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(as defined in Rule 12b-2 of the Exchange Act).
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Item 1. Business
COMPANY OVERVIEW

Kansas City Southern ( KCS orthe Company ), a Delaware corporation, is a holding company with domestic and
international rail operations in North America that are strategically focused on the growing north/south freight

corridor connecting key commercial and industrial markets in the central United States with major industrial cities in
Mexico. KCS and its subsidiaries had approximately 6,470 employees on December 31, 2006. The Kansas City
Southern Railway Company ( KCSR ), which was founded in 1887, is a U.S. Class I railroad. KCSR serves a ten-state
region in the Midwest and Southeast regions of the United States and has the shortest north/south rail route between
Kansas City, Missouri and several key ports along the Gulf of Mexico in Alabama, Louisiana, Mississippi and Texas.

KCS controls and owns all of the stock of Kansas City Southern de México, S. de R.L. de C.V. ( KCSM ), through its
wholly owned subsidiary, Grupo KCSM, S.A. de C.V. ( Grupo KCSM ), formerly known as Grupo Transportacion
Ferroviaria Mexicana, S.A. de C.V., or Grupo TFM. Through its 50-year Concession from the Mexican government

( the Concession ), KCSM operates a primary commercial corridor of the Mexican railroad system and has as its core
route a key portion of the shortest, most direct rail passageway between Mexico City and Laredo, Texas. KCSM

serves most of Mexico s principal industrial cities and three of its major shipping ports. KCSM s rail lines are the only
ones that serve Nuevo Laredo, Mexico, the largest rail freight interchange point between the United States and

Mexico. Under the Concession, KCSM has the right to control and operate the southern half of the rail bridge at
Laredo, Texas, which spans the Rio Grande River between the United States and Mexico.

The Company wholly owns, directly and indirectly, through its wholly-owned subsidiaries, Mexrail, Inc. ( Mexrail )
which, in turn, wholly owns The Texas Mexican Railway Company ( Tex-Mex ). Tex-Mex operates a 157-mile rail line
extending from Laredo, Texas to the port city of Corpus Christi, Texas, which connects the operations of KCSR with
KCSM. Tex-Mex connects with KCSM at the United States/Mexico border at Laredo, Texas, and connects to KCSR
through trackage rights at Beaumont, Texas. Through its ownership of Mexrail, the Company owns the northern half

of the rail bridge at Laredo, Texas. Laredo is a principal international gateway through which more than half of all rail
and truck traffic between the United States and Mexico crosses the border.

The KCS rail network (KCSR, KCSM and Tex-Mex) comprises approximately 6,000 miles of main and branch lines
extending from the Midwest and Southeast portions of the United States south into Mexico and connects with other
Class I railroads, providing shippers with an effective alternative to other railroad routes and giving direct access to
Mexico and the Southeast and Southwest United States through less congested interchange hubs.

KCS also owns a fifty percent equity investment in the stock of Panama Canal Railway Company ( PCRC ), which
holds the concession to operate a 47-mile coast-to-coast railroad located adjacent to the Panama Canal. The railroad
handles containers in freight service across the Isthmus of Panama. Panarail Tourism Company ( Panarail ), a wholly
owned subsidiary of PCRC, operates commuter and tourist railway services over the lines of PCRC.

Other subsidiaries and affiliates of KCS include the following:

Meridian Speedway, LLC ( MSLLC ), a ninety percent owned consolidated affiliate that owns the former KCSR
rail line between Meridian, Mississippi and Shreveport, Louisiana, which is the portion of the KCSR rail line
between Dallas, Texas and Meridian known as the Meridian Speedway. Norfolk Southern Corporation ( NS )
through its wholly-owned subsidiary, The Alabama Great Southern Railroad Company, owns the remaining ten
percent of MSLLC. Ultimately KCS will own seventy percent and NS will own thirty percent of MSLLC upon
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PABTEX GP, LLC, a wholly-owned and consolidated owner of a bulk materials handling facility with
deep-water access to the Gulf of Mexico at Port Arthur, Texas that stores and transfers petroleum coke and
soda ash from trucks and rail cars to ships, primarily for export;

Trans-Serve, Inc. (doing business as Superior Tie and Timber), a wholly-owned and consolidated operator of a
railroad wood tie treatment facility;

Transfin Insurance, Ltd., a wholly-owned and consolidated captive insurance company, providing property,
general liability and certain other insurance coverage to KCS and its subsidiaries and affiliates;

Southern Capital Corporation, LLC ( Southern Capital ), a fifty percent owned unconsolidated affiliate that
leases locomotives and rail equipment; and

Ferrocarril y Terminal del Valle de México, S.A. de C.V. ( FTVM ), a twenty five percent owned
unconsolidated affiliate that provides railroad services as well as ancillary services in the greater Mexico City
area.

MARKETS SERVED 2006 Revenues
Business Mix

Chemical and Petroleum. KCS transports chemical

and petroleum products via tank and hopper cars to

markets in the Southeast and Northeast United States and

throughout Mexico through interchanges with other rail

carriers. Primary traffic includes plastics, petroleum, oils,

petroleum coke, rubber and miscellaneous chemicals.

Forest Products and Metals. KCS rail lines run
through the heart of the Southeast United States
timber-producing region. The Company believes that
forest products made from trees in this region are generally less expensive than those from other regions due to lower
production costs. As a result, southern yellow pine products from the Southeast are increasingly being used at the
expense of western producers that have experienced capacity reductions because of public policy considerations.
KCSR serves paper mills directly and indirectly through short-line connections.

This product category includes metals, minerals and ores such as iron, steel, zinc and copper. The majority of metals,
minerals and ores mined, and steel produced in Mexico are used for domestic consumption. The volume of Mexican
steel exports fluctuates based on global market prices. Higher-end finished products such as steel coils used by
Mexican manufacturers in automobiles, household appliances and other consumer goods are imported through Nuevo
Laredo and through the seaports served by KCS rail lines. United States slab steel products are used primarily in the
manufacture of drill pipe for the oil industry.

Agricultural and Mineral. Agricultural products consist of grain, food and related products. Shipper demand for
agricultural products is affected by competition among sources of grain and grain products, as well as price
fluctuations in international markets for key commodities. In the United States, KCS rail lines receive and originate
shipments of grain and grain products for delivery to feed mills serving the poultry industry. KCS currently serves
feed mills along its rail lines throughout Arkansas, Oklahoma, Texas, Louisiana, Mississippi and Alabama. Through
its marketing agreements, KCS has access to sources of corn and other grain in lowa and other Midwest states. United
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States export grain shipments and Mexico import grain shipments include primarily corn, wheat, and soybeans
transported to Mexico via Laredo and to the Gulf of Mexico for overseas destinations. Over the long term, export
grain shipments to Mexico are expected to increase as a result of Mexico s reliance on grain imports. Food and related
products consist mainly of soybean meal, grain meal, oils and canned goods, sugar and beer. Mineral shipments
consist of a variety of products including ores, clay, stone and cement.
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Intermodal and Automotive. The intermodal freight business consists primarily of hauling freight containers or truck
trailers from motor carriers and ocean liners, with rail carriers serving as long-distance haulers. The automotive
business consists primarily of moving parts to assembly plants and finished vehicles to distribution centers for market
consumption in North and South America.

Coal. KCS hauls unit trains of coal for ten electric generating plants in the central United States from the Powder
River Basin in Wyoming. Coal mined in the Midwest United States is transported in non-unit trains to industrial
consumers such as paper mills and cement companies.

GOVERNMENT REGULATION

The Company s United States operations are subject to federal, state and local laws and regulations generally

applicable to all businesses. Rail operations are subject to the regulatory jurisdiction of the Surface Transportation

Board ( STB ) of the U.S. Department of Transportation ( DOT ), the Federal Railroad Administration of the DOT, the
Occupational Safety and Health Administration ( OSHA ), as well as other federal and state regulatory agencies. The
STB has jurisdiction over disputes and complaints involving certain rates, routes and services, the sale or

abandonment of rail lines, applications for line extensions and construction, and consolidation or merger with, or
acquisition of control of, rail common carriers. DOT and OSHA each has jurisdiction under several federal statutes

over a number of safety and health aspects of rail operations, including the transportation of hazardous materials. State
agencies regulate some aspects of rail operations with respect to health and safety in areas not otherwise regulated by
federal law.

KCS subsidiaries, as well as its competitors, are subject to extensive federal, state and local environmental
regulations. These laws cover discharges to water, air emissions, toxic substances, and the generation, handling,
storage, transportation and disposal of waste and hazardous materials. These regulations have the effect of increasing
the costs, risks and liabilities associated with rail operations. Environmental risks are also inherent in rail operations,
which frequently involve transporting chemicals and other hazardous materials.

Primary regulatory jurisdiction for the Company s Mexican operations is overseen by the Secretary of
Communications and Transportation ( SCT ). The SCT establishes regulations concerning railway safety and
operations, and it is responsible for resolving disputes between railways and between railways and customers. In
addition, KCSM must register its maximum rates with the SCT and make regular reports to the SCT on investment
and traffic volumes.

The Mexican operations are subject to Mexican federal and state laws and regulations relating to the protection of the
environment through the establishment of standards for water discharge, water supply, emissions, noise pollution,
hazardous substances and transportation and handling of hazardous and solid waste. The Mexican government may
bring administrative and criminal proceedings and impose economic sanctions against companies that violate
environmental laws, and temporarily or even permanently close non-complying facilities.

Noncompliance with applicable legal provisions may result in the imposition of fines, temporary or permanent
shutdown of operations or other injunctive relief, criminal prosecution or the termination of the Concession. KCS
believes that all facilities that it operates are in substantial compliance with applicable environmental laws, regulations
and agency agreements. There are currently no material legal or administrative proceedings pending against the
Company with respect to any environmental matters and management does not believe that continued compliance
with environmental laws will have any material adverse effect on the Company s financial condition or results of
operations. KCS cannot predict the effect, if any, that the adoption of additional or more stringent environmental laws
and regulations would have on the Company s results of operations, cash flows or financial condition.
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COMPETITION

The Company competes against other railroads, many of which are much larger and have significantly greater
financial and other resources. Since 1994, there has been significant consolidation among major North American rail
carriers. As a result, the railroad industry is now dominated by a few very large carriers.
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The larger western railroads (BNSF Railway Company and Union Pacific Railroad Company), in particular, are
significant competitors to KCS because of their substantial resources. The ongoing impact of these mergers is
uncertain. KCS believes that its investments and strategic alliances continue to position the Company to attract
additional rail traffic throughout its rail network.

In November 2005, Ferrocarril Mexicano, S.A. de C.V. ( Ferromex ) acquired control of and merged with Ferrocarril
del Sureste, S.A. de C.V. ( Ferrosur ), creating Mexico s largest railway. The merger between Ferromex and Ferrosur
has been declared illegal by the Mexican Antitrust Commission. Both Ferromex and Ferrosur have challenged this
ruling. These merged operations are much larger than KCSM, and they serve most of the major ports and cities in
Mexico and own fifty percent of FTVM, which serves all of the industries located within Mexico City.

The Company is subject to competition from motor carriers, barge lines and other maritime shipping, which compete
across certain routes in operating areas. Truck carriers have eroded the railroad industry s share of total transportation
revenues. Intermodal traffic and certain other traffic face highly price sensitive competition, particularly from motor
carriers. However, rail carriers, including KCS, have placed an emphasis on competing in the intermodal marketplace
and working with motor carriers and each other to provide end-to-end transportation of products.

While deregulation of freight rates has enhanced the ability of railroads to compete with each other and with
alternative modes of transportation, this increased competition has resulted in downward pressure on freight rates.
Competition with other railroads and other modes of transportation is generally based on the rates charged, the quality
and reliability of the service provided and the quality of the carrier s equipment for certain commodities.

EMPLOYEES AND LABOR RELATIONS

Labor relations in the U.S. railroad industry are subject to extensive governmental regulation under the Railway Labor
Act ( RLA ). Under the RLA, national labor agreements are renegotiated on an industry-wide scale when they become
open for modification, but their terms remain in effect until new agreements are reached. Typically, neither
management nor labor employees are permitted to take economic action until extended procedures are exhausted.
Previously, these negotiations have not resulted in any extended work interruptions. Under the negotiating process
which began on November 1, 1999, all unions reached new labor agreements with KCSR in 2005. Various collective
bargaining agreements cover 81% of KCSR s employees.

KCSM s labor agreement covering approximately 75% of its employees was renewed in 2005 and is effective for a
two-year term ending in July 2007. The compensation terms of the labor agreement are subject to renegotiation on an
annual basis and all other terms are renegotiated every two years. These negotiations have not resulted in any strikes,
boycotts or other significant disruptions of KCSM s operations.

The response to Item 101 of Regulation S-K under Part II Item 7 of this Form 10-K, and the responses under Note 1
and Note 11 to the Consolidated Financial Statements in Item 8 of this Form 10-K are incorporated by reference in
partial response to this Item 1. Refer to Item 2, Properties , for further discussion of the Company s business.

AVAILABLE INFORMATION

KCS website (www.kcsouthern.com) provides at no cost the Annual Reports on Form 10-K, Quarterly Reports on
Form 10-Q and Current Reports on Form 8-K, and amendments to those reports, as soon as reasonably practicable
after electronic filing of these reports with the Securities and Exchange Commission. In addition, corporate
governance guidelines, ethics and legal compliance policy, and the charters of the Audit Committee, the Finance
Committee, the Nominating and Corporate Governance Committee and the Compensation and Organization
Committee of the Board of Directors are available on the website. These guidelines, policies and charters are available
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in print without charge to any stockholder requesting them. Written requests may be made to the Corporate Secretary,
P.O. Box 219335, Kansas City, Missouri 64121-9335 (or if by express delivery to 427 West 12th Street, Kansas City,
Missouri 64105).
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Item 1A. Risk Factors

Risks Related to an Investment in KCS Common Stock

The price of KCS common stock may fluctuate significantly, which may make it difficult for investors to resell

common stock when they want to or at prices they find attractive.

The price of KCS common stock on the New York Stock Exchange ( NYSE ) constantly changes. The Company

expects that the market price of its common stock will continue to fluctuate.

The Company s stock price can fluctuate as a result of a variety of factors, many of which are beyond KCS control.

These factors include, but are not limited to:

quarterly variations in operating results;

operating results that vary from the expectations of management, securities analysts, ratings agencies and

investors;

changes in expectations as to future financial performance, including financial estimates by securities analysts,

ratings agencies and investors;

developments generally affecting the railroad industry;

announcements by KCS or its competitors of significant contracts, acquisitions, joint marketing relationships,

joint ventures or capital commitments;
the assertion or resolution of significant claims or proceedings against KCS;
KCS dividend policy and restrictions on the payment of dividends;

future sales of KCS equity or equity-linked securities;

the issuance of common stock in payment of dividends on preferred stock or upon conversion of preferred

stock; and
general domestic and international economic conditions.

In addition, from time to time the stock market in general has experienced extreme volatility that has often been

unrelated to the operating performance of a particular company. These broad market fluctuations may adversely affect

the market price of KCS common stock.

KCS ability to pay dividends on its common stock is currently restricted, and KCS does not anticipate paying cash

dividends on its common stock in the foreseeable future.

KCS has agreed, and may agree in the future, to restrictions on its ability to pay dividends on its common stock. In
addition, to maintain its credit ratings, the Company may be limited in its ability to pay dividends on its common

stock so that it can maintain an appropriate level of debt. During the first quarter of 2000, the board of directors

Table of Contents
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suspended common stock dividends. KCS does not anticipate making any cash dividend payments to its common
stockholders for the foreseeable future.

Holders of the Series C Preferred Stock and Series D Preferred Stock may have special voting rights if KCS fails to
pay dividends on that preferred stock over a stated number of quarters.

Because of certain restrictions in the indentures governing notes issued by KCSR, KCS did not pay dividends on its
Series C Preferred Stock or Series D Preferred Stock commencing on May 15, 2006, for the first quarter of 2006 until
those dividend arrearages were made up in February 2007. If dividends on the Series C Preferred Stock or Series D
Preferred Stock are in arrears for six consecutive quarters (or an equivalent number of days in the aggregate, whether
or not consecutive) holders of the Series C Preferred Stock or Series D Preferred Stock, as applicable, will be entitled
to elect two of the authorized number of directors at the next annual stockholders meeting at which directors are
elected and at each subsequent stockholders meeting until such time as all accumulated dividends are paid on the
Series C Preferred Stock or
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Series D Preferred Stock, as applicable, or set aside for payment. In addition, KCS will not be eligible to register
future offerings of securities on Form S-3 or to avail itself of the other benefits available to companies that qualify as

well-known seasoned issuers under SEC rules if KCS fails to pay dividends on its preferred stock. This could
adversely affect KCS ability to access capital markets, and increase the cost of accessing capital markets, until the
Company qualifies as a well-known seasoned issuer.

Sales of substantial amounts of KCS common stock in the public market could adversely affect the prevailing
market price of the common stock.

As of December 31, 2006, there were 10,607,068 shares of common stock issued or reserved for issuance under the
1991 Amended and Restated Stock Option and Performance Award Plan and the Employee Stock Purchase Plan,
2,061,234 shares of common stock held by executive officers and directors outside those plans, and 20,389,113 shares
of common stock reserved for issuance upon conversion of the outstanding shares of convertible preferred stock. Sales
of common stock by employees upon exercise of their options, sales by executive officers and directors subject to
compliance with Rule 144 under the Securities Act, and sales of common stock that may be issued upon conversion of
the outstanding preferred stock, or the perception that such sales could occur, may adversely affect the market price of
KCS common stock.

KCS has provisions in its charter, bylaws and Rights Agreement that could deter, delay or prevent a third party
from acquiring KCS and that could deprive an investor of an opportunity to obtain a takeover premium for shares
of KCS common stock.

KCS has provisions in its charter and bylaws that may delay or prevent unsolicited takeover bids from third parties.
These provisions may deprive KCS stockholders of an opportunity to sell their shares at a premium over prevailing
market prices. For example, the restated certificate of incorporation provides for a classified board of directors. It
further provides that the vote of 70% of the shares entitled to vote in the election of directors is required to amend the
restated certificate of incorporation to increase the number of directors to more than eighteen, abolish cumulative
voting for directors and abolish the classification of the board. The same vote requirement is imposed by the restated
certificate of incorporation on certain transactions involving mergers, consolidations, sales or leases of assets with or
to certain owners of more than 5% of KCS outstanding stock entitled to vote in the election of directors. The bylaws
provide that a stockholder must give the Company advance written notice of its intent to nominate a director or raise a
matter at an annual meeting. In addition, the Company has adopted a Rights Agreement which under certain
circumstances would significantly impair the ability of third parties to acquire control of KCS without prior approval
of the board of directors.

Risks Related to KCS Business
KCS competes against other railroads and other transportation providers.

The Company s domestic and international operations are subject to competition from other railroads, in particular the
Union Pacific Railroad Company ( UP ) and BNSF Railway Company ( BNSF ) in the United States and Ferromex in
Mexico. Many of KCS rail competitors are much larger and have significantly greater financial and other resources
than KCS. In addition, the Company is subject to competition from truck carriers and from barge lines and other
maritime shipping. Increased competition could result in downward pressure on freight rates. Competition with other
railroads and other modes of transportation is generally based on the rates charged, the quality and reliability of the
service provided and the quality of the carrier s equipment for certain commodities. While KCS must build or acquire
and maintain its infrastructure, truck carriers, maritime shippers and barges are able to use public rights-of-way. The
trucking industry has in the past provided effective rate and service competition to the railroad industry. Trucking
requires substantially smaller capital investment and maintenance expenditures than railroads and allows for more
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frequent and flexible scheduling. Continuing competitive pressures, any reduction in margins due to competitive
pressures, future improvements that increase the quality of alternative modes of transportation in the locations in
which the Company operates, or legislation or regulations that provide motor carriers with additional advantages,
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such as increased size of vehicles and reduced weight restrictions, could have a material adverse effect on results of
operations, financial condition and liquidity.

A material part of KCS growth strategy is based upon the conversion of truck traffic to rail. There can be no assurance
the Company will have the ability to convert traffic from truck to rail transport or that the customers already converted
will be retained. If the railroad industry in general, and the Mexican operations in particular, are unable to preserve
their competitive advantages vis-a-vis the trucking industry, projected revenue growth from the Mexican operations
could be adversely affected. Additionally, the revenue growth attributable to the Mexican operations could be affected
by, among other factors, KCS inability to grow its existing customer base, negative macroeconomic developments
impacting the United States or Mexican economies, and failure to capture additional cargo transport market share

from the shipping industry and other railroads.

NAFTA called for Mexican trucks to have unrestricted access to highways in United States border states by 1995 and
full access to all United States highways by January 2000. However, the United States did not follow that timetable
because of concerns over Mexico s trucking safety standards. In February 2001, a NAFTA tribunal ruled in an
arbitration between the United States and Mexico that the United States must allow Mexican trucks to cross the border
and operate on United States highways. On March 14, 2002, as part of its agreement under NAFTA, the

U.S. Department of Transportation issued safety rules that allow Mexican truckers to apply for operating authority to
transport goods beyond the 20-mile commercial zones along the United States-Mexico border. These safety rules
require Mexican motor carriers seeking to operate in the United States to, among other things, pass safety inspections,
obtain valid insurance with a United States registered insurance company, conduct alcohol and drug testing for drivers
and obtain a U.S. Department of Transportation identification number. Under the rules issued by the U.S. Department
of Transportation, it was expected that the border would have been opened to Mexican motor carriers in 2002.
However, in January 2003, in response to a lawsuit filed in May 2002 by a coalition of environmental, consumer and
labor groups, the U.S. Court of Appeals for the Ninth Circuit issued a ruling which held that the rules issued by the
U.S. Department of Transportation violated federal environmental laws because the Department of Transportation
failed to adequately review the impact on United States air quality of rules allowing Mexican carriers to transport
beyond the 20-mile commercial zones along the United States-Mexico border. The Court of Appeals ruling required
the Department of Transportation to provide an Environmental Impact Statement on the Mexican truck plan and to
certify compliance with the United States Clean Air Act. The Department of Transportation requested the United
States Supreme Court to review the Court of Appeals ruling and, on December 15, 2003, the Supreme Court granted
the Department of Transportation s request. On June 7, 2004, the Supreme Court unanimously overturned the Court of
Appeals ruling. Although the Department of Transportation is no longer required to provide an Environmental Impact
Statement under the Supreme Court s ruling, the United States and Mexico must still complete negotiations on safety
inspections before the border is opened. KCS cannot predict when these negotiations will be completed. There can be
no assurance that truck transport between Mexico and the United States will not increase substantially in the future if
the United States and Mexico complete the negotiations and the border is opened. Any such increase in truck traffic
could affect KCS ability to continue converting traffic to rail from truck transport because it may result in an
expansion in the availability, or an improvement in the quality, of the trucking services offered by Mexican carriers.

Through KCSM s Concession from the Mexican government, the Company has the right to control and operate the
southern half of the rail-bridge at Laredo, Texas. Under the Concession, KCSM must grant to Ferromex the right to
operate over a north-south portion of KCSM s rail lines between Ramos Arizpe near Monterrey and the city of
Queretaro that constitutes over 600 kilometers (360 miles) of KCSM s main track. Using these trackage rights,
Ferromex may be able to compete with KCSM over KCSM s rail lines for traffic between Mexico City and the United
States. The Concession also requires KCSM to grant rights to use certain portions of its tracks to Ferrosur and the belt
railroad operated in the greater Mexico City area by FTVM, thereby providing Ferrosur with more efficient access to
certain Mexico City industries. As a result of having to grant trackage rights to other railroads, KCSM loses the
capacity of using a portion of its tracks at all times.
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Ferromex, the operator of the largest railway system in Mexico, is in close proximity to KCSM s rail lines. In
particular, KCSM has experienced and continues to experience competition from Ferromex with respect to the
transport of a variety of products. The rail lines operated by Ferromex run from Guadalajara and Mexico City to four
United States border crossings west of the Nuevo Laredo-Laredo crossing, providing an alternative to KCSM s routes
for the transport of freight from those cities to the United States border. In addition, Ferromex directly competes with
KCSM in some areas of its service territory, including Tampico, Saltillo, Monterrey and Mexico City. Ferrosur
competes directly with KCSM for traffic to and from southeastern Mexico. Ferrosur, like KCSM, also services
Mexico City and Puebla.

In November 2005, Grupo México, the controlling shareholder of Ferromex, acquired all of the shares of Ferrosur.
The common control of Ferromex and Ferrosur would give Grupo México control over a nationwide railway system
in Mexico and ownership of 50% of the shares of FTVM. The merger between Ferromex and Ferrosur has been
declared illegal by the Mexican Antitrust Commission. Both Ferromex and Ferrosur have challenged this ruling. There
can be no assurance as to whether Grupo México will be successful in challenging this ruling. If Grupo México is
successful in its appeal, KCSM s competitive position may be harmed.

On August 3, 2006, the Mexican Antitrust Commission announced an investigation into possible antitrust practices in
the provision of rail cargo services. The targets of that investigation have not been identified, and while KCSM may
be required to provide information in connection with the investigation, the Company does not believe KCSM s
operations are the subject of the inquiry, although there can be no assurance KCSM is not or would not become a
subject of the inquiry.

Rate reductions by competitors could make KCS freight services less competitive, and KCS cannot assure that it
would always be able to match these rate reductions. In recent years, KCS has experienced aggressive price
competition from Ferromex in freight rates for agricultural products, which has adversely affected results of
operations. KCS ability to respond to competitive pressures by decreasing rates without adversely affecting gross
margins and operating results will depend on, among other things, the ability to reduce operating costs. KCS failure to
respond to competitive pressures, and particularly rate competition, in a timely manner could have a material adverse
effect on the Company s financial condition.

In recent years, there has also been significant consolidation among major North American rail carriers. The resulting
merged railroads could attempt to use their size and pricing power to block other railroads access to efficient gateways
and routing options that are currently and have been historically available. There can be no assurance that further
consolidation in the railroad industry, whether in the United States or Mexico, will not have an adverse effect on
operations.

KCS business strategy, operations and growth rely significantly on agreements with other railroads and third
parties.

Operation of KCS integrated rail network and its plans for growth and expansion rely significantly on agreements with
other railroads and third parties, including joint ventures and other strategic alliances. KCS operations are dependent
on interchange, trackage rights, haulage rights and marketing agreements with other railroads and third parties that
enable KCS to exchange traffic and utilize trackage the Company does not own. KCS ability to provide
comprehensive rail service to its customers depends in large part upon its ability to maintain these agreements with
other railroads and third parties. The termination of, or the failure to renew, these agreements could adversely affect
KCS business, financial condition and results of operations. KCS is also dependent in part upon the financial health
and efficient performance of other railroads. For example, traffic moves over the UP s lines via trackage rights, a
significant portion of KCSR s grain shipments originate with another rail carrier pursuant to marketing agreements
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with that carrier, and BNSF is KCS largest partner in the interchange of rail traffic. There can be no assurance that
KCS will not be materially adversely affected by operational or financial difficulties of other railroads.

Pursuant to the Concession, KCSM is required to grant rights to use portions of its tracks to Ferromex, Ferrosur and
FTVM. Applicable law stipulates that Ferromex, Ferrosur and FTVM are required to grant to KCSM rights to use

portions of their tracks. KCSM s Concession classifies trackage rights as short trackage
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rights and long-distance trackage rights. Although all of these trackage rights have been granted under the Concession,
no railroad has actually operated under the long-distance trackage rights because the means of setting rates for usage
and often related terms of usage have not been agreed upon. Under the Mexican railroad services law and regulations,
the rates KCSM may charge for the right to use its tracks must be agreed upon in writing between KCSM and the
party to which those rights are granted. However, if KCSM cannot reach an agreement on rates with rail carriers
entitled to trackage rights on KCSM s rail lines, the SCT is entitled to set the rates in accordance with Mexican law
and regulation, which rates may not adequately compensate KCSM. KCSM and Ferromex have not been able to agree
upon the rates each of them is required to pay the other for interline services and haulage and trackage rights. KCSM
and Ferromex are involved in civil, commercial and administrative proceedings in connection with amounts payable
to each other for interline services, haulage and trackage rights. On March 13, 2002, the SCT issued a ruling setting
the rates for trackage and haulage rights. On August 5, 2002, the SCT issued a ruling setting the rates for interline and
terminal services. KCSM and Ferromex appealed both rulings to the Mexican Supreme Court. KCSM and Ferromex
also requested and obtained a suspension of the effectiveness of the SCT rulings pending resolution of the litigation.
In February 2006, the Mexican Supreme Court sustained KCSM s appeal of the SCT s trackage and haulage rights
ruling, vacated the SCT ruling and ordered the SCT to issue a new ruling consistent with the Court s opinion. The
Company has not yet received the written opinion of the Mexican Supreme Court on the February 2006 ruling, nor has
the Court decided the interline and terminal services appeal. On October 2, 2006, KCSM was served with a claim by
Ferromex asking for information concerning the interline traffic between KCSM and Ferromex from January 1, 2002,
to December 31, 2004. KCSM has filed an answer to this claim. KCS cannot predict the ultimate outcome of these
matters, or whether the rates KCSM is ultimately permitted to charge will be sufficient to adequately compensate it for
the use of its tracks by Ferromex.

The Company is highly leveraged and has significant debt service obligations. KCS leverage could adversely
affect its ability to fulfill obligations under various debt instruments and operate its business.

KCS level of debt could make it more difficult for it to borrow money in the future, may reduce the amount of money
available to finance operations and other business activities, exposes the Company to the risk of increased interest
rates, makes it more vulnerable to general economic downturns and adverse industry conditions, and could reduce
flexibility in planning for, or responding to, changing business and economic conditions. KCS failure to comply with
the financial and other restrictive covenants in its debt instruments, which, among other things, require KCS to
maintain specified financial ratios and limit the ability to incur debt and sell assets, could result in an event of default
that, if not cured or waived, could have a material adverse effect on business or prospects. If the Company does not
have enough cash to service its debt, meet other obligations and fund other liquidity needs, KCS may be required to
take actions such as reducing or delaying capital expenditures, selling assets, restructuring or refinancing all or part of
the existing debt, or seeking additional equity capital. KCS cannot assure that any of these remedies, including
obtaining appropriate waivers from its lenders, can be effected on commercially reasonable terms or at all. In addition,
the terms of existing or future debt agreements may restrict the Company from adopting any of these alternatives.

The indebtedness of KCSM exposes it to risks of exchange rate fluctuations, because any devaluation of the peso
would cause the cost of KCSM s dollar-denominated debt to increase, and could place the Company at a competitive
disadvantage in Mexico compared to Mexican competitors that have less debt and greater operating and financing
flexibility than KCSM does.

KCS business is capital intensive.
The Company s business is capital intensive and requires substantial ongoing expenditures for, among other things,
additions and improvements to roadway, structures and technology, acquisitions, and maintenance and repair of

equipment and rail system. KCS failure to make necessary capital expenditures to maintain its operations could impair
its ability to serve existing customers or accommodate increases in traffic volumes.
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KCS has funded, and expects to continue to fund, capital expenditures with funds from operating cash flows, leases
and, to a lesser extent, vendor financing. KCS may not be able to generate sufficient cash flows from its operations or
obtain sufficient funds from external sources to fund capital expenditure requirements. If financing is available, it may
not be obtainable on acceptable terms and within the limitations contained in the indentures and other agreements
relating to KCS  debt.

KCSM s Concession from the Mexican government requires KCSM to make investments and undertake capital
projects. If KCSM is unable to make such capital investments, KCSM s business plan commitments with the Mexican
government may be at risk, requiring KCSM to seek waivers of its business plan. There is no assurance that such
waivers, if requested, would be granted by the SCT. KCSM may defer capital expenditures under its business plan
with the permission of the SCT. However, the SCT might not grant this permission, and any failure by KCSM to
comply with the capital investment commitments in its business plan could result in sanctions imposed by the SCT.
The Company cannot assure that the Mexican government would grant any such permission or waiver. If such
permission or waiver is not obtained in any instance and KCSM is sanctioned, its Concession might be at risk of
revocation, which would adversely affect KCS financial condition and results of operations. See KCSM s Mexican
Concession is subject to revocation or termination in certain circumstances below.

KCS business may be adversely affected by changes in general economic, weather or other conditions.

KCS operations may be adversely affected by changes in the economic conditions of the industries and geographic
areas that produce and consume the freight that KCS transports. The relative strength or weakness of the United States
and Mexican economies affect the businesses served by KCS. PCRC and Panarail are directly affected by the
Panamanian local economy and trans-Pacific trade flows. KCS investments in Mexico and Panama expose the
Company to risks associated with operating in Mexico and Panama, including, among others, cultural differences,
varying labor and operating practices, political risk and differences between the United States, Mexican and
Panamanian economies. Historically, a stronger economy has resulted in improved results for KCS rail transportation
operations. Conversely, when the economy has slowed, results have been less favorable. KCS revenues may be
affected by prevailing economic conditions and, if an economic slowdown or recession occurs in key markets, the
volume of rail shipments is likely to be reduced.

The Company s operations may also be affected by n