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Railways and public transport
from the investor’s perspective

Capital-intensive sector The main focus of this business is the transportation of people and goods by rail
and by other forms of public transport, such as bus or taxi. All the railway com-
panies studied in this report, with the exception of rail operators in the UK and
France, own their railway network. The maintenance and expansion of this infra-
structure, along with the constant need for modernisation of the rolling stock,
tends to be extremely capital-intensive.

Diversified business: railway Companies in this sector earn their revenues not just from transportation, but
stations, real estate and also from rail-related services such as the operation and leasing of advertising
intermodal transportation space and shops inside railway stations, or managing real estate. In Japan, this
latter activity accounts for as much as 40% of revenues. With freight transporta-
tion, the movement of goods from one mode of transport to another (intermodal)
is becoming more important, and to do this a company must have its own ser-

vices and a suitable infrastructure.

Rail and public transport companies analysed in the report, by region
(selection corresponds to 85% of the MSCI World Railroads)

Company Country Stock market Total As % of revenues Workforce Transport performance
capitalisation| revenues Rail Bus, Taxi,
Passengers Goods Others Passenger km  Tonnes km
EUR m EUR m % % % Billion
East Japan Railway JP 21'439 16’346 70 30 63’897 126
Central Japan Railway JP 18482 7564 95 5 15422 49
West Japan Railway JP 6’983 7'820 60 40 43’093 53
Deutsche Bahn* DE no data 25’055 45 50 5 216’389 72 77
SNCF* FR no data 20'994 50 30 20 238'000 76 41
Danske Statsbaner® DK no data 9407 90 10 9'078 57
FirstGroup GB 3247 4’528 39 61 67367
National Express GB 2'355 3461 68 32 40’117 42
Stagecoach GB 2'305 2343 29 71 29'657 (LIS @)
Arriva GB 2'064 2’430 15 85 32'420
Go-Ahead** GB 854 1'951 47 53 20'069
MTR HK 10’411 895 69 31 6’513 no data
Comfortdelgro SG 1’610 1123 & 97 19212 no data
SMRT SG 853 334 55 45 5715 no data
Burlington Northern Santa Fe  US 20'923 9914 100 40’000 370
Canadian National Railway CA 19'085 4'736 100 22'246 208
Union Pacific us 18’585 10’365 100 49'747 341
Norfolk Southern us 15’591 6’509 100 30294 126
CSX us 12132 6’579 100 35000 154
Canadian Pacific Railway CA 6'742 2’873 100 16'448 147
Kansas City Southern** us 1'944 1'032 100 3'060 16

*unlisted ** listed but not in MSCI

Source: MSCI, companies, data mainly refer to 2005

Only a small number Only a small percentage of the world's public transport companies operate as
privatised ... private firms. An analysis of listed transport companies therefore conveys only a
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very fragmented picture of the industry as a whole. The wave of deregulation
that began back in 1980 was led by the US, Canada, the UK, Japan and Aus-
tralia. Some European countries, including Germany and Denmark, plan to priva-
tise their state-owned monopolies by 2010.

... and all are still heavily In many areas, the industry is governed by strict state regulations, for example
regulated by the government regarding the quality of transport services (punctuality, frequency), the preserva-
tion and expansion of less populous regional routes, and safety. The authorities

in question compile data which are publicly accessible in most cases.
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Transportation: environmental
risks are a major concern

Differences between rail, air
and road

External costs of transport as a
measure of risk
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Sustainability risks of the
industry

Railways and public transport are the linchpin of a modern, prospering economy
and make an important contribution to regional development. At the same time,
carrying passengers and goods consumes energy and generates greenhouse
gases and other emissions. Transport sectors thus essentially present higher
environmental risks than more service-oriented industries.

high
Y
—
average

Rating Railways and ||- -
low

Public Transport

Source: Bank Sarasin

When it comes to environmental risks, however, there are significant differences
between individual modes of transport. An analysis of sustainability risks gives
rail transport a much better rating than road freight (lowest rating, i.e. highest
risks) and air travel (below-average rating). Rail transport has an average rating
when it comes to environmental and social risks, mainly thanks to its higher
energy efficiency and superior emissions profile, coupled with very low accident
rates and working conditions that are still relatively good.

: Rail and Air Travel Road Freight
Risks: Public Transport (Persons & Goods)
Consumption of
Consumpt o0 00000 o000
Emissions ... ... .....
Internal conflict
potential . . ..
External conflict
potential . . ..

Source: Bank Sarasin

One of the things we considered when assessing the risks was the external
costs of transport. The bill for transportation costs, which society picks up, was
first calculated almost 10 years ago. According to recent estimates, these costs
now total roughly 7% of GDP in Western Europe. The most important risk areas
where the originator — i.e. the companies in the industry in question — does not
yet cover the costs include: climate impacts (30%), harmful air pollutants such as
particulates (approx. 25%), accidents (roughly 25%) and noise (7%).
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Rail transport: much lower
external costs

Redundancies and
restructuring: change of trend
imminent

Strong trade unions, good
conditions of employment

Good safety record and some
noise problems
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External costs in passenger and goods transport: rail, bus and shipping have
a much greener profile

Passenger Transport Freight transport

EUR /1000 Tonnes km
300 - ——-———— - - - - - - - —— - ———— -

EUR /1000 Passenger km 250

£ 200 -

50 150 -

40 100 -

20 50 -

04
Car Bus Rail Air Road Rail Air Water

m Climate change m Air pollution M Accidents = Noise other effects

Source: INFRAS (data for 17 EU member states for the year 2000)

Road transport generates around 80% of the total external costs, followed by air
transport at roughly 15%. Air transport incurs particularly high external costs
when shipping goods. In absolute terms, however, only a relatively small per-
centage of the world’s total goods tonnage is currently transported by air. Trans-
port by rail and water incurs much lower external costs than transport by road
and air — both in the movement of passengers and goods.

In many countries, the railways are major work providers. Since the mid-80s,
however, the level of employment in the industry has steadily dropped world-
wide. In Europe, it was not unusual for workforces to be slashed by as much as
thirty to forty percent during the period 1990-2000, mainly due to ongoing de-
regulation and privatisation, shrinking market shares and productivity improve-
ments made possible by technology. In Europe, we have seen signs of a slight
reversal of this trend since 2001. This extends across the entire sector. In the
case of former state monopolies in which the government still holds a major
stake, however, ongoing deregulation is likely to lead to further job cuts.

Railway companies still offer relatively good working conditions. This has to do
with their high level of trade union organisation, well-defined terms of employ-
ment (even in the US) and their traditional close ties with the state over the past
decades. When job cuts are necessary in the industry, they are generally made
in a socially acceptable way.

Accidents and noise are other social risks which the transport industry has to
contend with. Once again, rail transport has a better track record than other
modes of transport in some areas. In the EU, for example, the rate of fatal road
accidents is 100,000 people per billion person kilometres, compared with 0.5
deaths on the railways. Noise is especially a problem in freight transportation
using older vehicles or rolling stock, and with travel at night. This applies to both
road and rail.
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Financially relevant opportunities
and risks for companies

Although transportation was initially hardly considered by policy makers, it has
increasingly attracted criticism as the debate on climate change has become
more animated. Pressure is increasing because of its significant environmental
impact. The most prominent examples of initiatives in this area include extending
the European system for emissions trading to include airlines, and imposing
tougher CO, emission limits on vehicles. In built-up areas such as Asia's rapidly
expanding mega cities, serious air pollution is encouraging the introduction of
road pricing and tougher emission limits on vehicles. Directly or indirectly, these
measures are gradually internalising the external costs of transport. These
trends in transport policy, coupled with higher oil prices, give railways and other
modes of public transport a competitive advantage.

Financial risks and opportunities associated with sustainability:
railways and public transport

Sustainability issues Risks Opportunities

Sustainable transport:

Supported by trends in
transport policies around the
world

Very exposed to transport policy ~® Competitive advantages

(size of infrastructure
investments, financial
framework for non-sustainable
modes of transport)

through tougher rules on road
transport or rail subsidy
measures

Higher oil prices: Competitive
advantages vs. road
transport, thanks to higher
energy efficiency (esp. US
freight trains)

Punctual, clean, value for
money:

Quality of offering as key
competitive factor

Loss of clients through poor
offering can usually only be
rectified by large investments
(rolling stock, more client-
focused workforce)

Collateral damage: Due to
systemic nature of public
transport, shortcomings of one
provider (esp. a dominant ex-
monopoly) have a negative
impact on the whole sector

Market share won through
innovative offerings,
continuous modernisation of
means of transport, and good
customer service

Value added created by
ensuring the offering meshes
smoothly with other transport
providers

Safety:

Statistically safe, but
terrorist acts and
accidents have a high
signal effect

Mid-term loss of customers
through major accidents or
terrorist acts affecting own or
rivals’ networks

High costs and conditions
imposed through systemic
safety failures in services,
workforce or infrastructure

Statistics show a much lower
accident rate than road
transport (passengers and
freight)

Cost control through suitable
and steady investments in
safety management

Work relations:

Restructuring as a
potential source of
conflict

Restructuring of former state
companies usually means an
erosion of good conditions of
employment and increased risk
of industrial unrest

Strong degree of trade union
organisation allows for combat
tactics that can seriously
damage transport services

Established and well-
maintained arbitration
processes and socially
responsible redundancy
programmes reduce the risk
of labour conflicts escalating

Air pollution and noise:

Tougher legal requirements
on the way

Investments needed to respond
to stricter legal standards for air
emissions and noise, or for
putting these standards into
practice

In-house development activity
for improving energy
efficiency (Japan), continuous
modernisation of rolling stock
and a high degree of network
electrification all help to
reduce costs

Source: Bank Sarasin
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.. for winning market share and
for switchover effects

Urbanisation: powering the
transport industry forward
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Companies' success in winning market share primarily depends on the quality of
the transport they offer: only reliable, safe and clean trains travelling at frequent
intervals and linking into other transport providers will consistently attract cus-
tomers in the long term. On the other hand, problems with service quality, safety
and pricing undermine the industry's competitiveness. The systemic nature of
public transport means that the shortcomings of one provider (especially a domi-
nant ex-monopoly) have a negative impact on the entire sector.

In North America, topography and privatisation have encouraged the develop-
ment of an efficient rail freight system which handles almost 40% of domestic
goods transport — far higher than the 10% level in Europe. In Japan, the level of
passenger transport by rail (27%) is a huge success story. In the UK, where
transport has been dogged by crisis, railway operators have recently recorded
their best punctuality figures for decades, and the number of train users has
climbed to a record high.

Even though transport is a rather lethargic and capital-intensive system that
depends heavily on regional conditions, current trends highlight attractive market
potential. The relentless pace of urbanisation — in 2006 more people lived in
towns than in the country for the first time — lends extra force to political calls for
efficient transportation systems.

Market shares of different means of transport: Marked regional differences in the proportion of sustainable

transport

Freight:
US railroads carry 40 percent

100% N O B

80% - -  ---- ——- -
60% ----

40% -
200/0 l ]
0%

Western Japan China
Europe

B Road Rail = Water m Pipeline Air (below 1%)

Passengers: Cities:

High market share of railways in Japan Europe and Asia on greener routes
”-”* N T -.I
Western Japan China Western Japan China

Europe Europe
mCar Rail = Bus mAirplane mCar Public transport m Pedestrians/cyclists

(percentages relate to the total of tonnes or passenger kilometers)

Source: Eurostat; Bureau of Transportation Statistics (US); Ministry of Land, Infrastructure & Transport (JP); Asian Development Bank; Millennium Cities

Database

Safety: big responsibility,
complex task

Industrial relations: strikes are
the sector’s Achilles heel

Rail transport has a much lower rate of fatal accidents than recorded on the
roads. Nevertheless, safety is a top priority and failings in the prevention of acci-
dents, vandalism, terrorist acts and epidemics present a significant risk for public
transport. In Japan, the derailing of bullet trains (Shinkansen) has triggered a
public debate about their safety. Railway companies are constantly looking for
ways to boost efficiency — whether it be through running trains more frequently,
achieving faster speeds or using longer trains. At the same time, the number of
supervisory personnel is being reduced in many areas, and being replaced by IT
solutions. This can quite easily disrupt the complicated structure required to
ensure safety.

Industrial unrest is a significant industry risk that has financial repercussions. In
the area of transportation, customers are affected very directly by work disputes
and strikes. The systemic nature of the transport sector presents numerous op-
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portunities to multiply the effects of individual industrial action — strikes at the
start of holiday periods, on main routes, and in central transfer hubs. It is there-
fore very important for transport companies to foster good relations with em-
ployees and trade unions. In Europe, clearly defined arbitration procedures have
helped to reduce the number of industrial disputes in various countries.

Tougher noise and emissions In recent years tougher legislation has been introduced for the industry in both
regulations Europe and the US, or stricter standards are currently under discussion. As
a result, companies with very old rolling stock may soon be forced to invest
heavily. A high degree of electrification can offer an advantage over systems
powered mainly by diesel.
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companies - big market shares,
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Followed by efficient Asian
municipal train operators
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Results of the company evalua-
tion

The results of the sustainability assessment of 21 rail and public transport com-
panies are summarised in the Sarasin Sustainability-Matrix® below.

Sarasin Sustainability-Matrix®: Railways and public transport

high
Central Japan @ m EastJapan
m MTH
o = SYRT
=
=)
V] DB
[1'4 uDSB
average cPlm SNCE westpapan
E, verag %E. e . E Stagecoach
m BNSF m o
g CMDG Go-Ahead
E NS [m m CSX
8 m FifstGroup
m Arriva
WKCS
low
low average high

Sector Rating

Source: Bank Sarasin

Japan’s two railway companies East Japan Railway and Central Japan Rail-
way have the best ratings. Active solely in the transportation of passengers, over
the years they have established a very high standard in the areas of punctuality,
customer satisfaction and safety, and are also able to compete with airlines even
over large distances. East Japan Railway is also exceptionally innovative in its
environmental initiatives and has set itself very ambitious targets in the area of
energy efficiency. Since a major accident with 100 deaths on West Japan Rail-
way in 2005, however, experts are concerned that Japanese railway companies
are relying more and more on IT systems to provide the necessary level of
safety, and by cutting their workforce could be faced with a lack of experienced
personnel.

MTR and SMRT also score very well. These two operate large sections of the
heavily used public transport system in Hong Kong and Singapore. MTR is also
heavily involved in the construction of new residential and commercial proper-
ties. With the planned merger with Kowloon-Canton Railway (KCRC) on the
Chinese mainland, the existing property portfolio could increase from 60,000 to
almost 100,000 homes. In the field of transport, MTR has a more progressive
environmental management policy than SMRT and has already taken initial
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Europe in the midfield: large,
partly privatised railways ...

... and three out of five UK
privatised firms: improved
quality ...

... but rail network is a sword
of Damocles

North America's rail freight:
high market shares, high
quality ...
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steps to ensure its properties are managed in a sustainable way. The quality and
safety of transport on offer is good with both companies, although there are still a
few reservations in the case of KCRC. Both companies also have impressive
track records in the area of personnel management. MTR has won numerous
accolades and has reached an agreement with trade unions on minimum wages
for outsourced cleaning and safety work.

The three European railway companies analysed are positioned in the midfield of
the sustainability matrix. Deutsche Bahn (DB) has an impressive environmental
management system and is successfully growing its goods transport business.
However, it still has a number of shortcomings in passenger transport, particu-
larly when it comes to customer service and punctuality on long-haul routes.
Denmark’s Danske Statsbaner (DSB) still has 75 percent of its trains powered
by diesel and has been unable to meet its initial targets for reducing greenhouse
gases. The fundamentally good quality of the transport service was slightly
spoiled by the increasing number of delays. France’s SNCF performs better in
passenger transport than its German counterpart, and managed to win market
share on a number of important routes. By contrast, its goods transport business
is in a very poor state and SNCF already lost some of its share when the market
was deregulated. Industrial relations were improved following the agreement of
common arbitration rules.

Average ratings were given to West Japan Railway (shortcomings in the man-
agement of traffic safety, and in environmental protection measures), Asia’s
ComfortDelgro (CMDG) (failure to enforce environmental management, but
successful expansion of the bus system in Chinese cities) as well as three of
Britain’s five biggest companies active in public transport. In the UK, the quality
of passenger rail travel is still much lower than in continental Europe. However,
Stagecoach and National Express (NEX) are now achieving satisfactory quality
standards, and the same applies to Go-Ahead’s bus operations in London.

One legacy of Britain’s rail privatisation has been the separation of the rail net-
work from the business of running the trains. A series of accidents has high-
lighted the risks of this heavily fragmented organisation, along with the inherited
burden of years of underinvestment in the rail network. Surprisingly, a look at the
long-term accident statistics shows that safety has actually improved since priva-
tisation. The three companies have set goals and measures in the field of en-
vironmental protection, such as the increasing use of biofuels and particulate
filters on 20% of Stagecoach’s bus fleet. FirstGroup — Britain's biggest public
transport operator — and Arriva show serious shortcomings in the key criteria for
assessing environmental performance and quality, and therefore receive a
below-average rating.

Four out of seven North American rail freight companies are positioned in the
midfield. They all use diesel-powered locomotives. However, the sector has
managed to reduce the emission of greenhouse gases and nitrous oxides,
responsible for summer smog, by 20% (per tonnes-km) since 1990. With the
exception of Canadian Pacific Railway (CP), however, there is very little
systematic reporting on progress in environmental management. An agreement
exists in Canada for the voluntary reduction of CO, emissions. And unlike its
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rival, Canadian National Railway (CN), CPs number of derailments and other
accidents have not increased as sharply. In many cases derailments were
caused by running trains that are too long. CN has had fines and a series of
safety conditions imposed on it.

In the US, Burlington Northern Santa Fe (BNSF) and Union Pacific (UP) have
a slightly better rating, thanks to a rather more progressive environmental
management and to some extent excellent results in traffic safety (BNSF) and
the prevention of work accidents (BNSF and UP) compared with the smaller
companies CSX, Norfolk Southern (NS) and Kansas City Southern (KCS).
Their stronger position in environmental protection is partly down to the fact that
they are doing business in California, which has far stricter environmental regula-
tions. US railway workers enjoy good employment rights that offer extensive pro-
tection from redundancy, and also benefit from collective wage bargaining. Some
rail operators are exposed to slightly higher risks due to class actions for
asbestos claims and shortfalls in their company pension plans.
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Sustainability analysis metho-
dology

Our environmental and social analysis of companies is based on a proprietary
valuation method developed by Bank Sarasin. It incorporates two dimensions
which are combined in the Sarasin Sustainability Matrix®:

+ Industry rating: Comparative assessment of industries using selected
environmental and social criteria.

+ Company rating: Comparative environmental and social analysis of
companies within their industry.

Only the companies positioned in the Sarasin investment universe (shaded)
qualify for Bank Sarasin’s retail sustainability funds.

Sarasin Sustainability-Matrix®

Sarasin Inyestment Universe

high

Company
Rating

low

low high
Industry Rating

Source: Bank Sarasin

When assessing individual companies, we consider how they handle the envi-
ronmental and social risks specific to their industry and exploit the relevant op-
portunities. The main criteria are the same for all industries. They are compared
with the industry average in the company’s environmental and social profile and
then aggregated into an overall rating. The weighting of the main criteria and the
selection of the subcriteria are industry-specific.

Certain business activities which are not deemed to be compatible with sustain-
able development (e.g. armaments, nuclear energy, tobacco, pornography) can
lead to the exclusion of companies from the Sarasin sustainable investment
universe. The Fund’s Advisory Council makes this selection for our retail funds
Sarasin Sustainable Equity (formerly ValueSar Equity) and Sarasin OekoSar
Portfolio.

The company rating is based on the company’s own details, press reports and
information from independent institutions. The companies are contacted to clarify
any clarify open questions or contradictions. We do not use standardised ques-
tionnaires.
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Publications

Solar Energy 2006 - Light and shade in a booming industry. Matthias Fawer, December 2006

Banking on sustainability — An analysis of the social and environmental aspects of international
banks. Klaus Kampf, November 2006

The Sarasin Industry Rating - Methodology and results of sector sustainability analysis.
Eckhard Plinke, September 2006

Biofuels — transporting us into a fossil-free future? Matthias Fawer, July 2006

Buying into sustainability. Environmental and social challenges in Trading, Distribution and Re-
tailing. Michaela Collins, June 2006

“Just do it” — but responsibly. An analysis of the environmental and social aspects of the
apparel, textile and luxury goods industry. Makiko Ashida, March 2006

Solar Energy 2005 — Silicon supply bottleneck at odds with booming demand. Matthias Fawer,
November 2005

Always read the label. An analysis of the social and environmental aspects of the pharmaceuti-
cal industry. Andreas Holzer, October 2005

The Sustainability of Covered Bonds. Klaus Kadmpf, July 2005

Emerging Country Sovereign Bonds: A Sustainable Investment? Michaela Collins, June 2005

The Sustainability of Public Financial Institutions. Klaus Kampf, March 2005

Solar energy — sunny days ahead? Current status and outlook for photovoltaics and solar ther-
mal energy. Matthias Fawer, November 2004

“Made in China” - Is this a Sustainable Label? Makiko Ashida/Eckhard Plinke, September 2004

Corporate Social Responsibility Issues of the Media Industry. Gabriella Ries, June 2004 (only
available in German)

Will Medicinal Biotechnology sustain its promise? Delivering on potential — to patients, investors
and society. Andrew DeBoo, March 2004

Sustainability of Sovereign Bonds? Approach and results of the Sarasin country evaluation.
Michaela Collins/Astrid Frey, January 2004

Solar energy — is the outlook cloudy or bright? Current status and future prospect for photovol-
taics and solar thermal energy. Matthias Fawer/Eckhard Plinke, November 2003

Measuring corporate social responsibility — Bank Sarasin’s social criteria for sustainable invest-
ments. Eckhard Plinke, September 2003

On course for sustainability — How is the Telecommunications industry faring? Themes, Trends
and Leaders. Gabriella Ries/Christoph Ladner, July 2003

Solutions to the water crisis — Can an investor focused on sustainability make a contribution?
Andreas Knorzer/Eckhard Plinke, Marz 2003 (only available in German)

Share Performance and Sustainability — Does environmental and social performance have any
influence on share performance? Eckhard Plinke et al., September 2002

How sustainable is the food industry? A study of environmental and social performance in the
food and beverage industry. Matthias Fawer/Christoph Butz/ Catrina Vaterlaus-Rieder, August
2001

Are the founders of sustainability true to their roots? An overview of the forestry and paper in-
dustry. Christoph Butz/Catrina Vaterlaus-Rieder, July 2000

The reports can be downloaded from our website www.sarasin.ch/sustainability.
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i.e. financial advisory or similar services, the liability of BSC shall be restricted to gross negligence and willful misconduct. Only in case of failure in essential tasks,
BSC is liable for normal negligence. In any case, the liability of BSC is limited to typical expectable damages and the liability for any indirect damages is excluded.
This report does not constitute an offer or a solicitation of an offer for the purchase or sale of any security. BSC may perform investment banking services or other
services for companies and partners, directors or employees of BSC may serve on the board of directors of companies mentioned in this report. Although
measures are taken to avoid conflicts of interests raising form such services or relations to partners, directors or employees, BSC can not guaranty that such
conflicts of interests will not occur. BSC shall, therefore, not be liable for any direct nor indirect or consequential damages out of such conflict of interests. Opinions
or prices expressed in this report are subject to change without notice.

This document must not be distributed to any person directly or indirectly in the US or to US persons or Canada or Japan. Persons domiciled in other countries
should note the sales restrictions that apply to the products in question.

© Copyright Bank Sarasin & Co. Ltd. All rights reserved.
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