect its overall results of operations and financial condition.
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Legal Proceedings

A number of legal actions, other than environmental, are pending against CSX
and certain subsidiaries in which claims are made in substantial amounts. While
the ultimate results of environmental investigations, lawsuits and claims
involving the company cannot be predicted with certainty, management does not
currently expect that these matters will have a material adverse effect on the
consolidated financial positior, results of operations and cash flows of the

company .
NOTE 15. SUMMARIZED FINANCIAL DATA -~ SEA-LAND SERVICE INC.

During 1987, Sea-Land entered into agreements to sell and lease back by
charter three nev U.S.-built, U.S.-flag, D-7 class container ships. CSX has
guaranteed the obligations of Sea~Land pursuant to the related charters which,
along with the container ships, serve as collateral for debt securities
registered with the Securities and Exchange Commission (SEC). In accordance with
SEC disclosure requirements, summarized financial information for Sea-Land and
its consolidated subsidiaries is as follows:

Summary of Operations: 1996 1995(b) 1994 (b)

Operating Revenue $4,051 $4,008 $3,492

Operating Expense-~ Public 3,648 3,755 3,279
-~ Affiliated (a)

Operating Income

Net Earnings

Summary of Financial Position:

Current Assets ~- Public
-~ Affiliated (a)

Other Assets -= Public
-~ Affiliatea (a)

Current Liabilities -~ Public
-- Affiliated




Other Liabilities -- Public
~-- Affiliated (a)

Equity

(a) Amounts represent activity with CSX affiliated companies.

(b) Beginning in 1996, Sea-Land assumed primary responsibility for
direct purchase of transportation from non-affiliated rail carriers. These
services were previously purchased through a Csx-affiliated company.
Operating expense for 1995 and 1994 has been restated to report this

activity as public expense.

SL Alaska Trade Company (SLATCO) is a special purpose, unconsolidated
subsidiary of Sea-Land with trust-related assets of $117 million securing $106
million of debt maturing on Oct. 1, 2005. The assets of SLATCO are not available
to creditors of Sea-Land or its subsidiaries, nor are the SLATCO notes
guaranteed by Sea-Land or any of its subsidiaries.
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NOTE 16. BUSINESS SEGMENTS.

<TABLE>
<CAPTION>

Operating Revenue Operating Income

Fiscal Years Ended Fiscal Years Ended

Identifiable Assets

Dec. 27, Dec. 29, Dec. 30, Dec. 27, Dec.
1996 1995 1994 1996

29,
1995

Dec. 30,
1994

Dec. 27, Dec. 29,
1996 1995

<8> <C>
Transportation $10,536 $10,304 $9,409 $1,522 $1

,126

$1,182

$16,071 $13,304

Non-Transportation Segment § 220 $ 200 s

Other (Net)
Total Other Income

Interest Expense

46

Earnings Before Income Taxes $1,316

</TABLE>
The principal components of the business segments are:

Transportation - Rail, container-shipping, barge, intermodal and contract
logistics operations. The container-shipping operation reported revenue of $4.1
pillion for 1996, $4.0 billion for 1995 and $3.5 billion for 1994. Approximate
revenue allocation by port of origin for 1996, 1935 and 1994 was: North America
-~ 43%; Asia -- 32%; Europe -- 17%; and Other -- B%. Foreign business activities
outside the container-shipping operation do not contribute materially to the
company's financlal results.

Non-Transportation - Real estate sales and rentals, resort management and resort
operations.

NOTE 17. QUARTERLY DATA (Unaudited).
1996

2nd(a) 3rd

Operating Revenue $2,672 $2,647

$ 408 $ 392

$§ 2% $ 222

Cperating Income
Net Earnings

Earnings Per Share $1.11 $1.04

$ 894 $ 978
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1998

1st 2nd(c) 3rd 4th(d)

Operating Revenue $2,444 $2,549 $2,601 $2,710

Operating Income $ 276 $ B4 $ 369 $ 397
Net Earnings § 121 $ 19 $ 202 $§ 276

Earnings Per Share(b) $ .58 $ .09 $§ .96 $1.31

(a) In the second quarter of 1996, the company changed its earnings presentation
to exclude non-transportation activities from operating revenue and expense.
These activities, principally real estate and resort operations, are now
included in other income in the consolidated statement of earnings. Amounts
for prior quarters have been -estated to conform to the new presentation.

Earnings per share amounts for 1995 have been restated to reflect the
2-for-1 stock split distributed to shareholders in December 1995.

The company recorded a $257 million pretax restructuring charge in the
second quarter of 1995 to recognize the estimated costs of initiatives at
its rail and container-shipping units to revise, restructure and consolidate
specific operations and administrative functions. The charge included a
write-down of technologically obsolete telecommunications assets and
provisions for employee separations and exit obligations. The restructuring
charge reduced net earnings by $160 million, 76 cents per share.

In December 1995, the company recognized a net investment gain of $77
million on the issuance of an equity interest in a Sea-Land terminal and
related operations in Asia and the write-down of various investments. The
equity interest portion of the transaction resulted in proceeds of $105
million, @ pretax gain of $93 million, and increased net earnings by $6°
million, 29 cents per share.

REPORT OF ERNST & YOUNG LLP, INDEPENDENT AUDITORS
To the Shareholders and Board of Directors of CSX Corporation

We have audited the accompanying consolidated stateme.ts of financial
position of CSX Corporation and subsidiaries as of Decrmber 27, 1996 and
December 29, 1995, and the related consolidated statemen’.s of earnings, cash
flows, and changes in shareholders’' equity for each of the three fiscal years in
the period ended December 27, 1996. These financis. statements are the
responsibility of the company's management. Our responsibility is to express an
opinion on these financial statements based on our aud‘ts.

We conducted our audits in accordance with g¢g.merally accepted auditing
standards. Those standards require that we plan an. perform the audit to obtain
reasonable assurance about whether the financial r.atements are free of material
misstatement. An audit includes examining, on a cest basis, evidence supporting
the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by
management, as well as svaluating the overall financial statement presentation.
We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consclidated financial statements referred to above
(appearing on pages 19-42) present fairly, 4in all material respects, the
consolidated financial position of CSX Corporation and subsidiaries at December
27, 1996 and December 29, 1995, and the consolidated results of their operations
and their cash flows for each of the three fiscal years in the period ended
December 27, 1996, in conformity with generally accepted accounting principles.

/s/ ERNST & YOUNG LLP

Ernst & Young LLP

Richmond, Virginia
January 31, 1997, except tor ilcte 2,
as to which the date is March 7, 1997




BOARD OF DIRECTORS AND CORPORATE OFFICERS
BOARD OF DIRECTORS

Elizabeth E. Bailey(b,d)
John C. Hower Professor of Public Policy and Management
The Wharton School, University of Pennsylvania, Philadelphia, Pa.

Robert L. Burrus Jr.(d,e)
Partner and Chairman
McGuire, Woods, Battle & Boothe, Richmond, Va.

Bruce C. Gottwald(d,e)
Chairman and CEQO
Ethyl Corporation, Richmon<., Va.

John R. Hall(b,c)
Retired Chairman and CEO
Ashland Inc., Ashland, Ky.

Robert D. Kunisch(a,c)
Chairman, President and CEO
PHH Corporation, Hunt Valley, Md.

Hugh L. McColl Jr. (b,d)
CEO

MationsBank Corp., Charlotte, N.C.

James W. McGlothlin(a,e)
Chairman and CEQ
The United Company, Bristol, Va.

Southwood J. Morcott(a,b,d)
Chairman and CEO
Dana Corporation, Toledo, Ohio

Charles E. Rice(a,b,c)

Chairman and CEO
Barnett Banks Inc., Jacksounville, Fla.

William C. Richardson(c,e)
President and CEQO
W.K. Kellogg Foundation, Battle Creek, Mich.

Frank S. Royal, M.D.(c)
Physician and Health Care Authority. Richmond, Va.

John W. Snow(a)
Chairman, Fresident and CEO
CSX Corporation, Richmond, Va.

Key to committees of the board
a - Executive b - Audit ¢ - Compensation d - Pension
e - Organization & Corporate Responsibility

CSX CORPORATE OFFICERS
John W. Snow, 57* Chairman, President and CEO, elected February 1991

Mark G. Aron, 54* Executive Vice President-Law and Public Affairs, elected April
1995(1)

Paul R. Goodwin, 54* Executive Vice President-Finance and Chief Financial
Officer, elected April 1995(2)

Arnold 1. Harens, 49 Vice President-Federal Affairs, elected February 1997
Thomas E. Hoppin, 55 Vice President-Corporate Communications, elected July 1986
Richard H. Klem, 52* Vice President-Corporate Strategy, elected May 1992(3)

William F. Miller, 54 Vice President-Audit and Advisory Services, elected
September 1996

Jesse R. Mohorovic, 54* Vice President-Executive Department, elected February
1995 (4)

James P. Peter, 46 Vice President-Taxes, elected June 1993
Woodruff M. Price, 61 Vice President-Public Policy, elected Februcry 1997
James L. Ross, 58* Vice President and Controller, elected May 1996(5)

Alan A. Rudnick, 49 Vice President-General Counsel and Corporate Secretary,
elected June 1991




Michael J. Ruehling, 49 Vice President-State Relations, elected January 1995
James A. Searle Jr., 50 Vice President-Administration, elected April 1996
pPeter J. Shudtz, 48 General Counsel, elected September 1991

uigészn H. Sparrow, 53* Vice President-Financial Planning, elected February
1996(6)

Gregory R. Weber, 51* Vice President and Treasurer, elected May 1996(7)
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UNIT OFFICERS

CSX TRANSPORTATION INC.
Alvin R. (Pete) Carpenter, 55* President and CEO, since January 1992

John Q. Anderson, 45* Executive Vice President-Salrs & Marketing, since May
1996 (8)

Don;ld D. Davis, 57* Senior Vice President-Employee Relations, since November
199

Gerald L. Nichols, 61* Executive Vice President and COO, since February
1995(9) Michael J. Ward, 46* Executive Vice President-Finance and CFO, since

June 1996(10)
SEA-LAND SERVICE INC.

John P. Clancey, 52* President and CEO, since August 1991

Andrew B. Fogarty, 51* Senior Vice President-Finance and Planning, since June
1996(11)

Robert J. Grassi, 50* Senior Vice President-Atlantic, AME Services, since June
1996(12)

Richard E. Murphy, 52* Senior Vice President-Corporate Marketing, since June
1996(13)

Charles G. Raymond, 53* Senior Vice President and Chief Transportation Officer,
since May 1995(14)

CSX INTERMODAL INC.
Ronald T. Sorrow, 50* Chairman, President and CECO, since January 1997(15)

AMERICAN COMMERCIAL LINES INC.
Michael C. Hagan, 50* President and CEO, since May 1992(16)

CUSTOMIZED TKANSPORTATION INC.
pavid G. Kulik, 48 President and CEO, since December 1994

THE GREENBRIER
Ted J. Kleisner, 52 President and Managing Director, since January 1989

YUKON PACIFIC CORPORATION
Jeff B. Lowenfels, 48 President and CEO, since February 1995

Executive officers of the corporation. Executive officers of CSX Corporation
are elected by the CSX board of directors and hold office until the next
annual election of officers. Officers of CSX business units are elected
annually by the respective boards of directors of the business units. There
are no family relationships or any arrangement or understanding between any
officer an any other person pursuant to which such officer was selected. All
of the executive officers listed have held their current positions for at

least 5 years except as noted below:
Prior to April 1995, Mr. Aron served as Sr. VP-Law and Public Affairs.

Prior to April 1995, Mr. Goodwin served as an officer of CSXT as Exec.
VP-Finance and Administration from February 1995 to April 1995; as Sr.
VP-Finance from April 1992 to February 1995; and prior thereto as Sr.

VP-Finance.

Prior to May 1992, Mr. Klem served as VP-Economic Analysis and Corporate
Strategy.

Prior to February 1995, Mr. Mohorovic served as VP-Corporate Communications,
CSXT, from April 1994 to February 1995, and prior thereto as VP-Corporate
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Communications, Sea-Land.

Prior to May 1996, Mr. Ross served as CSX VP-Special Projects from October
1995 to May 1996, and prior thereto as a Partner with Ernst & Young, LLP.

Prior to February 1996, Mr. Sparrow served as VP-Capital Planning and
Budgeting from May 1994 to February 1996 and prior thereto as VP and
reasurer.

Prior to May 1996, Mr. Weber served as VP, Controller and Treasurer, from May
1994 to May 1996, and prior thereto as VP and Controller.

Prior to May 1996, Mr. Anderson served as Sr. VP for Burlington Northern
Santa Fe Railway from 1995 to May 1996 and prior thereto as Executive VP of
Burlington Northern Railroad.

9) Prior to February 1995, Mr. Nichols served as Sr. VP-Administiation of CSXT.

10) Prior to June 1996, Mr. Ward served as an officer of CSXT as Sr. VP-Finance
from April 1995 to June 1996; General Manager-C&0 Business Unit from 1994 to
April 1995; and prior thereto as VP-Coal.

Prior to June 1996, Mr. Fogarty served as CSX VP-Audit and Advisory
Services from March 1995 to June 1996, and prior thereto as CSX
VP-Executive Department.

Prior to June 1996, Mr. Grassi served as Sea-lLand Sr. VP-Finance and
Planning.

Prior to June 1996, Mr. Murphy served as Sea-Land VFP-Atlantic and AME
from 1995 to June 1996; Sr. VP-Pacific Services from 1993 to 1995; and
prior thereto as VP-Pacific Services.

Prior to May 1995, Mr. Raymond served as Sea-Land Sr. VP-Operations and
Inland Transportation.

Prior to January 1997, Mr. Scrrow served as CSXI President and CEQO
from January 1996 to January 1997 and prior thereto as VP-Sales and
Marketing of CSXI.

Prior to May 1992, Mr. Hagan served as President and COO of ACL.
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CORPORATE INFORMATION

Headquarters

One James Center

901 East Cary Street
Richmond, VA 23219-4031
(804) 782-1400
(http://www.csx.com)

Market Information

CSX's common stock is listed on the New York, London and Swiss stock
exchanges and trades with unlisted privileges on the Midwest, Boston,
Cincinnati, Pacific and Philadelphia stock exchanges. The official trading
symbol is "CSX.”"

Jescription of Common and Preferred Stocks

A total of 300 million shares of common stock is authorized, of which
216,885,140 shares were outstanding as of Dec. 27, 1996. Each share is entitled
to one vote in all matters reguiring a vote of shareholders. There are no

pre-emptive rights.

A total of 25 million shares of preferred stock is authorized. Series A
consists of 250,000 shares of $7 Cumulative Convertible Preferred Stock. All
outstanding shares of Series A Preferred Stock were redeemed as of July 31,

1992.

Series B consists of 3 million shares of Junior Participating Preferred
Stock, none of which has been issued. The shares will become issuable only and
when the rights distributed to holders of common stock under the Preferred Share
Rights Plan adopted by CSX on June 8, 1988, become exercisavle.

Closing Price of Common Stock at Fiscal Year-End
(Dollars)

(GRAPH)

'92 ‘93 ‘94 '95 ‘96
$34.38  $40.94 $34.82 $45.63 $42.88




Common Stock Price Range and Dividends Per Share

Fiscal Year

Quarter

Market Price

Dividends Per Share

Fiscal Year

Quarter
Market Price
High
Low
Dividends Per ' hare

Fiscal Year

Quarter 3rd

Market Price
High $39.57
$33.00

Low
Dividends Per Share s .22

Fiscal Year

Quarter 3rd

Market Price
High $40.13

Low $33.%4
Dividends Per Share ¢ .19

Fiscal Year 1992

Quarter 2nd 3rd 4th

Market Price
High . $33.7% $33.88 $36.82

Low $27.75% $28.32 $27.25
Dividends Per Share § .19 $ .19 $ .19 $ .19

(All data adjusted for 2-for-1 split of common stock effective Dec. 21, 1995.)

Common Stock Shares Outstanding, Number of Registered Shareholders

<TABLE>
<CAPTION>

<8> <C>
Number of shareholders:

</TABLE>

Shares Outstanding as of Jan. 24, 1997: 216,898,817
Common Stock Shareholders as of Jan. 24, 1997: 55,074
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Shareholder Services
Sharetolders with guestions about their accounts should contact the transfer

agent at the address or telephone number shown below.

General questions about CSX or information contained in company publications
should be directed to corporate communications at the address or telephone
number shown below.

Security analysts, portfolic managers or other investment community
representatives should contact investor relations at

62,820




the address or telephone number shown below.

Transfer Agent, Registrar and
Dividend Disbursing Agent
Harris Trust Company

P.O. Box A3504

Chicago, IL 60690

(800) 521~5571

(312) 461~4061, in Illinois

Sha:eholder Relations

Anne B. Taylor

Administrator-Shareholder
Services

CSX Corporation

P.0. Box 85629

Richmond, VA 23285-5629

(804) 782-1465

Corporate Communications

Elicabeth Gabrynowicz

Director-Corporate
Communications

P.0. Box 85629

Richmond, VA 23285-5629

(B04) 782-6775

Investor Relations

Joseph C. Wilkinson
Director-Investor Relations
CSX Corporation

P.O. Box 85629

Richmond, VA 23285-5629
(804) 782-1553

Stock Held in Brokerage Accounts

When a broker holds your stock, it is usually registered in the broker's
name, or “"street name.” We do not know the identity of individual shareholders
who hold stock in this manner. We know only that a broker holds a certain number
of shares that may be for any number of customers. If your stock is in a
stret-nate account, you are not eligible to participate in the company's
Div .den” Leinvestmant Plan. Also, you will receive your dividend payments,
ap a4l reports and proxy materials through your broker. You should notify your
broker, not Harris Trust, if you wish to eliminate unwanted, duplicate mailings

and improve the timeliness on the delivery of these materials and your dividend
payments.

Lost or Stolen Stock Certificates
I1f your stock certificates are lost, stolen or in some way destroyed, you

should notify Harris Trust in writing immediately.

Multiple Dividend Checks and Duplicate Mailings

Some shareholders hold their stock on CSX records in similar but different
names {e.g. John A. Smith and J.A. Smith). When this occurs, we are equired to
create separate accounts for each name. Although the mailing addresses are the
same, we are required to mail separate dividend checks to each account.
puplicate mailings of annual reports can be eliminated if you send the labels or
copies of the labels from a CSX mailing to Harris Trust. You should mark the
labels to indicate names to be kept on the mailing list and names to be deleted.
However, this action will affect mailings of financial materials only. Dividend
checks and proxy materials will continue to be senl to each account.

Consolidating Accounts
1f you want to consolidate separate accounts into one account, you should

contact Harris Trust for the necessary forms and instructions. When accounts are
consclidated, it may be recessary to reissue the stock certificates.

Dividends

CSX pays quarterly dividend: on its common stock on or about the 15th of
March, June, September and December, when declared by the board of directors, to
snarehclders of record approximately three weeks earlier. CSX now offers direct
deposit of dividends to shareholders who request it. If you are interested,
please contact Harris Trust at the address or phone number shown above.

Replacing Dividend Checks

If you do not receive your dividend check within 10 business days after the
payment date or if your check is lost or destroyed, you should notify Harris
Trust so payment on the check can be stopped and a rep .acement issued.

Dividend Reinvestment

CSX provides dividend reinvestment and stock purchcse plans for shareholders
of record and employees as a convenient method of acquiiina 24ditional CSX
shares by reinvestment of dividends or by optional casi. payments, or both.

The Shareholders Dividend Reinvestment Plan permits automatic reinvestment
of common stock dividends without payment of any brokerage commission or service
charge. In fact, under the plan, you may elect to continue receiving dividend
payments while making cash payments of up to $1,500 per month for investment in




additional CSX shares without any fee.
For a prospectus or other information on the plan, write or call the Harris
Trust Dividend Reinvestment Department at the address or telephone number shown

above.
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Pursuant to *he requirements of Section 13 or 15(d) of the Securities

Exchange Act of .#34, the registrant has duly caused this report to be signed on
its behalf by the undersigned, thereunto duly authorized, on the l4th day of

March 1997.
CSX Corporation

By: /s/ JAMES L. ROSS

James L. Ross
Vice President and Controller

Pursuant to the requirements of the Securities Exchange Acc of 1934, this
report has been signed below by the following persons on behalf of the
registrant and in the capacities and on the dates indicated.

Signatures Title

John W. Snow Chairman of the Board, President,
Chief Executive Officer and Director
(Principal Executive Officer)*

Paul R. Goodwin Executive Vice President-Finance
(Principal Financial Officer)*

Elizabeth E. Bailey Director*
Robert L. Burrus Jr. Director*
Bruce C. Gottwald Director*
John R. Hall Director*
Robert D. Kunisch Director*
Hugh L. McColl Jr. Director*
James W. McGlothlin Director*
Southwood J. Morcott Director*
Charles E. Rice Director*
William C. Richardson Director*
Frank S. Royal, M.D. Director*

/s/ PETER J. SHUDTZ

* Peter J. Shudtz, Attorney-in-Fact
March 14, 1997

CSX CORPORA" ION
Statement of Differences

The printed Annual Report and Form 10-K contains numerous graphs and
photographs not incorporated into the electronic Form l0-K.

The 10-K cover sheet and index, presented on pages 43 and 44 of the
printed document, have been reposition~d to the front of the electronic

documenc.

Index to Exhibits

Description

(3.1) Articles of Incorporsation (incciporated by reference
as Exhibit 3 to Form 10-K dated redb. 15, 1991)




(3.2) Bylaws

(10.1) CSX Stock Plan for Directors*

(10.2) Special Retirement Plan for CSX Directors*
(10.3) Corporate Director Deferred Compensation Plan*

(10.4) CSX Directors® Charitable Gift Plan* (incorporated by
reference to Exhilit 10.4 to Form 10-K dated March 4, 19%¢)

(10.5) CSX Directors' Matching Gift Plan*

(10.6) Form of Agreement with J.W. Snow, A.R. Carpenter,
J.P. Clancey, P.R. Goodwin and G.L. Nichols*
(incorporated by reference to Exhibit 10.6 to Form 1U-K
dated March 3, 1995)

(10.7) Form of Amendment to Agreement with A.R. Carpenter,
P.R. Goodwin and G.L. Nichols*

(10.8) Form of Amendment to Agreement with J.P. Clancey*

(10.9) Form of Retention Agreement with A.R. Carpenter
and J.P. Clancey* (incorporated by reference to
Exhibit 10.3 to Form 10-K dated Feb. 28, 1992)

(10.10) Agreement with J.W. Snow* (incorporated by reference
©o Exhibit 10.9 to Form 10-K dated March 4, 199%4)

(10.11) Amendment to Agreement with J.W. Snow*

(10.12) Agreement with J.W. Snow*

(10.13) Loan Agreement with A.R. Carpenter*
{incorporated by reference to Exhibit 10.9 to Form 10-K
dated March 1, 1996)

(10.14) Stock Purchase and Loan Plan* (incorporated by reference to
Exhibit 99 to Form S-8 dated July 31, 1996)

(1C.15) 1987 lLong-Term Performance Stock Plan*

(10.16) 1985 Deferred Compensation Program for Cxecutives
of CSX Corporation and Affiliated Companies*

(10.17) Supplementary Savings Plan and Incentive Award
Deferral Plan for Eligitle Executives of CSX
Corporation and Affiliated Companies*

(10.18) Special Retirement Plan of CSX Corporation 2-.d
Affiliated Companies*

(10.19) Supplemental Retirement Plan of CSX Corporation
and Affiliated Companies*

(10.20) 1994 Senior Management Incentive Compensation Plan* (incorporated by
reference to Exhibit 10.16 to Form 10-K dated March 3, 1995)

(21) Subsidiaries of the Registrant
(23) Consent of Independent Avditors
(27) Financial Data Schedule -- Schedule II
* Management Contract or Compensatory Plan or Arrangement.




FORM 10-X

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934
For the fiscal year ended December 27, 1996

OR
TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934
For the transition period from to

CSX TRANSPORTATION, INC.

(Exact name of registrant as specified in its charter)

Virginia 54-6000720
(State or other jurisdiction of (I.R.S. Employer
incorporation or organization) Identification No.)

500 Water Street, Jacksonville. FL. 32202
(Address of principal executive offices) (Zip Code)

Registrant's telephone number, including area code: (904) 359-3100

Securities registered pursuant to Section 12(b) of the Act:

Name of each exchange on which each
Title of each class class is registered

Hocking Valley Railroad Company
First Consolidated Mortgage 4-1/2%
Bonds, due July 1, 1999 New York Stock Exchange

Louisville and Nashville Railroad
Company First and Refunding Hort?a?
3-3/8% Bonds, Series F, due April 1, 2003 New York Stock Exchange

Louisville and Nashville Railroad

Company First and Refunding Hort?age
2-7/8% Bonds, Series G, due April 1, 2003 New York Stock Exchange

Monon Railroad 62 Income Debentures,
due January 1, 2007 New York Stock Exchange

REGISTRANT MEETS THE CONDITIONS SET FORTH IN GENERAL INSTRUCTION I (1) (a) AND (b) OF FORM 10-K AND
IS THEREFORE FILING THIS FORM WITH THE REDUCED DISCLOSURE FORMAT.

Securities Registered Pursuant to Section 12(g) of the Act: None.

Indicate by check mark whether the registrant (1) has filed 411 reports required to be filed by
Section 13 or 15(d) of the Securities Exchange Act of 1934 during the preceding 12 months (or for
such shorter period that the registrant was required to file such reports), and (2) has been subject
to such filing requirements for ths past 90 days. Yes (X) No ()

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Ragulation S-K is
not contained herein, and will not be contained, to the best of registrant’'s knowledge, in
definitive proxy or information statements incorporated by reference in Part III of this Form 10-K

or any amendment to this Form 10-K. (X)

State the aggregate market value of the voting stock held by nonaffiliates of the registrant. The
;ﬁregate market value of the voting stock at March 19, 1997, was $-0-, excluding the voting stock
d

y the parent of the registrant.

Indicate the number of shares outstanding of each of the registrant's classes of common stock, as of
the latest practicable date. The registrant has 9,061,038 shares of common stock, par value $20.00,

outstanding at March 19, 1997.
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PART I
Items 1. & 2. Business and Properties.
General

C54 Transportation, Inc. (CSXT) is engaged principally in the business
of railroad transportation and operates a system comprising 18,504 miles of
first main line track in 20 states principally east of the Mississippi River
(exclusive of New England). southern Ontario and the District of Columbia.
employing an average of 28,559 employees during its most recent fiscal year.
Itbcngucts railroad operations in its own name and through railroad
subsidiaries.

CSXT is a wholly-owned subsidiary of CSX Corporation (CSX). CSX is a
publicly-owned Virginia corporation with headquarters at One James Center, 901
East Cary Street, Richmond. Virginia, 23219-4031. CSX also controls other
transportation businesses which include Sea-Land Service. Inc., an ocean
container-shipping company; CSX Intermodal, Inc.. an intermodal and trucking
company: American Commercial Lines. Inc., an iniand barging and other
marine-related activities business: and Customized Transportation, Inc.. a
contract logistics service supplier. CSX also has interests in real estate,
resorts and resort management.

For inforrition concerning business conducted by CSXT during 1996, set
"Management ‘s Narrative Analysis and Results of Operations” on pages 32 and 33.

Roadway

On December 27, 1996. CSXT's consolidated system consisted of 31,365
miles of track as follows:

Track

First Main

Second Main

Passing, Crossovers
and Turnouts

Way and Yard Switching

Total
Included above are 865 miles of leased track. 2.408 miles of track

under trackage rights agreements with other railroads and 198 miles of track
under operating contracts.




Equipment

~ On December 27, 1996. CSXT and subsidiaries owned or leased the
following:

Locomotives
Freight
Switching
Auxiliary Units

Total

Freight Cars
Open Top Hoppers 14,713
Gondolas 9,800
Covered Hoppers 11,233
Box Cars 9,306
Flat Cars
Other

Totel
Item 3. Legal Proceedings.

A number of legal actions. other than the environmental matters
described below, are pending against CSXT in which claims are made in
substantial amounts. While the ultimate results of such actions cannot be
predicted with certainty, management does not currently expect that these
matters will have a material adverse effect on the consolidated financial

position, results of operations and cash flows of the company.

CSXT has been identified, together with other parties, as a
potentially responsihle party in a number of governmental investigations and
actions relating to environmentally impaired sites. Such sites frequently
involve other waste generators and disposal companies that may pay some or all
of such costs associated with site investigation and cleanup or from whom such
costs may be recovered.

The wide range of costs of the possible remediaticn alternatives.
changing c:eanup technology, the length of time over which these matters develop
and evolving governmental standards make it impossible to estimate precisely the
company's potential 1iability for the costs associated with the assessment and
remediation of contaminated sites.

CSXT has identified and maintains reserves for approximately 270
environmental sites at which the company is or may be liable for remediation
costs. CSXT reviews its environmental reserves at least quarterly to determine
whether additional provisions ire necczsary. Based on current information. CSXT
believes i1ts reserves are adequate to meet remedial actions and to comply with
present laws and regulations. Although CSXT's financial results could be
significantly affected in any quarterly reporting period in which CSXT incurred
substantial remedial expenses at a number of these and other sites, CSXT :
believes the ultimate 1iability for these matters will not materially affect its
overall results of operations and financial condition.

.
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Item 4. Submission of Matters to a Vote of Security Holders.
Information omitted in accordance with General Instruction 1(2)(c).
PART 11
Ttem 5. Market for Registrant’s Common Stock and Related Stockholder Matters.
There is no market for CSXT's common stock as CSXT is a wholly-
owned subsidiary of CSX. During the years 1996, 1995 and 1994, CSXT paid
dividends on its common stock aggregating $886 million. $158 million and $28
million, respectively.
Item 6. Selected Financial Data.
Information omitted in accordance with General Instruction I(2)(a).

Item 7. Management's Discussion and Analysis of Financial Condition and Results
of Operations.

Information omitted in accordance with General Instruction I(2)(a).

However, in compliance with said Instruction. see "Management ‘s
Narrative Analysis and Results of Operations” on pages 32 and 33.

Item 8. Finan~ial Statements and Supplementary Data.

The consolidated financial statements of CSXT and notes thereto
required in response to this item are included herein (refer to Inde< to
Consolidated Financial Statements on page 9).

Item 9. Changes in and Disagreements with Accountants on Accounting and
Financial Disclosure.

None.

PART III

Direccors. Executive Officers, Promoters and Control Persons
of the Registrant.

Information omitted in accordance with General Instruction I1(2)(c).
Item 11. Executive Compensation.

Information omitted in accordance with General Instruction I(2)(c).

Item 12. Security Ownership of Certain Beneficial Owners and Management.

Information omitted in accordance with General Instruction I(2)(c).




Item 13. Certain Relationships and Related Transactions.

Information omitted in accordance with General Instruction I1(2)(c).

PART 1V
Exhibits., Financial Statement Schedules and Reports on Form 8-K.

(a) 1. Financial Statements.

See Index to Consolidated Financial Statements on page 9.

Financial Statement Schedules.

A1l schedules are omitted because of the absence of the
conditions under which they are required or because the
required information is set forth in the financial statements
or related notes thereto.

Exhibits.

(3.1) Articles of Incorporation. as amended, incorporated herein
by reference from Registrant’s report on Form 10-K for the
year ended December 29, 1995.

(3.2) By-laws of the Registrant. as amended. incorporated herein
by reference from Registrant’'s report on Form 10-K for the
year ended December 29, 1995.

(27) Financial Data Schedule - Schedule II

(b) Reports on Form 8-K.

None.




Signatures

fursuant to the requirements of Section 13 or 15(d) of the Securities
Exchange Act of 1934, the Registrant has duly caused this report to be signed on
;ts beha;; by the undersigned. thereunto duly authorized, on the 19th day of
arch, 1997.

CSX TRANSPORTATION, INC.
/s/ JAMES L. ROSS

James L. Ross
(Principal Accounting Officer)

Pursuant to the requirements of the Securities Exchange Act of 1934,
this report has been signed below by the following persons on behalf of the
Registrant and in the capacities and on the dates indicated.

Signatures

Chairman of the Board and Director

John W. Snow*

Alvin R. Carpenter President and Chief Executive Officer
(Principal Executive Officer) and

Alvin R. Carpenter* Director

Gerald L. Nichols Executive Vice President and Chief
Operating Officer and Director

Director

Director

Executive Vice President-Finance
(Principal Finance Officer) and
Michael J. Ward* Director

/s/ Patricia J. Aftoora
*Patricia J. Aftoora

(Attorney-in-Fact)
March 19, 1997
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REPORT OF ERNST & YOUNG LLP, INDEPENDENT AUDITORS

To the Shareholder and Board of Directors
of CSX Transportation, Inc.

We have audited the accompanying consolidated statement of financial
position of CSX Transportation. Inc. and subsidiaries as of December 27. 1996
and December 29. 1995, and the related consolidated statements of earnings. cash
flows and retained earnings for each of the three years in the pariod ended
December 27. 1996. These financial statements are the responsibility of the
company's management. Our responsibility is to express an opinion on these
financial stu.ements based on our audits.

We conducted our audits in accordance with generally accepted auditing
standards. Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis. evidence supporting
the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made Dy
management, as well as evaluating the overall financial statement presentation
We believe that our audits provide a reasonable basis for our opinion.

In our opinion. the consolidated financial statements referred to
above (appearing on pages 11-31) present fairly, in all material respects, the
consolidated financial position of CSX Transportation. Inc. and subsidiaries at
December 27. 1996 and December 29, 1995, and the consolidated results of their
operations and their cash flows for each of the three years in the period ended
December 27. 1996. in conformity with generally accepted accounting principles.

/s/ ERNST & YOUNG LLP
Ernst & Young LLP

Richmond, Virginia
January 31, 1997




CSX TRANSPORTATION, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENT OF EARNINGS
(Millions of Dollars)

Fiscal Years Ended

Dec. 29,
1996 1995

OPERATING REVENUE
Merchandise

Coal 1,584 1,523
Other

Total

OPERATING EXPENSE
Labor and Fringe Benefits
Materials, Supplies and Other
Equipment Rent
Depreciation
Fuel
Restructuring Charge

Total

OPERATING INCOME
Other Income
Interest Expense

EARNINGS BEFORE INCOME TAXES

Income Tax Expense

NET EARNINGS

See accompanying Notes to Consolidated Financial Statements.
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CSX TRANSPORTATION, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENT OF CASH FLOWS
(Millions of Dollars)

Fiscal Years Ended

Dec. 29, '
1995 1994

OPERATING ACTIVITIES
Net Earnings $ 408 § 495
Adjustments to Reconcile Net Earnings
to Cash Provided
Depreciation 385
Deferred Income Taxes 52
Restructuring Charge Provision 196
Productivity/Restructuring Charge Payments (105)
Proceeds from Real Estate Sales 24
Gain on Saie of South Florida Track ---
Gain from Disposition of Properties (20)
Other Jperating Activities _ 38
Changes in Operating Assets and Liabilities
Accounts Receivable
Sale of Accounts Receivable-Net
Other Current Assets
Accounts Payable and Other Current
Liabilities

Net Cash Provided by Operating Activities

INVESTING ACTIVITIES
Property Additions
Proceeds from Property Dispositions
Affiliated Company Activity
Proceeds from Sale of South Florida Track
Other Investing Activities

Net Cash Used by Investing Activities




CSX TRANSPORTATION, INC. AND SUBSIDIARIES
CONSCLIDATED STATEMENT OF CASH FLOWS. CONTINUED
(Millions of Dollars)

Fiscal Years Ended

Dec. 27. Dec. 29. :
1996 1995 1994

FINANCING ACTIVITIES
Long-Term Debt Issued
Long-Term Debt Repaid (80) (114)
Cash Dividends Paid (886) (158)
Parent Company Advances Repaid (19) ---
Affiliated Company Activity .-
Other Financing Activities

Cash Used by Financing Activities
Increase (Decrease) in Cash and Cash
Equivalents
CASH AND CASH EQUIVALENTS
Cash and Cash Equivalents at Beginning of Year

Cash and Cash Equivalents at End of Year

SUPPLEMENTAL CASH FLOW INFORMATION
Interest Paid - Net of Amounts Capitalized

Income Taxes Paid

See accompanying Notes to Consolidated Financial Statements.




CSX TRANSPORTATION., INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENT OF FINANCIAL POSITION
(Millions of Dollars) : o
. &7

ASSETS
Current Assets
Cash and Cash Equivalents
Accounts and Notes Receivable
Materials and Supplies
Deferred Income Taxes
Other Current Assets

Total Current Assets

Properties-Net
Affiliates and Other Companies
Other Long-Term Assets

Total Assets $10.800

LIABILITIES

Current Liabilities
Accounts Payable $ 547
Labor and Fringe Benefits Payable 353
Casualty. Environmental and Other Reserves 199
Current Maturities of Long-Term Debt 77
Due to Parent Company
Due to Affiliate
Other Current Liabilities

Total Current Liabilities

Casualty, Environmental and Other Reserves
Long-Term Debt

Deferred Income Taxes

Other Long-Term Liabilities

Total Liabilities

SHAREHOLDER'S EQUIT"
Common Stock, $20 Par Value:
Authorized 10,000,000 Shares:
Issued and Outstanding 9,061.038 Shares
Other Capital
Retained Earnings

Total Shareholder’s Equity
Total Liabilities and Shareholder’'s Equity $10.800 $10,629

See accompanying Notes to Consolidated Financial Statements.
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CSX TRANSPORTATION. INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENT OF RETAINED EARNINGS
(Millions of Dollars)

Dec. 27, Dec. 29,
1996

Beginning Balance $3.674 $3.424
Net Earnings 577 408
Dividends - Comrion (886) (158)
Mig;gugtﬁgps1on Liability Adjustments

Ending Baiance

See accompanying Notes to Consolidated Financia) Statements.




CSX TRANSPORTATION. INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(A1l Tables in Millions of Dollars)

NOTE 1. SIGNIFICANT ACCOUNTING POLICIES.
Nature of Operations

CSX Transportation. Inc. (CSXT) is a rail freight transportation
company operating a system composed of 18,504 route miles of track in 20 states
in the eastern. midwestern, and southern portions of the United States and in
Ontario. Canada. Coal. bulk products, and manufactured products each contribute
approximately one-third of the company s transportation revenue. Coal shipments
primarily supply domestic utility and export markets. Shipments of bulk
products for domestic and export markets include chemicals. minerals.
agricultural products. and phosphates and fertilizer. Shipments of manufactured
products for domestic and export markets include automobiles, forest products.
metals. and food and consumer products.

CSXT is a wholly-owned subsidiary of CSX Corporation (CSX).
Principles of Consolidation

The Consolidated Financial Statements inciude CSXT and its majority-
owned subsidiaries. A1l significant intercompany accounts and transactions have
been eliminated. Investments in companies that are not majority-owned are
carried at either cost or equity, depending on the extent of control.

Fiscal Year

The company's fiscal reporting period ends on the last Friday in
December. The financial statements presented are for the fiscal periods ended
December 27. 1996. December 29, 1995 and December 30. 1994. Each fiscal year
consists of four 13-week quarters.

Cash and Cash Equivalents

Cash and cash equivalents primarily represent amounts due from CSX for
CSXT's participation in the CSX cash management plan and are net of outstanding
checks which are funded daily as presented for payment.

Accounts Receivable

CSXT has an ongoing agreement to sell without recourse. on a revolving
basis each month, an undivided percentage ownership interest in all freight
accounts receivable to CSX Trade Receivables Corporation (CTRC). a wholly-owned
subsidiary of CSX. At December 27. 1996 and December 29, 1995, accounts
receivable sold under this agreement totaled $644 million and $603 million,
respectively. In addition, CSXT has a revolving agreement with a financial
institution to sell with recourse on a monthly basis an undivided percentage
ownership interest in all miscellaneous accounts receivable. At December 27.
1996 and December 29, 1995. accounts receivable sold under this agreement
totaled $46 million. The sales of receivables have been reflected as reductions
of "Accounts and Notes Receivable” in tne Consolidated Statement of Financial
Position. The net costs associated with the sales of receivables were $55
million in 1996, $54 million in 1995 and $45 million in 1994.

T
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CSX TRANSPORTATION, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS. CONTINUED
(A1l Tables in Millions of Dollars)

NOTE 1. SIGNIFICANT ACCOUNTING POLICIES. Continued.
Materials and Supplies

; Materials and supplies consist primarily of fuel and items for
maintenance of property and equipment. and are carried at average cost.

Properties

Main 1ine track is depreciated on a group basis using a unit-of-
property method. A1l other property and equipment is depreciated on a straight-
line basis over estimated useful 1ives of three to 50 years.

Regulations established by the former Interstate Commerce Commission
and currently monitored by the Surface Transportation Board of the U.S.
Department of Transportation (DOT) require periodic formal studies of ultimate
service lives for all railroad assets. Resulting service life estimates are
subject to review and approval by the DOT. Significant premature retirements
for all properties. which would include major casualty losses. abandonments.
sales and obsolescence of assets, are recorded as gains or losses at the time of
their occurrence. Expenditures which significantly increase asset values or
extend useful lives are capitalized. Repair and maintenance expenditures are
charged tc operating expense when the work is performed. A1l properties are
stated at cost.

Properties and other Tong-lived assets are reviewed for impairment
whenever events or business conditions indicate the carrying amount of such
assets may not be fully recoverable. Initial assessments of recoverability are
based on estimates of undiscounted future net cash flows associated with an
asset or group of assets. Where impairment is indicated. the assets are
evaluated for sale or other disposition, and their carrying amount is reduced to
fair value based on discounted net cash flows or other estimates of fair value.

The company acquired $255 million in property in 1996 which did not
require an immediate outlay of cash. These property additions included the
acquisition of $164 million in railcars and locomotives. formerly leased from a
CSX-affiliated company. in exchange for the assumption of corresponding debt.
The property additions also included the early delivery of 55 alternatin?'
current locomotives under an arrangement in which payment of the $91 million
aggregate purchase price was deferred to the subsequent periods in which the
locomotives would have originally been delivered. Under generally accepted
accounting principles, these noncash transactions are not reflected in the
Consolidated Statement of Cash Flows.

Revenue Recognition

Transportation revenue is recognized proportionately as shipments move
from origin to destination.

Environmental Costs

Environmental costs that relate to current operations are expensed or
capitalized as appropriate. Expenditures that relate to remediating an existing
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CSX TRANSPORTATION. INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS. CONTINUED
(A11 Tables in Millions of Dollars)

NOTE 1. SIGNIFICANT ACCOUNTING POLICIES. Continued.

condition caused by past operations, and which do not contribute to current or
future revenue generation, are expensed. Liabilities are recorded when CSXT's
responsibility for environmental remedial efforts is deemed probable. and the
costs can be reasonably estimated. Generally. the timing of these accruals
coincides with the completion of a feasibility study or CSXT's commitment to a
formal plan of action.

Derivative Financial Instruments

CSX may use derivative financial instruments from time to time in the
management of its interest, foreign currency and commodity exposure on behalf of
CSXT and other CSX subsidiaries. Such derivative financial instruments are
accounted for on an accrual basis. and income and expense are recorded in the
same category as that of the underlying asset or 1iability. Gains and Tosses
related to hedges of existing assets or liabilities are deferred and recognized
over the expected remaining 1ife of the related asset or liability. Gains and
losses related to hedges of anticipated transactions are also deferred and
recognized in income in the same period as the hedged transaction. CSX had no
significant derivative financial instruments outstanding at December 27. 1996.

Common Stock and Other Capital

There have been no chanyes in common stock during the last three
years. During 1996. CSX contributed to the company $70 million in net pension
assets. During 1995, $146 million in capital stock of C3X Realty. Inc. and
related subsidiaries was contributed by CSX.

Use of Estimates

The preparation of financial statements in conformity with generally
accepted accounting principles requires that management make estimates in
reporting the amounts of certain revenues and expenses for each fiscal year and
certain assets and liabilities at the end cf each fiscal year. Actual results
may differ from those estimates.

Prior-Year Data

Certain prior-year data have been reclassified to conform to the 1996
presentation.

Accounting Pronouncements

The Financial Accounting Standards Board has issued Statement No. 125
“Accounting for Transfers and Servicing of Financial Assets and Extinguishments
of Liabilities." which establishes new guidelines for accounting and disclosure
related to transfers of trade accounts receivable and other financial assets.

In addition. the American Institute of Certified Public Accountants has issued
Statement of Position No. 96-1 "Environmental Remediation Liabilities. which
provides revised guidance on accounting and disclosure relative to environmental

i

66




CSX TRANSPORTATION, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS, CONTINUED
(A11 Tables in Millions of Dollars)

NOTE 1. SIGNIFICANT ACCOUNTING POLICIES. Continued.

obligaticns. The company will adopt both pronouncements in 1997 and does not
expect e%ther pronouncement to have a material impact on its financial
statements.

NOTE 2. RESTRUCTURING CHARGE.

In the second quarter of 1995, the company recorded a $196 million
pretax restructuring charge to recognize the costs associated with a contractual
agreement with a major telecommunications vendor to replace, manage, and
technologically enhance its existing private telecommunications network. The
initiative resulted in a write-down of assets rendered technologically obsolete
and]a provision for separation and labor protection payments to affected
employees.

The agreement, which originally was to expire in May 2005. provided
for the vendor to supply and manage new technology to replace CSXT's existing
telecommunications system, thereby rendering it commercialiy obsolete. These
assets, comprising CSXT's internal companywide telecommunications network.,
including existing microwave and fiber optic communications systems, have no
alternative use and their net realizable value is not significant. As a resultc
g{sghe_??reement. the net book value of the assets to be replaced was reduced by

million.

During 1996, CSXT and the vendor amended the agreement to change the
termination date to June 30. 1998, to increase the payments required over the
revised service period. and to relieve the vendor’'s obligations to replace
certain technology. CSXT is currently evaluating options for proceeding with
further telecommunications initiatives.

A summary of the restructuring charge and related activity through
December 27, 1996 1is as follows.
Separation
and Labor
Obsolete Protection
Assets Costs

Restructuring Charge

Amounts Utilized through
December 27. 1996 163
Remaining Reserve as of
December 27. 1996 $--- $32 $ 32

The total provision for separation and labor protection payments
relates to approximately 275 ¢ffected employees and was based on existing
collective bargaining agreements with members of clerical, electrical. and
signal crafts. Through December 27, 1996, 29 employee separations have been
finalized. The company expects the remaining affected employees to be impacted

within the next four years.

o
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CSX TRANSPORTATION, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS. CONTINUED
(A11 Tables in Millions of Dollars)
NOTE 3. SUPPLEMENTAL STATEMENT OF EARNINGS FINANCIAL DATA.

1994

Selling, General and Administrative Expense

NOTE 4. OTHER INCOME.

Interest Income - Other $ 9 $ 17
Interest Income - CSX Cash Management Plan 33 34
Income from Real Estate Operations (a) 51 43
Loss on Investment Transactions --- “--
Gain on South Florida Track Sale (b) --- ---
Fees Related to Accounts Receivable Sold (55) (54)
Miscellaneous 8 (3)

---- ----

Total $ 46 $ 37 $ 96

(a) Gross revenue from real estate operations was $76 millior., $68
million and $78 million in 1996, 1995 and 1994, respectively.

(b) In May 1988, CSXT sold approximately 80 miles of track and right
of way in Browara. Dade and Palm Beach counties to the State of Florida for $264
million subject to annual appropriations which were accounted for on an
installment basis. In December 1994, the State of Florida elected to satisfy
its remaining unfunded obligation issued in 1988 to consummate the purchase of
track and right-of-way. The transaction resulted in cash proceeds of $102
million and a pretax gain of $69 million. The scheduled payment resulted in a
$22 million gain in 1994.




CSX TRANSPORTATION, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS. CONTINUED
(A11 Tables in Millions of Dollars)

NOTF. 5. INCOME TAXES.

Income tax expense information is as follows:

Current
Federal
State and Foreign

Total Current

Deferred
Federal 202 164
State (4) (3) 7

Total Daferred 198 52 17

Total Expense $325 $244 ;ééé

: Income tax expense reconciled to the tax computed at statutory rates
is as follows:

Tax at Statutory Rates
State Income Taxes
Other

Total Expense éé% $289

The significant components of deferred tax assets and 1iabilities
Dec. 27, Dec. 29,

include:

Deferred Tax Assets
Productivity/Restructuring Charges $ 154
Employee Benefit Plans
Alternative Minimum Tax Credits
Other

Total
Deferred Tax Liabilities
Accelerated Depreciation
Other
Total

Net Deferred Tax Liabilities




CSX TRANSPORTATION, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS. CONTINUED
(A11 Tables in Millions of Dollars)

NOTE 5. INCOME TAXES. Continued.

CSKXT and its subsidiaries are included in the consolidated federal
income tax return filed by CSX. The consolidated federal ‘income tax expense or
benefit is allocated to CSXT and its subsidiaries as though CSXT had filed a
separate consolidated return.

Examinations of the federal income tax returns of CSX and its
principal subsidiaries have been completed through 1990. Returns for 1991-1993
are currently under examination. Management believes adequate provision has
been made for any adjustments that might be assessed.

NOTE 6. RELATED PARTIES.

Cash and cash equivalents at December 27, 1996 and December 29, 1995.
includes $250 million and $677 million, respectively, representing amounts due
from CSX for CSXT's participation in the CSX cash management plan. Under this
plan. excess cash is advanced to CSX for investment and CSX makes cash funds
available to its subsidiaries as needed for use in their operations. CSX is
committed to repay all amounts due on demand should circumstances require. The
companies are charged for borrowings or compensated for investments based on
returns earned by the plan portfolio.

During 1994, CSXT entered into a loan agreement with Customized
Transportation, Inc. (CTI), a wholly-owned subsidiary of CSX, whereby CTI
borrowed $40 million at prevailing interest rates from CSXT. On March 1, 1996.
the loan was sold at book value to another CSX affiliate.

During 1992, CSXT entered into an agreement with CTRC to sell, on a
revolving basis, without recourse, all existing accounts receivable to CTRC. In
1993. this agreement was amended to sell only freight accounts receivable to
CTRC. As of December 27, 1996 and December 29, 1995. CSXT had sold $644 million
and $603 mi1lion, respectively, of accounts receivable to CTRC.

During 1994, CSXT repaid the remaining formal long-term borrowings
from CSX outstanding at December 31, 1993. No long-term borrowings from C3X
were outstanding during either 1996 or 1995. Interest expense on borrowings
from CSX was $3 million in 1994.

During 1989, CSXT's pension plan for salaried employees was merged
with the CSX Pension Plan, and all assets of CSXT's plan were transferred to the
merged plan. Since the plans were merged. CSX has allocited to CSXT a portion
of the net pension expense for the CSX Pension Plan based on CSXT's relative
level of participation in the merged plan. which considers the assets and
personnel previously in the CSXT plan. The allocated expense from the CSX
Pension Plan amounted to $32 million in 1996, $26 million in 1995 and $42
million in 1994. During 1996. CSXT also received $113 million in pension
assets. $70 million after-tax, from CSX through a capital contribution.




CSX TRANSPORTATION, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS., CONTINUED
(A11 Tables in Millions of Dollars)

NOTE 6. RELATED PARTIES. Continued.

Included in Materials. Supplies and Other expense are amounts related
to a management service fee charged by CSX., data processing related charges from
CSX Technology. Inc.(CSX Technology). and the reimbursement. under an operating
agreement, from CSX Intermodal., Inc. (CSXI). for costs incurred by CSXT reilated
to intermodal operations. The management service fee charged by CSX represents
compensation for certain corporate services provided to CSXT. These services
include, but are not limited to, development of corporate policy and long-range
strategic plans. allocation of capital, placement of debt. maintenance of
employee benefit plans, internal audit and tax administration. The data
processing related charges are compensation to CSX Technology for the
development, implementation and maintenance of computer systems, software and
associated documentation for the day-to-day operations of CSXT. CSX Technology
and CSX1 are wholly-owned subsidiaries of CSX. Materials, Supplies and Other
expense includes net expense of $212 million, $202 million and $203 million in
1996, 1995 and 1994, respectively, relating to the above arrangements.

CSXT entered into operating lease agreements with CSXI in October 1991
and December 1992 under which it agreed to lease 3.400 rebuilt coal gondola cars
through March 2006 and 65 locomotives through May 2008, respectively. Effective
March 1, 1996, the operating leases were terminated and CSXT purchased the cars
and locomotives from CSXI for $164 million, an amount approximating CSXI's net
book value. In conjunction with this transaction, CSXT assumed $145 million in
long-term debt secured by the equipment and $19 million of advances payable from
CSXI to CSX. CSXT repaid the $19 million advances due to CSX in December 1996.

In March 1996, CSXT entered into a loan agreement with CSX Insurance
Company (CSX Insurance). a wholly-owned subsidiary of CSX, whereby CSXT may
borrow up to $100 million from CSX Insurance. The loan is payable in full on
demand. At December 27. 1996, $90 million was outstanding under the agreement.
Interest on the loan is payable monthly at .25% over the LIBOR rate. and was
5.84% at December 27, 1996. Interest expense incurred for the fiscal year ended
December 27. 1996 was $4 million relating to this 1oan agreement.

During 1988, CSXT participated with Sea-Land Service. Inc. (Sea-Land).
a wholly-owned subsidiary of CSX, in four sale-leaseback arrangements. Under
these arrangements, Sea-Land sold equipment to a third party and CSXT leased the
equipment and assigned the lease to Sea-Land. Sea-lLand is obligated for all
lease payments and other associated equipment expenses. If Sea-Land defaults on
its obligations. under the arrangements CSXT would assume the asset lease rights
and obligations of $131 million at December 27. 1996.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS. CONTINUED
(A1l Tables in Millions of Dollars)

NOTE 7. PROPERTIES.
December 27. 1996

Accumulated
Depreciation

Transportation
Road

Equipment

Non Transportation
Total

Accumuiated
Depreciation

Transportation
road
Equipment

Non Transportation
Total $13,232




_ CSX TRANSPORTATION. INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS. CONTINUED
(A11 Tables in Millions of Dollars)

NOTE 8. CASUALTY. ENVIRONMENTAL AND OTHER RESERVES.

i Activity relating to casualty. environmental and other reserves is as
TOLI0OWS :

Casualty(a) Environmental Separation (a)

Reserves(b) Reserves(a) Liabilities(c) Total

Balance Dec. 31, 1993 $ 131 $ 622 $1,132
Charged to Expense

and Other Additions 32 --- 196
Payments and Other

Reductions (23) (228)(d) (435)

Balance Dec. 30. 1994
Charged to Expense
and Other Additions
Payments and Other
Reductions

Balance Dec. 29, 1995
Charged to Expense
and Other Additions
Payments and Other
Reductions

Balance Dec. 27, 1996 $ 117 $ 350

(a) Balances include current portion of casualty and environmental reserves and
separation liabilities, respectively, of $135 million. $20 million. and $45
million at December 27, 1996, $147 million. $20 million and $27 million at
December 29, 1995 and $133 million, $20 million and $14 million at
December 30, 1994.

Casualty reserves are estimated based upon the first reporting of an
accident or personal injury to an employee. Liabilities for accidents are
based upon field reports and 1iabilities for personal injuries are based
upon the type and severity of the injury and the use of current trends and
historical data.

Separation liabilities include $318 million at December 27, 1996, $344
million at December 29, 1995 and $376 million at December 30, 1994 related
to productivity charges recorded in 1991 and 1992 to provide for the
estimated costs of implementing workforce reductions, improvements in
productivity and other cost reductions. The remaining liabilities are
expected to be paid out over the next 20 to 25 years.

Includes the transfer of $156 million in 1994 to a separation-related
pension opligation, representing the future cost of pensions for certain
train crew employees impacted by the buyout of trip-based compensation
provided for in the 1992 productivity charge.

- 08
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NOTE 9. LONG-TERM DEBT.
Average
Type and Interest Rates Dec. 27,
Maturity Dates at Dec. 27, 1996 1996

Equipment Obligations
(1997-2011)

Mortgage Bonds
(1998-2003)

Other Obligations
(1997-2021)

Total
Less Debt Due Within One Year

Total Long-Term Debt

CSXT has long-term debt maturities for 1997 through 2001 aggregating
$77 million, $80 million, $89 million, $69 million and $60 million,
respectively.

A portion of the properties and certain other assets of CSXT and its
subsidiaries are pledged as security for various long-term debt issues.

NOTE 10. FAIR VALUE OF FINANCIAL INSTRUMENTS.

Fair values of the company's financial instruments are estimated by
reference to quoted prices from market sou ces and financial institutions. as
well as other valuation techniques. Long-term debt is the only financial
instrument of the company with a fair value significantly different from its
carrying amount. At December 27, 1996, the fair value of long-term debt.
including current maturities. was $989 million, compared with a carrying amount
of $963 million. At December 29, 1995. the fair value of long-term debt.
including current maturities, was $720 million, compared with a carrying amount
of $687 million. The fair value of long-term debt has been estimated using
discounted cash flow analyses based upon the company’s current incremental
borrowing rates for similar types of financing arrangements.

NOTE 11. EMPLOYEE BENEFIT PLANS.

Pension Plans

CSX and its subsidiaries., including CSXT, sponsor defined benefit
pension plans principally for salaried employees. The plans provide eligible
employees with retirement benefits based principally on years of service and
compensation rates near retirement. Annual contributions to the plans are
sufficient to meet the minimum funding standards set forth in the Employee
Retirement Income Security Act of 1974, as amended. See Note 6 for the
allocated pension expense from the CSX Pension Plan.




CSX TRANSPORTATION. INC. AND SUBSIDIARIES
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(A11 Tables in Millions of Dollars)

NOTE 11. EMPLOYEE BENEFIT PLANS, Continued.

Savings Plans

CSXT maintains savings plans for virtually all full-time salaried
employees and certain employees covered by collective bargaining agreements of
CSXT and subsidiary companies. Eligible employees may contribute from 1% to 15%
of their annual compensation in 1% multiples to these plans. CSXT matches
eligible employees’ contributions in an amount equal to the lesser of 50% of
each participating employee's contribution or 3% of their annual compensation.
In addition, CSXT contributes fixed amounts for participating employees covered
by certain collective bargaining agreements. Expense for these plans was $15
million for 1996 and $22 million for each of the years 1995 and 1994.

Other Post-Retirement Benefit Plans

In addition to the CSX defined benefit pension plans, CSXT
participates with CSX and other affiliates in two defined benefit post-
retirement plans which cover most full-time salaried employees. One plan
provides medical benefits and the other provides 1ife insurance benefits. The
post-retirement medical plan is contributory. with retiree contributions
adjusted annually, and contains other cost-sharing features such as deductibles
and coinsurance. The net benefit obligation for the medical plan anticipates
future cost-sharing changes consistent with the company’'s expressed intent to
increase retiree contribution rates annually in line with expected medical cost
inflation rates. The 1ife insurance plan is non-contributory.

The company’s current policy is to fund the cost of the post-
retirement medical and 1ife insurance benefits on a pay-as-you-go basis. as in
prior years. The amounts recorded for the plans in CSXT's statement of
financial position are as follows:

Medical Plan Life Insurance Plan
(at Valuation Date) (at Valuation Date)

Sept. 30, Dec. 29, Sept. 30, Dec. 29,
1996 1995 1996 1995

Accumuiated Post-Retirement
Benefit Obligation:
Retirees
Fully Eligible Active Participants
Other Active Participants
Accumulated Post-Retirement
Benefit Obligation 205 188 58 66
Unrecognized Prior Service Cost 3 3
Unrecognized Net(Loss) Gain (41) (32) 1 (8)
Claim Pavments, Oct. 1 through Year-End (5) (a) (1) (a)

Net Post-Retirement Benefit Obligation
at Year-End $165 $165 $61 $61

(a) In 1996, the company changed the measurement date for valuing its post-
retirement benefit obligation to September 30. The change in measurement date
had no effect on 1996 or prior years’ ngg expense for post-retirement benefits.
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NOTE 11. EMPLOYEE BENEFIT PLANS. Continued
Other Post-Retirement Benefit Plans, Continued

Net expense for post-retirement benefits was $22 million, $22 million,
and $21 million for 1996, 1995 and 1994, respectively. The net post-retirement
benefit obligation was determined using the assumption that the health care cost
trend rate for medical plens was 10% for 1996-1997. decreasing gradually to 5.5%
by 2005 and remaining at that level thereafter. A 1% increase in the assumed
health care cost trend rate would inciease the accumulated post-retirement
benefit obligation for medical plans as of December 27, 1996 by $14 million and
net post-retirement benefit expense for 1996 by $2 million. The discount rate
used in determining the accumulated post-retirement benefit obligation was 7.50%
for 1996 and 1995. and 8.25% for 1994.

Other Plans

Under collective bargaining agreements, the company participates in a
number of union-sponsored, multi-employer benefit plans. Payments to these
plans are made as part of aggregate assessments generally based on number of
employees covered. hours worked. tonnage moved or a combination thereof. The
administrators of the multi-employer plans ?enera11y allocate funds received
from participating companies to various health and welfare benefit plans and
pension plans. Current information regarding such allocations has not beer
provided by the administrators. Total contributions of $142 million, $148
mi;lzggaand $125 million, respectively. were made to these plans in 1996, 1995
an .

Certain officers and key employees of CSXT participate in stock
purchase. performance and award plans of CSX. CSXT is allocated its share of
any cost to participate in these plans.

NOTE 12. SUMMARY OF COMMITMENTS AND CONTINGENCIES.

Lease Commitments

CSXT Teases equipment under a?reements with terms up to 21 years.
3

Non-cancelable. long-term leases generally include provisions for maintenance,
and options to purchase at fair value and to extend the terms. At December 27,
1996. minimum equipment rentals under non-cancelable operating leases totaled
approximately $165 million for 1997, $164 million for 1998. $147 million for
1999, $129 million for 2000, $122 million for 2001 and $1 billion thereafter.

Rent expense on equipment operating leases. including net daily rental
charges on railroad operating equipment of $205 million. $218 million and $220

million in 1996, 1995 and 1994, espectively, amounted to $366 million in 1996,
$390 million in 1995 and $392 million in 1994.

Purchase Commitment

CSXT entered into agreements during 1993 and 1996 to purchase 380
locomotives. These large orders cover normal locomotive replacement needs

N A
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NOTE 12. SUMMARY OF COMMITMENTS AND CONTINGENCIES. Continued.

for 1994 through 1997 and introduced alternating current traction technology to
the Tocomotive fleet. CSXT has taken delivery of 50 direct current and 255
alternating current locomotives through December 27. 1996. The remaining 75
alternating current units will be delivered in 1997.

Other Commitments

During 1995, CSXT entered into an agreement with a major
telecommunications vendor to supply and manage its telecommunications needs
through May 2005. As discussed in Note 2 - Restructuring Charge, the agreement
was amended in 1996 to significantly reduce the service period. increase
contractual payment amounts over the revised service period. and relieve the
vendor of obligations to replace certain telecommunications technology. The
amended agreement provides for a revised termination date of June 30. 1998. and
requ1£es minimum payments totaling $56 million over the remaining service
period.

Contingent Liabilities and Long-Term Operating Agreements

. CSXT and its subsidiaries are contingently 1iable individually and
jointly with others as guarantors of long-term debt and obligations principally
related to leased equipment. joint ventures and joint facilities. These
contingent obligations were immaterial to the company's results of operations
and financial position at December 27, 1996.

CSXT has various long-term railroad operating agreements that allow
for exclusive operating rights over various railroad lines. Under these
agreements, CSXT is obligated to pay usage fees of approximately $9 million
annually. The terms of these agreements range from 30 to 40 years.

CSXT is a party to various proceedings involving private parties and
regulatory agencies related to environmental issues. CSXT has been identified
as a potentially responsible party (PRP) at approximately 105 environmentally
impaired sites that are or may be sub?ect to remedial action under the Federal
Superfund statute (Superfund) or similar state statutes. A number of these
proceedings are based on allegations that CSXT, or its predecessor railroads.
sent hazardous substances to the facilities in question for disposal. Such
proceedings arising under Superfund or similar state statutes can involve
numerous other waste generators and disposal companies and seek to allocate or
regover co?ts associated with site investigation and cleanup, which could be
substantial.

CSXT is involved 1n a number of administrative and judicial
proceedings and other cleanup efforts at approximately 270 sites. including
sites addressed under the Federal Superfund statute or similar state statutes.
at which it is participating in the study and/or cleanup of alleged
environmental contamination. The assessment of the required response and
remed.al costs associated with many sites is extremely compiex. Cost estimates
are based on information available for each site, financial viability of other

e
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NOTE 12. SUMMARY OF COMMITMENTS AND CONTINGENCIES, Continued

PRPs., where available, and existing technology., laws and regulations. CSXT's
best estimat2s of the allocation method and percentage of 1iability when other
PRPs are involved are based on assessments by consultants, agreements among
PRPs, or determinations by the U.S. Environmental Protection Agency or other
regulatory agencies.

At least once each quarter, CSXT reviews its role, if any. with
respect to each such location, giving consideration to the nature of CSXT's
alleged connection to the location (e.g., generator, owner or operator), the
extent of CSXT's alleged connection (e.g., volume of waste sent to the location
and other relevant factors), the accuracy and strength of evidence connecting
CSXT to the location, and the number, connection and financial position of other
named and unnamed PRPs at the location. The ultimate liability for remediation
can be difficult to determine with certainty because of the number and
creditworthiness of PRPs involved. Through the assessment process. CSXT
monitors the creditworthiness of such PRPs in determining ultimate Tiability.

Based upon such reviews and undates of the sites with which it is
involved, CSXT has recorded, and reviews at least quarterly for adequacy.
reserves to cover estimated contingent future environmental costs with respect
to such sites. The recorded 1iabilities for estimated future environmental
costs at December 27, 1996 and December 29, 1995 were $117 million and $137
million. respectively. These recorded liabilities include amounts representing
CSXT's estimate of unasserted claims., which CSXT believes to be immaterial. The
1iability has been accrued for future costs for all sites where the company’s
obligation is probable and where such costs can be reasonably estimated. The
liability includes future costs for remediation and restoration of sites as well
as any significant ongoing monitoring costs. but excludes any anticipated
insurance recoveries. The majority of the December 27, 1996 environmental
liability is expected to be paid out over the next five to seven years, funded
by cash generated from operations.

The company does not currently possess sufficient information to
reasonably estimate the amounts of additional liabilities, if any, on some sites
until completion of future environmental studies. In addition. latent
conditions at any given location could result in exposure, the amount and
materiality of which canrot presently be reliably estimated. Based upon
information currently avéilable, however, the company believes that its
environmental reserves are adequate to accomplish remedial actions to comply
with present laws and regulations. and that the ultimate liability for these
matters will not materiaily affect its overall results of operations and
financial condition.

Legal Proceedings

A number of legal actions, other than environmental, are pending
against CSXT in which claims are made in substantial amounts. While the
ultimate results of environmental investigations. lawsuits and claims involving
CSXT cannot be predicted with certainty, management does not currently expect

s
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NOTE 12. SUMMARY OF COMMITMENTS AND CONTINGENCIES, Continued

that these matters will have a material adverse effect on th
‘ ‘ it e consol
financial position, results of operations and cash flows of the cggp;ggFed

NOTE 13. QUARTERLY DATA (Unaudited).

Operating Revenue . $1,255 $1,211
Operating Income 269 224
Net Earnings 164 133

Operating Revenue ; $1.211 $1,.191
Operating Income 21 217
Net Earnings 9 138

(a) In the second quarter of 1996, the company changed its earnings
presentation to exclude real estate activities from operating revenue
and expense. These activities are now included in other income in the
consolidated statement of earnings. Amounts for prior quarters have
been restated to conform to the new presentation.

The company recorded a $196 million pretax restructuring charge in the
second quarter of 1995 to recognize the ceste Gssociated with a
contractual agreement with a major telecommunications vendor to
replace., manage and technologicaily enhance its existing private
telecommunications network. The charge included a $163 million write-
down of technologically obsolete telecommunications assets and
provisions for employee separations. The restructuring charge reduced
net earnings by $121 million.




CSX TRANSPORTATION, INC. AND SUBSIDIARIES
MANAGEMENT 'S NARRATIVE ANALYSIS AND RESULTS OF OPERATIONS

CSXT posted record operating income of $926 million in 1996. 8% above
1995°s comparable $857 million. The results are primarily due to strong
performances by the coal and auto business units. continued selective rate
ncreases and ongeing cost control efforts.

Improved pricing and volume strength combined to produce operating
revenue of $4.9 billion. a 2% increase over 1995.

CSXT COMMODITIES BY CARLOADS AND REVENUE

Carloads Revenue
(Thousands ) (Millions of Dollars)

Automotive

Chemicals

Minerals

Food and Consumer
Agricultural Products
Metals

Forest Products
Phosphates and Fertilizer
Coal

Total
Other Revenue

Total Operating Revenue $4.909 $4,819

Shipments of coal, CSXT's major commodity, remained strong in 1996.
with total coal volume increasing to 163.6 million tons vs. 158.5 miliion tons
in 1995. Total merchandise traffic of 2.9 million carloads remained level with
1995. Chemical traffic remained strong, comparable to the 1995 level, due to
steady demand for plastic production. Driven by strong demand for trucks and
sport utility vehicles, the automotive market experienced a 3% increase in
carloads and a 1ike increase in revenues in 1996.

A late harvest caused grain shipments to be less robust than in the
prior year. This resulted in a 9% decrease in carloads and a 4% decrease in
revenues for agricultural products. 0Oemand for phosphates and fertilizer
remained solid. Carloads were level with 1995, while revenue decreased 1%.

Throughout the year, CSXT continued its emphasis on cost control.
Despite bad weather earlier in the first quarter and a 20% rise in the average
price of diesel fuel. rail operating expense rose only 1% over 1995, excluding
the 1995 second-quarter charge.




CSX TRANSPORTATION. INC. AND SUBSIDIARIES
MANAGEMENT " S NARRATIVE ANALYSIS AND RESULTS OF OPERATIONS. CONTINUED

The ongoing efforts of the company's Performance Improvement Teams
(PITS) resulted in cost savings of more than $106 million. PIT initatives also
resulted in more cost-effective procedures for locomotive and car repair, as
well as maintenance of way .

~__Labor and fringe benefits expense increased 2% tc $1.89 billion. vs.
$1.86 billion in 1995. Rail management successfully negotiated, without a
strike. a union contract that provides for competitive increases in labor and
fringe benefits over the next five years.

OTHER MATTERS

CSX Corporation is negotiating the final details of a transaction to
combine key components of the current Conrail, Inc. operations into the CSX rail
system. Discussions with Norfolk Southern Corporation are expected to lead to a
rou?h1y equal division of the Conrail system between the two remaining major
rail carriers in the East. The final terms of the acquisition will remain
subject to a number of conditions. including the approval by the Surface
Transportation Board, which has the authority to modify terms and impose
additional conditions.
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Item 2. Properties.

GENERAL - Norfolk Southern Corporation (Norfolk Southern) was
incorporated on July 23, 1980, under the laws of the Commonwealth of
Virginia. On June 1, 1982, Norfolk Southern acquired control cof two
major operating railroads, Norfolk and Western Railway Company (NW) and
Southern Railway Company (Southern) in accordance with an Agreement of
Merger and Reorganization dated as of July 31, 1980, and with the
approval of the transaction by the Interstate Commerce Commission (ICC)
(now the Surface Transportation Board (STB)}).

Effective December 31, 1990, Norfo.k Southern transferred all
the common stock of NW to Southern, and Southern’s name was changed to
Norfolk Southern Railway Company (Norfolk Southern Railway). As of
December 31, 1996, all the common stock of NW (100 percent voting
control) was owned by Norfolk Southern Railway, and all the common stock
of Norfolk Southern Railway and 16.1 percent of its voting preferred
stock (resulting in 94.8 percent voting control) was owned dirvectly by
Norfolk Southern.

On June 21, 1985, Norfolk Southern acquired coantrol of North
American Van Lines, Inc. and its subsidiaries (NAVL), a diversified
motor carrier. In accordance with an Acquisition Agreement dated May 2,
1984, and with the approval of the transaction by the ICC, Norfolk
Southern acquired all the issued and outstanding common stock of NAVL.
During 1993, NAVL underwent a restructuring (see discussion on page 7)
designed to enhance its opportunities to return to profitability.

Unless indicated otherwise, Norfolk Socuthern and its
subsidiaries are referred to collectively as NS.

PROPOSED ACQUISITION OF CONRAIL INC. - On October 24, 1996,
in response to the October 15, 1996, announcement that Conrail Inc.
(Conrail) had entered into a merger agreement with CSX Corporation, NS
commenced an all-cash tender offer for all the Common Stock and
Series A ESOP Convertible Junior Preferred Stock of Conrail
(collectively, Shares), including in each case the associated Common
Stock Purchase Rights. See Note 15 to the Consclidated Financial
Statements on page 76 for additional details.

On February 11, 1997, NS acquired 8.2 million Shares of
Conrail stock (approximately 9.9 percent of the then outstanding Conrail
Common Stock), representing the approximate maximum number NS could buy
without triggering Conrail’s anti-takeover defenses, at a cost of
$115 per Share, or $943 million in the aggregate. The purchase was
financed through issuance of commercial paper backed by a portion of the
revolving debt capacity under the credit facility obtained in connection
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yith the.proposed acquisition of Conrail. These Shares have been placed
in a voting trust and under certain circumstances might have to be sold
at a loss.

On February 12, 1997, NS commenced a second tender offer for
the remaining Shares and has notified Conrail of its intention to
conduct a proxy contest in connection with Conrail’s 1997 Annual Meeting
of shareholders, currently scheduled for December 19, 1997, seeking,
among other things, to remove certain of the current members of the
Conrail Board and to elect a new slate of nominees designated by NS.

Pursuant to an amendment to the merger agreement between CSX
and Conrail announced on March 7, 1997, CSX has offered to purchase all
Shares for $115 per Share in cash and CSX is permitted to enter into
negotiations with other parties, including NS, concerning the
acquisition of the securities or assets, or concessions relating to the
assets or operations, of Conrail. NS and CSX are negotiating a
comprehensive resolution of the issues confronting the eastern railroads
based on the proposal submitted by NS to both CSX and Conrail on
February 24, 1997. Such a resolution could involve a joint acquisition
of Shares by NS and CSX. However, unless and until such negotiations
are successfully concluded, NS intends to continue in effect its tender
offer for all Shares not owned by NS.

For additional information concerning NS’ pending tender
offer for Shares not owned by NS, reference is made to NS’ Tender Offer
Statement on Schedule 14D-1, together with the exhibits thereto,
initially filed with the Securities and Exchange Commission on

February 12, 1997, as amended.

RAILROAD OPERATIONS - As of December 31, 1996, NS’ railroads
operated approximately 14,300 miles of road in the states of Alabama,
Florida, Georgia, Illinois, Indiana, Iowa, Kentucky, Louisiana,
Maryland, Michigan, Mississippi, Missouri, New York, North Carolina,
Ohio, Pennsylvania, South Carolina, Tennessee, Virginia and West
Virginia, and the Province of Ontario, Canada. Of this total,

12,094 miles are owned with the balance operated under lease or trackage
rights; most of this total are main line track. In addition, its
railroads operate 10,800 miles of passing, industrial, yard and side

tracks.

NS’ railroads have major leased lines between Cincinnati,
Ohio, and Chattanooga, Tennessee, and in the State of North Carolina.

The Cincinnati-Chattanooga lease, covering about 335 miles,
expires in 2026, and is subject to an option to extend the lease for
an additional 25 years, at terms to be agreed upon.

The North Carolina leases, covering approximately 330 miles,
expired by their terms at the end of 1994. Although a lease extension
agreement was approved by the boards of both Norfolk Southern and the
North Carolina Railroad Company (NCRR) and by the stockholders of NCRR,
the U.S. District Court in Raleigh ruled that there was no quorum at the
stockholders’ meeting and enjoined the parties from performing under the
extension agreement. NCRR has suits pending against Norfolk Southern
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and various subsidiaries in federal court in Raleigh to enforce rights
under the expired leases and at the STB to seek the establishment of
terms and conditions of NS’ railroads’ continued use, including interim
and long-~term compensation. Also, certain NCRR stockholders earlier had
filed four separate, and still pending, derivative actions challenging
the adequacy of the rental terms in the extension agreement. NS’
railroads presently are operating over the le: sed lines under the
requirements of federal law, and will continue to do so until the matter
has been resolved through agreement or a decision by the STB
establishing reasonable conditions or permitting discontinuance of such
operations. Whatever the ultimate resolution of the litigation, it is
not expected to have a material effect on NS’ consolida-ed financial

statements.

NS’ lines carry raw materials, intermediate products and
finished goods primarily in the Southeast ard Midwest and to and from
the rest of the United States and parts of Canada. These lines also
transport overseas freight through several Atlantic and Gulf Coast
ports. Atlantic ports served by NS include: Norfolk, Virginia;
Morehead City, North Carolina; Charleston, South Carolina; Savannah and
Brunswick, Georgia; and Jacksonville, Florida. Gulf Coast ports served
include: Mobile, Alabama, and New Orleans, Louisiana.

The lines of NS’ railroads reach most of the larger
industrial and trading centers of the Southeast and Midwest, with the
exception of those in central and southern Florida. Atlanta,
Birmingham, New Orleans, Merphis, St. Louis, Kansas City (Missouri),
Chicago, Detroit, Cincinnati, Buffalo, Norfolk, Charleston, Savannah and
Jacksonville are among the leading centers originating and terminating
freight traffic on the system. In addition, a haulage arrangement with
the Florida East Coast Railway allows NS’ railroads to provide single-
line service to and from south Florida, including the port cities of
Miami, West Palm Beach and TMort Lauderdale. The system’s lines also
reach many individual industries, mines (in western Virginia, eastern
Kentucky and southern West Virginia) and businesses located in smaller
communities in its service area. The traffic corridors carrying the
heaviest volumes of freight include those from the Appalachian coal
fields of Virginia, West Virginia and Kentucky to Norfolk and Sandusky,
Ohio; Buffalo to Chicago and Kansas City; Chicago to Jacksonville (via
Cincinnati, Chattanooga and Atlanta); and Washington, D.C./Hagerstown,
Maryland, to New Orleans (via Atlanta and Birmingham) .

Buffalo, Chicago, Hagerstown, Jacksonville, Kansas City,
Memphis, New Orleans and St. Louis are major gateways for
interterritorial system traffic.

NS’ railroads and other railroads have entered into service
interruption agreements, effective December 30, 1994, providing
indemnities to parties affected by a strike over specified industry
issues. If NS were so affected. it could receive daily indemnities
from non-affected parties; if parties other than NS were affected, NS
could be required to pay indemnities to those parties. If NS were
required to pay the maximum amount of indemnities required of it under
these agreements--an event considered unlikely at this time--such
liability should not exceed approximately $85 million.
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MOTOR CARRIER OPERATIONS - DOMESTIC OPERATIONS - NAVL's
principal transportation activity is the domestic, irregular route
common and contract carriage ot used household goods and special
commodities between points in the United States. NAVL also operates as
an intrastate carrier of property in 29 states. Prior to its
restructuring in 1993, NAVL's domestic motor carrier business was
organized into three primary divisions: Relocation Services (RS)
specializing in residential relocation of used household goods; High
value Products (HVP) specializing in office and industrial relocations
and transporting exhibits; and Commercial Transport (CT) specializing in
the transportation of truckload shipments of general commodities. 1In
1993, NAVL underwent a restructuring involving termination of the
CT Division and sale of the operations of Tran-Star, Inc. (Tran-Star),
NAVL's refrigerated trucking subsidiary. In 1993, NAVL discontinued
CT's operations, transferred some parts of CT's business to other
divisions and began s2lling CT’'s assets +hat were not needed in NAVL's
other operations. The sale of Tran-Star’s cperations was completed on

December 31, 1993.

During 1996, the RS and HVP divisions conducted operations
through a network of over 400 agents at approximately ¢80 locations in
the United States. Agents are local moving and storage companies that
provide NAVL with such services as solicitation, packing and warehousing
in connection with the movement of household goods and specialized
products. NAVL’s future domestic operations are expected to be

conducted principally through the RS and HVP divisions.

Ccustomized Logistics Services (CLS) was established in 1993

as an operating unit of the HVP Division. CLS’ business is to focus
NAVL'’s resources to respond to a variety of customer needs for
integrated logistics services. The services include emergency parts
order fulfillment, time-definite transportation and in-transit merge
programs (delivering an entire order, merged from multiple manufacturing
points, to a customer at one time) .

FOREIGN OPERATIONS - NAVL's foreign operations are conducted
through the RS and HVP Divisions and through foreign subsidiaries,
including North American Van Lines Canada, Ltd. The Canadian subsidiary
provides motor carrier service for the transportation of used household
goods and specialized commodities between most points in Canada through
a network of approximately 150 agent locations. During 1996, certain
administrative functions related to the Canadian operations were
trarsferred to NAVL's Fort Wayne, Indiana, headquarters.

NAVL’s international operations consist primarily of
forwarding used household goods to and from the United States and
between foreign countries through a network of approximately 360 foreign
agents and representatives. NAVL's international operations are
structurally aligned with the services provided by its domestic
operating divisions. All international household goods operations and
related subsidiaries in Alaska and Canada are assigned to the
RS Division. The remaining international operations, which include
subsidiaries in the United States, Germany and the United Kingdom, are
involved in the transportation of selected general and specialized

commcdities and are assigned to the HVP Division.

88




TRIPLE CROWN OPERATIONS - Until April 1993, Norfolk
Southern’s intermodal subsidiary, Triple Crown Services, Inc. (TCS),
offered intermodal service using RoadRai.ler (Registered Trademark) (RT)
equipment and domestic containers. RoadRailer (RT) units are enclosed
vans which can be pulled over highways in tractor-trailer configuration
and over the rails by locomotives. On April 1, 1993, the business, name
and operations of TCS were transferred to Triple Crown Services Company
(TCSC), a partnership in which subsidiaries of Norfolk Southern and
Conrail are equal partners. RoadRailer (RT) equipment owned or leased by
TCS (which was renamed TCS Leasing, Inc.) is operated by TCSC. Because
NS indirectly owns only 50 percent of TCSC, the revenues of TCSC are not
consolidated with the results of NS. TCSC offers door-to-door
intermodal service using RoadRailer (RT) equipment and domestic
containers in the corridors previously served by TCS, as well as service
to the New York and New Jersey markets via Conrail. Major traffic
corridors include those between New York and Chicago, Chicago and
Atlanta, and Atlanta and New York.

TRANSPORTATION OPERATING REVENUES - NS’ total transportation
operating revenues were $4.8 billion in 1996. Revenue, shipments and
revenue yield by principal transportation operating revenue sources for
the past five years are set forth in the following table:

Year Ended December 31,
Principal Sources of
Transportation Operating
Revenues

- - - - - - -

(Revenues in millions, shipments in thousands, revenue yield in dollars per shipments)

COAL
Revenues $1,304.7 $1,267.8 $1,290.2 $1,239.2 $1,324.1
% of total revenues 27.4% 27.2% 28.1% 27.8% 28.7%
Shipments 1,309.6 1,266.8 1,274.2 1,208.7 1,291.9
% of total shipments 26.5% 26.2% 27.2% 26.4% 28.2%
Revenue Yield $ 996 $1,001 $1,013 $ 1,025 $ 1,025

CHEMICALS
Revenues $ SS8S. $ 536.5 $ 534. $ 499. $ 498.9
% of total revenues 11, 11.5% 11. 11. 10.8%
Shipments 378. 368.3 370. 341. 327.4
% of total shipments . i 7.6% y ¢ 7 7.1%
Revenue Yield $ 1,468 $1,457 $ 1,442 $ 1,461 $ 1,524

PAPER/FOREST
Revenues $ 513. $ 337.3 3 521. 522. $ 517.2

% of total revenues 10. 11.5% 3. 13. 11.2
Shipments 4338. 459.1 464. 466. 465.4

% of total shipments 8. 9.5% 9. 10. 10.1%
Revenue Yield $1,171 $1,170 $1,124 $ 1,120 $ 1,111

AUTOMOTIVE
Revenues $ 488. $ 449.1 429. $ 425.8 § 391.6

% of total revenues 10. 9.6% 9. 9.5% 8.5%
Shipments 354. 328.4 317. 317.8 287.7

% of total shipments 7. 6.8% 6. 6.9% 6.3%
Revenue Yield $ 1,379 $1,368 $ 1,352 $ 1,340 $1,361
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Ended December 21,
Principal Sources of
Transportation Operating
Revenues 1996

(Revenues in millions, shipments in thousands, revenue yield in dollars per shipment)

AGRICULTURE
Revenues 393.3 § 393.7 § 379.5 § 357.0 % 344 .4
% of total revenues 8.2% 8.4% 8.3% 8.0% 7.5%
Shipments 376.3 391.1 382.5 359.1 352.4
% of total shipments 7.6% 8.1% 8.2% 7.9% 7.7%
Revenue Yield $ 1,04°¢° $ 1,007 992 994 977

METALS/CONSTRUCTION
Revenues 358. 383.
% of total revenues i
Shipments 364. 3724
% of total shipments y & 5
Revenue Yield 981 $ 948

INTERMODAL
(Trailers, Containers and
RoadRailers)
Revenues
% of total revenues
Shipments
% of total shipments
Revenue Yield

OTHER INTERMODAL RELATED*
Revenues
% of total revenues

Total Railway Operating
Revenues . . $ 3,918.
Total Railway Shipments s ‘ 4,307.

MOTOR CARRIER**
Revenues ? i 663.
% of total revenues
shipments (domestic) A . 379.
$ of total shipments
Revenue Yield

Total Transportation

Operating Revenues $ 4,581.3 $ 4,460.1
Total Shipments 4,936.0 4,829.7 4,686.7 4,578.0 4,584.8

Note: Revenues previously reported as “other railway revenues” (principally
switching and demurrage) have been allocated to revenues reported for each

commodity group.

Shipments include general merchandise and coal rail carloads, intermodal rail
and RoadRailer (RT) units, and domestic motor carrier shipments.

8 regarding TCSC revenues.
7 regarding motor carrier restructuring.
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COAL TRAFFIC - Coal, coke and iron ore--most of which is
bituminous coal--is NS’ railroads’ principal commodity grrup. They
originated 116.8 million tons of coal, coke and iron ore in 1996 and
handled a total of 130.2 million tons. Originated tonnage increased
2 percent from 114.2 million tons in 1995, and total tons handled
increased 4 percent from 125.1 million tons in 1995. Revenues from
coal, coke and iron ore account for about 27 percent of NS’ total
transportation operating revenues.

?hg following table shows total coal, coke and iron ore
tonnage originated on line, received from connections and handled for
the past five years:

Tons of Coal, Coke and Iron Ore (Millions)

Originated
Received

Handled

Of the 116.8 million tons of coal, coke and iron ore
originated on NS’ railroads’ lines in 1996, the approximate breakdown by
origin state was as follows:

Origin State Millions of Tons

West Virginia
Virginia
Kentucky
Alabama
Illinois
Tennessee
Indiana

Ohio

New York

Total

Of this originated coal, coke and iron ore, approximately
26.9 million tons moved for export, principally through NS’ pier
facilities at Norfolk (Lamberts Point), Virginia; 19.7 million tons
moved to domestic and Canadian steel industries; 62.3 million tons of
steam coal moved to electric utilities; and 7.9 million tons moved to
other industrial and miscellaneous users.

NS’ railroads moved 8.7 million tons of originated coal, coke
and iron ore to various docks on the Ohio River, and 3.6 million tons to
various Lake Erie ports. Other than coal for export, virtually all coal
handled by NS’ railroads was terminated in states situated east of the
Mississippi River.
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Total coal handled through all system ports in 1996 was
41.7 million tons. Of this total, 71 percent moved through the pier
facilities at Lamberts Point. 1In 1996, total tonnage handled at
Lamberts Point, including coas-wise traffic, was 29.5 million tons, a
2 percent increase from the 28.9 million tons handled in 1995.

The quantities of NS export coal handled through Lamberts
Point for the past five years were as follows:

Export Coal through Lamberts Point
(Millions of tons)

Originated 26.3
Handled 26.4

See the discussion of coal traffic, by type of coal, in
Part II, Item 7, “Management’s Discussion and Analysis,” on page 37.

MERCHANDISE RAIL TRAFFIC - The merchandise traffic group
consists of Intermodal and five major commodity groupings:
Paper/Forest; Chemicals; Automotive; Agriculture; and
Metals/Construction. Total merchandise revenues in 1996 were
$2.8 billion, a 2 percent increase over 1995. Merchandise carloads
handled in 1996 were 3.24 million, compared with 3.18 million handled in
1995, an increase of 2 percent.

Intermodal results, for 1993 and later, reflect the effect of
the formation, in April 1993, of TCSC, a partnership between NS and
Conrail subsidiaries (see also page 7). This partnership provides
RoadRailer (RT) service previously offered by a wholly owned subsidiary
of NS. Because NS owns only 50 percent of TCSC, its revenues are not
consolidated. NS’ intermodal revenues include only revenues for rail
service NS provides the partnership.

In 1996, 106.2 million tons of merchandise freight, or
approximately 68 percent of total merchandise tonnage handled by NS,
originated on line. The balance of merchandise traffic was received
from connecting carriers (mostly railroads, with some truck, water
and highway as well), usually at interterritorial gateways. The
principal interchange points for NS-received traffic included Chicago,
Memphis, New Orleans, Cincinnati, Kansas City, Detroit, Hagerstcwn,
St. Louis/East St. Louis and Louisville.

Revenues in four of the six market groups comprising
merchandise traffic improved in 1396 over 1995. The biggest gains were
in Automotive, up $39.6 million; Chemicals, up $19.4 million; and
Intermodal, up $13.1 million.

See the discussion of merchandise rail traffic by commodity
group in Part II, Item 7, “Management'’'s Discussion and Analysis,” on

page 37.
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MOTOR CARRIER TRAFFIC - Motor carrier revenues increased
2 percent to $669.0. million in 1996, primarily due to gains in the
HVP Division. 1In 1995, motor carrier revenues were $656.2 million,
down 1 percent from 1994, as gains in the HVP Division were offset by
reductions in RS.

DOMESTIC OPERATIONS are conducted through NAVL’s RS and HVP
divisions. 1In 1996, total domestic shipments for these divisions were
383,137, up 0.5 percent from 1995.

RS - Domestic shipments of used household goods transported
by the RS Division fall into three market categories. Approximately
52 percent of the domestic shipment volume comes from the sale of moving
services to individual consumers. Another 38 percent comes from
corporations and other businesses that pay for the relocation of their
employees. The remaining 10 percent is derived from military,
government and other sources. Total domestic RS Division shipments in
1996 represented 27 percent of the NAVL domestic motor carrier shipments
transported by the two primary divisions. Total domestic revenues from
this division were down 2 percent, compared with 1995, and represented
40 percent of total revenues from operations.

HVP - The HVP Division specializes in providing
transportation services in less-than-truckload (LTL) and truckload (TL)
quantities of sensitive products. These products are divided into the
following categories: office furniture and equipment, exhibits and
displays, electronic equipment, industrial machinery, commercial

relocation, LTL furniture and selected general commodities. Total

HVP Division shipments transported in 1996, including TL and LTL,
represented 73 percent of the NAVL domestic motor carrier shipments
transported by the two primary divisions. Revenues from this division
were up 5 percent from 1995 levels and represented 47 percent of total

revenues from operations.

FOREIGN OPERATIONS include NAVL'’s Canadian subsidiary, North
American Van Lines Canada, Ltd., as well as operating subsidiaries in
England and Germany. Foreign operations invelving the transportation of
used household goods and selected general and specialized commodities
generated revenues of $86.0 million in 1996, up 5 percent from 1995.
Revenues from foreign operations represented 13 percent of NAVL's total

revenues.
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RAIL GOPERATING STATISTICS - The following table sets forth
certain statistics relating to NS’ railroads’ operations for the past
five years:

Year Ended December 31,

1995

Revenue ton miles

(billions)
Freight train miles

traveled (millions) 46.0 43.3
Revenue per ton mile $0.0316 $0.0320 $0.0336
Revenue tons per train 2,625 2,655 2,577
Revenue ton miles

per man-hour worked 2,764 2,579 2,304
Percentage ratio of

railway operating

expenses to railway

operating revenues 71.6 73.5 73.4 75.6 7S.

7
FREIGHT RATES - In 1996, NS’ railroads continued their
reliance on private contracts and exempt price quotes as their
predominant pricing mechanisms. Thus, a major portion of NS’
railroads’ freight business is not economically regulated by the
government. In general, market forces have been substituted for
government regulation and now are the primary‘determinant of rail

service prices.

In 1996, NS’ railroads were found by the STB to be “revenue
adequate” based on results for the year 1995. A railroad is “revenue
adequate” under the applicable law when its return on net investment
exceeds the rail industry’'s composite ceost of capital.

The revenue adequacy measure is one of several factors
considered by the STB when it is called upon to rule on the
reasonableness of regulated rates.

Pricing and service flexibility afforded by the Motor
Carrier Act of 1980 and the Household Goods Transportation Act of 1980
has resulted in NAVL's increased emphasis on innovative pricing action
in order to remain competitive. Since 1980, NAVL has increasingly
operated as a contract carrier. As of December 31, 1396, domestic
contract carriage agreements accounted for the following percentage of
shipments: RS Division, 31 percent and HVP Division, 69 percent.




14

PASSENGER OPERATIONS - Regularly scheduled passenger
operations on NS’ railroads’ lines consist of Amtrak trains operating
between Alexandria and New Orleans, and between Charlotte and Selma,
North Carolina. Former Amtrak operations between East St. Louis and
Centralia, Illinois, were discontinued by Amtrak on November 3, 1993.
Commuter trains continued operations on the NS line between Manassas
and Alexandria under contract with two transportation commissions of
the Commonwealth of Virginia, providing for rental and for
reimbursement of related expenses incurred by NS. During 1993, a
lease of the Chicago to Manhattan, Illinois, line to the Commuter Rail
Division of the Regional Transportation Authority of Northeast
Illinois replaced an agreement under which NS had provided commuter
rail service for the Authority.

NONCARRIER OPERATIONS - Norfolk Southern’s noncarrier
subsidiaries engage principally in the acquisition and subsequent leasing
of coal, oil, gas and timberlands, the development of commercial real
estate and the leasing or sale of rail property and equipment. In 1996, no
such noncarrier subsidiary or industry segment grouping of noncarrier
subsidiaries met the requirements for a reportable business segment set
forth in Statement of Financial Accounting Standards No. 14.




RAILWAY PROPER.Y:

EQUIPMENT ~ As of December 31, 1996, NS owned or leased the
following units of equipment:

Nunber of Units
(Capacity
of Equipment

Type of Equipment

Locomotives: (Horsepower)
Multiple purpose ¢ 6,149,850
Switching
Auxiliary units

Total locomotives

Freight Cars:
Hopper x 2,643,019
Box 1,584,306
Covered Hopper 1,549,737
Gondola ! 2,584,134
Flat ( 352,762
Caboose X 0
Cther : 119,598

Total fireight cars
TES=S=SsS=s=

Other:
Work equipment 6,964
Vehicles 3,698
Highway trailers
and containers 5,529
RoadRailers (RT)
Miscellaneous

Total other

Includes railroad equipment leased to outside parties and railroad
equipment operated by NS’ railroads that is subject to equipment
trusts and capitalized leases.
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The following table indicates the number and year of purchase
for locomotives and freight cars owned at December 31, 1996:

Year Built

1980- 1979 &
1994 1993 1992 1991 1985 Before Total
l.ocomotives:
Number of
units
Percent of
fleet

Freight cars:
Number of
units 10,210 67,770 87,618

Percent of
fleet 1.0 s . | 0.9 1.3 ‘ ’ 33.7 71.3 100.0

The average age of the freight car fleet at December 31,
1996, was 22.3 years. During 1996, 7,485 freight cars were retired. As
of December 31, 1996, the average age of the locomotive fleet was
15.4 years. During 1996, 105 locomotives, the average age of which was
24.4 years, were retired. Since 1988, more than 23,000 coal cars have
been rebodied. As a result, the remaining serviceability of the freight
car fleet is greater than may be inferred from the high percentage of
freight cars built in earlier years.

Ongoing freight car and locomotive maintenance programs are
intended to ensure the highest standards of safety, reliability,
customer satisfaction and equipment marketability. In past years, the
bad order ratio reflected the storage of certain types of cars which
were not in high demand. The ratio has declined more recently as a
result of a disposition program for underutilized, unserviceable and
over-age revenue cars. In this connection, an orderly disposition of
17,000 freight cars, begun in October 1994, was substantially complete
at the end of 1996.

Annual Average Bad Order Ratio
1995 1994 1993 1992

- - - - _—— - - R

Freight Cars (excluding cabooses):
NS Rail
All Class I railroads

Locomotives:
NS Rail

*In 1996 and 1995, the industry bad orde:r ratio was as of June 1.
Prior years’ industry ratios were based on a monthly average.
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TRACKAGE - All NS trackage is standard gauge, and the rail in
approximately 95 percent of the main line trackage (including first,
second, third and branch main tracks, all excluding trackage rights)
ranges from 100 to 140 pounds per yard. Of the 22,369 miles of track
maintained as of December 31, 1996, 15,877 were laid with welded rail.

The density of traffic on running tracks (main line trackage
plus passing tracks) during 1996 was as follows:

Gross tons of

freight carried

per track mile Track miles Percent
(Millions) of running tracks* of total

5-19 4,682
20 and over

16,048
* Excludes trackage rights.

The following table summarizes certain information about NS’
track roadway additions and replacements during the past five years:

1996 1995 1994 1993 1992

Track miles of rail installed 401 403 480 574 660
Miles of track surfaced 4,686 4,668 4,760 5,048 5,690
New crossties installed (millions) 1.9 2.0 .7 1.6 2.y

MICROWAVE SYSTEM - The NS microwave system, consisting of
6,960 radio path miles, 398 active stations and 5 passive repeater
stations, provides communications between most operating locations. The
microwave system is used principally for voice communications, VHF radio
control circuits, data and facsimile transmissions, traffic control
operations, AEI data transmissions and relay of intelligence from
defective equipment detectors.

TRAFFIC CONTROL - Of a total of 12,762 road miles operated by
NS, excluding trackage rights over foreign lines, 5,400 road miles are
governed by centralized traffic control systems (of which 230 miles are
controlled by data radio from 14 microwave site locations) and
2,600 road miles are equipped for automatic block system operation.

COMPUTERS - Data processing facilities connect the yards,
terminals, transportation offices, rolling stock repair points, sales
offices and other key system locations to the central computer complex
in Atlanta, Ga. Operating and traffic data are compiled and stored to
provide customers with information on their shipments throughout the
system. Data processing facilities are capable of providing current
information on the location of every train and each car on line, as well
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as related waybill and other train and car movement data. Additionally,
these facilities afford substantial capacity for, and are utilized to
assist nanagement in the performance of, a wide variety of functions and
services, 1iuncluding payroll, car and revenue accounting, billing,
material management activities and controls, and special studies.

OTHER - The railroads have extensive facilities for support
of operations, including freight depots, car construction shops,
maintenance shops, office buildings, and signals and communications
facilities.

MOTOR CARRIER PROPERTY:

REAL ESTATE - NAVL owns and leases real estate in support of
its operations. Principal real estate holdings include NAVL's
headgquarters complex and warehouse and vehicle maintenance facilities in
Fort Wayne, Indiana, vehicle maintenance facilities in Fontana,
California, and terminal facilities in Grand Rapids, Michigan, and
Great Falls, Montana. NAVL also leases facilities throughout the
United States for sales offices, maintenance facilities and for
warehouse, terminal and distribution center operations.

EQUIPMENT - NAVL relies extensively on independent
contractors (owner-operators) who supply the power equipment (tractors)
used to pull NAVL trailers. Agents also provide a substantial portion
of NAVL’s equipment needs, particularly for the transportation of
household goods, by furnishing tractors and trailers on either a
permanent or an intermittent lease basis.

As of December 31, 1996, agents and owner-operators together
supplied 3,438 tractors, representing 97 percent of the U.S. power
equipment operated in NAVL service. Also as of December 31, 1996, NAVL
owned 2,976 trailer units, representing 52 percent of the U.S. trailer
fleet in NAVL service. The remaining 48 percent was provided mainly by
agents and owner-operators. Agents and owner-operators also provided
1,058 straight trucks, or 97 percent, of such units in NAVL service.

NAVL has an extensive program for the repair and maintenance
of its trailer equipment. 1In 1996, approximately 12,920 work orders
were completed at NAVL’‘s facility in Fort Wayne. As of December 31,
1996, the average age of trailer equipment in the NAVL fleet was
8.4 years.

COMPUTERS - NAVL relies extensively on data processing
facilities for shipment planning and dispatch functions as well as
shipment tracing. Data processing capabilities are also utilized in
cevenue processing functions, driver and agent account settlement
activity, and internal accounting and record keeping service.

ENCUMBRANCES - Certain railroad equipment is subject to the
prior lien of equipment financing obligat.ons amounting to approximately
$593.4 million as of December 31, 1996, and $545.4 millzog at
December 31, 1995. 1In addition, a portion of NS’ properties is subject
to liens securing, as of December 31, 1996, and 1995, approximately
$50.9 million and $77.2 million of mortgage debt, respectively.
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Many of the tractors utilized in NAVL service are purchased
by NAVL from manufacturers and resold to agents and owner-operators
under a NAVL-sponsored financing program. At December 31, 1996, NAVL
had $13.9 million in such tractor contracts receivable. This program
allows NAVL to generate the funds necessary to purchase the tractors and
to resell them under favorable financing terms. The equipment is sold
under conditional sales contracts with the agents and owner-operators.

CAPITAL EXPENDITURES - Capital expenditures for road,
equipment and other property for the past five years were as follows:

Capital Expenditures

(In millions of dollars)

Transportation property
Road : $385.7 $384.6 $417.9 $426.5
Equipment % 344.3 245.9 240.5 281.3

Other property ; 82.4
Total
Capital spending and maintenance programs are and have been

designed to assure the ability to provide safe, efficient and reliable
transportation services. For 1997, NS is planning $792 million of

capital spending, of which $781 million will be for railway projects and
$11 million for motor carrier property. Looking further ahead, total
rail and motor carrier spending is expected to be similar to 1995 and
1996 levels. A substantial portion of future capital spending is
expected to be funded through internally generated cash, although debt
financing will continue as the primary funding source for equipmea’
acquisitions.

Acquisition of all or part of Conrail (see page 4) could
cause the reallocation of already-planned capital spending and/or
additional capital spending.

ENVIRONMENTAL MATTERS ~- Compliance with federal, state and
local laws and regulations relating to the protection of the environment
is a principal NS goal. To date, such compliance has not affected
materially NS’ capital additions, earnings, liquidity or competitive
position.

See the discussion of "Environmental Matters” in Part II,
Item 7, “Management’s Discussion and Analysis” on page 37, and in
Note 15 to the Consclidated Financial Statements on page 76.

EMPLOYEES - NS employed an average of 25,830 employees in
1996, compared with an average of 26,944 in 1995. The approximate
average cost per employee during 1996 was $45,173 in wages and $17,772
in employee benefits. Approximately 74 percent of these employees are
represented by various labor organizations.

100




20

As of the end of 1996, NS had negotiated labor agreements
with all of its unions, except the American Train Dispatchers, which
represents about 200 employees The accords with the 12 other union
organizations, which include compensation settlements in line with other
major industries, w?ll not be due for change until after January 1,
2000.

GOVERNMENT REGULATION - In addition to environmental, safety,
securities and other regulations generally applicable to all businesses,
NS’ railroads are subject to regulation by the STB, which succeeded the
ICC on January 1, 1996. The STB has jurisdiction over some rates,
routes, conditions of service, and the extension or abandonment of rail
lines. The STB also has jurisdiction over the consolidation, merger or
acquisition of control of and by rail common carriers. The Department
of Transportation regulates certain track and mechanical equipment
standards.

The relaxation of economic¢ regulation of railroads, begun
over a decade ago by the ICC under the Staggers Rail Act of 1980, is
expected to continue under the STB. Thus it appears that additional
rail business will be exempted from regulation in the future.
Significant exemptions are TOFC/COFC (i.e., “piggyback”) business, rail
boxcar traffic, lumber, manufactured steel, automobiles and certain bulk
commodities such as sand, gravel, pulpwood and wood chips for paper
manufacturing. Transportation contracts on regulated shipments, which
no longer require regulatory approval, effectively remove those

shipments from regulation as well. Over 80 percent of NS’ freight
revenues come from either exempt traffic or traffic moving under
transportation contracts.

For motor carrier operations conducted by NAVL, the
Department of Transportation and the STB are the principal regulatory
entities. The STB exercises jurisdiction over the relationship between
carriers and owner-operators, and carrier practices and common carrier
rates relating to the transportation of household goods. The primary
focus of the Department of Transportation is on driver qualification and
safety standards, including maximum trailer length and width.

COMPETITION - There is continuing strong competition among
rail, water and highway carriers. Price is usually only one factor of
importance as shippers and receivers choose a transport mode and
specific hauling company. Inventory carrying costs, service
reliability, ease of handling and the desire to avoid loss and damage
during transit are increasingly important considerations, especially for
higher valued finished goods, machinery and consumer products. Even for
raw materials, semi-finished goods and work-in-process, users are
increasingly sensitive to transport arrangements which minimize problems
at successive production stages.
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NS’ primary rail competitor is the CSX system; both operate
throughout much of the same territory. Other railroads also operate in
parts of the territory. NS also competes with motor carriers, water
carriers and with shippers who have the additional option of handling
their own goods in private carriage. Consummation of the proposed
merger agreement between Conrail and CSX (see page 4) could result in a
serious imbalance in rail competition in the East--an outcome NS is
resisting vigorously on a number of fronts and that the negotiations
with CSX could prevent.

Certain cooperative strategies between railroads (such as the
TCSC partnership involving NS and Conrail, see page 7) and between
railroads and motor carriers enable carriers to compete more effectively
in specific markets.

NAVL continues to face strong competition due to deregulation
and overcapacit ' in the industry that will keep profits at a modest
level. While service remains a key issue, many shippers now place
greater emphasis on price. For the RS Division, contract carriage and
volume discount programs dominate the corporate relocation segment, and
guaranteed price options are common to the individual consumer segment.
Contract carriage agreements are also utilized extensively by the
HVP Division to meet the service and price requirements of its
customers.

Conrail. On October 15, 1996, Conrail Inc. (“Conrail”) and
CSX Corporation (“"CSX”) announced an agreement to merge, in connection
with which CSX announced its intention to commence a multi-tier tender
offer for shares of Conrail stock in return for cash and shares of CSX

stock.

On October 23, 1996, NS announced it would make a competing,
all-cash tender offer for all shares of Conrail stock; on the same
date, NS, Atlantic Acquisition Corporation (a wholly owned
Pennsylvania subsidiary of NS) and a Conrail stockholder who is an NS
employee (such parties together, the “Plaintiffs”) filed a complaint
against Conrail and its directors and against CSX (such parties
together, the “Derendants”) in the United States District Court for
the Eastern District of Pennsylvania. Plaintiffs sought, among other
things, certain declaratory and injunctive relief and alleged various
breaches of fiduciary duty and violations of certain federal
securities laws. The District Court set a November 12 hearing date--
two days prior to the date then set for a Special Meeting at which
Conrail stockholders were to be asked to approve an amendment to the
Articles of Incorporation that ultimately would be necessary to permit
CSX to acquire sufficient shares of Conrail stock virtually to assure

approval of that merger.
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On October 30, 1996, Plaintiffs amended the complaint. 1In
addition to the allegations cited in the original complaint, the
amended complaint alleged, among other things, that provisions in the
merger agreement between Conrail and CSX, which prohibit the Conrail
Board from redeeming the rights issuable under a Conrail-adopted
rights plan (Conrail’s “Poison Pill”) and from amending or otherwise
taking further action with respect to the Conrail rights plan, are
ultra vires under Pennsylvania law and constitute a reach of the
Conrail directors’ fiduciary duties of loyalty and care; that the
tender offer materials distributed by Conrail ana .SX misrepresented
key terms of the Conrail rights plan necessary to an understanding of
the effects of that plan; that the provisions of the merger agreement
between Conrail and CSX which prohibit the Conrail directors from
withdrawing their recommendation that Conrail stockholders accept and
approve the proposed CSX transaction and from terminating the merger
agreement between Conrail and CSX for a period of 180 days from the
date of execution of that agreement are ultra vires under Pennsylvania
law and constitute a breach of the Conrail directcrs’ fiduciary duties
of loyalty and care; and that CSX has knowingly participated in che
illegal conduct of Conrail and its directors. 1In the amended
complaint, Plaintiffs sought certain declaratory and injunctive relief
in addition to that sought pursuant to the original complaint.

On November 1, Plaintiffs requested that the District Court
temporarily enjoin the Defendants from taking, or in certain instances
to require them to take, certain actions, including taking the steps

necessary to prevent a “Distribution Date” from occurring under the
Conrail rights plan. At the hearing on November 4 to hear arguments
concerning Plaintiffs’ motion, Conrail advised that its direct-~s
earlier that day had adopted a resoluticn deferri ig the “Distr. ution

Date” under that plan.

As a result of Conrail’s announcement that its Special
Meeting had been rescheduled from November 14, the District Court
moved its hearing from November 12 to November 18. At that hearing,
Plaintiffs also sought to enjoin, among other things, CSX from
acquiring shares pursuant to the CSX offer. On November 19, 1996, the
District Court denied Plaintiffs’ moticn for preliminary injunctive

relief.

On December S, 1996, Defendants filed an answer and
counterclaim alleging, among other things, tortious interference with
contractual relationships and requesting, among other things, damages.
NS believes that the counterclaim is without merit and on December 20,
1996, filed a Motion to Dismiss the counterclaim for failure to state
a claim pursuant to Rule 12(b) of the Federal Rules of Civil

Procedure.
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On December 17, 1996, the District Court held a hearing to
consider Plaintiffs’ Motion for a Preliminary Injunction as to
Plaintiffs’ claims (i) that Defendants’ stated intention not to
convene the special meeting of the Company’s stockholders scheduled
for December 23, 1996, constituted a breach of fiduciary duty; and
(ii) that Defendants’ stated intention successively to postpone the
vote of Company stockholders scheduled for December 23, 1996, until
such stockholders submit to Defendants’ will constituted fraudulent
and fundamentally unfair conduct. At the conclusion of the hearing,
the District Court issued an order enjoining Defendants from failing
to convene, and/or from postponing, and/or from adjourning the
Pennsylvania Special Meeting scheduled for Monday, December 23, 1996,
by reason of the Company, or its nominees’ not having received
sufficient proxies to assure approval of the proposal set forth in the
Company’s “"Notice of Special Meeting of Shareholders” and in the
Company'’'s proxy materials to “opt-out” of Subchapter E.

On January 2, 1997, Plaintiffs filed a Motion for
Preliminary Injunction and a Motion for Partial Summary Judgment in
the District Court. In their Motion for Partial Summary Judgment,
Plaintiffs requested an order stating that consummation of the CSX
First Offer caused a “"Control Transaction” with respect to the Company
to occur under the Pennsylvania Control Transaction Law and created
joint and several liability among the members of the Control
Transaction Group to pay at least $110 cash per Share to each
demanding Company stockholder. In their Motion for Preliminary
Injunction, Plaintiffs requested that the District Court enjoin
Defendants, and all persons acting in concert with them, from seeking
to enforce or requiring compliance with, the No Negotiation Provision,
as extended, and to enjoin Defendants from convening the Pennsylvania
Special Meeting until ten business days after Company stockholders
receive notice of the District Court’s ruling on Plaintiffs’ Motions
for Preliminary Injunction and Partial Summary Judgment. On
January 8, 1997, Plaintiffs filed a Supplemental Motion for
Preliminary Injunction requesting that Defendants be enjoined from
convening the Pennsylvania Special Meeting until ten business days
after Company stockholders received notice of the District Court’s
final judgment on the Pennsylvania Control Transaction Law issue.
Such motions were denied on January 9, 1997.

On January 28, 1997, the Third Circuit issued an order
consolidating the pending appeals and setting a briefing schedule and
an oral argument for February 25, 1997; the decision of the District
Court was affirmed on March 7.
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Pursuant to an amendment to the merger agreement between CSX
and Conrail announced on March 7, 1997, CSX has offered to purchase all
shares of Conrail for $115 per Share in cash and CSX is permitted to
enter into negotiations with other parties, including NS, concerning the
acquisition of the securities or assets, or concessions relating to the
assets or operations, of Conrail. NS and CSX are negotiating a
comprehensive resolution of the issues confronting the eastern railroads
based on the proposal submitted by NS to both CSX and Conrail on
February 24, 1997. Such a resolution could involve a joint acquisition
of shares of Conrail by NS and CSX. However, unless and until such
negotiations are successfully concluded, NS intends to continue in
effect its tender offer for all shares of Conrail not owned by NS.

The effect of these negotiations on the described legal
proceedings cannot be predicted with certainty.

This matter has been reported previously by NS in Part II,
Item 1, of its Form 10-Q Report for the quarter ending September 30,

1996.

Item 4. Submission of Matters to a Vote of Security Holders.

There were no matters submitted to a vote of security
holders during the fourth quarter of 1996.
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Executive Officers of the Registrant.

Norfolk Southern’s officers are elected a

nnually by the Board

of Directors at its first meeting held after the annual meeting of
stockhclders, and they hold office until their successors are elected.
There are no family relationships among the officers, nor any
arrangement or understanding between any officer and any other person

pursuant to which the officer was selected.

The following table sets

forth certain information, as of March 1, 1997, relating to these

officers:

David R. Goode, 56,
Chairman, President and
Chief Executive Officer

James C. Bishop, Jr., 60,
Executive Vice President-Law

R. Alan Brogan, 56, Executive
Vice President-Transportation
Logistics (and President-North
American Van Lines, Inc.)

L. I. Prillaman, 53, Executive
Vice President-Marketing

Stephen C. Tobias, 52,
Executive Vice President-
Operations

Henry C. Wolf, 54, Executive
Vice President-Finance

William B. Bales, 62, Senior
Vice President-International

Business Experience during
past 5 Years

Present position since September
1992; prior thereto was
President.

Present position since March 1,
1996; prior thereto was Vice
President-Law.

Present position since December
1992; prior thereto was
Vice President-Quality
Management .

Present position since uctober
1995. Served as Vi:.e President-
Properties from Dr.cember 1992 to
October 1995, ard prior thereto
was Vice President and Controller.

Present position since July 1994.
Served as Senior Vice President-
Operatious from October 1993 to
July 1974, Vice President-
Strategic Planning from December
1992 co October 1993, and prior
thereto was Vice President-
Transportation.

Present position since June 1993;
prior thereto was Vice President-
Taxation.

Present position since October
1995. Served as Vice President-
Coal Marketing from August 1993
to October 1995, and prior
theretc was Vice President-Conal
and Ore Traffic.
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Name, Age, Present Position

Paul N. Austin, 53, Vice
President-Personnel

John F. Corcoran, 56, Vice
President-Public Affairs

pavid A. Cox, 60, Vice
President-Prope-.ties

Thomas L. Finkbiner, 44,
Vice President-Intermodal

Robert C. Fort, 52, Vice
President-Public Relations

John W. Fox, Jr., 49, Vice
President-Coal Marketing

Thomas J. Golian, 63,
Vice President

James L. Granum, 60, Vice
President-Public Affairs

James A. Hixon, 43, Vice
President-Taxation

Business Experience during
past 5 Years

Present position since June 1994.
Served as Assistant Vice
President-Personnel from February
1993 to June 1994, and prior
thereto was Director
Compensation.

Present position since March 1992.

Prese:t position since December
1995; prior thereto was Assistant
Vice President-Industrial
Development.

Present position since August 1993.
Served as Senior Assistant Vice
President-International and
Intermodal from April to August
1993, and prior thereto was
Assistant Vice President-
International and Intermodal.

Present position since December
1996; prior the-=2to was Assistant
Vice President-Public Relations.

Present position since October
1995. Served as Assistant Vice
President-Coal Marketing from
August 1993 to October 1995, and
prior thereto was General Manager
Eastern Region.

Prescnt position since October
1995. Served as Executive
Assistant to the Chairman,
President and CEO from April 1993
to October 1995, and prior
thereto was Special Assistant to
the President.

Present position since March 1992.

Present position since June 1993;
prior thereto was Assistant Vice
President-Tax Counsel.




Name, Age, Present Position

Jon L. Manetta, 58, Vice
President-Transportation &
Mechanical

Harold C. Mauney, Jr., 58,
Vice President-Operations
Planning and Budget

Donald W. Mayberry, 53, Vice
President-Research and Tests

James W. McClellan, 57, Vice
President-Strategic Planning

Kathryn B. McQuade, 40,
Vice President-Internal Audit

Charles W. Moorman, 45, Vice
President-Information
Technology

Phillip R. Ogden, 56, Vice

President-Engineering

John P. Rathbone, 45, Vice
President and Controller

William J. Romig, 52, Vice
President and Treasurer

Business Experience during
past 5 Years

Present position since December
1995. Served as Vice President-
Transportation from June 1994 to
December 1995, Assistant Vice
President-Transportation from
October 1993 to June 1994,
Assistant Vice President-
Strategic Planning from January
to October 1993, and prior
thereto was Director Joint
Facilities and Budget.

Present position since December
1996; prior thereto was Vice
President-Quality Management.

Present position since December
1995; prior thereto was Vice
President-Mechanical.

Present position since October
1993; prior theretoc was Assistant
Vice President-Corporate
Planning.

Present pcsition since December
1992; prior thereto was Director-
Income Tax Administration.

Present position since October
1993. Served as Vice President-
Employee Relations from December
1992 to October 1993, and prior
thereto was Vice President-
Personnel and Labor Relations.

Present position since December
1992; prior thereto was Assistant
Vice President-Maintenance.

Present position since December
1992; prior thereto was Assistant
Vice President-Internal Audit.

Present position since April 1992;
prior thereto was Assistant Vice
President-Finance.




: Business Experience during
Name, Age, Present Position past 5 Years

Donald W. Seale, 44, Vice Present position since August 1993.
President-Merchandise Served as Assistant Vice
Marketing President-Sales and Service from

May 1992 to August 1993, and
prior thereto was Director-
Metals, Waste and Construction.

Robert S. Spenski, 62, Vice Present position since June 1994;
President-Labor Relations prior thereto was Senior
Assistant Vice President-Labor
Relations.

Rashe W. Stephens, Jr., 55, Present position since December
Vice President-Quality 1996. Served as Assistant Vice
Management President-Public Affairs from

February 1993 to December 1996,
and prior thereto was Director,
EEQC and Manpower Planning.

William C. Wooldridge, 53, Present position since March 1996;
Vice President-Law prior thereto was General
Counsel-Corporate.

Dezora M. Martin, 49, Present position since April 1995.
Corporate Secretary Served as Assistant Corporate
Secretary-NS from October 1993 to
April 1995, and prior thereto was
Assistant Corporate Secretary-
Planning.
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PART II

Market for Registrant’'s Common Stock and Related

NORFOLK SOUTHERN CORPORATION AND SUBSIDIARIES
STOCK PRICE AND DIVIDEND INFORMATION
(Unaudited)

The common stock of Norfolk Southern Corporation, owned by
50,748 stockholders of record as of December 31, 1996, is traded on the
New York Stock Exchange with the symbol NSC. The following table shows
the high and low sales prices and dividends per share, by quarter, for
1996 and 1995.

Quarter

1996

Market price
High
Low
Dividends per share

1995
Market price
High
Low
Dividends per share

$ 68-1/8
60-1/2
$ 0.52

$ 89-7/8
80
$ 0.56

2nd

$ 68-1/2
62-3/4
$ 0.52

$ 91-3/4
78-3/8
$ 0.56

3rd

$ 77-3/8
67-1/8
$ 0.52

$ 96-5/8
84-5/8
$ 0.56

4th

$ 81-5/8
72-1/4
$ 0.52




Selected Financial Data.

NORFOLK SOUTHERN CORPORATION AND SUBSIDIARIES
ELEVEN-YEAR FINANCIAL REVIEW
1993 - 1996
Page One

1994 1993 (1)

millions, except per share amounts)

RESULTS OF OPERATIONS:
Transportation operating
revenues:
Railway operating
revenues
Motor carrier operating
revenues

Total transportation
operating revenues

Transportation operating
expenses:
Railway operating
expenses
Motor carrier operating
expenses
Special charge

Total transportation
operating expenses

Income from
operations

Other income - net
Interest expense on debt

Income before income
taxes

Provision for income taxes

Income before
accounting changes

Cumulative effect of
accounting changes

Net income
sSSZsS=ss=s=== 3+ 3 + + £ & & &4 -+ 1+ + &+ 1 & & + 8888‘.8.38
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Selected Financial Data. (continued)

NORFOLK SOUTHERN CORPORATION AND SUBSIDIARIES
ELEVEN-YEAR FINANCIAL REVIEW
1993 - 1996
Page Two

($ in millions, except per share amounts)

PER SHARE DATA:
Earnings o : ; 5.54
Dividends . : 3 1.86

Stockholders’ equity at
year end 39.79 37.42 35.19 33.36

FINANCIAL POSITION:
Total assets $11,416.4 $10,904.8 $10,587.8 $10,.519.8
Total long-term debt,

including current
maturities $ 1,8056.3 5 1.8439.0 8% 1.6190.0 % ). 595.3

Stockholders’ equity $ 4,977.6 % 4.829.0 £ 4.084.8 § 4.620.7

OTHER:

Capital experditures 796.0 763.4 712.9 669.2

Average number of shares
outstanding (thousands) 126,457 130,996 136,301 139,414

Number ~f stockholders at
year end 50,748 53,401 52,442 51,884

Average number of employees:
Rail Mg
Nonrail

Total

(1) 1993 results include a $54 million increase in the provision for income taxes
reflecting a 1% increase in the federal income tax rate, which reduced net
income by $54 million, or $0.39 per s! re. 1993 motor carrier expenses include
a $50 million restructuring charge for the disposition of two NAVL businesses.
The cumulative effect of accounting changes increased 1993 earnings by
$223 million, or $1.60 per share. The change in accounting for income taxes
increased net income by $467 million, with a corresponding reduction in deferred
taxes. The changes ir accounting for postretirement and postemployment benefits

decreased net income by $244 million.
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Selected Financial Data. (continued)

NORFOLK SOCUTHERN CORPORATION AND SUBSIDI2RIES
ELEVEN-YEAR FINANCIAL REVIEW
1989 - 1992
Page One

1991(2) 1990

($ in millions, except per share amounts)

RESULTS OF UPERATIONS:
Transportation operating
revenues:
Railway operating
revenues
Motor carrier operating
revenues

Total transportation
operating revenues

Transportation operating
expenses:
Railway operating
expenses
Motor carrier operating
expenses
Special charge

Total transportation
operating expenses J: 780, %

Income from
operations 886.5

Other income - net 97.8
Interest expense on debt

Income before income
taxes

Provision for income taxes

Income before
accounting changes

Cumulative effect of
account.ing changes

Net income
SSSzs=== s=ssS=sss=s=




Selected Financial Data.

a3

(continued)

NORFOLK SOUTHERN CORPORATION AND SUBSIDIARIES

ELEVEN-YEAR FINANCIAI. REVIEW

PER SHARE DATA:
Earnings
Dividends
Stockholders’
year end

equity at

FINANCIAL POSITION:

Total assets

Total long-term debt,
including current

maturities

Stockholders’ equity

OTHER:

Capital expenditures

Average number of shares
outstanding (thousands)

Number of stockholders at
year end

Average number of employees:
Rail
Nonrail

Total

1989 - 1992
Page Two

($ in millions,

30.16

$10,400.5

$ 1,648.9
$ 4,232.6

716.1

141,459

51,200

1991(2)

28.64

$10,148.1

$ 1,389.2
$ 4,093.4

713.4

147,759

3,728%

1990

3.43
1.52

3497

$10,523.0

$ 1,135.2
$ 4,911.9

except per share amounts)

30.44

$10,244.3

$ 841.1
$ 5,168.6

651.7

174,370

61,630

29,667

{2) 1991 transportation operating expenses include a $680 million special charge,
primarily comprised of costs for labor force reductions and the write-down of
the goodwill portion of NS’ investment in NAVL. This charge reduced net income

by $498 million, or $3.37 per share.
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Selected Financial Data. (continued)

NORFOLK SOUTHERN CORPORATION AND SUBSIDIARIES
ELEVEN-YEAR FINANCIAL REVIEW
1986 - 1988
Page One

1987(3)

($ in millions, except per share amounts)

RESULTS OF OPERATIONS:
Transportation operating
revenues:
Railway operating
revenues
Motor carrier operating
revenues

Total transportation
operating revenues

Transportation operating
expenses:
Railway operating
expenses
Motor carrier operating
expenses
Special charge

Total transportation
operating expenses

Income from
operations

Other income - net
Interest expense on debt

Income before income
taxes

Provision for income taxes

Income before
accounting changes

Cumulative effect of
accounting changes

Net income
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Selected Financial Data. (continued)

NORFOLK SOUTHERN CORPORATION AND SUBSIDIARIES
ELEVEN-YEAR FINANCIAL REVIEW
1986 - 1988
Page Two

1987 (3)
($ in millions, except per share amounts)

PER SHARE DATA:
Earnings 2:51 0.91 $ 2.74
Dividends 1.26 1.20 $1.13-1/3

stockholders’ equity at
year end 28.74 26.48 S 26.78

FINANCIAL POSITION:
Total assets $10,059.1 $ 9,831.6 $ 9,752.4

Total long-term debt,

iacluding current
maturities $ 780.9 $ 795.0 $ 891.3
stockholders’ equity $ 5,152.6 $ 4,979.4 $ 5,070.8

OTHER:

Capital expenditures 528.8 562.9 698.4

Average number of shares
outstanding (thousands) 181,038 189,464 189,217

Number of stockholders at
year end 64,974 68,121 65,832

Average number of employees:
Rail 30,330

Nonrail

Total

(3) 1987 transportation operating expenses include a $620 million special charge,
principally related to railroad restructuring costs. This charge reduced net

income by $352 million, or $1.86 per share.
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Selected F° .ncial Data. (continued)

NORFOLK SOUTHERN CORPORATION AND SUBSIDIARIES
Table of Graphs
Included with the
Eleven-Year Financial Review

The following financial information appears as three (3) separate
graphs with the Eleven-Year Financial Review in the 1996 Norfolk Southern
Corporation Annual Report to Stockholders.

1996 1995 1993 1992 1991

INCOME FROM RAILWAY

OPERATIONS

(Railway operating

revenues less

railway operating

expenses)

($ millions) $1,164.9 $1,095.4* $1,043.3 §$915.3 $926.2 $791.8%**

RETURN ON EQUITY

(Net income divided

by average

stockholders’

equity) i b 3 14.4% 13.7%** 13.4% 11.1%7%**

DIVIDENDS PER SHARE
(dollars) $2.24 $2.08 $1.92 $1.86 $1.80 $1.60

Excludes $33.6 million ($20.4 million after-tax) charge for early

retiremen’ program.
Excludes the cumulative effects of required accounting changes and the
prior yzars’ effect of the federal income tax increase.

Excludes special charge.
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Management’'s Discussion and Analysis of Financial

P et ————— e

Condition and Results of Operations.

NORFOLK SOUTHERN CORPORATION AND SUBSIDIAF.IES
Management ‘s Discussion and Analysis
of Financial Condition and Results of Operations

The following discussion and analysis (which--with the exception of "Proposed
Acquisition of Conrail”--is identical to what is contained in the Corporation’s 1996
Annual Report to Stockholders) should be read in conjunction with the Consolidated
Financial Statements and Notes beginning on page 56 and the Eleven-Year Financial
Review beginning on page 30.

SUMMARIZED RESULTS OF OPERATIONS
1996 Compared with 1595

Net income in 1996 was a record $770.4 million, an increase of 8%. However,
results in 1995 were affected by a $33.6 million early retirement charge, which reduced
net income by $20.4 million.

Absent the effects of that charge, 19,6 net income was up 5%. The improvement was
due to increased operating income, reflecting higher railway operating revenues, up 2%,
and generally flat railway operating expenses, up less than 1% (excluding the early
retirement charge), which more than compensated for decreased nonoperating income.
Included in 1995 nonoperating income was a $30.5 million gain from the partial
redemption of a real estate partnership interest. Interest expanse on debt was up 2%, a
result of interest expense on $200 million of new debt issued in September 1996 (see
Note 6 on page 65).

Record earnings per share of $6.09 for 1996 were up 12% (9%, excluding the
effects of the early retirement charge). The greater improvement in earnings per share
compared with net income was the result of the stock purchase program, which was
suspended on October 23, 1996 (see Note 13 on page 75).

1995 Compared wich 1994

Net income in 1995 was $712.7 million, up 7%. Excluding the 1995 early retirement
charge, net income rose 10%. Increases in both operating income and nonoperating income
were principally responsille for the improvement. The increase in nonoperating income
primarily resulted from the $30.5 million partnership gain and a $24.3 million increase
in gains from sale of properties and investments (see Note 2 on page 62).

Interest expense on debt was up 12%, largely a result of higher rates of interest
on commercial paper debt. Earnings per share of $5.44 for 1995 were up 11% (14%,
excluding the effects ¢f the early retirement charge).

DETAILED RESULTS OF OPERATIONS

Railway Operating Revenues

Railway operating revenues were $4.1 killion in 1996, compared with $4.0 billion
in 1995 and $3.9 billion in 1994. The $89.2 million improvement in 1996, compared with
1995, was the result of improvements in all market groups except paper/forest and
agriculture. The $93.7 million improvement in 1995, compared with 1994, was primarily
attributable to increases in the intermodal, automotive and metals/construction market

groups.
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The following table presents a three-year comparison of revenues by market group.

RAILWAY OPERATING REVENUES BY MARKET GROUP
($ in millions)

Coal $ 1,304.
Chemicals 555.
Paper/forest

Automotive

Agriculture

Metals/construction

Intermodal

Total

Note: Revenues previously reported as “Other railway revenues”
(principally switching and demurrage) have been reclassified
into each of the commodity groups.

In 1996, increases in coal, automotive, intermodal and chemicals traffic offset

decreases in the remaining market groups. For 1995 improvements in automotive,
agriculture, metals/construction and intermodal traffic offset declines in the other

groups. The traffic volume gains in both years accounted for most of the revenue
improvement as shown in the table below. Average revenue per unit rose in both 1996 and

1995 due to moderate rate increases.

RAILWAY OPERATING REVENUE VARIANCE ANALYSIS
Increases (Decreases)
($ in millions)

1996 vs. 1995 1995 vs. 1994

Traffic volume
Revenue per unit

Total
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Coal traffic volume increased 4%, and revenues increased 3% in 1996, primarily
due to increased utility and export coal tonnage. Coal revenues represented almost 32%
of total railway operating revenues in 1996, and 90% of coal shipments originated on
NS’ lines. Coal traffic volume declined 1%, and revenues were down 2% in 1995, compared
with 1994, as coal tonnage by type remained relatively stable.

TOTAL COAL, COKE AND IRON ORE TONNAGE
(In millions of tons)

Utility
Export
Steel
Other

Total

Note: Certain prior year amounts have been reclassified to
conform to the current year presentation.

Utility coal traffic increased 6% in 1996, compared with 1995. Several utilicy
customers in the NS service region shifted more generation to coal-fired plants, as
many nuclear power plants experienced downtime. In addition, NS gained market share at
several Southeastern utilities.

In 1995, utility coal traffic decreased slightly due to moderate weather
throughout much of the NS service region during the first half of the year and to
sustained periods of maximum generation from several Southeastern nuclear power plants.
partially mitigating these declines were increased shipments of both NS- and foreign-
line-originated, low-sulfur coal related to utilities’ compliance with Phase I of the
Clean Air Act Amendments, which took effect on January 1, 1995.

The near-term outlook for utility coal is positive, as a significant number of
the mines served by NS produce coals that satisfy both Phase I and the more stringent
Phase II requirements, which take effect on January 1, 2000. However, adoption of
tighter restrictions on nitrous oxide particulate emissions, as proposed by the
Environmental Protection Agency, could impose added cost burdens on some coal-fired
plants.

Utilities in the Southeast, NS’ largest steam coal market, are expected to
increase their demand for Cerntral Appalachian coal. Utility deregulation is likely to
affect the structure and development of that market. Specifically, it is widely
anticipated that U.S. utilities will have greater flexibility in selling electricity
to, and buying it from, other regional markets. At present, however, transmission line
capacity is somewhat strained on the lines leading to and from the Southeastern U.S.,
and resistance by environmentalists and the high cost of adding new line capacity cculd
deter its development. Less certain is the outlook for demand for Central Appalachian
coal from utilities in the Midwest, as the delivered cost of Western coal tends to be
lower. However, NS expects to participate in the movement of any Western coal that
displaces NS-originated deliveries.

Export coal traffic increased 5% in 1996, compared with 1995, as NS benefited
from increased steam coal exports to Italy and greater metallurgical shipments to
Germany, a result of reduced subsidies to German coal producers that enhanced the
competitiveness of U.S. coal. Increased exports of U.S. coal to Brazil also contributed

to the improvement.
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Export coal traffic increased 2% in 1995, benefiting from the continued recovery
of European steel production. Demand frem other parts of the world also improved.
Brazil, Belgium, France, Romania and Japan took increased amounts of NS coal. In
addition, NS began handling metallurgical coal for steel production in Mexico.
Congestion and high barge rates on the Mississippi River caused an increase in
movements over NS’ coal piers in Norfolk, Va.

Metallurgical coal exports are expected to experience slight to modest growth
through the year 2000, as continued reductions in European government subsidies to coal
producers should benefit NS-served exporters. A gradual decline is projected in the
long term, as new steel-making technologies replace those requiring coking coal. Demand
for export steam coal is expected to increase, and NS is working to increase its
participation in this market.

Steel coal domestic traffic was down 7%, as aggressive producer pricing of higher
volatile metallurgical coals not located on NS’ lines resulted in a loss of traffic. In
1995, traffic was up 2% due to completion of extended coke oven work at one facility
and continued strong demand for domestic coke for making steel. Advanced technolog.es
that allow production of steel with little or no coke could cause this market to
decline slowly over the long term. However, NS could participate in the movement of
non-coking coal used by technologies such as pulverized coal injection.

Other coal traffic, primarily steam coal shipped to manufacturing plants,
increased 14% in 1996, compared with 1995, reflecting gains from other modes of
transportation and more seasonal weather conditions in 1996. Traffic volume declined 8%
in 1995, compared with 1994, resulting from lower demand for in-plant use of
electricity due to mild weather. In addition, some industries have switched to nztural
gas as a fuel source. This market is expected to remain stable in coming years, as
growth through innovative packaged delivery services offsets losses from natural gas

conversions.

COAL
(Shown as a Graph in the Annual Report to Stockholders)
This group comprises utility coal, export coal, domestic
metallurgical coal, industrial coal, coke and iron ore.
($ in millions)

$1,304.7 $1,267.8 $1,290.2 $1,239.2 $1,324.1 $1.39%

MERCHANDISE craffic volume in 1996 decreased slightly, compared with 1995, as
increases in automotive, intermodal and chemicals traffic were more than offset by
declines in the remaining commodity groups. However, increased average revenues for
most commodity groups resulted in a 2% improvement in revenues. In 1995, merchandise
traffic volume increased 5%, driven by increases in intermodal, automotive and
agriculture traffic. Merchandise revenues in 1995 increased 4%, compared with 1994.

CHEMICALS traffic and revenues grew 3% and 4%, respectively, for 1996. Fertilizer
and plastics markets strengthened during 1996, which resulted in increased traffic and
revenues for these two groups. In addition, the harsh winter resulted in greater
movements of liquid petroleum gas, and industrial chemicals rema.ned strong throughout
the year. These 1996 results compared favorably with relatively flat carloads and
revenues in 1995, as increases for general chemicals were overshadowed by weakness in
the plastics and fertilizer markets. The chemicals market group is expected to continue
to show moderate growth through 1997, as NS expands its Thoroughbred Bulk Distribution
facilities and chemicals production nationwide is expected to increase.
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CHEMICALS
(Shown as a Graph in the Annual Report to Stockholders)
This group comprises fertilizers, sulfur and related chemicals,
petroleum products, chlorine and bleaching compounds, plastics,
industrial chemicals, chemical wastes and bulk products.
($ in millions)

$ $ 536.5 $ 534.7 $ 499.0 $ 498.9 $

PAPER/FOREST traffic and revenues each declined 5% in 1996, due to the overall
downturn in the paper and forest products industry. Early in 1995, the paper industry
enjoyed record price levels and associated volumes, but growth slowed and inventories
of paper products swelled in late 1995 and into 1996. To correct the inventory
problems, many large paper producers operated mills well below capacity and shut down
mills to balance capacity with demand. This compares to a 1% decrease in volume and a
3% increase in revenues for 1995. Paper and pulpwood products traffic in 1995 was about
even with 1994, while lumber traffic suffered from weak housing starts. Thesc markets
are expected to begin a slight turnaround by mid-1997.

PAPER/FOREST
(Shown as a Graph in the Annual Report to Stockholders)
This group comprises lumber and wood products, pulpboard and
paper products, wood fibers, woodpulp, scrap paper and clay.
($ in millions)

$  537.3 $ 521.8 $ 522.2 $ 517.3 $

AUTOMOTIVE traffic rose 8%, and revenues increased 9%, both the highest in this
group’'s history. Auto parts provided the majority of the growth as volume increased
21%, while vehicle traffic increased 3%. NS opened two just-in-time (JIT) rail centers
at Hagerstown, Md., and near Buffalo, N.Y., in 1996 for distribution of vehicle parts
for GM. Also, GM awarded NS another JIT rail center to be constructed in 1997 near
Dayton, Ohio. These three centers are expected to handle over 23,000 carloads annually
by 1998. 1996 also marked the first time in several years that all NS-served assembly
plants were on-line. GM's Wentzville, Mo., assembly plant returned to production early
in the year after a two-year retooling, and GM’s Doraville, Ga., plant returned midyear
from a ocne-year retooling. In 1996, BMW's new plant at Greer, S.C., reached full
production. In 1995, automotive traffic increased 4%, and revenues were up 5%. Strong
production at selected plants that produce popular cars and trucks mitigated the
effects of several plants’ being shut down or operated at reduced capacity.

Good market growth is expected in 1997, supported by the new JIT rail centers,
full production levels at existing plants, the start of production at the new Mercedes
plant in Tuscaloosa, Ala., and the expansion of Toyota's plant in Georgetown, Ky.
Supporting long-term growth, Ford awarded NS a 12-year contract in 1996 to handle
approximately 3 million new vehicles annually through four mixing centers to be built
in 1997. When operational in 1998, NS expects to increase its motor vehicle business
with Ford by 60%. In addition, Toyota’s new Princeton, Ind., truck plant may add to
1998-1999 traffic. For the automotive industry as a whole, annual production increases
are forecast through 2002, as transplants bring production to North America, exports
continue to rise and the Mexican and Cam?}}n economies improve.
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AUTOMOTIVE
(Shown as a Graph in the Ar:ziual Report to Stockholders)

This group comprises finished vehicles fur BMW, Chrysler, Ford, General Motors, Honda,
Isuzu, Jaguar, Land Rover, Mazda, Mitsubishi, Nissan, Saab, Subaru, Suzuki, Toyota and
Volkswagen, and parts for Chrysler, Ford, General Motors and Toyota.

($ in millions)

$ 449.1 $ 429.0 $ 425.8 $ $

AGRICULTURE traffic declined 4% and revenues were flat in 1996. Despite strong
demand for feed grains in the Southeast, grain traffic suffered, as poor crops and
strong export demand left NS receivers competing for limited supplies. Slight average
revenue growth occurred, resulting primarily from longer hauls, as receivers reached
farther west for grain supplies. In 1995, agriculture traffic rose 2%, and revenues
increased 4%, due to higher grain shipments from the Midwest to the Southeast poultry
industry.

Moderate growth is expected in 1997, as 1996 crops should provide abundant
supplies throughout the year, and demand from the poultry market for feed grain
continues to grow. Also for 1997, a full year of new business is expected from two feed
mills which were ramping up production in 1996, and from a new major grain elevator
located on a line purchased during 1996 from Conrail.

AGRICULTURE
(Shown as a Graph in the Annual Report to Stcckholders)
This group comprises grain, soybeans, wheat, corn, animal and poultry feed, food oils,
flour, beverages, canned goods, sweeteners and consumer products.
($ in millions)

$ 393.3 $ 393.7 $ 379.% $ 357.0 $ 344.4 $

METALS/CONSTRUCTION traffic declined 2%, but revenues were up 1% for 1996.
Construction carloads tell behind in early 1996 due to inclement veather and were flat
the rest of the year; however, higher average revenues more than offset the volume
decline. In the metals market, NS’ shipments remained strong due to a healthy domestic
steel market, which has added capacity through improved efficiency at integrated mills
and new mini-mills. In 1995, metals/construction traffic was up slightly, and revenues
increased 6%, as increases in the steel and aluminum markets were somewhat offset by
reduced demand for construction products.

Moderate growth is expected for 1997. New steel production facilities in Decatur,
Ala., and Memphis, Tenn., are expected to contribute to growth in late 1997. Although
construction starts are expected to decrease in 1997 versus 1996, projects already
begun, such as at the Chesapeake Bay Bridge Tunnel, the opening of new cement terminals
and the expansion of various on-line plants, are expected to produce moderate growth
for constvuction in 1997 and beyond.
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METALS/CONSTRUCTION
(Shown as a Graph in the Annual Report to Stockholders)
This group comprises steel, aluminum products, machinery, scrap metals, cement,
aggregates, bricks, minerals and municipal wastes.
($ in millions)

$ 353.1 $ 334.2 $ 310.9 $ 289.4 $

INTERMODAL traffic volume increased 5% and revenues increased 3%, both reaching
record levels in 1996, driven by increased domestic container and Triple Crown Services
Company (TCSC) volume.

EMP, the container equipment-sharing arrangement with Union Pacific and Conrail,
contributed significantly to domestic growth. International container volume declined
on.. slightly, despite an industry slowdown that began in the spring and lasted until
the fall. NS’ overall market share improved slightly due to new international business
and the continued domestic container and TCSC growth.

Intermodal volume rose 12%, and revenues increased 11% in 1995. Although
intermodal traffic levels nationwide declined in 1995, NS intermodal achieved record
levels of volume, revenues and profitability, led by container shipments in both
domestic and international service.

During 1995, a seven-year agreement with Hanjin Shipping Company was signed under
which NS will handle nearly all of Hanjin'’'s international container business in NS’
territory east of the Mississippi River.

EMP contributed significantly to domestic growth. Almost all the increase .n
international container business was attributable to new services, thereby increasing
NS’ market share. Domestic business also was augmented by growth in the trucking
segment, as both truckload and less-than-truckload rompanies increased their use of NS
intermodal. Additionally, intermodal marketing companies increased their business on
NS.

NS’ intermodal volume is expected to remain strong, resulting from continued
domestic container and TCSC volume growth and the recovery in the international market.
Higher wages in the trucking industry may encourage shippers to use NS’ intermodal and
TCSC networks. In addition, growth of steamship companies’ use of Suez Canal services
may have a positive impact on internati.onal container shipments into and out of

Southeast ports.

INTERMODAL
(Shown as a Graph in the Annual Report to Stockholders)
This group handles trailers, containers and Triple Crown (RT) equipment tendered by
intermodal marketing companies, international steawship lines and truckers.
($ in millions)
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Railway operating expenses in 1996 decreased slightly; however, 1995's expensa:
incluasd a $33.6 million charge for an early retirement program (see Note 10 on
page €7). Excluding that early retirement charge, railway operating expenses increased
1%, despite a 2% increase in traffic volume. Railway operating expenses in 1995 were
up 3% (up 1%. excluding the ear.y retirement charge) on a 3% increase in traffic

volume.
As a result, the NS railway operating ratio, which measures the percentage of

railway revenues consumed by expenses, was a record 71.6 in 1996, compared with 73.5
(72.7 excluding the early retirement charge) in 1995 and 73.4 in 1994. NS’ railway
operating ratio continues to be the best among the major railroads in the United

States.
The following table shows the changes in railway operating expenses summarized by

major classifications.

RAILWAY OPERATING EXPENSES
Increases (Decreases)
($ in millions)

1996 vs. 1995 vs. 1994

Compensation and benefits . $ 108.9*
Materials, services and rents o (41.9)
Depreciation o8 14.7
Diesel fuel 2 1.5
Casualties and other claims ‘ (13.7)
Other

Total

===ss=== sSsSrs=ss===s

*Includes the $33.6 million sarly retirement charge in 1995.

CCMPENSATION AND BENEFITS, which represents about half of total railway operating
expenses, decreased 5% in 1996 and increased 8% in 1995. Excluding the 1995 early
retirement charge, compensation and benefits expenses were down 3% in 1996 and up 5% in

199S.

The 1996 decrease (excluding the effect of the 1995 early retirement charge) was
principally attributable to: (1) reduced employment resulting from the 1995 early
retirement program and productivity improvements due to ongoing reductions ir: train
crew sizes and train efficiecncies and (2) lower costs for fringe benefits, principally
medical costs for salaried employees. These decreases were somewhat offset Ly increases
attributable to higher volume and increased wage rates rasulting from new labor
agreeme:uts.

The 1995 increase was primarily a result of: (1) higher wages; (2) increased
performance-based compensition accruals, particularly those linkeda to the market price
of NS stock, which rose nearly $19 per share in 1995; and (3) higher health care costs
for agreement employees.

As of the end of 1996, NS had negotiated labor agreements with all of its unions,
except the American Train Dispatchers which represents about 200 employees. The accords
with the 12 other union organizations, which include compensation settlements in line
with other major industries, will not be cdue for change until after January 1, 2000.
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MATERIALS, SERVICES AND RENTS includes items used for the maintenance of the
railroads’ lines, structures and equipment; the costs of services nurchased from
outside contractors, including the net costs of operating joint (or leased) facilities
with other railroads; and the net cost of equipment rentals. lhis category of expenses
increased 1% in 1996 and decreased 6% in 1995.

The increase in 1996 resulted from higher iatermodal expenses due to increased
volume, as well as higher equipment rent costs, that more than offset lower locomotive
and car repair costs.

Equipment rents, which represent the cost to NS of using equipment (mostly
freight cars) owned by other railroads or private owners, less the rent paid to NS for
the use of its equipment, were up 10% in 1996. This increase was due to a variety of
factors, including increased intermodal container traffic, lower receipts from short-
cerm leases of locomotives to various railroads and increased freight car leases to
meet customer requirements. These increased costs were somewhat offset by lower net
costs for multilevel equipment.

Locomotive repair costs continued to be reduced as a result of the replacement of
clder units with newer ones. NS expects to acquire 120 new locomotives in 1997. Freight
car repair costs continued to benefit from the effects of initiatives launched in 1995
to improve asset utilization that resulted in the re-engineering of maintenance
practices, facilitating the closure of two repair facilities in 1995 and the
disposition of 17,000 excess freight cars, which was suostantially completed in 1996.

The decrease in “Materials, services and rents” in 1995 reflected initial results
from the initiatives to improve asset utilization, as well as reduced locomotive repair
costs and lower net equipment rental expense. The reductiorn in equipment rents in 1995
was due to the short-term leasing of certain older locomotives to other railroads and
the deregulation of car-hire rates among railroads, which began in 1994. These
favorable results were somewhat offset by increased expenses related to the 12% growth
in intermodal traffic.

DEPRECIATION expense (see Note 1, “Properties,” on page 60 for NS’ depreciation
policy) was up 5% in 1996 and 4% in 1995. Both increases were due to property
additions, reflecting substantial levels of capital spending over the last several
years.

DIESEL FUEL costs rose 23% in 1996, but were up less than 1% in 1995. The
increase in 1996 was due to a 20% increase in the average price per gallon, as prices
reached lovels unseen since 1991 during and following the Persian Gulf Crisis.
Consumption was up 3% on a similar increase in carloadings. The 1935 increase was
primarily due to a small increase in the average price per gallon.

CASUALTIES AND OTHER CLAIMS (including estimates of costs related to personal
injury, property damage and environmental matters) increased 2% in 1996, but declined
10% in 1955. In 1996, higher accruals for environmental remediation costs more than
offset reduced accruals for personal injury liabilities and the effects of a
nonrecurring liability insurance premium refund. The 1995 decrease was primarily
attributable to environmental costs in 1994 associated with a tankcar leak.

The largest component of “Casualties and other claims® is personal injury
expense. NS ccntinued to benefit from a reduction in the number of reportable injuries
in 1996: however, as in prior years, much of that benefit was offset by an increase in
the cost of third-party injury claims and by the continuing costs associated with the
handling of non-accidental “occupational” claims. NS continues to work actively to
reduce the risk of all accidents.

The rail industry remains uniquely susceptible to litigation involving job-
related acc:dentzl injury and occupational claims because of an outmoded law, the
Federal Fmploycis’ Liability Act (FELA), originally passed in 1908 and applicable only
to railvoads. This law, which covers employees’ claims for on-the-job injuries,
prrinotes an adversarial claim settlement environment and produces results that are
unpredictable and inconsistent, at far greater cost to the rail industry than the
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no-fault workers’ compensation system to which non-rail competitors are universally
subject. The railroads have been unsuccessful so far in efforts to persuade Congress to
replace FELA with a no-fault workers’ compensation system.

OTHER expenses were down 2% in 1996, but were up 4% in 1995. The 1995 increase
was due to higher sales, use and franchise taxes.

NS expects to complete work to make its software year-2000 compliant by the end
of 1998. It is anticipated that the total cost of conversion will not be material to
NS’ financial statements.

Motor Carrier Results

Motor carrier operating income was $32.1 million in 1996, compared with
$24.5 million in 1995 and $22.1 million in 1994. In 1996 and 1995, because certain
expenses were below original estimates, $4.1 million and $3.9 million, respectively,
of reserves related to a former division were reversed. The on-going operations,
comprising Relocation Services (RS) and High Value Products (HVP), produced operating
income of $28.0 million in 1996, $20.6 million in 1995, and $22.1 million in 1994.
The following table presents a three-year comparison of revenues by division.

MOTOR CARRIER OPERATING REVENUES BY DIVISION
($ in millions)

Relocation Services
High Value Products

Total

RS’ revenues depend on four primary segments of household goods transportation:
corporate, individual, military and international shipments. RS’ revenues decreased 2%
in 1996 and 4% in 1995. In 1996, domestic shipments declined 4% due to weakness in all
segments, and international shipments were down 1%. However, these decreases were
somewhat offset by a 3% gain in average revenue per shipment. The total number of
industrywide moves of domestic household goods increased about 2% in 1996; over the
previous six years, it had declined about 1% per year on average.

In 1995, international business was up 6% and domestic corporate account business
was up 5%. However, these increases were more than offset by lower volume in individual
and military business. Average revenue per shipment improved about 3%. There are six
major van lines in this market, and competition is likely to remain intense.

HVP’s main line of business is the distribution of office products, sensitive
equipment, and exhibits and displays. A Customized Logistics Services (CLS) segment
provides integrated logistics services. A Blanketwrap segment provides specialized
handling of uncartoned truckload freight. Two international subsidiaries provide HVP
and logistics services in Europe. HVP’s revenues increased 6% in 1996 and 2% in 199S5.
Traditional HVP business, Blanketwrap, CLS and International, all experienced growth
with their major customers in 1996 and 1995. During 1996, CLS business grew by nearly
11%, due to new customer programs and expansion of the emergency parts service
business. In 1995, gains in the major business segments were partially offset by a
decrease in air freight revenues due to the rationalization of certain service centers.
Continued growth in the CLS segment is possible, as more shippers look to sophisticated
logistics providers like NAVL to provide integrated supply chain management to reduce

overall shipping and handling costs.
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Motor carrier operating expenses as a percentage of revenues were 95.8%, 96.9%
and 96.7% in 1996, 1995 and 1994, respectively, excluding the reversals related to a
former division. The improvement in 1996 was partly due to a favorable appeals decision
on certain aspects of a legal claim that was reserved in 1992. Also, the CLS segment
reduced its costs as it moved out of the start-up phase of several of its logistics and
parts distribution programs. The increase in the 1995 operating ratio was due, in large
measure, to custs associated with closing operations in Panama and discontinuing
certain subsidiary operations in Canada. Both of these moves were completed in order to
streamline operations and reduce costs over the long term. The costs of these programs
offset other gains in operating efficiency, primarily achieved in the HVP distribution
operations. Intense competition in the motor carrier industry is likely to keep margins
at a modest level and will require carriers to continue to focus on cost reductions.

Income Taxe.

Income tax expense in 1996 was $426.5 million for an effective rate of 35.6%,
compared with an effective rate of 36.1% in 1995 and 36.3% in 1994.

The effective rates in 1996 and 1995 were below the statutory federal and state
rates as a result of investments in corporate-owned life insurance and coal-seam gas
properties and from favorable adjustments upon filing the prior year tax returns. In
addition, 1996 benefited from favorable adjustments resulting from settlement of
federal income tax years 1990-1992. The effective rate in 1994 also was below the
statutory federal and state rates due to favorable adjustments resulting from
settiement of federal income tax years 1988 and 1989, an adjustment to the valuation

allowance for deferred tax assets and a favorable adjustment upon filing the 19393 tax
return. Deferred tax expense was an unusuallv Lich portion of total tax expense in
1994. A corresponding reduction is reflected in 1924’'s current tax expense for the
effects of expenditures that affect book zru -2x accounts in different years, primarily
in the areas of compensation, motor carrier re¢structurine and property.

Accounting Changes and New Accounting Pronouncements

As discussed in Note 1 under “Required Accounting Changes” on page 60, effective
January 1, 1996, NS adopted Statemert of Financial Accounting Standards No. 121,
“Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets to be
Disposed Of° (SFAS 121), which had nc material effect on NS’ financial statements.

On October 10, 1996, the AICPA issued Statement of Position 96-1, “"Environmental
Remediation Liabilities” (SOP 96-1), which is effective for fiscal years beginning
after December 15, 1996. SOP 96-1 provides guidance with respect to recognition and
measurement of environmental remediation liabilities and disclosure of such liabilities
in financial statements. SOP 96-1 is not expected to have a material effect on NS’

financial statements.
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FINANCIAL CONDITION, LIQUIDITY AND CAPITAL RESOURCES

FINANCIAL CONDITION refers to the assets, liabilities and stockholders’ equity of
an organization (see Consolidated Balance Sheets on page 57). LIQUIDITY refers to the
ability of an organization to generate adequate amounts of cash, princa_ ally from
operating results or through borrowing power, to meet its short-term and long-term cash
requirements (see Consolidated Statements of Cash Flows cn page 58). CAPITAL RESOURCES
refers to the ability of an organization to raise funds through the sale of either debt
or equity (stock) securities.

($ in millions) 1994 1993

Cash and short-term

investments $403 .4 $329.0 $306.7 $258.2 $378.1
Current assets to

current liabilities 3.3 e K s : W 1.3
Debt-to~-total

capitalization 27.6% 25.9% 26.2% 27.4% 29.8%
Return on average

stockholders’ equity 15.7% 15.4%"* 14.4% 13.7%* 13.4%

* Excluding unusual items: In 1995, the early retirement charge; and, in 1993, the
cumulative effects of required accounting changes and the prior years'’ effect of
the federal income tax rate increase.

CASH PROVIDED BY OPERATING ACTIVITIES, NS’ principal source of liquidity,
decreased $32.7 million, or 3%, in 1996 and increased $93.1 million, or 8%, in 1995.
Since the consolidation in 1982, cash provided by operating activities has been
sufficient to fund dividend requirements, debt repayments and a significant portion of
capital spending. The decrease in 1996 was largely attributable to lump-sum wage
payments associated with labor contract settlements and higher income tax payments
related to the settlement of federal income tax years 1990-1992. The improvement in
1995 was primarily a result of increased income from operations (excluding the early
retirement charge, a non-cash item) and improved billing and collection of receivables.

CASH PROVIDED BY OPERATIONS

(Shown as a Graph in the Annual Report to Stockholders)
($ in millions)

$1,204.7 $1,237.4 $§1,144.3
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CASH USED FOR INVESTING ACTIVITIES decreased 6% in 1996, and was up 16% in 1995.
Property additions account for most of the spending in this category.

The following tables show capital spending, track and equipment statistics for
the past five years.

CAPITAL EXPENDITURES
(Also Shown as a Graph in the Annual Report to Stockholders)

($ in millions) 1996* 1995+

Road $437.8 $385.7 i $417.9 $426.5
Equipment 332.1 344.3 i 240.5 281.3
Other property

Total 5 ; o $669.2

* Includes non-cash equipment expenditures of $107.8 million in
1996 and $104.5 million in 1995 (see Note 6 on page 65).

TRACK STRUCTURE STATISTICS (CAPITAL AND MAINTENANCE)

Track miles of

rail installed
Miles of track

surfaced 4,668 4,760 5,048
New crossties

installed

(millions)

AVERAGE AGE OF RAILWAY EQUIPMENT

(Years)

Freight cars

Locomotives

Retired
locomotives

Since 1988, NS has rebodied about 23,000 coal cars and plans to continue that
program, although at a slower rate, in 1997. This work, performed at NS’ Roanoke Car
Shop, converts hopper cars into high-capacity steel gondolas or hoppers. As a result,
the remaining service life of the freight car fleet is greater than may be inferred
from the increasing average age shown in the table above.

Efforts to hold down capital spending while increasing business are ongoing as NS
seeks to maximize utilization of its assets. In this connection, NS began an orderly
disposition of approximately 17,000 freight cars in October 1994. This was
substantially completed in 1996 with total proceeds of $92 million included in
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“froperty sales and other transactions” in the 1996 and 1995 Consolidated Statements of
Cash Flows. In 1996 and 19925, this line item also reflected proceeds from large land
sales (see Note 2 on page 62).

For 1997, NS is planning $792 million of capital spending, of which $781 million
is for railway projects and $11 million is for motor carrier property. Barring
unforeseen events and excluding any capital spending related to the proposed Conrail
transaction (see “Proposed Acquisition of Conrail”), total capital spending is expected
to continue to be similar to 1995 and 1996 levels.

In 1994, large borrowings on corporate-owned life insurance, reflected in
“Investment sales and other transactions” in the Consolidated Statements of Cash Flows,
offset much of the use of cash for property additions in that year.

CASH USED FOR FINANCING ACTIVITIES declined 20% in 1996 and 3% in 1995. The
reduction in 1996 resulted from amounts received in connection with the issuance of
$200 million principal amount of medium-term notes (see Note 6 on page 65). The
reduction in 1995 was primarily attributable to lower debt repayments; 1994 had

included the maturity of a large mortgage.
On January 22, 1997, NS filed with the Securities and Exchange Commission a shelf

registration statement on Form S-3 covering the issuance of up to $1.25 billion

principal amount of debt or equity secur.._ies.
Cash spent to purchase and retire stock was $389.4 million in 1996,

$338.2 million in 1995 and $344.8 million in 1994. On October 23, 1996, NS announced
that the share purchase program had been suspended (see also Note 13 on page 75).

CUMULATIVE PURCHASES OF STOCK

(Shown as a Graph in the Annual Report to Stockholders)
($ in millions)

$3,250.5 $2,865.4 $2,531.5 $2,181.8 $2,041.9 $1,862.8
Hedging Activities

As discussed under "Capital Leases” in Note 6 on page 65, NS has made limited use
of interest rate swaps in connection with certain equipment financings.

PROPOSED ACQUISITION OF CONRAIL

As discussed in Note 15 on page 76, NS commenced an all-cash tender offer for all

Shares of Conrail Inc. (Conrail), on October 24, 1996, in response to the October 15,
1996, announcement that Conrail had entered into a merger agreement with CSX.

On February 11, 1997, NS acquired 8.2 million shares cof Conrail stock
(approximately 9.9%), representing the approximate maximuum number of Shares NS can buy
without triggering Conrail’s current anti-takeover defenses, at a cost of $115 per
Share, or $943 million in the aggregate. The purchase was financed with commercial
pape. backed by a portion of the debt commitments secured for the transaction. These
Shares have been placed in a voting trust and under certain circumstances might have to

be sold at a loss.
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On February 12, 1997, NS commenced a second tender offer for the remaining Shares
and has notified Conrail of its intention to conduct a proxy contest in connection with
Conrail’s 1997 Annual Meeting of shareholders, currently scheduled for December 19,
1537, seeking, among other things, to remove certain of the current members of the
Conrail Board and to elect a new slate of nominees designated by NS.

Pursuant to an amendment to the merger agreement between CSX and Conrail
announced on March 7, 1997, CSX has offered to purchase all Shares for $115 per Share
in cash and CSX is permitted to enter into negotiations with other parties, including
NS, concerning the acquisition of the securities or assets, or concessions relating to
the assets or operations, of Conrail. NS and CSX are negotiating a comprehensive
resolution of the issues confronting the eastern railroads based on the proposal
submitted by NS to both CSX and Conrail on February 24, 1997. Such a resolution could
involve a joint acquisition of Shares by NS and CSX. However, unless and until such
negotiations are successfully concluded, NS intends to continue in effect its tender
offer for all Shares not owned by NS.

For additional information concerning NS’ pending tender offer for Shares not
owned by NS, reference is made to NS’ Tender Offer Statement on Schedule 14D-1,
together with the exhibits thereto, initially filed with the Securities and Exchange
Commission on February 12, 1997, as amended.

NS expects future cash flows of the combined entity would be sufficient to
service and retire the acquisition and related debt. However, as a result of the
proposed transaction and the related debt commitments, NS has been placed on the credit
watch list of two major rating agencies. Furthermore, in connection with the
acquisition of 8.2 million Shares, some of NS’ debt ratings have already been

downgraded.

ENVIRONMENTAL MATTERS

NS is subject to various jurisdictions’ environmental laws and regulations. It is
NS’ policy to record a liability where such liability or loss is probable and can be
reasonably estimated. Claims., if any, against third parties for recovery of clean-up
costs incurred by NS are reflected as receivables in the balance sheet and are not
netted against the associated NS liability. Environmental engineers participate in
ongoing evaluations of all identified sites, and--after consulting with counsel--any
necessary adjustments to initial liability estimates are made. NS also has established
an Environmental Policy Council, composed of senior managers, to oversee and interpret
its environmental policy.

Operating expenses for environmental protection totaled approximately $25 million
in 1996 and are anticipated to increase somewhat in 1997. Capital expenditures for
environmental projects amounted to approximately $6 million in 1996 and are expected to
be at the same level in 1997. As of December 31, 1996, NS’ balance sheet included a
reserve for environmental exposures in the amount of $53 million (of which $12 million
is accounted for as a current liability), which is NS’ estimate of the probable costs
based on available information at 111 identified locations. On that date, nine sites
accounted for $19 million of the reserve, and no individual site was considered to be
material. NS anticipates that much of this liability will be paid out over five years;
however, some costs will be paid out over a longer period.
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At many of the 111 locations, certain NS subsidiaries, usually in conjunction
with a number of other parties, have been identified as potentially responsible parties
by the Environmental Protection Agency (EPA) or similar state authorities under the
Comprehensive Environmental Response, Compensation, and Liability Act of 1980, or
comparable state statutes, which often impose joint and several liability for clean-up
costs.

At one such site, the EPA alleged in 1995 that The Alabama Great Southern
Railroad Company (AGS), a subsidiary of NS’ rail subsidiary, is responsible, along with
several other entities believed to be financially solvent, for past and future clean-up
and monitoring costs at the Bayou Bonfouca NPL Superfund site located in Slidell, La.
The EPA bases its claim of NS’ responsibility primarily on the alleged activities in
the 1880s of a company not at the time owned or controlled by an NS rail subsidiary,
but acquired in 1916. Liability has been contested. Because the amount of liability
that the EPA may assert against NS or AGS is not known, the materiality of such amount
to NS’ financial position, results of operation or liquidity in a particular quarter or
year cannot be assessed at this time. The EPA has indicated that it has expended or
expects to expend a total of approximately $130 million at the site.

With respect to known environmental sites (whether identified by NS or by the EPA »r
comparable state authorities), estimates of NS’ ultimate porential financial exposure
for a given site or in the aggregate for all such sites are necessarily imprecise
because of the widely varying costs of currently available clean-up techniques, the
likely development of new clean-up technologies, the difficulty of determining in
advance the nature and full extent of contamination and each potential participant’s
share of any estimated loss (and that participant’s ability to bear it) and evolving
statutory and regulatory standards governing liability.

The risk of incurring environmental liability--for acts and omissions, past,
present and future--is inherent in the railroad business. Some of the commodities,
particularly those classified as hazardous materials, in NS’ traffic mix can pose
special risks that NS and its subsidiaries work diligently to minimize. In addition,
several NS subsidiaries own. or have owned in the past, land holdings used as operating
property, or which are leased or may have been leased and operated by others, or held
for sale. Because certain conditions may exist on these properties related to
environmental problems that are latent or undisclosed, ‘there can be no assurance that
NS will not incur liabilities or costs with respect to one or more of them, the amount
and materiality of which cannot be estimated reliably now. Moreover, lawsuits and
claims involving these and other now-unidentified environmental sites and matters are
likely to arise from time to time. The resulting liabilities could havs a significant
effect on financial concition, results of operations or liquidity in a particular year
or quarter.

However, based on irs assessments of the facts and circumstances now known and,
after consulting with its legal counsel, Management believes that it has recorded the
probable costs based on available information for those environmental matters of which
the Corporation is aware. Further, Management believes that it is unlikely that any
ijdentified matters, either individually or in aggregate, will have a material adverse
effect on NS’ financial position, results of operations or liquidity.
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INFLATION

Generally accepted accounting principles require the use of historical cost in
preparing financial statements. This approach disregards the effects of inflation on
the replacement cost of property. NS, a capital-intensive company, has approximately
$14 billion invested in such assets. The replacement cost of these assets, as well as
the related depreciation expense, would be substantially greater than the amounts
reported on the basis of historical cost.

TRENDS

Utility Deregulation--The potential deregulation of the electrical utility industry
is expected to increase competition among electric power generators; deregulation in
time would permit wholesalers and possibly retailers of electric power to sell or
purchase increasing quantities of power to or from far-distant generators. The
effects of deregulation on NS and on its patrons cannot be predicted with certainty;
however, NS serves a number of efficient power producers and is working diligently
to assure that its customers remain competitive in this evolving erivironment.

FELA--NS and the rail industry are continuing their efforts to replace the FELA with

no-fault workers’ compensation laws comparable to those covering employees in other
industries.

FORWARD-LOOKING STATEMENTS

This Management’s Discussion and Analysis of Financial Condition and Results of
Operations and other sections of this Annual Report contain forward-looking statements
that are based on current expectations, estimates and projections. These statements are
not guarantees of future performance and involve risks, uncertainties and assumptions
that are difficult to predict. Therefore, actual outcomes and results may differ
materially from what is expresszd in such forward-looking statements.
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Financial Statements and Supplementary Data.

NORFOLK SOUTHERN CORPORATION AND SUBSIDIARIES
QUARTERLY FINANCIAL DATA
(Unaudited)

Three Months Ended

(In millions of dollers except per share amounts)
1996
Transportation
operating revenues $1,161.5 $1.217.3 $1,211.3 $1,179.9
Income from operations 261.0 310.5 315.7 309.8
Net income 168.1 199.5 202.3 200.5
Earnings per share 2:3% 1.57 1.61 1.60

1995
Transportation
operating revenues $1,138.7 $1,190.2 $1,183.9 $1,155.2
Income from operations 249.1 290.1 292.1 255.0
Net income 170.7 181.2 183.9 176.9

Earnings per share 1.29 1.38 1.40 1.37
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Financial Statements and Supplementary Data. (continued)

Consolidated Statements of Income
Years ended December 31, 1996, 1995 and 1994

Consolidated Balance Sheets
As of December 31, 1996 and 1995

Consolidated Statements of Cash Flows
Years ended December 31, 1996, 1995 and 1994

Consolidated Statements of Changes in
Stockholders’ Equity
Years ended December 31, 1996, 1995 and 1994

Notes to Consolidatel Financial Statements 60

Independent Auditors’ Report 79

The Index to Consolidated Financial Statement Schedule appears in
Item 14 on page 81.
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Item 8. Financial Statements and Supplementary Data. (continued)

NORFOLK SOUTHERN CORPORATION AND SUBSIDIARIES
Consolidated Statements of Income

Years ended December 31,

($ in millions,
' except earnings per share)
Transportation operating revenues:
Railway $ 4,101. $ 4,011.
Motor carrier

Total transportation operating revenues

Transportation operating expenses:
Railway:

Compensation and benefits (Note 10)
Materials, services and rents
Depreciation
Diesel fuel
Casualties and other claims
Other

Total railway operating expenses
Motor carrier

Total transportation operating expenses
Income from operations

Other income - net (Note 2)
Interest expense on debt (Note 5)

Income before income taxes
Provision for income taxes (Note 3)

Net income . 712.7 $

Earnings per share (Note 13) $ 6.09 S 5.44 $

See accompanying notes to consolidated financial statements.
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NORFOLK SOUTHERN CORPORATION AND SUBSIDIARIES
Consolidated Balance Sheets

As of December 31,

($ in millions)

Assets
Current assets:
Cash and cash equivalents 209.
Short-term investments 194.
Accounts receivable net of allowance for doubtful
accounts of $16.3 million and $19.1 million,
respectively 704.
Materials and supplies
Deferred income taxes (Note 3) 158.
Other current assets

Total current assets

Investments (Note 4)
Properties less accumulated depreciation (Note 5)

Other assets (Note 15)

Total assets

Liabilities and stockholders’ equity

Current liabilities:
Short-term debt (Note 6) 44. 45.
Accounts payable (Note 7) 708. 138
Income and other taxes
Other current liabilities (Note 7)
Current maturities of long-term debt (Note 6)

Total current liabilities

Long-term debt (Note 6)
Other liabilities (Note 9)
Minority interests

Deferred income taxes (Note 3)
Total liabilities

Stockholders’ equity:
Common stock $1.00 per share par value,
450,000,000 shares authorized;
issued 132,350,009 shares and
136,285,530 shares, respectively
Other capital
Retained income

Less treasury stock at cost, 7,252,634 shares

Total stockholders’ equity

Total liabilities and stockholders’ equity $11,416. $10,904.8

See accompanying notes to consolidated financial statements.
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Financial Statements and Supplementary Data. (continued)

NORFOLK SOUTHERN CORPORATION AND SUBSIDIARIES
Consolidated Statements of Cash Flows

Years ended December 31,

($ in millions)

Cash flows from operating activities:
Net income 770.4 $ 718.7
Reconciliation of net income to
net cash provided by operating activities:
Special charge payments (18.0) (29.
Depreciation 429.2 413.
Deferred income taxes 87.1 66.
Nonoperating gains and losses on
properties and investments
Changes in assets and liabilities
affecting operations:
Accounts receivable
Materials and supplies
Other current assets
Current liabilities other than debt
Other - net

Net cash provided by
cperating activities

Cash flows from investing activities:
Property additions (688.2)
Property sales and other transactions 131.1
Investments (82.0)
Investment sales and other transactions
Short-term investments - net

Net cash used for investing activities (535.7)

Cash flows from financing activities:
Dividends (283.7)
Common stock issued - net 28.6 # .8
Purchase and retirement of common stock (389.4) ’ .8)
Proceeds from long-term borrowings " s .4
Debt repayments .6)

Net cash used for financing activities (527.5) % (679.9)

Net increase (decrease) in cash
and cash equivalents 141.5 i (23.5)

Cash and cash equivalents:
At beginning of year

At end of year
=S====sS==s 3+ + &+ F 3 E+ 3+ 1 & & &
Supplemental disclosures of cash flow information
Cash paid during the year for:
Interest (net of amounts capitalized) $ 127.% $ 119.4 $ 114.3
Inccme taxes $ 324.1 § 282.9 $ 226.4

See accompanying notes to consolidated financial statements.
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Financial Statements and Supplementary Data.

(continued)

NORFOLK SOUTHERN CORPORATION AND SUBSIDIARIES

Consolidated Statements of Changes in Stockholders’

Other
Capital

Common
Stock

Balance December 31,
Net income - 1994
Dividends on common stock
$1.92 per share

Purchase and retirement of
common stock

Other

1993 $ 417.1

Balance December 31, 1994

Net income - 1995

Dividends on common stock
$2.08 per share

Purchase and retirement of
common stock

Other

Balance December 31, 1995

Net income - 1996

Dividends on common stock
$2.24 per share

Purchase and retirement of
common stock

Other

Balance December 31, 1996 $ 132.4

$ 462.1

Equity

Retained Treasury

($ in millions)

$ 4,078.5
667.8

$ (20.6)

(262.

(327.

$ 4,403.7

$ (20.6)

$ 4,977.6

See accompanying notes to consolidated financial statements.
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NORFCLK SOUTHERN CORPORATION AND SUBSIDIARIES
Notes to Consolidated Financial Statements

The following notes (which--with the exception of Note l6--are identical to those
contained in the Corporation‘’s 1996 Annual Report to Stockholders) are an integral part
of the consolidated financial statements.

1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Description of Business

Norfolk Southern Corporation is a Virginia-based holding company engaged
principally in the transportation of freight by rail, primarily in the Southeast and
Midwest, and the cperation of a motor carrier providing household moving and
specialized freight handling services in the United States and Canada. The consolidated
financial statements include Norfolk Southern Corporation (Norfolk Southern) and its
majority-owned and controlled subsidiaries (collectively NS). The major subsidiaries
are Norfolk Southern Railway Company and North American Van Lines, Inc. (NAVL). All
significant intercompany balances and transactions have been eliminated in
consolidation.

Rail freight consists of raw materials, intermediate products and finished goods
classified in the following market groups: coal, paper/forest, chemicals, automotive,
agriculture, metals/construction and intermcdal. All groups are approximately equal in
size based on revenues except for coal, which accounts for almost one third of total
railway operating revenues. Ultimate destinations for some of the freight and a portion
of the coal shipped are outside the United States.

Use of Estimates

The preparation of financial statements in conformity with generally accepted
accounting principles requires Management to make estimates and assumptions that affect
the reported amounts of assets and liabilities, the disclosure of contingent assets and
liabilities at the date of the financial statements and the reported amounts of
revenues and expenses during the reporting period. Actual results could differ from

those estimates.

Cash Equivalents

*Cash equivalents” are highly liquid investments purchased three months or less
from maturity.

Investments

Marketable equity and debt securit.es are reported at amortized cost or fair
value depending upon their classification as held-to-maturity, trading or available-
for-sale securities. At December 31, 1996 and 1995, all “Short-term investments,”
consisting primarily of United States government and federal agency securities, were
designated as available for sale. Accordingly, unrealized gains and losses, net of
taxes, are recognized in “Stockholders’ equity.”

Materials and Supplies

“Materials and supplies,” consisting mainly of fuel o0il and items for maintenance
of property and equipment, are stated at average cost. The cost of materials and
supplies expected to be used in capital additions or improvements is included in

"Properties.”
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1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (continued)

Properties

“Properties” are stated principally at cost and are depreciated using group
depreciation. Rail is primarily depreciated on the basis of use measured by gross ton
miles. The effect of this method is to depreciate these assets over 42 years on
average. Other properties are depreciated generally using the straight-line method over
estimated service lives at annual rates that range from 1% to 25%. In 1996, the overall
depreciation rate averaged 2.8% for roadway and 4.1% for equipment. NS capitalizes
interest on major capital projects during the period of their construction. Maintenance
expense is recognized when repairs are performed. When properties, other than land and
non-rail assets, are sold or retired in the ordinary course of business, the cost of
the assets, net of sale proceeds or salvage, is charged to accumulated depreciation
rather than recognized through income. Gains and losses on disposal of land and non-
rail assets are included in other income (see Note 2).

Revenue Recognition

Revenue is recognized proportionally as a shipment moves from origin to
destination.

Earnings Per Share

The number reported as “Earnings per share” in any period is computed by dividing
net income by the weighted average number of common shares ocutstanding during that

period. Decreases in the number of shares outstanding are the result of stock purchase
programs as described in Note 13.

Required Accounting Changes

1996 -- Effective January 1, 1996, NS adopted Statement of Financial Accounting
Stzndards No. 121, “Accounting for the Impairment of Long-Lived Assets and for Long-
Lived Assets to be Disposed Of” (SFAS 121). SFAS 121 establishes the accounting and
reporting requirements for recognizing and measuring impairment of long-lived assets
either to be held and used or to be held for disposal. SFAS 121 did not have a material
effect on NS’ financial statements.

In October 1995, the FASB issued Statement No. 123, “Accounting for Stock-Based
Compensation” (SFAS 123). This standard, effective for fiscal years beginning after
December 15, 1995, defines a fair-value-based method of accounting for stock-based
compensation plans. However, the standard also allows measurement of compensation cost
using the intrinsic-value-based method of account .ng prescribed in Accounting
Principles Board Opinion No. 25 (APB 25). Companies that choose to retain APB 25 for
measuremerit purposes are required to provide certain additional footnote disclosures.
NS has elected to continue recording stock-based compensation costs based on APB 25 and

to provide additional disclosures.
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Financial Statements and Supplementary Data. (continued)

. OTHER INCOME - NE7T

Interest income

Royalties from coal

Gains from sale of properties
and investments

Gain from partial redemption of
partnership interest

Rental income

Corporate-owned life
insurance - net

Other interest expense

Non-rail depletion and depreciation

Taxes on nonoperating property

Other - net

Total

3. INCOME TAXES

Provision for Income Taxes

Current:
Federal
State

Total current taxes

Deferred:
Federal
State

Total deferred taxes

Provision for income taxes

($ in millions)

$ 27.
58.

($ in millions)

$282.6

$ 287.8

$402.0
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3. INCOME TAXES (continued)
Reconciliation of Statutory Rate to Effective Rate

Total income taxes as reflected in the Consolidated Statements of Income differ
from the amounts computed by applying the statutory federal corporate tax rate as
follows:

($ in millions)

Federal income tax

at statutory rate i é $ 390.1 35.0
State income taxes, net

of federal tax benefit 3 ¥ 40.0 3.6
Corporate-owned

life insurance é o (17.0) (1.5)
Other - net : . (1.0)

Provision for
income taxes i $ 402.0 36.1

TEx==z==== ==z oS== —x=== SS=zsss=ss

Internal Revenue Service (IRS) Reviews

Consolidated federal income tax returns have been examined and Revenue Agent
Reports have been received for all years up to and including 1992. The consolidated
federal income tax returns for 1993 and 1994 are being audited by the IRS. Management
believes that adequate provision has been made .Lor any additional taxes and interest
thereon that might arise as a result of thzse examinations.

Tax Benefit Leases

In January 1995, the United States Tax Court issued a preliminary decision that
would disallow some of the tax benefits a subsidiary of NS purchased from a third party
pursuant to a safe harbor lease agreement in 1981. Management continues to believe that
NS ultimately should incur no loss from this decision, because the lease agreement
provides for full indemnification if any such disallowance is sustained.

Deferred Tax Assets and Liabilities

Certain items are reported in different periods for financial reporting and
income tax purposes. Deferred tax assets and liabilities were recorded in recognition

of these differences.
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INCOME TAXES (continued)

The tax effects of temporary differences that give rise to significant portions
of the deferred tax assets and deferred tax liabilities were as follows:

December 31,

($ in nillions)

Deferred tax assets:

Reserves, including casualty and
other claims

Employee benefits

Retiree health and death benefit
obligation 147.

Taxes, including state and property 179.

Other

172.
187.

Total gross deferred
tax assets
Less valuation allowance

Net deferred tax assets

Deferred tax liabilities:
Property
Other

Total gross deferred
tax liabilities

Net deferred tax liability
Net current deferred
tax assets

Net long-term deferred

tax liability $ (2,411.6) $(2,299.0)

Except for amounts for which a valuation allowance is provided, Management
believes the deferred tax assets will be realized. The net change in the total
valuation allowance was a $0.6 million increase for 1996, a $0.1 million increase for

1995 and a $9.5 million decrease for 1994.
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INVESTMENTS

Corporate-owned life insurance

at net cash surrender value
Marketable equity securities
Other

Total

5. PROPERTIES

($ in millions)

Transportation property:
Road $ 8,488. 5 8,.235.

Equipment 4,848. 4,778.
Other property

13,585.
Less: Accumulated depreciation

Net properties

Capitalized Interest

Total interest cost incurred on debt in 1996, 1995 and 1994 was $127.6 million,
$127.4 million and $119.4 million, respectively, of which $11.9 million, $14.0 million
and $17.8 million was capitalized.

6. DEBT

Commercial Paper Program

NS’ commercial paper debt totaled $516.1 million and $518.0 million as of
December 31, 1996 and 13995, respectively. ;

Commercial paper debt is due within one year, but $500 million has been
classified as long-term because N: has the ability through a revolving credit back-up
facility to convert this obligation into longer term debt. NS intends to refinance the
commercial paper either by issuing additional commercial paper or by replacing
commercial paper notes with long-term debt.

The credit facility provides for interest on borrowings at prevailing rates and
contains customary financial covenants, including an initial minimum net worth
requirement of $4.0 billion.

In connection with the tender offer to purchase up to 8.2 million shares of
Conrail stock, NS has arranged for additional commercial paper debt (see Note 15).
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Item 8. Financial St:tements and Supplementary Data. (continued)

6. DEBT (cruntinued)
Short-Term Debt

December 31,

($ in millions)

Commercial paper notes 5 16.3
Other notes 21.3
Subsidiaries’ credit lines

Total

Shelf Registration

In 1991, NS filed with the Securities and Exchar--. Commission a shelf
registration statement on Form S-3 covering the issuance of up to $750 million
principal amount of unsecured debt securities. Through the end of 1996, $700 million
principal amount of debt has been issued and sold under this shelf registration. These
notes are not redeemable prior to maturity and are not entitled to any sinking fund.

December 31,

($ in millions)

9% notes issued March 1991, due

March 1, 2021 250 $

.875% notes issued February 1992,

due February 15, 2004 250

.4% notes issued September 1996,

due September 15, 2006

.22% notes issued September 1996,

due September 15, 2006

Total

Capital Lease Obligations

During 1996 and 1995, an NS rail subsidiary entered into capital leases covering
new locomotives. The related capital lease obligations totaling $107.8 million in 1996
and $104.5 million in 199% were reflected in the Consolidated Balance Sheets as debt
and, because they were non-cash transactions, were excluded from the Consolidated
Statements of Cash Flows. The lease obligations carry an average stated interest rate
of 6.5% for those entered into in 1996 and 8.4% for those entered into in 1995. All
were converted to variable rate obligations using interest rate swap agreements. The
interest rates on these obligations are based on the six-month London Interbank Offered
Rate and are reset every six months with changes in interest rates accounted for as an
adjustment of interest expense over the terms of the leases. As a result, NS is exposed
to the market risk associated with fluctuations in interest rates. To date, while such
rate fluctuations have been nominal, their effects have been favorable. Counterparties
to the interest rate swap agreements are major financial institutions believed by
Management to be credit-worthy. NS’ use of interest -ute swaps has been limited to

those discussed above.
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6. DEBT (continued)

Long~Term Debt

($ in millions)

Railroad equipment obligations at an

average rate of 7.9% maturing to 2009 396.4 $
Notes at an average rate of 8.1%

maturing to 2021
Commercial paper classified as long-term

debt at an average rate of 5.4% 500.
Capitalized leases at an average rate of

5.9% maturing to 2015
Other debt at an average rate of 8.7%

maturing to 2015

700.0

Total long-term debt
Less: Current maturities

Long-term debt less current
maturities
E: t t 1 3 £ £ & 1 4 F$ 1 3 -+ 3 3 32 ¢+ 3
Long-term debt matures as follows:

1998 114.

1999 ~

2000

2001

2002 and subsequent years

Total

A substantial portion of NS’ properties and certain investments in affiliated
companies are pledged as collateral for much of the secured debt.
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Item 8. Financial Statements and Supplementary Data. (continued)

. CURRENT LIABILITIES

($ in millions)

Accounts pavable:
Accounts and wages payable 349. $  388.
Casualty and other claims 199. 197.
Vacation liability 76. 74.
Equipment rents payable - net 60. 62.
Other

Total
=E=E=E==SE F+ + + & & & 3
Other current liabilities:
Prepaid amounts on forwarded traffic $ 3 $ 69.
Accrued acquisition costs (Note 15)
Interest payable
Retiree health and death benefit
obligation (Note 11)
Other

Total

8. LEASE COMMITMENTS

NS is committed under long-term lease agreements, which expire on various dates
+hrough 2067, for equipment, lines of road and other property. Future minimum lease

puyments are as follows:

Operating Leases Capital Leases

($ in millions)

1997 ’ $
1998

1999

2000

2001

2002 and subsequent years

Total

Less imputed interest
on capital leases at an
average rate of 7.4%

Present value of minimum
lease payments included
in debt $ 197.0
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8. LEASE COMMITMENTS (continued)

Operating Lease Expense

Minimum rents
Cont.ingent rents

Total 115.7 $ 103.8 $

9. OTHER LIABILITIES
December 31,

($ in millions)

Casualty and other claims $ 274. $ 286.
Net pension obligation (Note 10) 89. 102.
Retiree health and death benefit

obligation (Note 11) 306. 307.

Other

Total

10. PENSION PLANS

Norfolk Southern and certain subsidiaries have defined benefit pension plans that
principally cover salaried employees. Pension benefits are based primarily on years of
creditable service with NS and compensation rates near retirement. Contributions tc ihe
plans are made on the basis of not less than the minimum funding standards set forth in
the Employee Retirement Income Security Act of 1974, as amended. Assets in the plans
consist mainly of common stocks.

Pension Cost (Benefit) Components

Service cost-benefits earned
during the year

Interest cost on projected
benefit obligation

Actual return on assets in plans

Net amortization and deferral

Net pension benefit
Cost of early retirement benefits

Total
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PENSION PLANS (continued)

Pension cost is determined based on an actuarial valuation that reflects
appropriate assumptions as of the beginning of each year. The funded status of the
plans is determined using appropriate assumptions as of each year end. A summary of the
major assumptions follows:

Discount rate for determining
funded status

Future salary increases

Return on assets in plans

The funded status of the plans and the amounts reflected in the accompanying
balance sheets were as follows:

Actuarial present value of
benefit obligations:
Vested benefits
Non-vested benefits

Accumulated benefit
obligation
Effect of expected future
salary increases

Projected benefit
obligation
Fair value of assets in plans

Funded status

Unrecognized initial
net asset
Unrecognized (gain) loss
Unrecognized prior
service cost

Net pension liability
included in the
balance sheets $ (48.4) $ (40.8) $ (63.5)

Early Retirement Program in 1995

During 1995, NS completed a voluntary early retirement program for certain
salaried employees. The principal benefit for those who participated in this program
was enhanced pension benefits, which are reflected in the accumulared benefit
nbligation. The charge for the 272 employees who accepted the offer is included in
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10. PENSIOMN PLAN3 (continued)

“Compensation and benefits” expense and totaled $33.6 million (including $8.3 million
related to postretirement benefits other than pensions) .

401(k) Plans

Norfolk Southern and certain subsidiaries provide 401(k) savings plans for
employees. Under the plans, NS matches a portion of employee contriburions, subject to
applicable limitations. NS’ expenses under these plans were $8.1 million, $7.0 million
and $5.1 million in 1996, 1995 and 1994, respectively

11. POSTRETIREMENT BENEFITS OTHER THAN PENSIONS

Norfolk Southern and certain subsidiaries provide specified health care and death
benefits to eligible retired employees and their dependents. Under the present plans,
which may be amended or terminated at NS’ option, a defined percentage of health care
expenses is covered, reduced by any deductibles, co-payments, Medicare payments and, in
some cases, coverage provided by other group insurance policies. The cost of such
health care coverage to a retiree may be determined, in part, by the retiree’'s years of
creditable service with NS prior to retirement. Death benefits are determined based on
various factors, including, in some cases, salary at time of retirement.

NS continues te fund benefit costs principally on a pay-as-you-go basis. However,
in 1991, NS established a Voluntary Emplcoyee Beneficiary Association (VEBA) account to
fund a portion of the cost of future health care benefits for retirees. NS last made a
corporate contribution of $10 million in 1994 to the VEBA.

Effective January 1, 1994, NS amended the attribution period for postretirement
health care benefits. The amendment generally provides for benefits to be determined
ratably over a 10-year period based on creditable service commencing at age 45, or from
date of hire if employment began after age 45. The amendment reduced the accumulated
postretirement health care benefit obligation by $90 million, which will be amortized
as a reduction in annual cost on a pro rata basis over a six-year period.

A summary of the postretirement benefit cost follows:

Service cost-benefits
attributable to service
during the year

Interest cost on accumulated
postretirement benefit
obligation

Actual return on plan assets

Net amortization and deferral

Net postretirement
benefit cost
Cost of early retirement
benefits

Total
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1l1. POSTRETIREMENT BENEFITS OTHER THAN PENSIONS (continued)

The following table sets forth these plans’ total accumulated postretirement
benefit obligation, reconciled with the accrued postretirement benefit obligation:

Health
Care:
Benefits Benefits Benefits

($ in millions)
Accumulated postretire-
ment benefit obligation:

Retirees . & $ 338.
Fully eligible active

plan participants
Other active plan

participants

Total
Plan assets at fair value

Junded status

Unrecognized loss (gain)
Unrecognized prior
service cost (benefit)

Accrued postretire-
ment benefit
obligation $ (225.2) $ (105.1) $ (232.2) $ (100.5)

For measurement purposes, a 10.4% increase in the per capita cost of covered
health care benefits was assumed for 1997. The rate was assumed to decrease gradually
to an ultimate rate of 5.5% and remain at that level for 2005 and thereafter. The
health care cost trend rate has a significant effect on the amounts reported in the
financial statements. To illustrate, increasing the assumed trend rates by one
percentage point in each year would increase the accumulated postretirement benefit
obligation as of December 31, 1996, by about $27 million and the aggregate of the
service and interest cost components of rnet postretirement benefit cost for the year
1996 by about $4 million.

The weighted-average discount rate used in determining the accumulated
postretirement benefit obligation, the salary increase assumption and the long-term
rate of return on plan assets are the same as those used for the pension plans (see
table of rate assumptions in Note 10).

The VEBA zrust holding the plan assets is not expected to be subject to federal
income taxes, as the assets are invested entirely in trust-owned life insurance.

Under collective bargaining agreements, NS and certain subsidiaries participate
in a multi-employer benefit plan, which provides certain postretirement health care and
life insurance benefits to eligible union employees. Premiums under this plan are
expensed as incurred and amounted to $3.6 million, $3.7 willion and $4.8 million in

1996, 1995 and 1994, respectively.
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12. LONG-TERM INCENTIVE PLAN

Under the stockholder-approved Long-Term Incentive Plan, a committee of non-
employee directurs of the Board may grant stock options, stock appreciation rights
(SARs) and performance share units (PSUs), up to a maximum 17,675,000 shares of Norfolk
Southern common stock. Options may be granted for a term not to exceed 10 years but may
not be exercised prior to the first anniversary of the datc¢ of grant. Options are
exercisable at the fair market value of Norfolk Southern Cormon Stock on the date of
grant.

The plan also permits the payment--on a current or a deferred basis and in cash
or in stock--of dividend equivalents on shares of common stock covered by options or
PSlU's granted after December 31, 1989, in an amount commensurate with dividends paid on
common stock. Tax absorption payments, in an amount estimated to equal the federal and
state income taxes applicable to shares of common stock issued subject to a share
retention agreement, also are authorized.

Plan participants surrendered, without cash or other consideration, all
outstanding SARs granted after 1988 because of regulations issued by the Securities and
Exchange Commission in 1991. Future grants of SARs are not anticipated at this time.
SARs outstanding as of each year end were: 32,648 in 1996; 46,562 in 1995; and 74,519

in 1994.

Accounting Method

NS applies APB Opinion 25 and related interpretations in accounting for awards
made under the plan. Accordingly, SARs, PSUs, tax absorption and dividend equivalents
result in charges to earnings, while stock options have no effect on earnings.
Compensation costs were $35.4 million, $42.9 million and $14.3 million for 1996, 199%t
and 1994, respectively. Had compensation cost been determined based on SFAS 123 using
the Black-Scholes option-pricing model, net income would have been reduced no more than
$10 million in each year.

Based on current and anticipated use of stock-based compensation, it is not
envisioned that the effect of SFAS 123’'s accounting provisions would be material in any

future period.
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12. LONG-TERM INCENTIVE PLAN (continued)

Stock Option Activity

Weighted Average
Option Shares Exercise Price

Balance 12/31/93 2,895,407
Granted 703,750
Exercised (93,383)
Surrendered for SAR (7,472)
Cancelled

Balance 12/31/94 3,498,302
Granted 718,250
Exercised (656,743)
Surrendered for SAR (12,440)
Cancelled

Balance 12/31/95 3,542,619
Granted 685,000
Exercised (549,581)
Surrendered for SAR (5,000)
Cancelled (46,859)

Balance 12/31/96 3,626,179 $
Except for those granted during the year, &all outstanding options were

exercisable at December 31. The difference between the weighted average exercise prices
for all outstanding options and those exercisable at December 31 was nct significant.

Stock Opticns Outstanding

Number Weighted Average
Weighted Outstanding Remaining
Average at 12/51/96 Contractual Life

2,149,200
673,000

to § 78.06 $ 61.15 3,626,179

PSUs were added to the Long-Term Incentive Plan as approved in 1989 and amended
in 1995. PSUs entitle participants to earn shares of common stock at the end of a
three-year performance cycle based upon achievement of certain predetermined corporate
performance goals. PSU grants and grant-date fair values were 200,400 and $78.06 in
1996; 252,500 and $62.50 in 1995; and 163,000 and $72.94 in 1994, respectively. Shares
earned and issued may be subject to share retention agreements and held by NS for up to

five years.
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12. LONG-TERM INCENTIVE PLAN (continued)
Shares Available and Issued

Shares of stock available for future grants or issued in connection with all
features of the Long-Term Incentive Plan were as follows:

Available for future
grants 12/31 6,325,584 7,143,126 2,060,796

Shares of common
stock issued 690,872 807,760 190,060

13. STOCK PURCHASE PROGRAMS

Since 1987, the Board of Directors has authorized the purchase and retirement of
up to 95 million shares of common stock. Purchases under the programs have been made
with internally generated cash, and with proceeds from the sale of commercial paper
notes and from the issuance of long-term debt.

Since the first purchases in December 1987 and through October 22, 1996, NS had
purchased and retired 68,545,000 shares of its common stock under these programs at a

cost of $3.2 billion.
On October 23, 1996, NS announced that the stock purchase program had been

suspended (see also Note 15). Future purchase decisions are dependent on the outcome of
the proposed Conrail acquisition, the economy, cash needs and alternative investment
opportunities.

14. FAIR VALUES OF FINANCIAL INSTRUMENTS

The fair values of “Cash and cash equivalents,” “Short-term investments, *
"Accounts receivable,” “Short-term debt” and “Accounts payable” approximate carrying
values because of the short maturity of these financial instruments.

The fair value of long-term “Investments” approximated $353 million and
$297 million at December 31, 1996 and 1995, respectively (see Note 4 for carrying
values of "Investments”). The fair value of corporate-owned life insurance approximates
carrying value. Quoted market prices were used to determine the fair value of
marketable equity securities which are recorded at fair value. Marketable securities
reflect $3.4 million and $3.5 million of unrealized holding gains at December 31, 1996
and 1995, respectively. Underlying net assets were used to estimate the fair value of
other investments; however, if any such investment was sold after the end of the year,
its sale price determined its fair value for these purposes.

The fair value of “Long-term debt,” including current maturities, approximated
$1.95 billion at December 31, 1996, and $1.77 billion at December 31, 1995. The fair
values of debt were estimated based on quoted market prices or discounted cash flows
using current interest rates for debt with similar terms, company rating and remaining
maturity (see Note 6 for carrying values of “Long-term debt”’). The fair value of

interest rate swaps is immaterial.
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15. COMMITMENTS AND CONTINGENCIES
Proposed Acquisition of Conrail

On October 23, 1996, NS announced its intention to commence an all-cash tender
offer for all shares of Conrail Inc. (Conrail), a Pennsylvania corporation. On October
24, 1996, Atlantic Acquisition Corporation, a Pennsylvania corporation and a wholly
owned subsidiary of NS, offered to purchase all outstanding shares of Conrail'’'s common
stock and Series A ESOP Convertible Junior Preferred Stock (collectively, the Shares),
including, in each case, the associated Common Stock Purchase Rights, at a price of
$100 per Share--approximately $9.1 billion in the aggregate. Shares tendered in the
offer or acquired in any subsequent merger would be held in a voting trust pending
regulatory approval by the STB. The offer followed the October 15 announcement that
Conrail had entered into a merger agreement with CSX Corporation (CSX), whereby Conrail
stockholders would receive $92.50 in cash per Share for up to 40 percent of their
Shares and receive CSX common stock for the balance of their Shares. On November 6,
1996, CsX and Conrail announced that CSX had raised the cash portion of its offer to
€110 per Share and left unchanged the ratio pursuant toc which certain Conrail
stockholders would receive shares of CSX common stock. On November 8, 1996, NS
announced that it had increased its all-cash offer to $110 per Share--approximately
$10.0 billion in the aggregate. On December 19, 1996, CSX and Conrail announced that
CSX was adding preferred stock (convertible into CSX common stock) to its offer--a
feature said to be worth $16 per Share. On December 20, NS increased its all-cash offer
to $115 per Share--approximately $11 billion in the aggregate--and on January 13, 1997,
NS announced that it would offer to purchase up to 8.2 million Shares (app~oximately
9.9%), the approximate maximum number of Shares NS can buy without triggering Conrail’'s
current anti-takeover defenses, for $115 per Share, if Conrail stockholders disapproved
at a special meeting certain management recommendations designed to facilitate the
merger with CSX.

At that special meeting on January 17, 1997, Conrail stockholders did disapprove
those recommendations. Accordingly, on January 22, 1997, NS amended its pending all-
cash tender offer by reducing the number of Shares sought to 8.2 million; on February
11, 1997, it acquired 8.2 million Shares for a total of $943 million, pursuant tc that
amended offer. These Shares have been placed in a voting trust and under certain
circumstances might have to be sold at a loss. The Conrail board repeatedly has
affirmed its commitment to a merger with CSX.

On February 12, 1997, NS commenced a second tender offer for the remaining
Shares. NS’ second tender offer is conditioned upon, among other things, the valid
tender of at least Shares sufficient, with those already owned by NS, to constitute at
least a majority of the Shares on a fully diluted basis, Subchapter 25F of
Pennsylvania‘s Business Corporation Law not being applicable to the offer, Conrail’s
Rights Agreement (or poison pill) having been redeemed or otherwise made inapplicable
to NS’ tender offer, the merger agreement between CSX and Conrail having been
terminated in accordance with its terms or otherwise, and other conditions. NS has
received a favorable opinion from the STB regarding the use of a voting trust and has
obtained sufficient financing commitments (see below).

The STB has proposed a schedule for handling Conrail control applications which
could result in an STB decision in late 1997 or early 1998. If the STB does not approve
NS’ application or if NS deems any conditions imposed by the STB too onerous, NS would
bave the right and obligation to sell all Shares held in the voting trust. Such a
disposition could result in a significant loss.

rough December 31, 1996, NS had incurred $76 million of costs associated with
the proposed acquisition. These costs, most of which are debt commitment fees, are
reflected in the Consolidated Balance Sheet in “Other assets” and, for the portion

accrued, in “Other current liabilities” (se= Note 7).
See also Note 16.
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15. COMMITMENTS AND CONTINGENCIES (continued)
Debt Commitments

In connection with the proposed acquisition of Conrail, NS has secured debt
commitments sufticient for the tender offer and subsequent merger. The commitments
expire on August 1, 1997, except for a portion of a revolving credit facility expiring
on August 1, 1998. The total commitment fees will approximate $200 million if the
entire facility is used. At December 31, 1996, $57 million of commitment fees had been
incurred.

In connection with the purchase of the 8.2 million Shares, NS arranged for
additional commercial paper debt in an aggregate amount not to exceed $1.0 billion. All
or part of this amount could be refinanced either by issuing additional commercial
paper or through drawing on the debt commitment that has been arranged in connection
with the all-cash $115 per share tender offer for all Shares.

Lawsuits

Norfolk Southern and certain subsidiaries are defendants in numerous lawsuits
relating principally to railroad operations. While the final outcome of these lawsuits
cannot be predicted with certainty, it is the opinion of Management, after consulting
with its legal counsel, that the amount of NS’ ultimate liability will not materially
affect NS' consclidated financial position.

Environmental Matters

NS is subject to various jurisdictions’ environmental laws and regulations. It is
NS’ policy to record a liability where such liability or loss is probable and can be
reasonably estimated. Claims, if any, against vhird parties for recovery of clean-up
costs incurred by NS are reflected as receivablies in the balance sheet and are not
netted against the associated NS liability. Environmental engineers participate in
ongoing evaluations of all identified sites, and--after consulting with counsel--any
necessary adjustments to initial liability estimates are made. NS also has established
an Environmental Policy Council, compcsed of senior managers, to oversee and interpret
its environmental policy.

As of December 31, 1996, NS’ balance sheet included a reserve for environmental
exposures in the amount of $53 million (of which $12 million is accounted for as a
current liability), which is NS’ estimate of the probable costs at 111 identified
locations based on available information. On that date, nine sites accounted for
$19 million of the reserve, and no individual site was considered to bhe material.

NS anticipates that the majority of this liability will be paid out over five years;
however, some costs will be paid out over a longer period.

At many of the 111 locations, certain NS subsidiaries, usually in conjunction
with a number of other parties, have been identified as potentially responsible parties
by the Environmental Protection Agency (EPA) or similar state authorities under the
Comprehensive Envircnmental Response, Compensation, and Liability Act of 1980, or
comparable state statutes, which often impose joint and several liability for clean-up
costs.

With respect to known environmental sites (whether identified by NS or by the EPA
or comparable state authorities), estimates of NS’ ultimate potential financial
exposure for a given site or in the aggregate for all such sites are nccessarily
imprecise because of the widely varying costs of currently available clean-up
techniques, the likely development of new clean-up technologies, the difficulty of
determining in advance the nature and full extent of contamination and each potential
participant‘s share of any estimated loss (and that participant’s ability to bear it)
and evolving statutory and regulatory standards governing liability.
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15. COMMITMENTS AND CONTINGENCIES (continued)

The risk of incurring environmental liability--for acts and omissions, past,
present and future--is inherent in the railroad business. Some of the commodities,
particularly those classified as hazardous materials, in NS’ traffic mix can pose
special risks that NS and its subsidiaries work diligently to minimize. In addition,
several NS subsidiaries own, or have owned in the past, land holdings used as operating
property, or which are leased or may have been leased and operated by others, or held
for sale. Because certain conditions may exist on these properties related to
environmental problems that are latent or undisclosed, there can be no assurance that
NS will not incur liabilities or costs with respect to one or more of them, the amount
and materiality of which cannot be estimated reliably now. Moreover, lawsuits and
claims involving these and other now-unidentified environmental sites and matters are
likely to arise from time to time. The resulting liabilities could have a significant
effect on financial condition, results of operations or liquidity in a particular year
or quarter.

However, based on its assessments of the facts and circumstances now known and,
after consulting with its legal counsel, Management believes that it has recorded the
probable costs based on available information for those environmental matters of which
the Corporation is aware. Further, Manayem~ont believes that it is unlikely that any
identified matters, either individually or in aggregate, will have a material adverse
effect on NS’ financial position, results of operations or liquidity.

Change-in-Control Arrangements

Norfolk Southern has compensation agreements with officers and certain key

employees, which become operative only upon a change in control of the Corporation, as
defined in those agreements. The agreements provide generally for payments based on
compensation at the time of a covered individual's involuntary or other specified
termination and for certain other benefits.

Capital Expenditure Commitment

In connection with a long-term transportation contract entered into during 1996,
NS has committed to construct and operate four motor vehicle distribution centers.
These facilities are scheduled for completion in 1998.

Debt Guarantees

As of December 31, 1996, certain Norfolk Southern subsidiaries are contingently
liable as guarantors with respect to $50.7 million of indebtedness of related entities.

16. EVENTS SUBSEQUENT TO THE DATE OF THE INDEPENDENT AUDITORS’ REPORT-CONRAIL
DEVELOPMENTS (UNAUDITED)

Pursuant to an amendment to the merger agreement between CSX and Conrail
announced on March 7, 1997, CSX has offered to purchase all Shares for $115 per Share
in cash and CSX is permitted tc enter into negotiations with other parties, including
NS, concerning the acquisition of the securities or assets, or concessions relating to
the assets or operations, of Conrail. NS and CSX are negotiating a comprehensive
resolution of the issues confronting the eastern railroads based on the proposal
submitted by NS to both CSX and Conrail on February 24, 1997. Such a resolution could
involve a joint acquisition of Shares by NS and CSX. However, unless and until such
negotiations are successfully concluded, NS intends to continue in effect its tender

offer for all Shares not owned by NS.
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INDEPENDENT AUDITORS’ REPORT

The Stockholders and Board of Directors
Norfolk Southern Corporation:

We have audited the consolidated financial statements of Norfolk Southern Corporation
and subsidiaries as listed in the index in Item 8. In connection with our audits of the
consolidated financial statements, we also have audited the consolidated financial
statement schedule listed in Item 14(a)2. These consolidated financial statements and
this consolidated financial statement schedule are the responsibility of the Company’s
management. Our responsibility is to express an opinion on these consolidated financial
statements and this consolidated financial statement schedule based on our audits.

We conducted our audits in accordance with generally accepted auditing standards. Those
standards require that we plan and perform the audit to obtain reasonable assurance
about whecther the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts znd Aisclosures in
the financial statements. An audit also includes assessing the accounting principles
used and significant estimates made by management, as well as evaluating tihe overall
financial statement presentation. We believe that our audits provide a reascnable basis

for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly,
in all material respects, the financial position of Norfolk Southern Corporation and
subsidiaries as of December 31, 1996 and 1995, and the results of their operations and
their cash flows for each of the years in the three-year period ended December 31,
1996, in conformity with generally accepted accounting principles. Also, in our
opinion, the related consolidated financial statement schedule, wien considered in

relation to the basic consolidated financial statements taken as a whole, presents
fairly, in all material respects, the information set forth therein.

/s/ KPMG Peat Marwick LLP

Norfolk, Virginia
January 28, 1997, except as to the second and third paragraphs of Note 15, which are as

of February 12, 1997
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Changes in and Disagreements with Accountants on Accounting

PART III

Directecrs and Executive Officers of the Registrant.

In accordance with General Instruction G(3), the information
~alled for by Part III is incorporated herein by reference from Norfolk
Southern’s definitive Proxy Statement, to be dated April 1, 1997, for
the Norfolk Southern Annual Meeting of Stockholders to be held on

May 8, 1997, which definitive Proxy Statement will be filed
electronically with the Commission pursuant to Regulation 14A. The
information regarding executive officers called for by Item 401 of
Regulation S-K is included in Part I hereof beginning on page 25 under

“Executive Officers of the Registrant.”
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PART IV

Exhibits, Financial Statement Schedule, and Reports on

The following documents are filed as part of this report:
Index to Consolidated Financial Statements: Page

Consolidated Statements of Income
Years ended December 31, 1996, 1995 and 1994 56

Consolidated Balance Sheets
As of December 31, 1996 and 1995 57

Consolidated Statements of Cash Flows
vears ended December 31, 1996, 1995 and 1994 58

Consolidated Statements of Changes in
Stockholders’ Equity
vears ended December 31, 1996, 1995 and 1994
Notes to Consolidated Financial Statements

Independent Auditors’ Report

Financial Statement Schedule:

The following consolidated financial statement schedule
should be read in connection with the consolidated financial

statements:

Index to Consolidated Financial Statement Schedule Page

Schedule II - Valuation and Qualifying Accounts 88

Schedules other than the one listed above are omitted either
because they are not required or are inapplicable or because
the information is included in the consolidated financial
statements or related notes.
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Exhibits, Financial Statement Schedule, and Reports on

Form 8-K. (continued)

Exhibit
Description

Articles of Incorporation and Bylaws -

The Restated Articles of Incorporation of Norfolk
Southern Corporation are incorporated herein by
reference from Exhibit 3 (i) to Norfolk Southern’s
1995 Annual Report in Form 10-K.

The Bylaws of Norfolk Southern Corporation, as
amended July 23, 1996, are incorporated herein
by reference from Norfolk Southern’s Form 10-Q
report for the quarter ended September 30, 199s6.

Instruments Defining the Rights of Security
Holders, Including Indentures -

In accordance with Item 601(b) (4) (iii) of
Regulation S-K, copies of instruments of Norfolk

Southern Corporation and its subsidiaries with respect
to the rights of holders of long-term debt are not
filed herewith, or incorporated by reference, but will
be furnished to the Commission upon request.

Material Contracts -

(a) The Supplementary Agreement, entered into as

of January 1, 1987, between the Trustees of the
Cincinnati Southern Railway and The Cincinnati,

New Orleans and Texas Pacific Railway Company

(the latter a wholly owned subsidiary of Norfolk
Southern Railway) - extending and amending a Lease,
dated as of October 11, 1881 (both the Lease and
Supplementary Agreement, formerly incorporated by
reference from Exhibit 10(b) to Southern’s 1987
Annual Report on Form 10-K) - is incorporated herein
by reference from Exhibit 10(a) to Norfolk Southern’s
1994 Annual Report on Form 10-K.

Management Compensation Plans

(b) The Norfolk Southern Corporation

Management Incentive Plan, as amended effective

January 1, 1996, is incorporated herein by reference from
Exhibit 10(b) to Norfolk Southern’'s 1995 Annual Report

on Form 10-K.
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The Norfolk Southern Corporation
Executive Management Incentive Plan, effective
January 1, 1996, is incorporated herein by reference from
Exhibit 10(c) to Norfolk Southern’s 1995 Annual Report
on Form 10-K.

(d) The Norfolk Southern Corporation

Long~Term Incentive Plan as amended effective

January 23, 1996, is incorporated herein by reference from
Exhibit 10(d) to Norfolk Southern’s 1995 Annual Report

on Form 10-K.

(e) The Norfolk Southern Corporation Officers’
Deferred Compensation Plan is incorporated

herein by reference from Exhibit 10(g) to

Norfolk Southern’s 1993 Annual Report on Form 10-K.

(£) The Directors’ Deferred Fee Plan of

Norfolk Southern Corporation, as amended effective May 9,
1996, is incorporated herein by reference from

Exhibit 10(f) to Norfolk Southern’s Form 10-Q Report

for the quarter ended June 30, 1996.

(g) The Norfolk Southern Corporation Directors’
Restricted Stock Plan effective January 1, 1994,

is incorporated herein by reference from Exhibit 99
to Norfolk Southern’s Form S-8 filed electronically
on January 26, 1994.

(h) Form of Severance Agreement, dated as of
June 1, 1996, between Norfolk Southern
Corporation and certain executive officers
(including those defined as *named executive
officers” and identified in the Corporation’s
Proxy Statement for the 1997 Annual Meeting of
Stockholders) is incorporated herein by reference
from Exhibit 10 to Norfolk Southern’s Form 10-Q
Report for the quarter ended June 30, 1996.

(i) Norfolk Southern Corporation Supplemental

(formerly, Excess) Benefit Plan, as amended January 28,
1997, with such amendment to be effective as of January 1,
1996, subject to receipt of Internal Revenue Service
approval of a coordinating provision in the Retirement
Plan of Neorfolk Southern Corporation and Participating
Subsidiary Companies, is filed herewith.
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Item 14. Exhibits, Financial Statement Scheaule, and Reports on

Form 8-K. (continued)

Description

(j) The Norfolk Southern Corporation Directors’
Charitable Award Program, effective February 1, 1996,
is incorporated herein by reference from Exhibit 10(3j)
to Norfolk Southern’s Form 10-Q Report for the
quarter ended June 30, 1996.

(k) The Norfolk Southern Corporation Directors’
Pension Plan, as amended effective June 1, 1996,

is incorporated herein by reference from Exhibit 10 (k)
to Norfolk Southern’s Form 10-Q Report for the
quarter ended June 30, 1996.

(1) The Norfolk Southern Ccrporation Directors’
Deferred Stock Unit Program, effective May 9, 1996,

ie incorporated herein by reference from Exhibit 10(1)
to Norfolk Southern’s Form 10-Q Report for the
quarter ended June 30, 1996.

(m) The Excess Long-Term Disability Plan of
Norfolk Southern Corporation and Participating
Svbsidiary Companies, effective October 1, 1995,

is incorporated herein by reference from

Exhibit 10(m) to Norfolk Southern’s Form 10-Q Report
for the quarter ended June 30, 1996.

Statement re: Computation of Per Share Earnings.

Statement re: Computation of Ratio of Earnings to
Fixed Charges.

Subsidianries of the Registrant.
Consents of Experts and Counsel -

Consent of Independent Auditors.
Financial Data Scheduile.

Reports on Form 8-K.

No reports on Form 8-K were filed for the three
months ended December 31, 1996.

Exhibits.

The Exhibits required by Item 601 of Regulation S-K
as listed in Item 14(a)3 are filed herewith or
incorporated herein by reference.
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Item 14. Exhibits, Financial Statement Schedule, and Reports on

Form 8-K. (continued)

Description

Financial Statement Schedules.

Financial statement schedules and separate
financial statements specified by this Item are
included in Item 14(a)2 or are otherwise not
required or are not applicable.




86

POWER OF ATTORNEY

Each person whose signature appears below under “SIGNATURES”
hereby authorizes Henry C. Wolf and James C. Bishop, Jr., or either of
them, to execute in the name of each such person, and to file, any
amendment to this report and hereby appoints Henry C. Wolf and
James C. Bishop. Jr., or either of them, as attorneys-in-fact to sign on
his or he. tehalf, individually and in each capacity stated below, and
to file, any and all amendments to this report.

Pursuant. to the requirements of Section 13 or 15(d) of the
Securities Exchange Act of 1934, Norfolk Southern Corporation has duly
caused this report to be signed on its behalf by the undersigned,
thereunto duly authorized, on this 25th day of March, 1997.

NORFOLK SOUTHERN CORPORATION

/s/ David R. Goode

(Davzd R. Goode, Chairman, President and
Chief Executive Officer)

Pursuant to the requirements of the Securities Exchange Act
of 1934, this report has been signed below cn this 25th day of March,
1997, by the following persons on behalf of Norfolk Southern Corporation
and in the capacities indicated.

Chairman, President and Chief
Executive Officer and Director
(Principal Executive Officer)

Executive Vice President-Finance
(Henry C. Wolf) (Principal Financial Officer)

/s/ John P. Rathbone
Vice President and Controller

(Joh:. P. Rathbone) (Principal Accounting Officer)

/s/ Gerald L. Baliles
Director

(Gerald L. Baliles)




Signature

/s/ Carroll A. Campbell, Jr.
Director
(Carroll A. Campbell, Jr.)

Director
(Gene R. Carter)

/s/ L. E. Coleman
Director
(L. E. Coleman)

/s/ T. Marshall Hahn,
Director

(T. Marshall Hahn,

/s/ Landon Hilliard
Director

(Landon Hilliard)

/s/ E. B. Leisenring,
Director

(E. B. Leisenring,

/s/ Arnold B. McKinnon
Director

(Arnold B. McKinnon)

/s/ Jane Margaret O’Brien

Director
(Jane Margaret O’Brien)

/s/ Harold W. Pote
Director

(Harold W. Pote)




Schedule II
Page 1 of 2

Norfolk Southern Corporation and Subsidiaries

Valuation and Qualifying Accounts
Years Ended December 31, 1994, 1995 and 1996
(In millions of dollars)

Additions charged to

Beginning
Balance Expenses Accounts Deductions

Year ended December 31, 1994

vValuation allowance (included
net in deferred tax
liability) for deferred tax
assets

Casualty and other claims
included in other
liabilities . ‘ S

Current portion of casualty
and other claims included
in accounts payable

2.5 (1)

$163.7 (1)

Year ended December 31, 1995

Valuation allowance (included
net in deferred tax
liability) for deferred tax
assets

Casualty and other claims
included in other
liabilities

Current portion of casualty
and other claims included
in accounts payable

$ 3.3 41)

$172.6 (1)

Includes revenue overcharges provided through charges to operating revenues, and
transfers from other accounts.

Payments and reclassifications to/from accounts payable.

Payments and reclassifications to/from other liabilities.

(continued)




Schedule II
Page 2 of 2

Norfolk Southern Corporaticn and Subsidiaries

Valuation and Qualifying \ccounts
Years Ended December 31, 1994, 1995 and 1996 (continued)
(In millions of dollars)

Additions charged to

Beginning Ending
Balance Expenses Accounts Deductions Balance

Year ended December 31, 1996

valuation allowance (included

net in deferred tax

liability) for deferred tax

assets
Casualty and other claims

included in other

liabilities $ 286.5 $115.4 $ 4.0(1) $131.7(2)
Current portion of casualty

and other claims included
in accounts payable $197.4 $ 61.4 $157.2(1) $216.4(3)

Includes revenue overcharges provided through charges to operating revenues, and
transfers from other accounts.

pPayments and reclassifications to/from accounts payable.

payments and reclassifications to/from other liabilities.
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EXHIBIT INDEX

Electronic
Submission
Exhibit

Norfolk Southern Corporation Supplemental
(formerly, Excess) Benefit Plan.

Statement re: Computation of Per Share Earnings.

Statement re: Computation of Ratio of Earnings
to Fixed Charges.

Subsidiaries of Norfolk Southern Corporation.
Consent of Independent Auditors.

Financial Data Schedule (This exhibit is
required to be submitted electronically
pursuant to the rules and regulations of
the Securities and Exchange Commission and
shall not be deemed filed for purposes of
Section 11 of the Securities Act of 1933
or Section 18 of the Securities Exchange
Act of 1934).

Exhibits 10(i) and 27 are not included in copies assembled for public
dissemination. If you have a need for this type of information, we will be
pleased to send it to you. Write to:

Office of Corporate Secretary
Norfolk Southern Corporation
Three Commercial Place
Norfolk, Virginia 23510-9211




EXHIBIT 10(i), Page 1 of 5

SUPPLEMENTAL BENEFIT PLAN
OF
NORFOLK SOUTHERN CORPORATION
AND
PARTICIPATING SUBSIDIARY COMPANIES
(as last amended January 28, 1997)

ARTICLE 1. ANTRODUCTION

This Supplemental Benefi:. Plan ("Plan"), formerly the Excess Benefit Plan,
was established by Norfolk Southern Corporation effective June 1, 1982,
("Effective Date") to provide retirement benefits to eligible employees in
excess of those provided for by the Retirement Plan of Norfolk Southern
Corporation and Participating Subsidiary Companies. This Plan is the
successnr to and supersedes, as of the Effective Date, the following plans:

Excess Benefit Plan of Norfolk and Western Railway Company

Southern Railway System Supplemental Retirement Plan

Norfolk and Western Railway Company Executives Contingent
Compensation Plan Pension Resolution

ARTICLE II1. DEFINITIONS:

NSC Norfolk Southern Corporation, a Virginia
corporation.

The Pension Committee of the Board of Directors
of NSC.

Pension
Committee

Retirement
Plan

Member

Participating
Subsidiary

Participant

Deferred
Compensation

Retirement Plan of Norfolk Southern Corporation
and Participating Subsidiary Companies.

A person entitled to participate in the
Retirement Plan.

Each subsidiary or affiliated company of NSC
which is a Participating Subsidiary in the
Retirement Plan shall automatically participate
in the Plan.

A Member of the Retirement Plan who is eligible
to participate under Article III.

Amounts the receipt of which a Participant elects

to defer under the:

Deferred Compensation Plan of Norfolk and Western

Railway Company

Southern Railway System Executive, General or

Middle Management Incentive Plan
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SUPPLEMENTAL BENEFIT PLAN OF EXHIBIT 10(i), Page 2 of 5
NORFOLK SOUTHERN CORPORATION AND

PARTICIPATING SUBSIDIARY COMPANIES

(as last amended January 28, 1297)

Norfolk Southern Corporation Management Incentive
Plan

Norfolk Southern Corporation Executive Management
Incentive Plan

Norfolk Southern Corporation Officers' Deferred
Compensation Plan

NW Pension Resolutions adopted by the Board of Directors of

Resolutions Norfolk and Western Railway Company at its
meetings held on January 23, 1968, June 24, 1969,
November 25, 1969, January 26, 1971, and April 23,
1974, authorizing the respective payments of
additional pension benefits to five Members.

Average Final Compensation as defined in Article II of the
Compensation Retirement Plan.

ARTICLE III.  ELIGIBILITY

1. The following Members of the Retirement Plan shall be eligible to
participate in the Plan on or after the Fffective Date:

(a) Any Member of the Retirement Plan whose benefit computed under
Article VI of the Retirement Plan without regard to the maximum
limitation on benefits imposed by Section 415 of the Internal
Revenue Code exceeds such maximum limitation on benefits;

Any Member of the Retirement Plan whose benefit computed under
Article VI of the Retirement Plan disregards amounts of Deferred
Compensation in the computation of his Average Final
Compensation;

Any Member of the Retirement Plan entitled to receive a pension
benefit, in excess of the benefit computed under the provisions
of the Retirement Plan, pursuant to an NW Pension Resolution;

Any Member of the Retirement Plan entitled to receive a pension
benefit, in excess of the benefit computed under the provisions
of the Retirement Plan, pursuant to a resolution adopted by the
Board of Directors of NSC;

Any Member of the Retirement Plan whose Compensation exceeds the
limitation contained in Section 401(a) (17) of the Internal
Revenue Code;

Any Member protected by the Pension Benefits Standard Act of
Ccanada whose benefit computed under Article VI of the Retirement
Plan exceeds $60,000; or
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SUPPLEMENTA_. BENEFIT PLAN OF EXHIBIT 10(i), Page 3 of 5
NORFOLK SOUTHERN CORPORATION AND

PARTICIPATING SUBSIDIARY COMPANIES

(as last amended January 28, 1997)

(g) Any Member of the Retirement Plan entitled to receive a pension
benefit in excess of the benefit computed under the provisions
of the Retirement Plan, pursuant to the provisions of any
agreement between a Participant and NSC providing benefits upon
"Termination” of a Participant’s employment following a “Change
in Control” (as the terms “Termination” and “"Change in Control”
are defined in any such agreement).

Any participant of the Excess Benefit Plan of Norfolk and Western
Railway Company or the Southern Railway System Supplemental Retirement
Plan or any individual covered by the Norfolk and Western Railway
Company Executives Contingent Compensation Plan Pension Resolution,
dated September 24, 1968, shall become a Participant on the Effective
Date.

ARTICLE IV. SUPPLEMENTAL BENEFIT

1. A Participant shall, upon retirement under the Retirement Plan, be
entitled to receive a monthly benefit equal to the excess of

(a) the monthly benefit under Article VI of the Retirement Plan if
such benefit had been computed

(i) without regard to the limitation imposed by Section
415 of the Internal Revenue Code and provided for in
Section 1 of Article VII of the Retirement Plan;

(ii) without regard to the limitation of Compensation
imposed by Section 40i(a) (17) of the Internal Revenue
Code;

(iii) without regard to the $60,000 limitation on benefits
payable to Members protected by the Pension Benefits
Standard Act of Caaada;

(iv) by including in the calculation of Average Monthly
Final Compensation amounts of Deferred Compensation,
if any;

by including service credits and applying any offsets
provided for under any NW Pension Resolution, if any;
and

by including the service credits and compensation to
which a Participant is entitled pursuant to the
provisions of any agreement providing the benefits
described in Article III, Section 1(g), hereof; and




SUPPLEMENTAL BENEFIT PLAN OF EXHIBIT 10(i), Page 4 of 5
NORFOLK SOUTHERN CORPORATION AND

PARTICIPATING SUBSIDIARY COMPANIES

(as last amended January 28, 1997)

(vii) by excluding the Additional Retirement Benefit
provided under Article VI of the Retirement Plan, as
set forth in Schedule A of the Retirement Plan, over

(b) the monthly benefit actually payable under the Retirement Plan.

A Participant shall, upon retirement under the Retirement Plan, be
entitled to receive a monthly benefit, in excess of the benefit
otherwise payable under the Retirement Plan and in addition to any
amount payable pursuant to Section 1 of this Article IV, in an amount
so provided by a resolution adopted by the Board of Directors of NSC,

if any.

Any survivorship option which has been elected or is in force under
Article VIII of the Retirement Plan at the time of a Participant's
death shall be deemed to have been elected or be in force under this

Plan.

The payment of excess benefits under the Plan shall be made in a
manner consistent with the provisions of the Retirement Plan, and
shall continue for the same period of time.

ARTICLE V. EUNDING

The benefits under the Plan shall be paid in cash from the general
funds of NSC or its Participating Subsidiary, and no special or separate
fund shall be established or other segregation of assets made to assure
such payments. Nothing contained in the Plan shall create or be construed
to create a trust of any kind. To the extent that any person acquires a
right to receive payments under the terms of the Plan, such right shall be
no greater than the right of an unsecured creditor of NSC or its

Participating Subsidiary.

ARLLCLE VL. ADMINISTRATION

: The Plan shall be administered by the Peusion Committee, which is
composed of three or more NSC directors appointed by the NSC Board who
are not eligible to participate in the Plan and who shall serve at the
pleasure of the Board. Each member of the Pension Committee, while
serving as such, shall be considered to be acting in his capacity as a

director of NSC.

The Pension Committee shall from time to time adopt rules and
regulations determined to be necessary to ensure the effective
implementation of the Plan.




SUPPLEMENTAL BENEFIT PLAN OF EXHIBIT 10(i), Page 5 of S
NORFOLK SOUTHERN CORPORATION AND

PARTICIPATING SUBSIDIARY COMPANIES

(as last amended January 28, 1997)

The Pension Committee shall have the power to interpret the Plan. Any
disputed question arising under the Plan, including questions of
construction and interpretation, shall be determined conclusively and
finally by the Pension Committee.

ARTICLE VII.  RIGHTS AND RESTRICTIONS

Participants in the Plan shall have only those rights in respect of
the Plan specifically set forth herein.

This Plan shall not be deemed to constitute a contract between NSC or
any Participating Company and any Participant or surviving spouse of a
deceased Participant, nor shall it be construed to be consideration
for or an inducement or condition of the employment of any
Participant. Nothing containec¢ '..rein shall be deemed to give any
Participant the right to continued employment.

Benefits payable hereunder shall not be subject in any manner to
anticipation, alienation, sale, transfer, assignment, pledge,
encumbrance, or charge, and any attempt to accomplish any of these
mentioned acts shall be void. Benefits shall not be subjected to
attachment or othur legal process or debts of the retired Participant

or surviving spouse.

ARTICLE VIII. AMENDMENTS AND TERMINATIONS

The Plan may be amended at any time, and retroactively, if deemed
necessary or appropriate, by any proper officer of NSC to effect changes
which are, in his or her sole discretion, ministerial, substantively
administrative, or necessary to comply with statutory or other legally
mandated requirements, and the implementation of which does not result in a

material cost to NSC.

The Board or Directors of NSC, in its sole discretion, may at any time
modify or amend any provisions of the Plan or may suspend or terminate the
Plan, in whole or in part, but no such action shall retroactively impair or
otherwise adversely affect the rights of any person to benefits under the
Plan which have accrued prior to the date of such action, as determined by

the Pension Committee.

/s/ Paul N. Austin

P. N. Austin
Vice President Personnel




EXHIBIT 11 PAGE 1 of 2

NORFOLK SOUTHERN CORPORATION AND SUBSIDIARIES
COMPUTATION OF PER SHARE EARNINGS
(In millions except per share amounts)

1996

Computation for Statements of Income
Net income per statements of income

weighted average number of shares
outstanding

Primary earnings per share

Additional Primary Computation

Adjustment to weighted average number
of shares outstanding:

Weighted average number of shares
outstanding per primary
computation above

Dilutive effect of outstanding
oytions, stock appreciation
rights (SARs) and performance
share units (PSUs) (as determined
by the application of the
treasury stock method) (1)

Weighted average number of
shares outstanding, as
adjusted

Primary earnings per share,

as adjusted (2)

See Note 12 of Note= to Consolidated Financial Statements c¢n page 73
for a description of the Long-Term Incentive Plan.

These calculation:: are submitted in accordance with Regulation S-K
item 601(b) (11) although not required by footnote 2 to paragraph 14 of
APE Opinion No. 1!\ because they result in dilution of less than

3 percent.




EXHIBIT 11 PAGE 2 of 2

NORFOLK SOUTHERN CORPORATION AND SUBSIDIARIES
COMPUTATION OF PER SHARE EARNINGS
(In millions except per share amounts)

19¢6 1995

Fully Diluted Computation

Net income per statements of income 740. T42:7

Adjustment to increase earnings
to requisite level to earn
maximum PSUs, net of tax effect

Net income, as adjusted

Adjustment to weighted average
number of shares outstanding, as
adjusted for additional primary
calculation:

Weighted average number of
shares outstanding, as
adjusted per additional
primary computation on page 1

Additional dilutive effect of
outstanding options and SARs
(as determined by the
application of the treasury
stock method using period
end market price)

Additional shares issuable at
maximum level for PSUs

Weighted average number of
shares, as adjusted

Fully diluted earnings
per share (3)

e calculations are submitted in accordance with Regulation S-K

hough they are contrary to paragraph 40 of
duce an anti-dilutive result.

(3) Thes
item 601(b) (11) alt
APB Opinion No. 15 because they pro




EXHIBIT 12 PAGE 1 of 1

NORFOLK SOUTHERN CORPORATION AND SUBSIDIARIES
COMPUTATION OF RATIO OF EARNINGS TO FIXED CHARGES
(Millions of Dollars)

Year ended December 31

1996 199% 1994

EARNINGS

Income before income

s;xes as reported $1,196.9 $1,114.7 $1,049.0 §$ 898.6
Add:

Total interest expenses

{as detailed below) 186.4 174.9 159.9 160.7

Income (loss) of

partially owned

entities (1)

Subsidiaries' preferred

dividend requirement

Income before income
taxes, as adjusted : ? $1,212.2

FIXED CHARGES

Interest expense on debt . . $ 101.6
Other interest expense / : .8
Calculated interest

portion of rent expense

Total interest
expenses

Capitalized interest
Subsidiaries' preferred
dividend requirement

on a pretax basis

Total fixed charges
=sS=S===S=== TES=ESs=s=
RATIO OF EARNINGS TO
FIXED CHARGES 6.85 S 6.66

(1) Includes the distributed income of 20%-49% owned entities, net of equity recorded
in undistributed income and the minority income of consolidated entities which have

fixed charges.

The computations do not include $0.3 million of interest expense related to
$7.8 million of debt guaranteed for a less than 50% owned entity.
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EXHIBIT 21 PAGE 1 of 3

NAME AND STATE OF INCORPORATION OF SUBSIDIARIES
OF NORFOLK SOUTHERN CORPORATION
AS OF MARCH 1, 1997

Agency Media Services, Inc., Indiana

Atlantic Acquisition Corporation, Pennsylvania
Atlantic Investment Company, Delaware

Norfolk Southern Properties, Inc., Virginia
Norfolk Southern Railway Company, Virginia
North American Van Lines, Inc., Delaware

NS Crown Services, Inc., Virginia

NS Fiber Optics, Inc., Virginia

NS Transportation Brokerage Corporation, Virginia
Pocahontas Development Corporation, Kentucky
Pocahontas Land Corporation, Virginia

TCS Leasing, Inc., Oklahoma

Norfolk Southern Railway Company subsidiaries:

Airforce Pipeline, Inc., North Carolina

Alabama Great Southern Railrocad Company, The; Alabama

Atlantic and East Carolina Railway Company, North Carolina

Camp Lejeune Railroad Company, North Carolina

Central of Georgia Railroad Company, Georgia

Chesapeake Western Railway, Virginia

Cincinnati, New Orleans and Texas Pacific Railway Company, The;
Ohio

Citico Realty Company, Virginia

Georgia Southern and Florida Railway Company, Georgia

High Point, Randleman, Asheboro and Southern Railroad
Company, North Carolina

Interstate Railroad Company, Virginia

Lamberts Point Barge Company, Inc., Virginia

Memphis and Charleston Railway Company, Mississippi

Mcbile and Birmingham Railroad Company, Alabama

Norfolk and Portsmouth Belt Line Railroad Company, Virginia

Norfolk and Western Railway Company, Virginia

North Carolina Midland Railroad Company, The; North Carolina

Rail Investment Company, Delaware

Shenandoah-Virginia Corporation, Virginia

South Western Rail Road Company, The; Georgia

Southern Rail Terminals, Inc., Georgia

Southern Rail Terminals of North Carolina, Inc., North Carolina

Southern Region Coal Transport, Inc., Alabama

Southern Region Materials Supply, Inc., Georgia

Southern Region Motor Transport, Inc., Georgia

State University Railroad Company, North Carolina

Tennessee, Alabama & Georgia Railway Company, Delaware

Tennessee Railway Company, Tennessee

Virginia and Southwestern Railway Company, Virginia

vadkin Railroad Company North Carolina
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Norfolk Southern Properties, Inc. subsidiaries:
Alexandria-Southern Properties, Inc., Virginia
Arrowood-Southern Company, North Carolina
Arrowood Southern Executive Park, Inc., North Carolina
Carlyle CA Corporation, Virginia
Carlyle Development Corporation, Virginia
Charlotte-Southern Corporation, MNorth Carolina
Charlotte-Southern Hotel Corporation, North Carolina
Lambert's Point Docks, Incorporated, Virginia
NS-Charlotte Tower Corporation, North Carolina
Nickel Plate Improvement Company, Inc., The; Indiana
NKPI Management, Inc., Indiana
Norfolk Southern Industrial Development Corp., Virginia
NS Gas Properties, Inc., Virginia
NS Gas Properties, II, Inc., Virginia
Sandusky Dock Corporation, Virginia
Southern Region Industrial Realty, Inc., Georgia
Virginia Holding Corporation, Virginia

North American Van Lines, Inc. domestic subsidiaries:
A Five Star Forwarding, Inc., Delaware
A Three Rivers Forwarding, Inc., Indiana
Alaska USA Van Lines, Inc., Indiana
Americas Quality Van Lines, Inc., Indiana
City Storage & Transfer, Inc., Coloradc
Fleet Insurance Management, Inc., Indiana
FrontRunner Worldwide, Inc., Delaware
Creat Falls North American, Inc., Montana
Move Management Services, Inc., Indiana
NACAL, Inc., California
NALOG, Inc., Delaware
NAVTRANS Container Lines, Inc., Florida
NAVTRANS International Freight Forwarding, Inc., Indiana
NorAm Forwarding, Inc., Indiana
North American Distribution Systems, Inc., Indiana
North American Forwarding, Inc., Indiana
North American Logistics, Ltd., Indiana
North American Moving & Storage, Inc., Indiana
North American Transport Insurance Company, Indiana
North American Van Lines of Texas, Inc., Texas
Relocation Management Systems, Inc., Delaware




EXHIBIT 21 PAGE 3 of 3

North American Van Lines, Inc. foreign subsidiaries:

Cavalier Moving & Storage Co. Ltd., Canada

Cold Lake Moving & Storage Ltd., Alberta

Curry Moving & Storage Ltd., Ontario

midi-Data Logistik GmbH, Germany

NAVTRANS International Speditions GmbH, Germany

North American Van Lines Ltd., United Kingdom

North American Van Lines Canada Ltd., Canada

North American Van Lines (Alberta) Ltd., Alberta

North American Van Lines (Atlantic) Ltd., Nova Scotia

Star Storage Ltd., Manitoba

Tru-Flite Transportation Systems Inc., Canada

Westlake Moving & Storage, Ltd., Ontario

Westmount Moving & Storage, Inc. (Demanagement Et
Entreposage Westmount), Quebec

153843 Canada Inc., Canada

NOTE: Of the above subsidiaries, each of which is more than 50% owned, only
Norfolk Southern Railway Company and Norfolk and Western Railway Company meet

the Commission’s “significant subsidiary” test.




EXHIBIT 23 PAGE 1 of 1

CONSENT OF INDEPENDENT AUDITORS

The Board of Directors
Norfolk Southern Corporation:

We consent to incorporation by reference in Registration Statements
Nos. 33-44188, 33-61317, 33-556, 33-52031, and 33-57417 on Form S-8
and Registration Statements Nos. 33-38595 and 333-20203 on Form S-3 of
Norfolk Southern Corporation of our report dated January 28, 1997,
except as to the second and third paragraphs cf Note 15, which are as
of February 12, 1997, relating to the consolidated balance sheets of
Norfolk Southern Corporation and subsidiaries as of December 31, 1996
and 1995, and the related consolidated statements of income, changes
in stockholders' equity, and cash flows and the related consolidated
financial statement schedule for each of the years in the three-year
period ended December 31, 1996, which report appears in the

December 31, 1:36 annual report on Form 10-K405 of Norfolk Southern

Corporation.

/s/ KPMG Peat Marwick LLP

Norfolk, Virginia
ilarch 25, 1997




UNITED STATES SECURITIES AND EXCHANGE COMMISSION
Washington, D. C. 20549

FORM 10-Kdos

(X) ANNUAL REPORT PURSUANT TO SECTION 13 or 15(d) of THE SECURITIES

EXCHANGE ACT OF 1934
For the fiscal year ended December 31, 1996.
OR

TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE

SECURITIES EXCHANGE ACT OF 1934
For the transition perioi from

Commission file numbers 1-743; 1-3744; 1-4793; 1-546-2

NORFOLK SOUTHERN RAILWAY COMPANY

(Exact name of registrant as specified in its charter)
53-6002016

(State or other jurisdiction of (I.R.S. Employer
incorporation or organization) Identification No.)

Three Commercial Place, Norfolk, Virginia 23510-2191

[ ——————————— R et

(Address of principal executive offices)

Registrant’s telephone number, including area code
Securities registered pursuant to Section 12(b) of the Act:

TITIE OF EACH CLASS SO REGISTERED. BACH CLASS REGISTERED ON NEW YORK STOCK EXCHANGE:

Noriclk and Western Railway Company 4.85% Subordinated Income Debentures,
due Wovember 15, 2015; Guarantee of Norfolk Southern Railway Company with
respect to $1,865,900 principal amount “of Norfolk and Western Railway
Company 4.85% Subordinated Income Debentures due November 15, 2015; The
Virginian Railway Company 6% Subordinated Income Debentures, due

August 1, 2008; Guarantee of Norfolk Southern Railway Company with
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$50 Stated Value).

Securities registered pursuant to Sect.ion 12(g) of “he Act: NONE

Indicate by check mark whether the registrant (1) has filed all
reports required to be filed by Section 13 or 15(d) of the Securities
Exchange Act of 1934 during the preceding 12 months (or for such shorter
period that the registrant was required to file such reports), and
(2) has been subject to such filing requirements for the past 90 days.

Yes (X) No ()

Indicate by check mark if disclosure of delinquent filers pursuant to
Item 405 of Regulation S-K is not contained herein and will ¥ot be
contained, to the best of registrant’s knowledge, in definitive proxy or
information statements incorporated by reference in Part III of this Form
10-K405 or any amendment to this Form 10-K405. (X)
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The aggregate market value of the voting stock held by
nonaffiliates as of February 28, 1997: $37,958,415

The number of shares outstanding of each of the registrant'’s
classes of Common Stock, as of February 28, 1997: 16,668,997

DOCUMENTS INCORPORATED BY REFERENCE:

Portions of the Registrant’'s definitive proxy statement (to be
dated April 15, 1997) to be filed electronically pursuant to
Regulation 14A not later than 120 days after the end of the fiscal year
are incorporated by reference in Part III.
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Business.

Properties.

GENERAL - Norfolk Southern Railway Company (Norfolk Southern
Railway) was incorporated in 1894 under the name Southern Railway
Company (Southern) in the Ccmmonwealth of Virginia and, together with
its consolidated subsidiaries (collectively, NS Rail), is primarily
engaged in the transportation of freight by rail.

On June 1, 1982, Southern and Norfolk and Western Railway
Company (Norfolk and Western) became subsidiaries of Norfolk Southern
Corporation (NS), a transportation holding company. Effective
December 31, 1990, NS transferred all the common stock of Norfolk and
Western to Southern, and Southern’s name was changed to Norfolk
Southern Railway Company. Accordingly, all the common stock of Norfolk
and Western, which is its only voting security, is owned by Norfolk
Southern Railway, and all the common stock of Norfolk Southern Railway
(16,668,997 shares) is owned directly by NS. NS common stock is
publicly held and listed on the New York Stock Exchange.

There remain issued and outstanding as of December 31, 1996,
1,197,027 shares of Norfolk Southern Railway’'s $2.60 Cumulative
Preferred Stock, Series A (Series A Stock), of which 1,096,907 shares
were held by other than subsidiaries. The Series A Stock is entitled
to one vote per share, is nonconvertible, and is traded on the New York

Stock Exchange.

PROPOSED ACQUISITION OF CONRAIL BY NS - On October 24, 1996,
in response to the October 15, 1996, announcement that Conrail In-.
(Conrail) had entered into a merger agreement with CSX Corporation, NS
commenced an all-cash tender offer for all the Common Stock and Seriez A
ESOP Convertible Junior Preferred Stock of Conrail (collectively,
Shares), including in each case the associated Common Stock Purchase
Rights. See Note 16 to the Consolidated Financial Statements on page 61

for additicnal details.

On February 11, 1997, NS acquired 8.2 million S$hares of
Conrail stock (approximately 9.9 percent of the then outstanding Conrail
Common Stock), representing the approximate naximum number NS could buy
without triggering Conrail’s anti~takeover de‘enses, ac a cost of
$115 per Share, or $943 million in the aggregat~. The purchase was
financed through issuance of commercial paper backed by a portion of the
revolving debt capacity under the credit facility obtained in connection

with the proposed acquisition of Conrail. These Shares have been placed
in a voting trust and under certain circumstances might have to be sold

at a loss.




On February 12, 1997, NS commenced a second tender offer for
the remaining Conrail Shares and has notified Conrail of its intention
to conduct a proxy contest in connection with Conrail’s 1997 Annual
Meeting of shareholders, currently scheduled for December 19, 1997,
seeking, among other things, to remove certain of the current members of
the Conrail Board and to elect a new slate of nominees designated by NS.

Pursuant to an amendment to the merger agreement between CSX
and Conrail announced on March 7, 1997, CSX has offered to purchase all
Shares for $115 per Share in cash and CSX is permitted toc enter into
negotiations with other parties, including NS, concerning the
acquisition of the securities or assets, or concessions relating to the
assets or operations, of Conrail. NS and CSX are negotiating a
comprehensive resolution of the issues confronting the eastern railroads
based on the proposal submitted by NS to both CSX and Conrail on
February 24, 1997. Such a resolution could involve a joint acquisition
of Shares by NS and CSX. However, unless and until such negotiations
are successfully concluded, NS intends to continue in effect its tender

offer for all Shares not owned by NS.

For additional information concerning NS’ pending tender
offer for Shares not owned by Nf, reference is made to NS’ Tender Offer
Statement on Schedule 14D-1, together with the exhibits thereto,
initially filed with the Securities and Exchange Commission on February

12, 1997, as amended.
PREFERRED STOCK PURCHASE PROGRAM - In June 1989, NS announced

its intention to purchase up to 250,000 shares of Norfolk Southern
Railway’s Series A Stock during the subsequent two-year period. Since
then, NS extended the stock purchase program through 1996. As of
December 31, 1956, NS had purchased 176,608 shares of Series A Stock at
a total cost of $6.7 million. Consequently, as of December 31, 1996,
NS held 94.8 percent of the voting stock of Norfolk Southern Railway.

OPERATIONS - As of December 31, 1996, NS Rail operated
approximately 14,300 miles of road in the states of Alabama, Florida,
Georgia, Illinois, Indiana, Iowa, Kentucky, Louisiana, Maryland,
Michigan, Mississippi, Missouri, New York, North Carolina, Ohio,
Pennsylvania, South Carolina, Tennessee, Virginia and West Virginia,
and the Province of Ontario, Canada. Of this total, 12,094 miles are
owned with the balance operated under lease or trackage rights; most of
this total are main line track. In addition, it operates 10,800 miles

of passing, industrial, yard and side tracks.

NS Rail has major leased lines between Cincinnati, 2hio, and
Chattanooga, Tennessee, and in the State of North Carolina.

The Cincinnati-Chattanocoga lease, covering about 335 miles,
expires in 2026, and is subject to an option to extend the lease for an
additicnal 25 years, at terms to be agreed upon.

The North Carolina leases, covering approximately 330 miles,

expired by their terms at the end of 1994. Although a lease extension
agreement was approved by the boards of both NS and the North Carolina
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Railroad Company (NCRR) and by the shareholders of NCRR, the

U.S. District Court in Raleigh ruled that there was no Quorum at the
stockholders’ meeting, and enjoined the parties from performing under
the extension agreement. NCRR has suits pending against NS and various
subsidiaries in federal court in Raleigh to enforce rights under the
expired leases and at the STB to seek the establishment of terms and
conditions of NS Rail’s continued use, including interim and long-term
compensation. Also, certain NCRR stockholders earlier had filed four
separate, and still pending, derivative actions challenging the
adequacy of the rental terms in the extension agreement. NS Rail is
presently operating over the leased lines under the requirements of
federal law, and will continue to do so until the matter has been
resolved through agreement or a decision by the STB establishing
reasonable conditions or permitting discontinuance of such operations.
Whatever the ultimate resolution of the litigation, it is not expected
to have a material effect on NS Rail’s consolidated financial

statements.

NS Rail’s lines carry raw materials, intermediate products
and finished goods primarily in the Southeast and Midwest and to and
from the rest of the United States and parts of Canada. These lines
also transport overseas freight through several Atlantic and Gulf Coast
ports. Atlantic ports served by NS Rail include: Norfolk, Virginia;
Morehead City, North Caroclina; Charleston, South Carolina; Savannah and
Brunswick, Georgia; and Jacksonville, Florida. Gulf Coast ports served
include: Mobile, Alabama, and New Orleans, Louisiana.

NS Rail’s lines reach most of the larger industrial and
tradinog centers of the Southeast and Midwest, with the exception of
those in central and southern Florida. Atlanta, Birmingham, New
Orleans, Memphis, St. Louis, Kansas City (Missouri), Chicago, Detroit,
Cincinnati, Buffalo, Norfolk, Charleston, Savannah and Jacksonville are
among the leading centers originating and terminating freight traffic
on the system. In addition, a haulage arrangement with the Florida
East Coast Railway allows NS Rail to provide single-line service to and
from south Florida, including the port cities of Miami, West Palm Beach
and Fort Lauderdale. The system’s lines also reach many individual
industries, mines (in western Virginia, eastern Kentucky and southerr
West Virginia) and businesses located in smaller communities in its
service area. The traffic corridors carrying the heaviest volumes of
freight include those from the Appalachian coal fields of Virginia,
West Virginia and Kentucky to Norfolk and Sandusky, Ohio; Buffalo to
Chicago and Kansas City; Chicago to Jacksonville (via Cincinnati,
Chattanooga and Atlanta); and Washington, D.C./Hagerstown, Maryland, to
New Orleans (via Atlanta and Birmingham).

Buffalo, Chicago, Hagerstown, Jacksonville, Kansas City,
Memphis, New Orleans and St. Louis are major gateways for
interterritorial system traffic.

NS Rail and other railroads have entered into se;vice
interruption agreements, effective December 30, 1994,'p;ov1§ing
indemnities to parties affected by a strike over specified industry




