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Increasedmanufacturing inMexico, rising demand for intermodal transport, and the use
of railcars to carry oil are boosting Kansas City Southern. Takeover target down the line?

TheNot-So-LittleRailroadThatCould
by Christopher C. Williams

OH, WHAT A SWEET ROLL RAILROADS

have been on since Warren Buffett
jumped aboard Burlington North-
ern Santa Fe in 2009. Kansas City
Southern (ticker: KSU), the
group’s best performer, is up 344%
since the Oracle took to the rails.
KCS remains the smallest of the
seven major railroads, at $12 billion
in stock-market value and with
6,300 miles of track. But location is
everything. Unlike its big rivals,
KCS reaches deep into Mexico,
where manufacturing has surged,
particularly for automobiles.
At the same time, KCS has be-

come a more efficient operator. Its
trains are moving faster and
spending less time stuck at termi-
nals. Since 2007, annual earnings

have soared 145%, to $377 million, or $3.34 a share. Indus-
try profits are up just 30% over the same period. This
year, earnings per share could jump 23%, to $4.10, and
continue to climb at a spiffy double-digit clip over the next
several years.
The stock, recently at $107, is on track to reach $130 in

a year, fueled by better-than-expected profits, according to
some bulls. KCS is a good long-term play on Mexico, but
investors also are underestimating the upside from crude-
oil transport, which is becoming a major source of revenue
and earnings for the railroads.
“Investors are looking for a long-term growth story, and

Kansas City Southern provides that for them,” says CEO
David L. Starling, explaining the run-up in KCS stock.
KCS’s rail network stretches from Kansas City south

to New Orleans, Texas, and the Mexican ports of Veracruz
and Lazaro Cardenas. Some 46% of the line’s revenue
comes from our trading partner to the south. Mexican rail-
car traffic is up 9.2% in 2013, versus a 1.6% de-
cline in the U.S., according to the Association of
American Railroads. Kansas City Southern has
also benefited from the ongoing shift to inter-
modal transport, in which ships, trains, and
trucks are used to move goods or commodities,
often in containers that can be carried by any of
them.
Admittedly, investors are paying up for

KCS’s above-average growth and Mexican con-
nection. The company trades for more than 21
times 2014 EPS estimates, a nifty premium to
the 15 times average for the group, including in-
dustry giant Union Pacific (UNP). But there is
vague speculation that bigger rivals such as
BNSF, Union Pacific, or Canadian Pacific

Railway (CP) would love to get their hands on Kansas
City Southern’s unique rail networks. Officials of those
companies weren’t available to comment, but Starling, in
an interview with Barron’s, suggests his company has no
need to be acquired. “We can continue to create share-
holder value by running the franchise as we are today,” the
CEO says, adding that the railroad hasn’t been contacted
by any potential buyer.

The company’s compelling long-term growth drivers,
such as the cross-border intermodal business, could justify
an even higher multiple than Kansas City Southern shares
now boast, suggests Andrew Davis of T. Rowe Price, which
jumped aboard the KCS express two years ago and is now
the biggest institutional holder, with more than 10 million
shares, or 9% of the outstanding stock. “Kansas City is a
high-quality company, but [a takeover] is not a legitimate
aspect of our thesis,” says Davis. “You are paying for a
company that can grow earnings in excess of 15% annually
for a long time, given manufacturing moving into south
Texas and Mexico.”
Auto makers and their suppliers are moving production

to Mexico and using rail to move vehicles and parts north.
In addition, rising growth in trade with Mexico is likely to
drive Kansas City Southern’s cross-border intermodal
business, especially as other manufacturers, including ap-
pliance makers, move south to take advantage of lower la-
bor costs.
And then there’s the rapid emergence of the rails as a

key means of transporting crude oil, to supplement the
flow through pipelines, which increasingly face political op-
position as they try to expand. The Association of Ameri-
can Railroads reports that the number of crude-filled cars
soared to 97,000 in the first quarter, 166% above the year-
earlier total. KCS has indicated that it plans to announce
an agreement in a “few weeks” with a yet-to-be-named
partner to develop an unloading and storage facility in Port
Arthur, Texas, which is close to refineries and which could

The railroad, which has cut overhead and downtime,
reaches deep into Mexico, where more companies are
building products that must be shipped to the U.S.

The Bottom Line
Although Kansas City Southern
stock has soared over the past
three years, revenue and profit
have jumped, too. Bulls see the
stock rising at least another
20% in the next 12 months.
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Worth the Price
Although Kansas City Southern trades at a higher valuation than its peers,
its strong prospects and Mexican connection appear to justify the premium.

Company/Ticker
Recent
Price

12-Month
Change

Market
Value
(bil)

P/E
2014E

’13-’14
EPS
Growth

Canadian National/CNI $97.33 16.6% $41 14.7 13%
Canadian Pacific/CP 120.74 70.3 21 16.2 24
CSX/CSX 23.46 7.4 24 11.6 13
Kansas City So/KSU 107.68 61.6 12 21.3 23
Norfolk Southern/NSC 73.49 5.3 23 11.5 14
Union Pacific/UNP 155.34 35.3 72 14.3 14
E=Estimate. Source: Thomson Reuters
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*All Mean Scores are rounded. N.R.= Not Ranked. Continued on page 30

Rank Mean Highly Respect Don’t
’13 ’12 Company/Ticker Score* Respect Respect Somewhat Respect

1. 15. Berkshire Hathaway/BRKA 3.88 56% 32% 8% 2%

2. 11. Walt Disney/DIS 3.81 44 46 1 2

3. 1. Apple/AAPL 3.78 45 30 9 1

4. 16. Google/GOOG 3.67 54 29 11 5

5. 8. Coca-Cola/KO 3.59 40 43 10 1

6. 4. Amazon.com/AMZN 3.56 46 31 15 2

7. 6. 3M/MMM 3.45 32 43 13 0

8. 3. McDonald’s/MCD 3.29 33 41 20 0

9. 7. United Parcel Service/UPS 3.28 31 44 16 1

10. 2. IBM/IBM 3.24 26 53 15 0

11. N.R. Unilever (Netherlands)/UN 3.24 26 45 16 0

12. 13. Visa/V 3.22 31 45 14 3

13. 32. Johnson & Johnson/JNJ 3.22 31 45 18 1

14. 24. Home Depot/HD 3.20 24 53 15 0

15. 17. United Technologies/UTX 3.18 28 45 17 1

16. 9. Nestlé (Switzerland)/NESN 3.17 32 37 24 0

17. 12. ExxonMobil/XOM 3.11 25 39 18 1

18. 36. Samsung Electronics (Korea)/005930 3.10 30 41 18 3

19. 14. American Express/AXP 3.10 26 48 17 2

20. 10. Intel/INTC 3.05 25 46 21 1

21. 21. Procter & Gamble/PG 3.00 26 46 20 3

22. 30. PepsiCo/PEP 3.00 24 46 22 1

23. 51. Wal-Mart Stores/WMT 3.00 24 37 22 1

24. NR. eBay/EBAY 2.90 22 45 24 1

25. 31. Amgen/AMGN 2.87 20 44 25 0

26. N.R. Boeing/BA 2.83 17 51 25 0

27. 27. Wells Fargo/WFC 2.81 26 34 33 1

28. 26. Toyota Motor (Japan)/TM 2.78 18 52 22 3

29. 50. Diageo (U.K.)/DEO 2.74 11 54 21 1

30. N.R. Gilead Sciences/GILD 2.69 20 37 31 1

31. 41. LVMH-Moët Hennessy Louis Vuitton (France)/MC 2.68 14 47 25 1

32. 23. Chevron/CVX 2.68 16 47 29 1

33. N.R. Bayer (Germany)/BAYN 2.67 16 39 28 1

34. 25. Honda Motor (Japan)/HMC 2.66 14 47 26 1

35. 28. Novartis (Switzerland)/NVS 2.65 13 52 29 0

36. 48. Siemens (Germany)/SI 2.65 13 47 25 1

37. 34. Anheuser-Busch InBev (Belgium)/BUD 2.65 13 54 20 5

38. 40. Roche Holding (Switzerland)/ROG 2.62 13 51 25 2

39. 38. Royal Bank of Canada (Canada)/RY 2.61 16 44 24 5

40. 18. Schlumberger/SLB 2.57 14 45 31 1

41. 44. Merck/MRK 2.55 15 44 31 2

42. 37. SAP (Germany)/SAP 2.53 16 38 32 2

43. 20. Qualcomm/QCOM 2.53 15 43 32 2

44. 45. Toronto-Dominion Bank (Canada)/TD 2.52 15 39 29 3

45. 49. JPMorgan Chase/JPM 2.48 15 47 21 9

46. NR. CVS Caremark/CVS 2.47 14 41 33 2

47. 42. Cisco Systems/CSCO 2.46 8 54 29 2

Respectfully Yours: The Top 100
Forty-eight of the 100 top-ranked companies in our ninth annual survey are based in the U.S., same as
a year ago. But this year three non-U.S. firms cracked the top 18—Unilever, Nestlé, and Samsung—up
from just one in the top 20 in 2012. All three are big in emerging markets.
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Total Return (PTTAX)—and its related
Pimco Total Return ETF (BOND)—is the
biggest. Both yield around 3%.

TIPS
In the Treasury market, inflation-pro-

tected securities (TIPS) could offer a better
value than regular government bonds be-
cause they’ve been hit harder and now offer
positive yields above inflation.
The 10-year TIPS now yield about 0.5%,

meaning they will provide a half percentage
point above inflation, which is expected to
run at about 2% annually over the next de-
cade. If inflation rises at a rate greater than
2%, 10-year TIPs will do better than the 10-
year Treasury. The advantage of TIPS—and
the reason they appeal to many endowments
and pension funds—is that they offer some
protection from what bond investors fear
most: inflation. The leading TIPS ETF is
the iShares Barclays TIPS Bond (TIP),
which trades around $111.

Preferred Shares
When Barron’s assessed the income-pro-

ducing area of the stock and bond markets
at the start of the year, we ranked pre-
ferred stock at the bottom of our list, while
dividend-paying stocks were on top. At that
time, bank preferred, the dominant part of
that market, usually yielded less than 6%.
Moreover, most preferred has the unfavor-
able combination of long or perpetual ma-
turities—meaning keen sensitivity to long-
term rates—and a five-year call feature that
gave issuers the option to redeem them at
face value, usually $25 per share.
Bank preferred yields have gotten better

since then, and improving bank profits and
balance sheets heighten the security of divi-
dends.
Barron’s has highlighted two unusual

preferreds that are better than the average
bank issue because they carry above-aver-
age yields and probably can’t be redeemed
absent a huge rise in the issuer’s common
shares.
One is the Wells Fargo 7.5% Series L,

now trading at $1,180, for a 6.4% current
yield. The other is the Bank of America
7.25% Series L, which trades around $1,110
and yields 6.55%. The face value of both is-
sues is $1,000.
Investors have told Barron’s that if Bank

of America and Wells Fargo want to redeem
these issues, they likely will have to offer in-
vestors a redemption option at a premium
above current prices. Other options: JPMor-
gan 5.5% Series O issue now trades at
around $23.85, below its face value of $25,
and yields 5.80%. The largest ETF is the
iShares S&P U.S. Preferred (PFF), now
around $39.50, and yielding almost 6%. 

Asset Allocation,Diversified.

Investors should consider the investment objectives, risks, charges and expenses of a fund carefully before
investing. For a prospectus containing this and other information for the Ivy Funds, call your financial advisor or
visit us online atwww.ivyfunds.com.Please read theprospectus or summaryprospectus carefully before investing.

As with any mutual fund, the value of a fund’s shares will change, and you could lose money on your investment.
Diversification does not ensure a profit or protect against loss in a declining market. 1–The Fundmay allocate from
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2–International investing involves additional risks, including currency fluctuations, political or economic
conditions affecting the foreign country, and differences in accounting standards and foreign regulations. These
risks are magnified in emerging markets. 3–Fixed-income securities are subject to interest-rate risk and, as such,
the net asset value of the Fund may fall as interest rates rise. 4–The Fund may focus its investments in certain
regions or industries, thereby increasing its potential vulnerability to market volatility. 5–Dividend-paying
investment may not experience the same price appreciation as non-dividend paying instruments. Dividend-paying
companies may not pay a dividend or it may be less than expected. These and other risks are more fully discussed in
each Fund’s prospectus. Ivy Funds Distributor, Inc. (1/13)

SM

While common asset allocation strategies simply focus on diversification among
major asset classes, we believe investors need more. At Ivy Funds, we offer a
variety of funds reflecting multiple approaches to asset allocation. From predictable
allocation strategies that seek a consistent balance of equities and fixed income
to flexible portfolios that select from an array of asset classes worldwide, our funds
offer comprehensive asset allocation solutions for a crowded, complex marketplace.

At Ivy Funds, we use a collaborative process—born of rigorous

debate, hands-on research and a proven cross-disciplinary

approach— to fully assess the opportunities we pursue for our

investors every day. To learn more about Ivy Funds’ asset

allocation strategies, visit ivyfunds.com or call 800-532-2780.

IV Y BALANCED FUND (IBNAX) 2, 3, 5

IV Y GLOBAL INCOME
ALLOCATION FUND (IVBAX) 2, 3, 4, 5

IV Y ASSET STRATEGY
FUND (WASAX) 1, 2, 3, 4, 5

Learn more.
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FACEBOOK.COM/ IV YFUNDS
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*All Mean Scores are rounded. ** Scores were submitted before the recent split into News Corp and 21st Century Fox (FOXA). N.R.= Not Ranked.

Rank Mean Highly Respect Don’t
’13 ’12 Company/Ticker Score* Respect Respect Somewhat Respect

48. N.R. Bristol-Myers Squibb/BMY 2.44 9% 47% 34% 0%

49. 52. Pfizer/PFE 2.44 8 53 32 1

50. 43. ConocoPhillips/COP 2.41 10 45 32 2

51. 58. Royal Dutch Shell (U.K.)/RDS/A 2.32 11 39 38 2

52. 59. SABMiller (U.K.)/SBMRY 2.31 6 46 33 1

53. 46. BASF (Germany)/BAS 2.31 9 38 33 2

54. 62. Bank of Nova Scotia (Canada)/BNS 2.30 13 31 34 3

55. 39. Oracle/ORCL 2.28 14 38 33 7

56. 53. GlaxoSmithKline (U.K.)/GSK 2.26 7 44 38 1

57. 57. Verizon Communications/VZ 2.25 13 39 33 7

58. 54. General Electric/GE 2.24 14 43 30 10

59. 71. Statoil (Norway)/STO 2.23 8 34 37 1

60. 61. Comcast/CMCSA 2.20 15 36 31 10

61. 19. Microsoft/MSFT 2.19 13 41 33 9

62. N.R. AbbVie/ABBV 2.18 14 31 30 9

63. 55. L’Oreál (France)/OR 2.17 9 37 36 5

64. 65. Vodafone Group (U.K.)/VOD 2.16 8 39 41 2

65. 63. Taiwan Semiconductor Mfg (Taiwan)/TSM 2.14 8 34 40 2

66. 66. Novo Nordisk (Denmark)/NVO 2.09 11 31 37 7

67. 60. Sanofi (France)/SNY 2.03 5 38 43 2

68. 47. BHP Billiton (U.K.)/BHP 1.87 2 40 38 7

69. N.R. Inditex (Spain)/ITX 1.81 6 28 36 8

70. 82. NTT DoCoMo (Japan)/DCM 1.79 3 31 41 6

71. 70. Commonwlth Bk of Australia (Australia)/CBA 1.74 3 29 43 6

72. 74. Westpac Banking (Australia)/WBK 1.71 2 29 41 6

73. 76. National Australia Bank (Australia)/NAB 1.66 1 33 37 9

74. 85. Comp. de Bebidas das Americas (Brazil)/ABV 1.62 5 23 43 8

75. 75. Australia & New Zealand Bkg (Australia)/ANZ 1.60 1 29 39 8

76. 69. Altria Group/MO 1.59 9 23 38 16

77. 81. América Movíl (Mexico)/AMX 1.57 3 25 43 9

78. 72. AT&T/T 1.57 5 26 53 9

79. N.R. Goldman Sachs/GS 1.56 10 28 34 22

80. 80. Mitsubishi UFJ Financial (Japan)/MTU 1.56 2 29 46 9

81. NR. News Corporation/NWSA** 1.56 8 25 36 17

82. 73. HSBC Holdings (U.K.)/HBC 1.56 6 23 53 9

83. 79. Total (France)/TOT 1.52 5 25 47 11

84. 89. ENI (Italy)/E 1.48 0 29 38 10

85. N.R. Sumitomo Mitsui Financial (Japan)/8316 1.38 1 22 47 9

86. N.R. Banco Santander (Spain)/SAN 1.33 3 22 43 15

87. 68. Philip Morris International/PM 1.31 10 20 33 26

88. 86. British American Tobacco (U.K.)/BTI 1.29 3 24 40 18

89. 83. BP (U.K.)/BP 1.28 1 30 39 20

90. N.R. BNP Paribas (France)/BNP 1.23 1 21 45 14

91. 91. Citigroup/C 1.08 3 20 46 23

92. 94. Bank of America/BAC 1.08 0 22 52 18

93. N.R. Japan Tobacco (Japan)/2914 1.00 1 20 34 22

94. 98. Ecopetrol (Colombia)/EC 0.94 0 15 46 17

95. 88. China Mobile (China)/CHL 0.90 2 13 52 22

96. 92. CNOOC (China)/CEO 0.81 1 14 44 24

97. 97. China Construction Bank (China)/939 0.60 0 9 51 26

98. 99. Sberbank Rossia (Russia)/SBER 0.57 1 8 44 28

99. 95. Rosneft (Russia)/ROSN 0.39 0 8 39 32

100. 100. Gazprom (Russia)/GAZP 0.14 0 9 30 46
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