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Our 50 Year History

We are the nation’s leading Jones Act ocean container shipping and integrated logistics 
company, accounting for approximately 36% of total U.S. marine container shipments 
from the continental U.S. to the three non-contiguous Jones Act markets, Alaska, Hawaii 
and Puerto Rico, and to Guam.

Today, as the only Jones Act vessel operator with one integrated organization serving 
Alaska, Hawaii and Puerto Rico, we are uniquely positioned to serve customers requiring 
shipping and logistics services in more than one of these markets.
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Financial Highlights

(dollars in thousands) 2005   2004(1) 2003 2002 2001

Statement of Operations Data:

Operating revenue $ 1,096,156 $ 980,328 $ 885,978 $ 804,424 $ 714,653

Operating income 46,654 51,589 38,213 37,408 32,201

Net income (loss) (18,321) 13,561 15,113 21,751 18,428

Net income (loss) applicable to 

common stockholders (23,394) 6,805 15,113 21,751 18,428

EBITDA(2) 102,081 113,260 84,618 75,556 75,851

Balance Sheet Data:
(end of fiscal year)

Cash and cash equivalents $ 41,450 $ 56,766 $ 41,811 $ 40,342 $ 47,087

Working capital (deficit) 67,111 67,252 46,192 25,301 (51,757)

Total assets 927,319 937,792 492,554 321,129 505,716

Total debt 530,575 612,862 165,570 — 153,330

Series A redeemable preferred stock — 56,708 — — —

Stockholders’ equity 151,760 25,608 96,860 113,985 70,154

Other Financial Data:

Cash flows provided by (used in):

Operating activities $ 70,881 $ 69,869 $ 44,048 $ (1,840) $ 66,426

Investing activities (38,817) (694,563) (350,666) (4,905) (5,364)

Financing activities (47,380) 657,805 305,687 — (13,977)

(1)Fiscal 2004 consisted of 53 weeks. All other fiscal years shown consisted of 52 weeks each.
(2)EBITDA is defined as net income plus interest expense, income taxes, depreciation and amortization.
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“ From Anchorage to Honolulu, Dallas and San Juan, our qualified, experienced and  

committed professionals set us apart. It is the seemingly unnoticed acts of value performed 

for our customers every day that make the difference.”

—Chuck Raymond

President & CEO
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Letter to Our Shareholders

To Our Shareholders:

I would like to start this initial shareholders’ letter by welcoming you to 

Horizon Lines’ first annual report as a public company and telling you 

a little about who we are and where we came from.

Who We Are

Based in Charlotte, North Carolina, Horizon Lines is the nation’s lead-

ing domestic (“Jones Act”) ocean container shipping company. We 

operate 16 U.S.-flag vessels on routes linking the continental United 

States with Alaska, Hawaii, Guam, and Puerto Rico. Horizon Lines 

also operates port terminals in Anchorage, Kodiak and Dutch Harbor, 

Alaska; Honolulu, Hawaii; and San Juan, Puerto Rico. In addition, 

Horizon Lines owns Horizon Services Group, an information technol-

ogy organization with a diversified offering of cargo management and 

tracking services for shippers, carriers and other supply chain partici-

pants. Horizon Lines, Inc. trades on the New York Stock Exchange 

under the ticker symbol HRZ.

Where We Come From

Our Company has a rich pedigree and traces its heritage back 50 

years to the very beginning of containerized shipping. The Jones Act 

container shipping operations of Horizon Lines were part of the former 

Sea-Land Service, Inc. (“Sea-Land”). Sea-Land pioneered container 

shipping on April 26, 1956, when the Ideal-X sailed from Newark, 

New Jersey to Houston, Texas with 61 trailers lashed to the deck. 

Today, 50 years later, containerized shipping and intermodalism—

American ideas that became reality because of a humble trucker, 

Malcom P. McLean, and the company he founded, Sea-Land—have 

changed the world. On December 10, 1999, A.P. Moller’s Maersk Line 

acquired Sea-Land’s international shipping operations from CSX Corp. 

(“CSX”). CSX maintained ownership of the U.S. Jones Act domestic 

shipping operations, resulting in the birth of CSX Lines, our former 

name. On February 27, 2003, CSX sold CSX Lines to The Carlyle Group 

and our Company was renamed Horizon Lines. On July 7, 2004, Castle 

Harlan acquired Horizon Lines from The Carlyle Group.

2005 Recap

To say that 2005 was a watershed year for Horizon Lines would be an 

understatement. Double digit growth propelled Horizon Lines across 

the threshold of a billion dollars in annual revenue. The Company 

enjoyed a leading 36% overall share of the markets we serve. Some of 

the most demanding and revered companies in America consistently 

recognized Horizon Lines for service excellence.

Horizon Lines conducted a successful initial public offering (“IPO”) of 

our common stock on the New York Stock Exchange on September 

27, 2005. Proceeds from the stock offering and strong internal cash 

generation enabled the Company to prepay $96 million in debt and 

redeem $62 million in preferred stock. 
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In the third quarter of 2005, the Company’s healthy cash flows also 

made possible the early buyout of the Horizon Pacific and Horizon 

Enterprise vessel leases. The purchase of these two ships, along with 

four others similarly purchased since December 2003, brings our 

number of owned vessels to 13 out of 16 and will significantly enhance 

earnings going forward. We also continued to renew our container 

fleet, investing in 1,200 new refrigerated containers and 1,000 new 

dry containers in 2005. These container fleet investments were in 

addition to 1,200 new refrigerated containers we acquired in late 

2003 and in 2004.

As we enter the 50th year of containerized shipping, you can be con-

fident that Horizon Lines is leading the way in Jones Act container 

shipping and integrated logistics. For both our customers and our 

investors, we continue to be “Always There Always Delivering.”

Growth Drivers

From the seafood and oil service industries in Alaska, to the military 

build-up and continuing economic growth in Hawaii and Guam, to the 

blossoming pharmaceutical and electronics sectors in Puerto Rico, 

and to the emerging needs of our homeland security and military 

organizations, Horizon Lines is building on the economic development 

of its existing markets and expanding into new ones.

In 2005, Horizon Lines accommodated a robust increase in refriger-

ated cargo shipments in all three of our trade lanes with the acquisition 

of the 1,200 new refrigerated containers mentioned above. The 

Company further supported strong demand in the Alaska trade by 

deploying an additional vessel during the summer season. In Puerto 

Rico, Horizon Lines began a capital project to increase volume capac-

ity and efficiency at our San Juan terminal.

Horizon Lines also broadened its relationships with the transportation 

agencies of the U.S. government by winning a ship management    

contract for two of the Ready Reserve Force vessels of the U.S. 

Department of Transportation Maritime Administration (MARAD). 

This is in addition to the renewal of the Company’s contract to oper-

ate and manage seven oceanographic vessels for the U.S. Military 

Sealift Command. 

Financial Results 

The discussion of 2005 financial results and a comparison to 2004 

is difficult due to the impact of non-recurring expenses associated 

with our IPO in September 2005, a December 2004 debt issuance, 

and the July 2004 acquisition of the Company. I will provide you with 

a summary explanation of our 2005 financial results, but encourage 

you to carefully review our financial statements, notes and 

Management’s Discussion and Analysis to gain a more thorough 

understanding. Once you have done so, you will see that 2005 was a 

banner year for Horizon Lines.

Including non-recurring IPO and transaction-related expenses, the net 

loss for 2005 was $(18.3) million, compared to net income of $13.6 

million in 2004. However, after adjustment to exclude non-recurring 

IPO and transaction-related expenses, adjusted net income was $21.7 

million or $.65 per share in 2005, compared to adjusted net income 

of $5.6 million or $.17 per share in 2004.

Growth in the Jones Act markets, our new vessel management contracts 

with the U.S. government and higher fuel surcharges led to an 11.8% 

increase in revenue in 2005. Operating revenue increased by $115.9 mil-

lion to $1,096.2 million for 2005 versus $980.3 million in 2004.

Operating income for 2005 was $46.7 million compared to $51.6 million 

in 2004. Absent the non-recurring IPO and transaction-related 
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On September 27, 2005, 

Horizon Lines lists on the New York Stock 

Exchange under ticker symbol HRZ.

expenses, 2005 operating income would have been $77.8 million, an 

increase of $28.4 million or 57.5% over the $49.4 million in 2004.

Earnings before interest expense, taxes, depreciation and amortization 

(EBITDA) was $102.1 million in 2005 compared to $113.3 million for 

2004. Excluding the non-recurring IPO and transaction-related 

expenses, EBITDA was $146.4 million in 2005 versus $118.3 million 

in 2004, an improvement of $28.1 million or 23.8%.

Fiscal year 2005 marked the fourth consecutive year and the six-

teenth consecutive quarter of comparable period over period growth 

in EBITDA, after adjustments for lease expense buyouts, management 

fees, and non-recurring IPO and transaction-related expenses. These 

milestones were reached in the face of the steep rise in the cost of fuel, 

which we proactively mitigated by fuel surcharges, taking advantage of 

geographical fuel price disparities, operating our vessels to achieve 

maximum fuel efficiency, and entering into selective physical forward 

purchase agreements and hedges.

Operational Excellence

Our vessel fleet continues to achieve excellent operational and perfor-

mance reliability. Due to world class maintenance and in-house vessel 

engineering resources, Horizon Lines’ vessels were fully operational 

99.8% of the time when they were required. Schedule integrity contin-

ues to be a major focus of the organization. Our 25 minute or less 

gate-in/gate-out terminal throughput efficiency ensures on-time deliv-

eries and a low cost per load for our customers. 

Customers also continue to migrate to our state-of-the-art, web-based, 

Horizon Information Technology System (HITS), which captures and 

allows them to track all aspects of a shipment, from order through 

delivery, enabling them to better manage their supply chains. In addi-

tion, our close relationships with the class one railroads and major 

trucking vendors, our dedicated dispatch organization in Dallas, Texas 

and our Sea-Logix trucking and warehousing services continue to 

make Horizon Lines an integral part of our customers’ inland transpor-

tation and logistics solutions.

Our efforts to serve our customers were once again acknowledged by 

some of the most demanding and respected companies in America. 

Wal-Mart honored Horizon Lines as the 2004 “Jones Act Carrier of the 

Year,” while Lowe’s recognized us as their 2004 “Outstanding Ocean 

Service Provider.” Toyota granted us their 2004 “Logistics Excellence 

Award for On Time Performance,” and GlaxoSmithKline named 

Horizon Lines their 2004 “Best Performance Ocean Cargo Carrier.” 

Validation of the success of our customer service efforts continued in 

2006, when Lowe’s awarded Horizon Lines with the honor of 

“Outstanding Ocean Service Provider” for the fifth straight year 

in January.

The 50 year heritage of Sea-Land runs deep in our blood. Our recog-

nized Jones Act capabilities, geographic service diversity, customer 

service and operational excellence serve our customers well. The 

intensity and agility of our associates and management tie these 

all together.

Senior Management Developments

At the end of the year, we announced that John Handy was joining 

Horizon Lines effective February 1, 2006 to serve as Executive Vice 

President. John is a recently retired four-star Air Force general who for 

the past four years served as Commander of USTRANSCOM, which is 

the single manager for air, land and sea transportation for the U.S. 

Department of Defense, and the U.S. Air Force Air Mobility Command. 

John’s major responsibilities will be the continued enhancement of 

trade lane profitability and system service integrity, the leadership of 

strategic business development, and the further development of the 

Company’s senior management team as the next generation of leadership. 

At the end of 2005, we also announced certain promotions and 

realignments of other senior management responsibilities that will bet-

ter position Horizon Lines to grow smartly, sharpen its core business, 

develop new related capabilities and earnings streams, deploy 

 appropriate resources to expand and deepen our investor base, and 

plan for emerging senior management needs in the years to come.
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Our management development efforts in 2005 also extended to 

grooming our current middle management ranks to assume senior 

positions in the future. In 2005, Horizon Lines launched an executive 

development program called the Horizon Lines Institute. The focus of 

the program is to enhance current leadership skills and develop addi-

tional financial, strategic and executive skills. The program was spe-

cifically developed for Horizon Lines and delivered by the McColl 

Graduate School of Business Executive Leadership Institute in 

Charlotte, North Carolina.

The Future

Milestone events continue for us in 2006 with our long-term vessel 

fleet replacement strategy now well underway. Our acquisition of five 

new vessels will increase capacity to meet future requirements in current 

and new markets, improve earnings through better vessel utilization and 

operating efficiencies, and address attractive business opportunities. 

We have finalized financing of these vessels through bareboat charters 

and anticipate that all five vessels will be fully deployed by mid-2007.

On the near-term front, we will continue our refrigerated container 

(“reefer”) replacement program, which brought the total of new reefers 

acquired over the past two-and-a-half years to 2,400. This delivery 

reduces the average age of our active reefer fleet to less than 7 years, 

with almost 2,600 units, or 44% of the fleet, falling into the 5-year or 

younger service range. These new reefers will offer more precise speci-

fications for our customers, as well as help us reduce trip preparation 

expenses, maintenance, and cargo claims going forward. In addition, 

they will support our strong push to upgrade our cargo mix.

In the fourth quarter of 2005, Horizon Lines also acquired 1,000 

new dry containers, each marked with special commemoration of our 

50 continuous years of service. In 2006 and beyond, this acquisition 

is expected to reap benefits similar to those of the new reefers, as well as 

demonstrate our commitment to maintain a first-rate, non-perishable, 

commodity container fleet.

In 2006, we will continue to make every effort to win new business 

and market share, improve capacity utilization, realize additional oper-

ating efficiencies, increase the portion of higher value added services 

sold, and build on our reputation for excellent performance and cus-

tomer service. Together, these efforts will serve to increase the value 

of this enterprise for you, our shareholders.

Thank you for your investment in Horizon Lines. Please be assured 

that your Board of Directors, our senior management team and all of 

our associates are working hard to maintain your continued support.

Sincerely,

Chuck Raymond
President and Chief Executive Officer



Management Team

John W. Handy, Executive Vice President

My experience with Horizon Lines began outside of the organization, in my various leadership roles within our 

nation’s military transportation services. I have long been impressed by the Company’s commitment to providing 

innovative transportation and logistics solutions. I was invited to join Horizon Lines to enhance trade lane profitability 

and help shape strategy. 

Once aboard, I found associates with the same ideals I admired in the military; dedication, professionalism and continu-

ous innovation. The teamwork and cooperative environment fostered here builds on the “Always Delivering” promise. I 

am committed to the people, customers and investors of Horizon Lines; its goals and vision and continued growth. 

We plan to grow our government market sector for both the ocean liner business and the technology solutions developed within Horizon Services 

Group. Innovation with our own operational and technical capabilities will ensure our success long into the future.

M. Mark Urbania, Senior Vice President and Chief Financial Officer 

Credibility is a quality that is built on every day at Horizon Lines. In the fourth 

quarter of 2005, Horizon Lines commenced a multi-faceted strategy aimed at 

enhancing our financial strength and positioning the Company for future growth. 

The Company consummated its initial public offering and partially deployed the 

net proceeds of $127.9 million to prepay $96.2 million of our 9% Senior Notes 

and our 11% Senior Discount Notes, resulting in a decrease in our debt to 

capitalization ratio from 88% to 78%. Utilizing an additional $40 million from 

our balance sheet, we also redeemed all $62.2 million of our preferred stock. We 

also paid our first quarterly dividend of $0.11 per share in the fourth quarter.

In 2006, we plan to continue to utilize excess cash flows to further reduce our indebtedness and cost of 

borrowing. Beyond 2006, our charter of five new, foreign built ships in 2007 will be supportive of both 

our commercial and financial strategies. It will replenish and optimize our vessel fleet under attractive 

charter rates and produce incremental earnings and cash flows that will strengthen the company for 

many years to come.

Horizon Lines takes very seriously its commitment to corporate governance, both generally and specifically 

as a new public company. In 2005, we made significant strides toward thorough adherence to Section 404 

of the Sarbanes-Oxley Act, the requirements of which we will fully satisfy as required for fiscal year 2006. 

Along with the execution of our comprehensive strategy, this dedication to sound corporate governance 

will continue to reinforce the credibility that is the foundation of our commercial and financial strength.
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The “Always There Always Delivering” commitment stems from our core values 

referred to as the Seven C’s. At Horizon Lines, we define these values as Credibility, Customers, 

Consideration, Cost, Cooperation, Communication and Competition. In this our first annual report, our 

senior executives share how we live up to these values every day.

John V. Keenan, Senior Vice President and Chief 

Transportation Officer 

“Always Delivering” means not only providing reliable and cost 

efficient service but also anticipating future opportunities.

On April 11, 2006, Horizon Lines concluded an agreement to 

charter five new U.S. flag, foreign built vessels for twelve-year 

terms. The acquisition of these 2,824 TEU, 23-knot service speed 

ships will enable us to reconfigure our ocean transportation network, 

giving us increased capacity, service scope, reliability and efficiencies in the trade lanes we 

serve. The new ships will be deployed in our weekly service linking the U.S. West Coast with 

Guam and Asia, and will allow us to concentrate our Jones Act vessels in the Jones Act 

trades. The cost of the ships is approximately 40% of Jones Act eligible ships built in the U.S. 

and they are being acquired in a very cost effective and capital efficient manner.

Once they are in service, we will have our fastest, most efficient ships serving our most dis-

tant markets. They will provide the speed and capacity to enhance our mutually valuable 

relationship with Maersk Line and our access to the Asian markets. This will also allow us to 

redeploy our relatively newer, larger and faster Jones Act vessels in our core Hawaii, Alaska 

and Puerto Rico Jones Act markets, providing faster service and additional capacity. We 

anticipate that the five new ships will be deployed commencing in early 2007. As of July 

2007, we plan to be operating seventeen active ships and have four vessels in reserve status. 

The average age of the Company’s active vessel fleet will decline from 31 years to 20 years 

at that time, an industry standard.

Brian W. Taylor, Senior Vice President, Sales and Marketing 

“Always There Always Delivering” means doing your job with energy and enthusiasm that can only be found at Horizon 

Lines. We are passionate about serving our customers and developing deep relationships, some of which span the four 

decades we have served the Jones Act markets.

The confidence and loyalty our customers place in Horizon Lines allow us to focus on innovative solutions for key growth 

segments, while also developing cargo volume that is a perfect fit for the Horizon Lines network. Continued segmentation 

of the vast array of commodities and shipping lanes that fall within our portfolio will drive revenue and volume growth in 

the future. It’s not just always delivering the cargo; it’s about always delivering the right cargo.

Our excellence in technology based customer solutions is unmatched in the industry. This helps our customers shorten cycle times and streamline the 

entire shipping process. Our information technology applications continue to lay a foundation that will support future growth within our core business 

and other service offerings. Customers look to Horizon as a technology leader, and we always find a new, better way to deliver the right solution.
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The Jones Act

Over 90% of our revenue is generated from our shipping and logistics services in markets where the marine trade is subject to the Jones Act 

or other U.S. maritime laws. The Jones Act is a long-standing cornerstone of U.S. maritime policy. Under the Jones Act, all vessels transport-

ing cargo between U.S. ports must, subject to limited exceptions, be built in the U.S., registered under the U.S. flag, manned by predomi-

nantly U.S. crews, and owned and operated by U.S.-organized companies that are controlled and 75% owned by U.S. citizens.

Cabotage laws, which reserve the right to ship cargo between domestic ports to domestic vessels, are not unique to the United States; 

similar laws are common around the world and exist in over 40 countries. In general, all interstate and intrastate marine commerce within the 

U.S. falls under the Jones Act, which is a cabotage law. The Jones Act enjoys broad support from both major political parties. During the 

2004 presidential election, both major political parties supported the retention of the Jones Act as currently in effect. In addition, the Jones 

Act has enjoyed strong congressional support. We believe that the ongoing war on terrorism has further solidified political support for the 

Jones Act as a vital and dedicated U.S. merchant marine is a cornerstone for a strong homeland defense, as well as a critical source of 

trained U.S. mariners for wartime support.

Domestic Marine Markets

The Jones Act distinguishes the U.S. domestic shipping market from international shipping markets. Given the lim-

ited number of existing Jones Act qualified vessels, the high capital investment and long delivery lead times associ-

ated with building a new containership in the U.S., the substantial investment required in infrastructure and the 

need to develop a broad base of customer relationships, the domestic market in which we operate has been less 

vulnerable to overcapacity and volatility than international shipping markets.

As the only Jones Act vessel operator with one integrated organization serving Alaska, Hawaii and Puerto Rico, 

Horizon Lines is uniquely positioned to serve customers requiring shipping and logistics services in more than one 

of these markets. CELEBRATING
50 YEARS OF PIONEERING
CONTAINERIZATION

Uniquely Positioned
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Selected Financial Data

The five year selected financial data below should be read in 
conjunction with “Management’s Discussion and Analysis 
of Financial Condition and Results of Operations,” beginning on 
page 14 of this Annual Report, and our consolidated and com-
bined financial statements and the related notes beginning on 
page 30 of this Annual Report.

Horizon Lines, Inc. (“the Company”) was formed in connection 
with the Acquisition-Related Transactions (as defined on page 15 
of this Annual Report) and has no independent operations. All 
combined and consolidated financial data for the period (or any 
portion thereof) from December 22, 2000 through February 26, 
2003 reflect the combined company CSX Lines, LLC and its 
wholly-owned subsidiaries, CSX Lines of Puerto Rico, Inc., and the 
Domestic Liner Business of SL Service, Inc. (formerly known as 
Sea-Land Service, Inc.), all of which were stand-alone wholly-
owned entities of CSX Corporation (“Predecessor-B”). All combined 

and consolidated financial data for the period (or any portion 
thereof) from February 27, 2003 through July 6, 2004 reflect 
Horizon Lines Holding Corp. (“Horizon Lines Holding”) on a con-
solidated basis (“Predecessor-A”). All combined and consolidated 
financial data for the periods (or any portion thereof) from July 7, 
2004 through December 25, 2005 reflect the Company on a 
consolidated basis.

We have a 52- or 53-week fiscal year (every sixth or seventh year) 
that ends on the Sunday before the last Friday in December. The 
fiscal years ended December 23, 2001 and December 22, 2002, 
the twelve months ended December 21, 2003, and the year ended 
December 25, 2005 each consisted of 52 weeks. The twelve 
months ended December 26, 2004 consisted of 53 weeks.

Certain prior period balances have been reclassified to conform 
with the current period presentation.

Selected Financial Data is as follows:
Horizon Lines, Inc. Predecessor-A Predecessor-B

($ in thousands, 

except share and per share amounts)

Year Ended 
December 25, 

2005(1)

Twelve Months 
Ended 

December 26, 
2004

Period from July 
7, 2004 through 
December 26, 

2004

Period from 
December 22, 
2003 through 

July 6, 
2004

Twelve Months 
Ended 

December 21, 
2003

Period from 
February 27, 
2003 through 
December 21, 

2003

Period from 
December 23, 
2002 through 
February 26, 

2003

Year Ended 
December 22, 

2002 

Year Ended 
December 23, 

2001

Statement of Operations Data:
Operating revenue $ 1,096,156 $ 980,328 $ 481,898 $ 498,430 $ 885,978 $ 747,567 $ 138,411 $804,424 $714,653
Operating income (loss) 46,654 51,589 30,928 20,661 38,213 40,734 (2,521) 37,408 32,201
Interest expense, net(2) 51,357 29,567 21,770 7,797 13,417 12,996 421 1,908 3,774
Net income (loss) (18,321) 13,561 5,600 7,961 15,113 17,162 (2,049) 21,751 18,428
Accretion of preferred stock 5,073 6,756 6,756 — — — — — —
Net income (loss) applicable to 

common stockholders (23,394) 6,805 (1,156) 7,961 15,113 17,162 (2,049) 21,751 18,428
Net income (loss) per share:
  Basic $ (1.05) $ (0.07) $ 9.95 $ 21.45 * * *
  Diluted $ (1.05) $ (0.07) $ 8.94 $ 19.57 * * *
 Number of shares used in 

calculations:
  Basic 22,376,797 15,585,322 800,000 800,000 * * *
  Diluted 22,381,756 15,585,322 890,138 876,805 * * *
Dividends declared 3,690
Dividends declared per 

common share(3) $ 0.11

*For periods ended February 26, 2003 and prior, owner’s equity consisted of parent’s net investment, and thus no income (loss) per share has been calculated.

December 25, 2005 December 26, 2004 December 21, 2003 December 22, 2002 December 23, 2001

Balance Sheet Data:
Cash and cash equivalents $ 41,450 $ 56,766 $ 41,811 $ 40,342 $ 47,087
Working capital (deficit) 67,111 67,252 46,192 25,301 (51,757)
Total assets 927,319 937,792 492,554 321,129 505,716
Long-term debt, including capital lease obligations, 

net of current portion(2) 527,905 610,201 165,417 — 132,128
Total debt, including capital lease obligations 530,575 612,862 165,570 — 153,330
Series A redeemable preferred stock(4) — 56,708 — — —
Stockholders’ equity 151,760 25,608 96,860 113,985 70,154
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Selected Financial Data ( c o n t i n u e d )

Horizon Lines, Inc. Predecessor-A Predecessor-B

Year Ended 
December 25, 

2005

Twelve Months 
Ended 

December 26, 
2004

Period from 
July 7, 2004 

through 
December 26, 

2004

Period from 
December 22, 
2003 through 

July 6, 
2004

Twelve Months 
Ended 

December 21, 
2003

Period from 
February 27, 
2003 through 
December 21, 

2003

Period from 
December 23, 
2002 through 
February 26, 

2003

Year Ended 
December 22, 

2002

Year Ended 
December 23, 

2001

Other Financial Data:
EBITDA(5) $ 102,081 $ 113,260 $ 62,848 $ 50,412 $ 84,618 $ 80,887 $ 3,731 $ 75,556 $ 75,851
Capital expenditures(6) 41,234 32,889 11,000 21,889 35,150 16,680 18,470 19,298 10,637
Vessel drydocking 

payments 16,038 12,273 2,075 10,198 16,536 12,029 4,507 15,905 13,900
Cash flows provided by 

(used in):
Operating activities 70,881 69,869 72,797 (2,928) 44,048 81,375 (37,327) (1,840) 66,426
Investing activities(6)(7) (38,817) (694,563) (673,923) (20,640) (350,666) (332,196) (18,470) (4,905) (5,364)
Financing activities(3)(4)(7) (47,380) 657,805 657,892 (87) 305,687 289,720 15,967 — (13,977)
Ratio of earnings to 

fixed charges(8) — 1.35x 1.23x 1.58x 1.61x 1.79x — 2.05x 1.65x

(1)  As more fully described in Note 3 to the Notes to the Consolidated and Combined Financial Statements, the Company completed an initial public offering during 2005 and used the proceeds to 
repurchase certain indebtedness, pay related premiums, redeem its outstanding preferred stock, and pay related transaction expenses. See Note 3 to the Notes to the Consolidated and Combined 
Financial Statements for pro forma information related to these activities, also.

(2)  During 2001 and 2002 we incurred interest charges totaling $13.6 million and $7.1 million, respectively, on outstanding debt that had been borrowed in prior years to fund vessel construction costs 
of our Alaska D-7 vessels and equipment purchases. To fund principal and interest payments on this debt we held investments from which we earned interest income. Interest income from these 
investments, as well as other investments, totaled $10.2 million and $5.2 million during fiscal years ended 2001 and 2002, respectively. During the year ended December 22, 2002, substantially all of 
the $84.8 million of Collateralized Extendible Notes and $68.5 million of other long-term debt and capital lease obligations of the combined company CSX Lines LLC and its wholly-owned subsidiaries, 
CSX Lines of Puerto Rico, Inc. and the Domestic Liner Business of SL Service, Inc. were either repaid or assumed by CSX Corporation, resulting in no total debt outstanding as of December 22, 2002. 
During 2003 we incurred interest charges totaling $8.9 million on the outstanding debt borrowed to finance the February 27, 2003 purchase transaction, as described in “Management’s Discussion 
and Analysis of Financial Condition and Results of Operations” beginning on page 14 of this Annual Report. Debt outstanding as of December 21, 2003 was repaid in connection with the Acquisition-
Related Transactions. The period from February 27, 2003 through December 21, 2003 and the period from December 22, 2003 through July 6, 2004 include interest expense-preferred units of 
subsidiary of $4.5 million and $2.7 million, respectively. On July 7, 2004, as part of the Acquisition-Related Transactions, $250.0 million original principal amount of 9% senior notes were issued, 
$250.0 million was borrowed under the term loan facility, $6.0 million was borrowed under the revolving credit facility and interest began to accrue thereon. On December 10, 2004, 11% senior 
discount notes with an initial accreted value of $112.3 million were issued and the accreted value thereof began to increase. During the fourth quarter of 2005, utilizing proceeds from the initial 
public offering, the Company repurchased $53.0 million and $43.2 million of the 9% senior notes and 11% senior discount notes, respectively. As of December 25, 2005, $197.0 million principal 
amount of 9% senior notes, $246.9 million of borrowing under the term loan facility, the 11% senior discount notes with an accreted value of $81.7 million, $4.5 million of notes issued by owner 
trustees, and capital lease obligations, net of current portion, with a carrying value of $0.3 million, were outstanding.

(3)  In December 2005, the Company declared and paid a dividend of $0.11 per share, totaling $3.7 million.

(4)  In connection with the financing of the Acquisition-Related Transactions, we issued and sold 8,391,180 shares of our Series A preferred stock in July 2004. No dividends accrued on these shares. 
We recorded these shares on our books and records at their fair value in accordance with FAS No. 141 “Business Combinations.” As these shares had no dividend rate, we determined that a 10% 
discount rate was appropriate. The Company classified the value of these shares outside the equity section of the balance sheet. During October 2004, an additional 1,898,730 Series A preferred 
shares were issued and sold. During December 2004, 5,315,912 Series A preferred shares were redeemed for $53.2 million. During January 2005, we repurchased 53,520 Series A preferred shares 
with an aggregate stated value of $0.5 million. Also, during January 2005, we sold 45,416 Series A preferred shares and 130,051 common shares for $0.5 million. In connection with the initial 
public offering, the Company redeemed all shares of its non-voting $.01 par value Series A Preferred Stock for $62.2 million. During 2005, the Company recorded $5.1 million of accretion of its Series 
A Preferred stock.
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(5)  EBITDA is defined as net income plus interest expense, income taxes, depreciation and amortization. We believe that in addition to GAAP based financial information, the EBITDA is a meaningful 
disclosure for the following reasons: (i) EBITDA is a component of the measure used by our board of directors and management team to evaluate our operating performance, (ii) the senior credit 
facility contains covenants that require Horizon Lines Holding and its subsidiaries to maintain certain interest expense coverage and leverage ratios, which contain EBITDA as a component, and 
restrict upstream cash payments if certain ratios are not met, subject to certain exclusions, and our management team uses EBITDA to monitor compliance with such covenants, (iii) EBITDA is a 
component of the measure used by our management team to make day-to-day operating decisions, (iv) EBITDA is a component of the measure used by our management to facilitate internal com-
parisons to competitors’ results and the marine container shipping and logistics industry in general and (v) the payment of discretionary bonuses to certain members of our management is contingent 
upon, among other things, the satisfaction by Horizon Lines, Inc. of certain targets, which contain EBITDA as a component. We acknowledge that there are limitations when using EBITDA. EBITDA is 
not a recognized term under GAAP and does not purport to be an alternative to net income as a measure of operating performance or to cash flows from operating activities as a measure of liquidity. 
Additionally, EBITDA is not intended to be a measure of free cash flow for management’s discretionary use, as it does not consider certain cash requirements such as tax payments and debt service 
requirements. Because all companies do not use identical calculations, this presentation of EBITDA may not be comparable to other similarly titled measures of other companies. A reconciliation of 
net income (loss) to EBITDA is included below ($ in thousands):

Horizon Lines, Inc. Predecessor-A Predecessor-B

Year Ended 
December 25, 

2005

Twelve Months 
Ended 

December 26, 
2004

Period from 
July 7, 2004 

through 
December 26, 

2004

Period from 
December 22, 
2003 through 

July 6, 
2004

Twelve Months 
Ended 

December 21, 
2003 

Period from 
February 27, 
2003 through 
December 21, 

2003

Period from 
December 23, 
2002 through 
February 26, 

2003

Year Ended 
December 22, 

2002

Year Ended 
December 23, 

2001

Net income (loss) $ (18,321) $ 13,561 $ 5,600 $ 7,961 $ 15,113 $ 17,162 $ (2,049) $ 21,751 $ 18,428
Interest expense 53,057 29,829 21,954 7,875 13,593 13,126 467 7,133 13,924
Income tax expense (benefit) 438 8,439 3,543 4,896 9,615 10,576 (961) 13,707 9,816
Depreciation and amortization 66,907 61,431 31,751 29,680 46,297 40,023 6,274 32,965 33,683

EBITDA $ 102,081 $ 113,260 $ 62,848 $ 50,412 $ 84,618 $ 80,887 $ 3,731 $ 75,556 $ 75,851

(6)  Includes the acquisition of the rights and beneficial interests of the sole owner participant in two separate trusts, the assets of which consist primarily of two vessels, for $25.2 million during the year 
ended December 25, 2005. Includes vessel purchases of $11.9 million, $7.7 million, $21.9 million, and $5.5 million for the period from December 22, 2003 through July 6, 2004, the period from 
July 7, 2004 through December 26, 2004, the period from February 27, 2003 through December 21, 2003, and the year ended December 22, 2002, respectively.

(7)  During 2003, the amounts in cash flows provided by (used in) investing and financing activities primarily represent the accounting for the February 27, 2003 purchase transaction. Investing activities 
related to the February 27, 2003 purchase transaction included the purchase price of $296.2 million and spending for transaction costs of $18.8 million. Financing activities related to the February 
27, 2003 purchase transaction included the initial capitalization of $80.0 million and borrowings under the term loan facility of $175.0 million and the issuance of preferred and common units to CSX 
Corporation and its affiliates with an aggregate original cost totaling $60.0 million. During 2004, the amounts in cash flows provided by (used in) investing primarily represent the accounting for the 
Acquisition-Related Transactions and financing activities primarily represent the accounting for the Acquisition-Related Transactions and subsequent financing transactions. Investing activities related 
to the Acquisition-Related Transactions included the acquisition consideration of $663.3 million and spending for transaction costs. Financing activities related to the Acquisition-Related Transactions 
included a capital contribution of $87.0 million, the issuance of the 13% promissory notes, in the aggregate original principal amount of $70.0 million, $250.0 million borrowed under the term loan 
facility, $6.0 million borrowed under the revolving credit facility, and the issuance of the 9% senior notes in the aggregate original principal amount of $250.0 million. Subsequent financing transac-
tions included the issuance of common shares and Series A preferred shares for gross proceeds of $20.7 million, the repayment of $20.0 million of the outstanding principal amount of the 13% 
promissory notes, plus accrued interest of $0.7 million thereon, the issuance of $160.0 million in aggregate original principal amount at maturity of 11% senior discount notes, the repayment of $52.9 
million of the outstanding principal amount, together with accrued but unpaid interest thereon, of the 13% promissory notes, and the repurchase of a portion of the outstanding Series A preferred 
shares having an aggregate original stated value of $53.2 million. Financing activities during 2005 included the proceeds from the initial public offering and the use of proceeds therefrom. The pro-
ceeds of $143.8 million and $40.0 million of cash generated from operations were used to redeem $53.0 million principal amount of the 9% senior notes, $43.2 million of the 11% senior discount 
notes, $62.2 million of the Series A preferred shares, and to pay associated redemption premiums and related transaction expenses.

(8)  For purposes of calculating the ratio of earnings to fixed charges, earnings represent income before income taxes plus fixed charges. Fixed charges consist of interest expense, including amortization 
of net discount or premium and financing costs, accretion of preferred stock, and the portion of operating rental expense (33%) which management believes is representative of the interest compo-
nent of rent expense. For the year ended December 2005 and the period from December 23, 2002 through February 26, 2003, earnings were insufficient to cover fixed charges by $17.9 million and 
$3.0 million, respectively. The calculation of the ratio of earnings to fixed charges is noted below ($ in thousands):

Horizon Lines, Inc. Predecessor-A Predecessor-B

Year Ended 
December 25, 

2005

Twelve Months 
Ended 

December 26, 
2004

Period from 
July 7, 2004 

through 
December 26, 

2004

Period from 
December 22, 
2003 through 

July 6, 
2004

Twelve Months 
Ended 

December 21, 
2003 

Period from 
February 27, 
2003 through 
December 21, 

2003

Period from 
December 23, 
2002 through 
February 26, 

2003

Year Ended 
December 22, 

2002

Year Ended 
December 23, 

2001

Pretax income (loss) $ (17,883) $ 22,000 $ 9,143 $ 12,857 $ 24,728 $ 27,738 $ (3,010) $ 35,458 $ 28,244
Interest expense 53,057 29,829 21,954 7,875 13,593 13,126 467 7,133 13,924
Preferred stock accretion 5,073 6,756 6,756 — — — — — —
Rentals 24,530 26,193 11,836 14,357 26,662 22,113 4,549 26,674 29,412

  Total fixed charges 82,660 62,778 40,546 22,232 40,255 35,239 5,016 33,807 43,336

Pretax earnings plus fixed charges $ 64,777 $ 84,778 $ 49,689 $ 35,089 $ 64,983 $ 62,977 $ 2,006 $ 69,265 $ 71,580
Ratio of earnings to fixed charges — 1.35x 1.23x 1.58x 1.61x 1.79x — 2.05x 1.65x
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The following discussion and analysis of our consolidated financial 
condition and results of operations should be read in conjunction 
with Selected Consolidated and Combined Financial Data and our 
annual audited consolidated and combined financial statements 
and related notes thereto included elsewhere in this Annual 
Report. The following discussion includes forward-looking state-
ments that involve certain risks and uncertainties. For additional 
information regarding forward-looking statements, see the Safe 
Harbor Statement on page (i) of the Company’s Form 10-K for the 
year ended December 25, 2005.

Executive Overview

($ in thousands)

Year Ended 
December 25, 

2005

Twelve Months 
Ended 

December 26, 
2004

Twelve Months 
Ended 

December 21, 
2003

Operating revenue $ 1,096,156 $ 980,328 $ 885,978
Operating expense 1,049,502 928,739 847,765

Operating income $ 46,654 $ 51,589 $ 38,213

Operating ratio 95.7% 94.7% 95.7%
Revenue containers (units) 307,895 308,435 289,360

Operating revenue increased by $115.8 million or 11.8% from 
the twelve months ended December 26, 2004 to the year ended 
December 25, 2005. This revenue growth is primarily attributable 
to rate improvements resulting from favorable changes in 
cargo mix, general rate increases, increased bunker and inter-
modal fuel surcharges to help offset significant increases in fuel 
costs, and revenue increases from non-transportation and other 
revenue services. This revenue increase is offset slightly by lower 
container volumes due to 53 weeks in the twelve months ended 
December 26, 2004 compared to 52 weeks in the year ended 
December 25, 2005.

Operating expenses increased by $120.8 million or 13.0% from 
the twelve months ended December 26, 2004 to the year ended 
December 25, 2005. Factors contributing to the increase in oper-
ating expense include significant increases in vessel fuel expense 
and rail and truck transportation costs as a result of increases in fuel 
prices, and higher depreciation and amortization costs due to the 
purchase price accounting step-up in basis of customer contracts 
and trademarks related to the consummation on July 7, 2004 of 
the Acquisition-Related Transactions. Increases also include a 
$17.3 million increase in non-cash stock compensation charges 
as well as charges related to our initial public offering which was 
completed in the fourth quarter of 2005. Charges associated with 
our initial public offering include a $7.5 million charge related to 
the termination of the ongoing management services and related 
fee provisions of a management agreement with Castle Harlan, 
Inc. (“Castle Harlan”) among other items.

Operating income decreased by $4.9 million or 9.6% from the 
twelve months ended December 26, 2004 to the year ended 
December 25, 2005. This decrease in operating income can be 
attributed to an increase in non-cash stock compensation charges of 

$17.3 million and a $7.5 million charge related to the termination 
of the ongoing management services and related fee provisions of 
a management agreement with Castle Harlan during the year 
ended December 25, 2005.

Operating revenue increased by $94.4 million or 10.7% from the 
twelve months ended December 21, 2003 to the twelve months 
ended December 26, 2004. This revenue growth is primarily 
attributable to revenue container growth, mostly driven by market 
growth, in addition to increases in bunker and intermodal fuel 
surcharges to help offset increases in fuel costs, general rate 
increases, and increases from non-transportation and other 
revenue services.

Operating expense increased by $81.0 million or 9.6% from the 
twelve months ended December 21, 2003 to the twelve months 
ended December 26, 2004. This increase was due in part to the 
inclusion of 53 weeks in the twelve months ended December 26, 
2004. Other factors contributing to this increase were higher total 
revenue container volume, increased charges from rail and truck 
service providers, and fuel price increases.

Operating income improved by $13.4 million or 35.0% from 
the twelve months ended December 21, 2003 to the twelve 
months ended December 26, 2004, generating an improvement 
in operating ratio from 95.7% during the twelve months ended 
December 21, 2003 to 94.7% during the twelve months ended 
December 26, 2004.

General
We believe that we are the nation’s leading Jones Act container 
shipping and integrated logistics company, accounting for approx-
imately 36% of total U.S. marine container shipments from the 
continental U.S. to Alaska, Puerto Rico and Hawaii, constituting 
the three non-contiguous Jones Act markets, and to Guam. Under 
the Jones Act, all vessels transporting cargo between U.S. ports 
must, subject to limited exceptions, be built in the U.S., registered 
under the U.S. flag, manned by predominantly U.S. crews, and 
owned and operated by U.S.-organized companies that are con-
trolled and 75% owned by U.S. citizens. We operate the largest 
Jones Act containership fleet with 16 vessels and approximately 
22,700 cargo containers. We provide comprehensive shipping 
and logistics services in our markets. We have long-term access 
to terminal facilities in each of our ports, operating our terminals in 
Alaska, Hawaii, and Puerto Rico and contracting for terminal ser-
vices in our seven ports in the continental U.S. and in our ports in 
Guam, Hong Kong and Taiwan.

History and Transactions
Our long operating history dates back to 1956, when Sea-Land 
Service, Inc. pioneered the marine container shipping industry 
and established our business. In 1958, we introduced container 
shipping to the Puerto Rico market and in 1964 we pioneered 
container shipping in Alaska with the first year-round scheduled 
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vessel service. In 1987, we began providing container shipping 
services between the U.S. west coast and Hawaii and Guam 
through our acquisition from an existing carrier of all of its vessels 
and certain other assets that were already serving that market. 
Today, as the only Jones Act vessel operator with an integrated 
organization serving Alaska, Puerto Rico, and Hawaii, we are 
uniquely positioned to serve our customers that require shipping 
and logistics services in more than one of these markets.

On February 27, 2003, Horizon Lines Holding (which at the time 
was indirectly majority-owned by Carlyle-Horizon Partners, L.P.) 
acquired from CSX Corporation (“CSX”), which was the successor 
to Sea-Land, 84.5% of CSX Lines, LLC (“Predecessor-A”), and 
100% of CSX Lines of Puerto Rico, Inc. (“Predecessor Puerto 
Rico Entity”), which together constitute our business today. This 
transaction is referred to in this Annual Report as the February 27, 
2003 purchase transaction. CSX Lines, LLC is now known as 
Horizon Lines, LLC and CSX Lines of Puerto Rico, Inc. is now 
known as Horizon Lines of Puerto Rico, Inc.

Our current ownership and corporate structure relates to our 
acquisition of Horizon Lines Holding on July 7, 2004. The fore-
going acquisition and related financing and other transactions, 
referred to in this Annual Report collectively as the “Acquisition-
Related Transactions,” included a merger, whereby Horizon Lines 
Holding became our direct wholly-owned subsidiary. We were 
formed at the direction of Castle Harlan Partners IV, L.P. (“CHP 
IV”), a private equity investment fund managed by Castle Harlan, 
which provided a substantial portion of our equity financing and 
bridge financing in connection with the Acquisition-Related 
Transactions.

The consideration that was paid in the Acquisition-Related 
Transactions consisted of approximately $663.3 million in cash, 
net of purchase price adjustments, but including transaction 
costs. This amount was used to repay certain indebtedness of 
Horizon Lines Holding and its subsidiaries, to pay the equity hold-
ers of Horizon Lines Holding for their equity interests in Horizon 
Lines Holding, and to pay certain other equity holders for their 
minority equity interests in Horizon Lines, LLC, the principal oper-
ating subsidiary of Horizon Lines Holding.

In connection with the Acquisition-Related Transactions, CHP IV 
and its associates and affiliates invested approximately $157.0 
million in the Company, of which approximately $87.0 million was 
in the form of shares of common stock and Series A redeemable 
preferred shares, or Series A preferred shares, of the Company 
and $70.0 million was in the form of 13% promissory notes of the 
Company, which were convertible into shares of common stock 
and Series A preferred shares. In addition, as part of the 
Acquisition-Related Transactions, management converted a por-
tion of its equity interest in Horizon Lines Holding, valued at the 
time of the merger at approximately $13.0 million, into equity of 
the Company.

On July 7, 2004, as part of the Acquisition-Related Transactions, 
H-Lines Subcorp., a wholly-owned subsidiary of the Company, 
merged with and into Horizon Lines Holding, with the latter entity 
as the survivor of such merger. As a result, Horizon Lines Holding 
became a wholly-owned subsidiary of the Company.

On September 30, 2005, the Company issued and sold 12,500,000 
shares (the “Initial Shares”) of its common stock in the initial pub-
lic offering, at a price of $10.00 per share, less the underwriters’ 
discount of 7% per share. On October 14, 2005, the Company 
issued and sold an additional 1,875,000 shares (the “Additional 
Shares”) of its common stock to the underwriters of its initial pub-
lic offering at a price of $10.00 per share, representing the initial 
public offering price to the public, less the underwriters discount 
of 7% per share. These Additional Shares were issued and sold 
pursuant to the exercise in full by the underwriters of their option 
to purchase additional shares from the Company granted to them 
with respect to the initial public offering. The Company used the 
proceeds to repurchase certain indebtedness, pay related debt 
redemption premiums, redeem its outstanding preferred stock, 
and pay related transaction expenses. In conjunction with the 
consummation of the initial public offering, on September 30, 
2005, the margin applicable to the term loan facility decreased to 
1.25% and 2.25% from 1.50% and 2.50%, for base rate loans 
and LIBOR loans, respectively.

Basis of Presentation
The Company was formed in connection with the Acquisition-
Related Transactions, and has no independent operations. 
Consequently, the accompanying consolidated financial state-
ments include the consolidated accounts of the Company as of 
December 25, 2005 and December 26, 2004 and for the period 
from July 7, 2004 through December 26, 2004 and of Horizon 
Lines Holding for the periods from February 27, 2003 through 
December 21, 2003 and from December 22, 2003 through July 6, 
2004. For dates prior to February 27, 2003, the combined financial 
statements include the accounts of the Predecessor Company 
and its wholly-owned subsidiaries, the Predecessor Puerto Rico 
Entity, and the Domestic Liner Business of SL Service, Inc. 
(formerly known as Sea-Land Service, Inc.), all of which were 
stand-alone wholly-owned entities of CSX.

The financial statements for periods prior to February 27, 2003 
have been prepared using CSX’s basis in the assets and liabilities 
presented as of the dates specified therein and the historical 
results of operations for such periods. The financial statements for 
periods subsequent to February 26, 2003 but prior to July 7, 
2004 have been prepared using Horizon Lines Holding’s basis in 
the assets and liabilities acquired in the February 27, 2003 pur-
chase transaction, determined by applying the purchase method 
of accounting to such transaction, and the assets and liabilities so 
acquired were valued on Horizon Lines Holding’s books at Horizon 
Lines Holding’s assessment of their fair market value. The financial 
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statements for periods subsequent to July 6, 2004 have been pre-
pared using the basis of the Company in the assets and liabilities 
deemed acquired by the Company in the Acquisition-Related 
Transactions, determined by applying the purchase method of 
accounting to such transactions, and the assets and liabilities so 
acquired were valued on the Company’s books at the Company’s 
assessment of their fair market value. The consolidated financial 
information included in this Annual Report may not necessarily 
reflect the consolidated financial position, operating results, 
changes in stockholders’ equity, and cash flows of the Company 
in the future or what they would have been had the Company 
been a separate, stand-alone entity during the periods preceding 
February 27, 2003.

The information for the twelve months ended December 21, 2003 
and December 26, 2004 discussed below represents the com-
bined financial information for the appropriate pre-acquisition and 
post-acquisition periods to present more meaningful information 
on a comparative annual basis.

Certain prior period balances have been reclassified to conform 
with the current period presentation. This change reflects the 
reclassification of the purchase by Maersk, an international ship-
ping company, and certain of our Jones Act competitors, of con-
tainer space on our vessels to operating revenue from the prior 
classification thereof as an offset to operating expense. The effect 
of this reclassification on our operating revenue was an increase 
of $60.2 million and $54.3 million for the twelve months ended 
December 26, 2004 and December 21, 2003, respectively. For 
each of these years or twelve-month periods, the impact of this 
change was an increase in operating revenue and an increase of 
equal amount in operating expense.

Fiscal Year
We have a 52- or 53-week (every sixth or seventh year) fiscal year 
that ends on the Sunday before the last Friday in December. The 
fiscal year ended December 25, 2005 and the twelve months 
ended December 21, 2003 each consisted of 52 weeks. The 
twelve months ended December 26, 2004 consisted of 53 weeks.

Critical Accounting Policies
The preparation of our financial statements in conformity with 
accounting principles generally accepted in the United States of 
America requires us to make estimates and assumptions in the 
reported amounts of revenues and expenses during the reporting 
period and in reporting the amounts of assets and liabilities, and 
disclosures of contingent assets and liabilities at the date of our 
financial statements. Since many of these estimates and assump-
tions are based on future events which cannot be determined with 
certainty, the actual results could differ from these estimates.

We believe that the application of our critical accounting policies, 
and the estimates and assumptions inherent in those policies, 
are reasonable. These accounting policies and estimates are 

constantly reevaluated and adjustments are made when facts or 
circumstances dictate a change. Historically, we have found the 
application of accounting policies to be appropriate and actual 
results have not differed materially from those determined using 
necessary estimates.

Revenue Recognition
We account for transportation revenue based upon method two 
under Emerging Issues Task Force No. 91-9 “Revenue and 
Expense Recognition for Freight Services in Process.” Under this 
method we record transportation revenue for the cargo when 
shipped and an expense accrual for the corresponding costs to 
complete delivery when the cargo first sails from its point of origin. 
We believe that this method of revenue recognition does not 
result in a material difference in reported net income on an 
annual or quarterly basis as compared to recording transportation 
revenue between accounting periods based upon the relative 
transit time within each respective period with expenses recog-
nized as incurred.

Terminal and other service revenue and related costs of sales are 
recognized as services are performed.

Allowance for Credits and Doubtful Accounts
We record an allowance for doubtful accounts based upon a num-
ber of factors, including historical uncollectible amounts, ongoing 
credit evaluations of customers, customer markets and overall 
economic conditions. Historical trends are continually reviewed 
with adjustments made to the allowance for doubtful accounts as 
appropriate. If the financial condition of our customers were to 
deteriorate resulting in a perceived impairment of their ability to 
make payments, specific allowances might be taken. In addition, 
the Company maintains allowances for credits issued to custom-
ers, which are recorded as a reduction to revenue.

Casualty Claims
We purchase insurance coverage for a portion of our exposure 
related to certain employee injuries (workers’ compensation and 
compensation under the Longshore and Harbor Workers’ 
Compensation Act), vehicular and vessel collision, accidents and 
personal injury and cargo claims. Most insurance arrangements 
include a level of self-insurance (self-retention or deductible) 
applicable to each claim or vessel voyage, but provide an umbrella 
policy to limit our exposure to catastrophic claim costs. The 
amounts of self-insurance coverage change from time to time. 
Our current insurance coverage specifies that the self-insured limit 
on claims ranges from $2,500 to $1,000,000. Our safety and 
claims personnel work directly with representatives from our insur-
ance companies to continually update the anticipated residual 
exposure for each claim. In establishing accruals and reserves for 
claims and insurance expenses, we evaluate and monitor each 
claim individually, and we use factors such as historical experi-
ence, known trends and third-party estimates to determine the 
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appropriate reserves for potential liability. Changes in the per-
ceived severity of previously reported claims, significant changes in 
medical costs and legislative changes affecting the administration 
of our plans could significantly impact the determination of appro-
priate reserves.

Goodwill, Purchase Costs and Other Identifiable Intangible Assets
Under Statement of Financial Accounting Standards (“SFAS”) No. 
142 “Goodwill and Other Intangible Assets,” previously recorded 
goodwill and other intangible assets with indefinite lives are not 
amortized but are subject to annual undiscounted cash flow 
impairment tests. If there is an apparent impairment, a new fair 
value of the reporting unit would be determined. If the new fair 
value is less than the carrying amount, an impairment loss would 
be recognized.

Customer contracts and trademarks were valued on July 7, 2004, 
as part of the Acquisition-Related Transactions, by an indepen-
dent third-party valuation company using the income appraisal 
methodology. The income appraisal methodology includes a deter-
mination of the present value of future monetary benefits to be 
derived from the anticipated income, or ownership, of the subject 
asset. The value of our customer contracts includes the value 
expected to be realized from existing contracts as well as from 
expected renewals of such contracts and is calculated using 
unweighted and weighted total undiscounted cash flows as part of 
the income appraisal methodology. The value of our trademarks 
and service marks is based on various factors including the 
strength of the trade or service name in terms of recognition and 
generation of pricing premiums and enhanced margins. We amor-
tize customer contracts and trademarks and service marks on a 
straight-line method over the estimated useful life of nine to fifteen 
years. We evaluate these assets annually for potential impairment 
in accordance with SFAS 142.

Shipping Rates
We publish tariffs with fixed rates for all three of our Jones Act 
trade routes. These rates are subject to regulation by the STB. 
However, in the case of our Puerto Rico and Alaska trade routes, 
we primarily ship containers on the basis of confidential negoti-
ated transportation service contracts that are not subject to rate 
regulation by the STB.

Vessel Drydocking
Under U.S. Coast Guard Rules, administered through the American 
Bureau of Shipping’s alternative compliance program, all vessels 
must meet specified seaworthiness standards to remain in service 
carrying cargo between U.S. marine terminals. Vessels must 
undergo regular inspection, monitoring and maintenance, referred 
to as drydocking, to maintain the required operating certificates. 
These drydockings generally occur every two and a half years, or 
twice every five years. Because drydockings enable the vessel to 

continue operating in compliance with U.S. Coast Guard require-
ments, the costs of these scheduled drydockings are customarily 
deferred and amortized until the next regularly scheduled dry-
docking period.

We also take advantage of these vessel drydockings to perform 
normal repair and maintenance procedures on our vessels. These 
routine vessel maintenance and repair procedures are expensed 
as incurred. In addition, we will occasionally, during a vessel dry-
docking, replace vessel machinery or equipment and perform 
procedures that materially enhance capabilities or extend the use-
ful life of a vessel. In these circumstances, the expenditures are 
capitalized and depreciated over the estimated useful lives.

Deferred Tax Assets
Deferred tax items represent expenses recognized for financial 
reporting purposes that may result in tax deductions in the future. 
Certain judgments, assumptions and estimates may affect 
the carrying value of the valuation allowance and income tax 
expense in the consolidated financial statements. We record 
an income tax valuation allowance when the realization of certain 
deferred tax assets, net operating losses and capital loss carry-
forwards is not likely.

Union Plans
We contribute to multiemployer health, welfare and pension plans for 
employees covered by collective bargaining agreements. The amounts 
of these contributions, absent a termination, withdrawal or determi-
nation by the Internal Revenue Service, are determined in accor-
dance with these agreements. Our health and welfare plans provide 
health care and disability benefits to active employees and retirees. 
The pension plans provide defined benefits to retired participants. 
We recognize as net pension cost the required contribution for the 
applicable period and recognize as a liability any contributions 
due and unpaid. We contributed $10.0 million, $10.2 million, and 
$10.5 million to such multiemployer plans during the year ended 
December 25, 2005, and the twelve months ended December 26, 
2004 and December 21, 2003, respectively.

We have a noncontributory pension plan that covered 27 union 
employees as of December 25, 2005. Costs of the plan are 
charged to current operations and consist of several components of 
net periodic pension cost based on various actuarial assumptions 
regarding future experience of the plans. In addition, certain other 
union employees are covered by plans provided by their respective 
union organizations. We expense amounts as paid in accordance 
with the applicable union agreements. Amounts recorded for the 
pension plan covering the 27 union employees reflect estimates 
related to future interest rates, investment returns and employee 
turnover. We review all assumptions and estimates on an ongoing 
basis. We record an additional minimum pension liability adjustment, 
when necessary, for the amount of underfunded accumulated 
pension obligations in excess of accrued pension costs.
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Property and Equipment
We capitalize property and equipment as permitted or required 
by applicable accounting standards, including replacements and 
improvements when costs incurred for those purposes extend the 
useful life of the asset. We charge maintenance and repairs to 
expense as incurred. Depreciation on capital assets is computed 
using the straight-line method and ranges from 3 to 40 years. Our 
management makes assumptions regarding future conditions 
in determining estimated useful lives and potential salvage 
values. These assumptions impact the amount of depreciation 
expense recognized in the period and any gain or loss once the 
asset is disposed.

We evaluate each of our long-lived assets for impairment 
using undiscounted future cash flows relating to those assets 
whenever events or changes in circumstances indicate that the 
carrying amount of an asset may not be recoverable. When undis-
counted future cash flows are not expected to be sufficient to 
recover the carrying amount of an asset, the asset is written down 
to its fair value.

Recent Accounting Pronouncements
In December 2004, the Financial Accounting Standards Board 
(“FASB”) issued SFAS 123R (revised 2004) “Share-Based 
Payments” (“SFAS 123R”) which is a revision of SFAS No. 123 
“Accounting for Stock-Based Compensation,” supercedes APB 
Opinion No. 25 “Accounting for Stock Issued to Employees” and 
its interpretations, and amends SFAS No. 95 “Statement of Cash 
Flows.” FASB 123R requires all share-based payments to employees, 
including grants of employee stock options, to be recognized in 
the income statement based upon their fair values beginning with 
the first interim or annual period after June 15, 2005, with early 
adoption encouraged. The pro forma disclosures previously per-
mitted under SFAS 123 no longer will be an alternative to financial 
statement recognition. Under SFAS 123R, the Company must 
determine the appropriate fair value model to be used for valuing 
share-based payments, the amortization method for compensation 
costs and the transition method to be used at date of adoption. 
The transition methods include prospective and retroactive adoption 
options. The Company adopted SFAS 123R in the fourth quarter 
of 2005 with respect to newly issued stock options.

Results of Operations
Operating Revenue Overview
We derive our revenue primarily from providing comprehensive 
shipping and logistics services to and from the continental U.S. and 
Alaska, Puerto Rico, Hawaii and Guam. We charge our customers 
on a per load basis and price our services based on the length of 
inland and ocean cargo transportation hauls, type of cargo and 
other requirements, such as shipment timing and type of container. 
In addition, we assess fuel surcharges on a basis consistent with 
industry practice and at times may incorporate these surcharges 
into our basic transportation rates. At times, there is a timing 

disparity between volatility in our fuel costs and related adjust-
ments to our fuel surcharges (or the incorporation of adjusted fuel 
surcharges into our base transportation rates) that may result in 
insufficient recovery of our fuel costs during sharp hikes in the 
price of fuel and recoveries in excess of our fuel costs when fuel 
prices level off or decline.

Over 90% of our revenues are generated from our shipping and 
logistics services in markets where the marine trade is subject to 
the Jones Act or other U.S. maritime laws. The balance of our 
revenue is derived from (i) vessel loading and unloading services 
that we provide for vessel operators at our terminals, (ii) agency 
services that we provide for third-party shippers lacking adminis-
trative presences in our markets, (iii) vessel space charter 
income from third-parties in trade lanes not subject to the Jones 
Act, (iv) management of vessels owned by third parties, (v) truck-
ing and warehousing services for third parties, and (vi) other 
non-transportation services.

As used in this Annual Report, the term “revenue containers” 
connotes containers that are transported for a charge (as opposed 
to empty containers).

Operating Expense Overview
Our operating expenses consist primarily of marine operating 
costs, inland transportation costs, vessel operating costs, land 
costs and rolling stock rent. Our marine operating costs consist of 
stevedoring, port charges, wharfage and various other costs to 
secure vessels at the port and to load and unload containers to 
and from vessels. Our inland transportation costs consist primarily 
of the costs to move containers to and from the port via rail, truck or 
barge. Our vessel operating costs consist primarily of crew payroll 
costs and benefits, vessel fuel costs, vessel maintenance costs, 
space charter costs, vessel insurance costs and vessel rent. We 
view our vessel fuel costs as subject to potential fluctuation as a 
result of changes in unit prices in the fuel market. Our vessel fuel 
consumption has been generally constant for corresponding years or 
corresponding interim periods, since the number of active vessels, 
voyages and destinations have generally been the same for corre-
sponding years or corresponding interim periods. Our land costs 
consist primarily of maintenance, yard and gate operations, ware-
housing operations and terminal overhead in the terminals in 
which we operate. Rolling stock rent consists primarily of rent for 
street tractors, yard equipment, chassis, gensets and various dry 
and refrigerated containers.
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Year Ended December 25, 2005 Compared to 
Twelve Months Ended December 26, 2004

($ in thousands)

Year Ended 
December 25, 

2005

Twelve Months 
Ended 

December 26, 
2004 % Change

Operating revenue $ 1,096,156 $ 980,328 11.8%
Operating expense:
  Vessel 300,324 247,314 21.4%
  Marine 195,279 190,554 2.5%
  Inland 190,205 170,443 11.6%
  Land 138,320 131,044 5.6%
  Rolling stock rent 43,179 40,988 5.3%

  Operating expense 867,307 780,343 11.1%

Depreciation and 
amortization 51,141 45,570 12.2%

Amortization of 
vessel drydocking 15,766 15,861 (0.6)%

Selling, general and 
administrative 114,639 84,805 35.2%

Miscellaneous 
expense, net 649 2,160 (70.0)%

  Total operating 
expenses 1,049,502 928,739 13.0%

Operating income $ 46,654 $ 51,589 (9.6)%

Operating ratio 95.7% 94.7% (1.0)%
Revenue containers (units) 307,895 308,435 (0.2)%

Operating Revenue. Operating revenue increased to $1,096.2 million 
for the year ended December 25, 2005 from $980.3 million for 
the twelve months ended December 26, 2004, an increase of 
$115.8 million, or 11.8%. This revenue increase can be attributed 
to the following factors ($ in thousands):

Revenue container volume decrease $ (1,567)
More favorable cargo mix and general rate increases 42,345
Bunker and intermodal fuel surcharges included in rates 

to offset rising fuel costs 33,166
Management contract to manage seven oceanographic 

vessels for the U.S. Government and management 
contract to manage two Ready Reserve Fleet vessels 21,671

Growth in other non-transportation services 20,213

Total operating revenue increase $ 115,828

The decreased revenue due to lower container volume for the year 
ended December 25, 2005 compared to the twelve months ended 
December 26, 2004 is primarily a result of a 52-week accounting 
year in 2005 compared to a 53-week accounting year in 2004 and 
a strategic shift away from lower margin automobile cargo to more 
refrigerated cargo and other higher margin freight. This decreased 
volume was mostly offset by strong market demand for transportation 
services in the markets we serve, particularly in the Alaska market. 
Bunker and intermodal fuel surcharges, which are included in our 
transportation revenue, accounted for approximately 8% of total 
revenue in the year ended December 25, 2005 and approximately 
6% of total revenue in the twelve months ended December 26, 
2004. We increased our bunker and intermodal fuel surcharges 

several times throughout 2005 as a result of significant increases 
in the cost of fuel for our vessels in addition to fuel increases 
passed on to us by our truck, rail, and barge carriers. Fuel 
surcharges are evaluated regularly as the price of fuel fluctuates 
and we may at times incorporate these surcharges into our base 
transportation rates that we charge. The management contract to 
manage seven oceanographic vessels was awarded to us in the 
fourth quarter of the twelve month period ended December 26, 
2004 and the management contract to manage two Ready 
Reserve Fleet vessels was awarded to us in the third quarter of 
fiscal year 2005. The growth in other non-transportation services 
includes increases in agency and terminal services provided to 
third parties, other ancillary services, and space charter revenue 
not included in transportation revenue.

Operating Expense. Operating expense increased to $867.3 million 
for the year ended December 25, 2005 from $780.3 million for 
the twelve months ended December 26, 2004, an increase of 
$87.0 million or 11.1%. The increase in operating expense primarily 
reflects the effect of rising fuel prices, increases in labor and other 
inflationary costs, and additional costs associated with the growth 
in our non-transportation and other revenue. Vessel expense, 
which is not primarily driven by revenue container volume, 
increased to $300.3 million for the year ended December 25, 2005 
from $247.3 million for the twelve months ended December 26, 2004, 
an increase of $53.0 million or 21.4%. This $53.0 million increase 
can be attributed to the following factors ($ in thousands):

Increased vessel fuel costs $ 30,371
Vessel operating costs from vessel management contracts 20,465
Reduction of vessel lease expense from vessel purchases (5,143)
Vessel space purchases from other carriers 2,164
Labor and other vessel operating increases including operating 

the Horizon Fairbanks in Alaska during summer months 5,153

Total vessel expense increase $ 53,010

Marine expense is comprised of the costs incurred to bring ves-
sels into and out of port, and to load and unload containers. The 
types of costs included in marine expense are stevedoring and 
benefits, pilotage fees, tug fees, government fees, wharfage fees, 
dockage fees, and line handler fees. Marine expenses increased 
to $195.3 million for the year ended December 25, 2005 from 
$190.6 million for the twelve months ended December 26, 2004, 
an increase of $4.7 million or 2.5%. This increase can be attrib-
uted to contractual labor increases as expenses related to revenue 
container volumes were nearly flat from year to year.

Inland expense increased to $190.2 million for the year ended 
December 25, 2005 from $170.4 million for the twelve months 
ended December 26, 2004, an increase of $19.8 million or 
11.6%. This increase is a result of a higher percentage of inland 
moves versus port to port moves performed for our revenue con-
tainers shipped, and a substantial increase in fuel surcharges 
passed onto us by rail, truck, and barge carriers, in addition to 
normal contractual labor increases.
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Land expense is comprised of the costs included within the terminal 
for the handling, maintenance and storage of containers, including 
yard operations, gate operations, maintenance, warehouse and 
terminal overhead. Land expense increased to $138.3 million for the 
year ended December 25, 2005 from $131.0 million for the twelve 
months ended December 26, 2004, an increase of $7.3 million or 
5.6%. Higher non-vessel related maintenance expenses can pri-
marily be attributed to higher fuel costs to power our refrigerated 
containers in addition to an increase in refrigerated cargo moves. 
Yard and gate expenses increased year over year due to additional 
grounding moves in our yards due to yard congestion and 
increased labor costs due to normal contractual rate increase. 
Warehouse expenses declined in 2005 as a result of lower auto-
mobile volumes shipped.

($ in thousands)

Year Ended 
December 25, 

2005

Twelve Months 
Ended 

December 26, 
2004 % Change

Land expense:
  Maintenance $ 54,343 $ 52,236 4.0%
  Terminal overhead 48,027 45,460 5.6%
  Yard and gate 27,397 22,722 20.6%
  Warehouse 8,553 10,626 (19.5)%

   Total land expense $ 138,320 $ 131,044 5.6%

The purchase of two vessels in 2004, the Horizon Navigator and 
Horizon Trader, in addition to the acquisition of the rights and ben-
eficial interests of the sole owner participant in two separate trusts, 
the assets of which consist primarily of the Horizon Pacific and 
Horizon Enterprise, all of which were previously operated by us 
under operating leases led to a decrease in vessel lease expense 
of $5.1 million for the year ended December 25, 2005 compared 
to the twelve months ended December 26, 2004. The decrease in 
vessel lease expense was partially offset by the resulting increase 
in depreciation and amortization from those vessels.

($ in thousands)

Year Ended 
December 25, 

2005

Twelve Months 
Ended 

December 26, 
2004 % Change

Depreciation and 
amortization:

  Depreciation—owned 
vessels $ 9,303 $ 8,060 15.4%

  Depreciation and 
amortization—other 22,277 26,557 (16.1)%

  Amortization of 
intangible assets 19,561 10,953 78.6%

  Total depreciation and 
amortization $ 51,141 $ 45,570 12.2%

Amortization of vessel 
drydocking $ 15,766 $ 15,861 (0.6)%

Depreciation and Amortization. Depreciation and amortization costs 
increased to $51.1 million for the year ended December 25, 2005 
from $45.6 million for the twelve months ended December 26, 
2004, an increase of $5.6 million or 12.2%. The increase in 

depreciation and amortization is primarily due to the purchase 
price accounting step-up in basis of customer contracts and 
trademarks related to the Acquisition-Related Transactions. 
Amortization costs related to customer contracts and trademarks 
increased by $8.6 million from the twelve months ended 
December 26, 2004 to the year ended December 25, 2005. 
Depreciation of owned vessels increased by $1.2 million, or 
15.4%, as a result of purchasing vessels previously under operating 
leases. These increases were partially offset by a decrease in 
other depreciation and amortization, primarily due to a decrease 
in depreciation of vessel leasehold improvements.

Amortization of Vessel Drydocking. Amortization of vessel dry-
docking remained relatively flat at $15.8 million for the year 
ended December 25, 2005 compared to $15.9 million for the 
twelve months ended December 26, 2004.

Selling, General and Administrative. Selling, general and administrative 
costs increased to $114.6 million for the year ended December 
25, 2005 from $84.8 million for the twelve months ended 
December 26, 2004, an increase of $29.8 million or 35.2%. 
Approximately $17.3 million of this year over year increase is a 
result of higher non-cash stock-based compensation expense 
recorded in the year ended December 25, 2005. The termination of 
the ongoing management services and related fee provisions of a 
management agreement with Castle Harlan resulted in a $7.5 million 
increase in expense for the year ended December 25, 2005. The 
remaining increase in selling, general and administrative expenses 
can be attributed to expenses related to the initial public offering, 
additional management bonus expense, higher professional fees, 
and labor and other inflationary increases.

Miscellaneous Expense, Net. Miscellaneous expense decreased 
to $0.6 million for the year ended December 25, 2005 from 
$2.2 million for the twelve months ended December 26, 2004, a 
decrease of $1.5 million or 70.0%. This reduction is primarily a 
result of lower bad debt expense recorded for the year ended 
December 25, 2005 in addition to recognized gains on the sale 
of equipment.

Interest Expense, Net. Interest expense increased to $51.4 million for 
the year ended December 25, 2005 from $26.9 million for the twelve 
months ended December 26, 2004, an increase of $24.5 million 
or 91.1%. This increase can be attributable to the incurrence of 
approximately $410.0 million of additional debt in conjunction with 
the Acquisition-Related Transactions, the issuance of the 11% 
senior discount notes on December 10, 2004, and an increasing 
LIBOR rate throughout 2005 impacting our outstanding term debt. 
Utilizing a portion of the proceeds from the initial public offering 
on September 30, 2005, the subsequent exercise on October 14, 
2005, of the underwriters’ option to purchase additional shares 
from the Company granted to them in connection with the initial 
public offering and cash flows generated from operations, 
$40.0 million and $13.0 million of outstanding 9% senior notes 
and $52.3 million and $3.7 million of the original principal amount 
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at maturity of the 11% senior discount notes were redeemed on 
November 2, 2005 and November 21, 2005, respectively.

Loss on Early Extinguishment of Debt. A $13.2 million loss on early 
extinguishment of debt was incurred during the year ended 
December 25, 2005 due to redemption premiums and the write-off 
of deferred financing costs associated with the early retirement of 
a portion of our 9% senior notes and 11% senior discount notes.

Interest Expense—Preferred Units of Subsidiary. Interest expense—
preferred units of subsidiary decreased to $0 for the year ended 
December 25, 2005 from $2.7 million for the twelve months 
ended December 26, 2004. The preferred units were issued in 
conjunction with the closing of the February 27, 2003 purchase 
transaction and began accreting interest at 10%. The preferred 
units were redeemed in conjunction with the closing of the 
Acquisition-Related Transactions on July 7, 2004.

Income Tax Expense. Income tax expense was $0.4 million 
and $8.4 million for the year ended December 25, 2005 and 
for the twelve months ended December 26, 2004, respectively, 
which represent effective annual tax rates of (2.4)% and 38.4%, 
respectively. The difference between the combined federal and 
state statutory tax rates and the overall effective tax rate for the 
year ended December 25, 2005 is related primarily to permanent 
differences resulting from stock-based compensation.

Twelve Months Ended December 26, 2004 Compared with 
Twelve Months Ended December 21, 2003

($ in thousands)

Twelve Months 
Ended 

December 26, 
2004

Twelve Months 
Ended 

December 21, 
2003 % Change

Operating revenue $ 980,328 $ 885,978 10.6%
Operating expense:
  Vessel 247,314 236,025 4.8%
  Marine 190,554 176,664 7.9%
  Inland 170,443 147,626 15.5%
  Land 131,044 116,835 12.2%
  Rolling stock rent 40,988 41,081 (0.2)%

  Operating expense 780,343 718,231 8.6%

Depreciation and 
amortization 45,570 29,954 52.1%

Amortization of vessel 
drydocking 15,861 16,343 (2.9)%

Selling, general and 
administrative 84,805 80,064 5.9%

Miscellaneous expense 2,160 3,173 (31.9)%

  Total operating 
expenses 928,739 847,765 9.6%

Operating income $ 51,589 $ 38,213 35.0%

Operating ratio 94.7% 95.7% 1.0%
Revenue containers 

(units) 308,435 289,360 6.6%

The twelve months ended December 26, 2004 consisted of 53 
weeks. The twelve months ended December 21, 2003 consisted 
of 52 weeks.

Operating Revenue. Operating revenue increased to $980.3 million 
for the twelve months ended December 26, 2004 from 
$886.0 million for the twelve months ended December 21, 2003, 
an increase of $94.3 million or 10.6%. This revenue increase can 
be attributed to the following factors ($ in thousands):

Revenue container volume growth $ 53,351
More favorable cargo mix and general rate increases 16,700
Bunker and intermodal fuel surcharges included in rates to 

offset rising fuel costs 15,576
Growth in other non-transportation services 8,723

Total operating revenue increase $ 94,350

The increase in revenue container volume growth is primarily a 
result of 53 weeks being included in the twelve months ended 
December 26, 2004 compared to 52 weeks being included in the 
twelve months ended December 21, 2003, in addition to increased 
demand for transportation services in our markets. Rate improve-
ments from 2003 to 2004 are a result of general rate increases 
and mix improvements as a result of focusing less on lower rated 
automobile cargo and more towards refrigerated cargo and other 
higher margin freight. Bunker and intermodal fuel surcharges, 
which are included in our transportation revenue, accounted for 
approximately 6% of total revenue in the twelve months ended 
December 26, 2004 and approximately 5% of total revenue in the 
twelve months ended December 21, 2003. Fuel surcharges are 
evaluated regularly as the price of fuel fluctuates and we may at 
times incorporate these surcharges into our base transportation 
rates that we charge. The growth in other non-transportation ser-
vices includes increases in agency and terminal services provided 
to third parties, other ancillary services, and space charter reve-
nue not included in transportation revenue.

Operating Expense. Operating expense increased to $780.3 million 
for the twelve months ended December 26, 2004 from $718.2 mil-
lion for the twelve months ended December 21, 2003, an increase 
of $62.1 million or 8.6%. The 1.0% decrease in operating expense 
as a percentage of operating revenue is attributable to our continued 
ability to leverage our existing cost structure. The increase in operating 
expense from the twelve months ended December 21, 2003 to 
the twelve months ended December 26, 2004 primarily reflects 
the increase in revenue container volumes. Vessel expense, which 
is not primarily driven by revenue container volume, increased to 
$247.3 million for the twelve months ended December 26, 2004 
from $236.0 million for the twelve months ended December 21, 
2003, an increase of $11.3 million or 4.8%. Approximately $7.4 mil-
lion of this increase in vessel expense is attributable to additional 
bunker fuel expenses with the remaining increase primarily a 
result of higher labor costs for our vessel crews.
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Marine expense is comprised of the costs incurred to bring ves-
sels into and out of port and to load and unload containers. The 
types of costs included in marine expense are stevedoring and 
benefits, pilotage fees, tug fees, government fees, wharfage fees, 
dockage fees, and line handler fees. Marine expenses increased 
to $190.6 million for the twelve months ended December 26, 
2004 from $176.7 million for the twelve months ended December 
21, 2003, an increase of $13.9 million or 7.9%. This increase is 
primarily a result of additional revenue container volume and con-
tractual labor increases.

Land expense is comprised of the costs included within the termi-
nal for the handling, maintenance and storage of containers, 
including yard and gate operations, maintenance, warehouse and 
terminal overhead. Land expense increased to $131.0 million for 
the twelve months ended December 26, 2004 from $116.8 mil-
lion for the twelve months ended December 21, 2003, an increase 
of $14.2 million or 12.2%. This increase can be attributed to addi-
tional revenue container volume, higher non-vessel related main-
tenance expenses due to higher fuel costs to power our refrigerated 
containers, and normal contractual labor increases.

($ in thousands)

Twelve Months 
Ended 

December 26, 
2004

Twelve Months 
Ended 

December 21, 
2003 % Change

Land expense:
  Maintenance $ 52,236 $ 44,134 18.4%
  Terminal overhead 45,460 40,665 11.8%
  Yard and gate 22,722 22,085 2.9%
  Warehouse 10,626 9,951 6.8%

   Total land expense $ 131,044 $ 116,835 12.2%

The purchase of four vessels in our fleet that we held under oper-
ating leases, namely the Horizon Hawaii in December 2003, the 
Horizon Fairbanks in January 2004, the Horizon Navigator in April 
2004 and the Horizon Trader in October 2004, led to a decrease 
in vessel lease expense of $4.2 million for the twelve months 
ended December 26, 2004. This decrease in operating expense 
was partially offset by the resulting increase in depreciation and 
amortization.

($ in thousands)

Twelve Months 
Ended 

December 26, 
2004

Twelve Months 
Ended 

December 21, 
2003 % Change

Depreciation and 
amortization:

  Depreciation—owned 
vessels $ 8,060 $ 3,726 116.3%

  Depreciation and 
amortization—other 26,557 23,578 12.6%

  Amortization of 
intangible assets 10,953 2,650 313.3%

  Total depreciation and 
amortization $ 45,570 $ 29,954 52.1%

Amortization of vessel 
drydocking $ 15,861 $ 16,343 (2.9)%

Depreciation and Amortization. Depreciation and amortization 
increased to $45.6 million for the twelve months ended December 
26, 2004 from $30.0 million for the twelve months ended 
December 21, 2003, an increase of $15.6 million or 52.1%. The 
increase in depreciation and amortization is largely due to the 
step-up in basis of customer contracts and trademarks related 
to the consummation of the Acquisition-Related Transactions on 
July 7, 2004. Amortization of customer contracts and trademarks 
increased by $8.3 million from the twelve months ended 
December 21, 2003 to the twelve months ended December 26, 
2004. The acquisition of four vessels previously under operating 
leases and the step-up in basis of property and equipment from 
historical costs to fair market value after the closing of the 
Acquisition-Related Transactions on July 7, 2004 accounted for 
the remaining increase in depreciation and amortization.

Amortization of Vessel Drydocking. Amortization of vessel drydocking 
decreased to $15.9 million for the twelve months ended December 
26, 2004 from $16.3 million for the twelve months ended 
December 21, 2003, a decrease of $0.5 million or 2.9%.

Selling, General and Administrative. Selling, general and administra-
tive costs increased to $84.8 million for the twelve months ended 
December 26, 2004 compared to $80.1 million for the twelve 
months ended December 21, 2003, an increase of $4.7 million or 
5.9%. Approximately $2.9 million of this increase is due to costs 
associated with the closing of the Acquisition-Related Transactions 
on July 7, 2004. Incentive-based compensation costs increased 
by $1.6 million and management fees charged by equity sponsors 
increased by $2.0 million for the twelve months ended December 
26, 2004 from the twelve months ended December 21, 2003. We 
were able to reduce IT data center charges by $1.0 million for the 
twelve months ended December 26, 2004 from the twelve months 
ended December 21, 2003.

Miscellaneous Expense, Net. Miscellaneous expense decreased to 
$2.2 million for the twelve months ended December 26, 2004 
from $3.2 million for the twelve months ended December 21, 
2003, a decrease of $1.0 million or 31.9%. Miscellaneous expense 
primarily consists of bad debt expense, gain or loss on disposal of 
equipment, and accounts payable discounts. We were able to 
reduce bad debt charges by $0.5 million during the twelve months 
ended December 26, 2004 from the twelve months ended 
December 21, 2003.

Interest Expense, Net. Interest expense increased to $26.9 million 
for the twelve months ended December 26, 2004 from $9.0 mil-
lion for the twelve months ended December 21, 2003, an increase 
of $17.9 million or 199.1%. The increase is due to the higher lev-
els of outstanding debt during the twelve months ended December 
26, 2004, as a result of the closing of the Acquisition-Related 
Transactions on July 7, 2004.

Interest Expense—Preferred Units of Subsidiary. Interest expense—
preferred units of subsidiary totaled $2.7 million for the twelve 
months ended December 26, 2004. The preferred units were 



HORIZON LINES, INC.

Horizon Lines | 23

issued in conjunction with the closing of the February 27, 2003 
purchase transaction and began accreting interest at 10%. The 
preferred units were redeemed in conjunction with the closing of 
the Acquisition-Related Transactions on July 7, 2004.

Income Tax Expense. Income taxes for the twelve months ended 
December 26, 2004 and December 21, 2003 totaled $8.4 million 
and $9.6 million, respectively, which represents effective annual 
tax rates of 38.4% and 38.9%, respectively. The differences 
between the federal statutory rates and the effective annual tax 
rates are primarily due to state income taxes.

Liquidity and Capital Resources
Our principal sources of funds have been (i) earnings before 
non-cash charges, (ii) borrowings under debt arrangements 

and (iii) equity capitalization. Our principal uses of funds have 
been (i) capital expenditures on our container fleet, our terminal 
operating equipment, improvements to our owned and leased ves-
sel fleet, and our information technology systems, (ii) vessel dry-
docking expenditures, (iii) the purchase of vessels upon expiration 
of operating leases, (iv) working capital consumption, and (v) prin-
cipal and interest payments on our existing indebtedness. Cash 
and cash equivalents totaled $41.5 million at December 25, 2005. 
As of December 25, 2005, $43.1 million was available for borrow-
ing under the $50.0 million revolving credit facility, after taking 
into account $6.9 million utilized for outstanding letters of credit.

Operating Activities

($ in thousands)

Year Ended 
December 25, 

2005

Twelve Months 
Ended 

December 26, 
2004

Twelve 
Months Ended 
December 21, 

2003

Cash flows provided by operating activities
Net income (loss) $ (18,321) $ 13,561 $ 15,113
Adjustments to reconcile net income (loss) to net cash provided by operating activities:
  Depreciation 31,580 34,572 27,308
  Amortization of other intangible assets 19,561 10,998 2,646
  Amortization of vessel drydocking 15,766 15,861 16,343
  Amortization of deferred financing costs 3,363 1,853 438
  Loss on extinguishment of debt 3,632 — —
  Deferred income taxes (7,394) 7,612 2,740
  Stock-based compensation 19,052 1,765 —
  Tax benefit from exercise of stock options 5,495 9,494 —
  Accretion of interest on 11% senior discount notes 12,057 549 —
  Accretion of preferred units of subsidiary — 2,686 4,477

   Subtotal 103,112 85,390 53,952

Earnings adjusted for non-cash charges 84,791 98,951 69,065

Changes in operating assets and liabilities:
  Accounts receivable (9,037) (5,045) 11,689
  Materials and supplies (5,309) (3,181) (1,250)
  Other current assets 9,846 (14,542) (1,913)
  Accounts payable (2,907) (3,003) 4,803
  Accrued liabilities 3,470 12,927 (10,656)
  Other assets / liabilities (2,464) (3,849) (11,080)

   Subtotal (6,401) (16,693) (8,407)

Gain on equipment disposals (993) (116) (74)
Redemption premiums 9,522 — —
Vessel drydocking payments (16,038) (12,273) (16,536)

Net cash provided by operating activities $ 70,881 $ 69,869 $ 44,048

Operating Activities
Net cash provided by operating activities increased by $1.0 mil-
lion to $70.9 million for the year ended December 25, 2005 from 
$69.9 million of net cash provided by operating activities for the 
twelve months ended December 26, 2004. Net earnings adjusted 
for depreciation, amortization, deferred income taxes, accretion 
and other non-cash operating activities, which includes non-cash 
stock-based compensation expense, resulted in cash flow generation 

of $84.8 million for the year ended December 25, 2005 com-
pared to $99.0 million for the twelve months ended December 
26, 2004, a decrease of $14.2 million. This decrease is primarily 
driven by cash charges related to the initial public offering, includ-
ing redemption premiums from the early retirement of debt, in 
addition to a $7.5 million cash charge related to the termination of 
the ongoing management services and related fee provisions of a 
management agreement with Castle Harlan. Changes in working 



HORIZON LINES, INC.

24 | Horizon Lines

Management’s Discussion and Analysis of Financial Condition and Results of Operations ( c o n t i n u e d )

capital resulted in a use of cash of $6.4 million for the year ended 
December 25, 2005 compared to a use of cash of $16.7 million 
for the year ended December 26, 2004. This working capital use 
of cash in 2005 is primarily due to (i) higher accounts receivables 
as a result of higher revenues and (ii) higher materials and sup-
plies, which is largely due to significantly higher fuel prices during 
2005. This is offset by a source of cash from other current assets 
primarily due to the collection of a $7.3 million income tax receiv-
able during the year ended December 25, 2005.

Net cash provided by operating activities increased by $25.8 mil-
lion to $69.9 million for the twelve months ended December 26, 
2004 from $44.1 million of net cash provided by operating activi-
ties for the twelve months ended December 21, 2003. This 
increase is primarily a result of improved profitability before non-
cash charges for depreciation and amortization, deferred income 
taxes, accretion and other non-cash operating activities. Net earn-
ings adjusted for non-cash operating activities resulted in cash 
flow generation of $99.0 million in 2004 versus $69.1 million in 
2003, an improvement of $29.9 million. Changes in working capi-
tal resulted in an $8.3 million use of cash year over year as oper-
ating assets and liabilities consumed cash of $16.7 million in 2004 
versus $8.4 million in 2003. This $8.3 million increase in working 
capital was largely driven by the recording of an income tax receiv-
able of $9.4 million in 2004. The income tax receivable was 
recorded primarily due to deductions available to us arising from 
the exercise of stock options by senior management in conjunc-
tion with the July 7, 2004 Acquisition-Related Transactions.

Investing Activities
Net cash used in investing activities, excluding the Acquisition-
Related Transactions, increased by $7.5 million to $38.8 million 
for the year ended December 25, 2005 from $31.3 million for the 
twelve months ended December 26, 2004. These amounts 
exclude $663.3 million of acquisition expenditures related to the 
July 7, 2004 Acquisition-Related Transactions. The $7.5 million 
increase in cash used in investing activities is primarily a result of 
$25.2 million of cash used in 2005 for the acquisition of the rights 
and beneficial interests of the sole owner participant in two sepa-
rate trusts, the assets of which consist primarily of the Horizon 
Enterprise and the Horizon Pacific, compared to $19.6 million of 
cash used in 2004 to purchase three vessels, the Horizon 
Navigator, the Horizon Fairbanks and the Horizon Trader, all of 
which were previously under operating lease.

Net cash used in investing activities, excluding the Acquisition-
Related Transactions, decreased by $4.4 million to $31.3 million 
for the twelve months ended December 26, 2004 from $35.7 mil-
lion for the twelve months ended December 21, 2003. These 
amounts exclude the $663.3 million acquisition expenditures 
related to the July 7, 2004 Acquisition-Related Transactions, and 
the February 27, 2003 purchase transaction, which totaled $315.0 
million. We purchased the Horizon Navigator, the Horizon 
Fairbanks and the Horizon Trader during the twelve months ended 

December 26, 2004 for $19.6 million, and we purchased the 
Horizon Spirit in February 2003 and the Horizon Hawaii in 
December 2003 for a total of $21.9 million.

Financing Activities
Net cash used in financing activities, excluding those activities 
associated with our initial public offering described below under 
“Initial Public Offering”, was $7.0 million for the year ended 
December 25, 2005 compared to $6.8 million of net cash used in 
financing activities for the twelve months ended December 26, 
2004, excluding financing activities related to the July 7, 2004 
Acquisition-Related Transactions and subsequent 2004 financing 
transactions. The $7.0 million net cash used for financing activi-
ties for the year ended December 25, 2005 primarily includes 
$1.8 million in fees related to exchange offers for the 9% senior 
notes and the 11% senior discount notes, $2.5 million of principal 
payments on long-term debt, and a $3.7 million dividend paid to 
stockholders on December 15, 2005.

Net cash used in financing activities for the twelve months ended 
December 26, 2004, excluding financing activities related to the 
July 7, 2004 Acquisition-Related Transactions and subsequent 
2004 financing transactions, totaled $6.8 million. This amount 
reflects a $6.0 million repayment of outstanding borrowings under 
the revolving loan facility, $0.6 million principal payments on long-
term debt, and $0.2 million payments on capital lease obligations. 
Financing activities related to the July 7, 2004 Acquisition-Related 
Transactions included a capital contribution of $87.0 million, the 
issuance of the $70.0 million of 13% promissory notes, $250.0 
million borrowed under the term loan facility, $6.0 million bor-
rowed under the revolving credit facility, and the issuance of the 
9% senior notes in the aggregate original principal amount of 
$250.0 million. Financing activities related to the subsequent 
2004 financing transactions included the issuance of common 
shares and Series A preferred shares for gross proceeds of $20.7 
million and the repayment of $20.0 million of outstanding princi-
pal amount, together with accrued but unpaid interest thereon, of 
the 13% promissory notes. Other subsequent 2004 financing 
activities included the issuance of $160.0 million in aggregate 
original principal amount at maturity of 11% senior discount notes, 
the repayment of $50.0 million of the outstanding principal 
amount, together with accrued but unpaid interest thereon, of the 
13% promissory notes, and the repurchase of a portion of the 
outstanding Series A preferred shares having an aggregate origi-
nal stated value of $53.2 million.

Net cash used in financing activities during the twelve months 
ended December 21, 2003, excluding the capital infusion and 
borrowings related to the February 27, 2003 purchase transac-
tion, totaled $9.3 million. This amount reflects a distribution to the 
holders of the preferred stock of Horizon Lines, LLC totaling $15.0 
million, principal payments on long-term debt totaling $10.3 mil-
lion and capital contributed by CSX Corporation totaling $16.0 mil-
lion, during the period under CSX ownership. The capital infusion 
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and borrowing related to the February 27, 2003 purchase transac-
tion consisted of contributed capital of $80.0 million and term 
debt borrowings of $175.0 million and the issuance of $60.0 mil-
lion in common and preferred units by Horizon Lines, LLC to CSX 
Corporation and its affiliates.

Initial Public Offering
Total gross proceeds from the initial public offering and the 
additional shares of $143.8 million, along with $40.0 million of cash 
generated from operations, were used to fully redeem $62.2 million 
of Series A Preferred stock, to repurchase certain indebtedness, 
pay related redemption premiums, and pay related transaction 
expenses. Specifically, the Company redeemed $53.0 million 
principal amount of its 9% senior notes, paid related redemption 
premiums of $4.8 million, redeemed $43.2 million accreted value 
of its 11% senior discount notes, and paid related redemption pre-
miums of $4.8 million. The redemption premiums of $9.5 million 
as well as the write-off of deferred financing fees associated with 
the early redemptions of $3.6 million, totaling $13.2 million, were 
recorded as a loss on early extinguishment of debt in the fourth 
quarter of 2005. In addition, the Company recorded transaction 
related fees of approximately $15.8 million as a reduction to addi-
tional paid in capital.

Capital Requirements
Our current and future capital needs relate primarily to debt ser-
vice, maintenance, and improvement of our vessel fleet, including 

purchasing vessels upon expiration of vessel operating leases and 
providing for other necessary equipment acquisitions. Cash to be 
used for investing activities, including purchases of property and 
equipment for the next twelve months is expected to total approx-
imately $18.0 million. Such capital expenditures will include pur-
chases of containers, chassis, and other machinery and equipment 
used in the ordinary course of business. In addition, expenditures 
for vessel drydocking payments are estimated at $17.0 million.

Three of our vessels, the Horizon Anchorage, Horizon Tacoma 
and Horizon Kodiak, are leased, or chartered, under charters that 
are due to expire in January 2015. The charters for these vessels 
permit us to purchase the applicable vessel at the expiration of 
the charter period for a fair market value specified in the relevant 
charter that is determined through a pre-agreed appraisal proce-
dure. The fair market values of the Horizon Anchorage, Horizon 
Tacoma and Horizon Kodiak at the expiration of their charters 
cannot be predicted with any certainty. During 2005, we expended 
$25.2 million in cash to purchase owner participant interests in 
two vessels, the Horizon Pacific and the Horizon Enterprise, that 
were operating solely under lease agreements. During 2004 and 
2003, we purchased four vessels, Horizon Fairbanks, Horizon 
Hawaii, Horizon Navigator and Horizon Trader, at the expiration of 
their charter periods, utilizing similar fair market value purchase 
option arrangements. The purchase prices of the four vessels 
ranged from $3.8 million to $8.2 million per vessel.

Contractual Obligations
Contractual obligations(1) as of December 25, 2005 are as follows ($ in thousands):

Total 
Obligations 2006 2007 2008 2009 2010 After 2010

Principal obligations:
Senior credit facility $ 246,875 $ 2,500 $ 2,500 $ 2,500 $ 2,500 $ 60,625 $ 176,250
Notes issued by owner trustees 4,513 — 4,513 — — — —
9% senior notes 197,014 — — — — — 197,014
11% senior discount notes 104,000 — — — — — 104,000
Operating leases 369,663 63,296 75,752 34,691 34,370 32,984 128,570
Capital lease obligations 547 193 193 161 — — —

  Subtotal 922,612 65,989 82,958 37,352 36,870 93,609 605,834

Interest obligations:
Senior credit facility 95,337 17,149 18,141 18,004 17,768 17,582 6,693
Notes issued by owner trustees 720 480 240 — — — —
9% senior notes 121,162 17,731 17,731 17,731 17,731 17,731 32,507
11% senior discount notes 54,340 — — 5,720 11,440 11,440 25,740

  Subtotal 271,559 35,360 36,112 41,455 46,939 46,753 64,940

  Total principal and interest $ 1,194,171 $ 101,349 $ 119,070 $ 78,807 $ 83,809 $ 140,362 $ 670,774

Other commercial commitments:
Standby letters of credit $ 6,872 $ — $ — $ — $ 6,872 $ — $ —
Surety bonds 8,614 8,610 1 — 3 — —

  Other commercial commitments $ 15,486 $ 8,610 $ 1 $ — $ 6,875 $ — $ —
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(1)  Included in contractual obligations are scheduled interest payments. Interest payments on the senior credit facility are variable and are based as of December 25, 2005, 
upon the London Inter-Bank Offering Rate (LIBOR) plus 2.25%. The three-month LIBOR/swap curve has been utilized to estimate interest payments on the senior credit 
facility. Interest on the 9% senior notes is fixed and is paid semi-annually on May 1 and November 1 of each year until maturity on November 1, 2012. Interest on the 
11% senior discount notes is fixed. However, no cash interest will accrue prior to April 1, 2008. Thereafter, cash interest will accrue at a rate of 11.0% per annum and 
be payable on April 1 and October 1 of each year, commencing on October 1, 2008 and continuing until maturity on April 1, 2013.

Long-Term Debt
To finance the Acquisition-Related Transactions, we incurred sub-
stantial debt, including under the senior credit facility and through 
the issuance of the 9% senior notes in the original principal 
amount of $250.0 million, with interest payments on this indebt-
edness substantially increasing our liquidity requirements.

On July 7, 2004, Horizon Lines, LLC (“HL”) and Horizon Lines 
Holding Corp. (“HLHC”) entered into a senior credit facility with 
various financial lenders, which was amended and restated on 
April 7, 2005. On September 22, 2005, the senior credit facility 
was further amended to modify the definition of “Specified IPO.” 
The senior credit facility, as amended and restated, consists of 
(i) a $50.0 million revolving credit facility and (ii) a $250.0 million 
term loan facility. As modified, the term a “Specified IPO” means 
the consummation of the underwritten initial public offering of 
common stock with gross proceeds to the Company of at least 
$100.0 million and the designation of at least $40.0 million of 
proceeds to repurchase the 9% senior notes. Upon the consum-
mation of the “Specified IPO,” the revolving credit facility increased 
to $50.0 million. We expect that we will be permitted to incur up 
to an additional $50.0 million of senior secured debt in the form of 
term loans at the option of the participating lenders under the 
term loan facility, provided that no default or event of default under 
the senior credit facility has occurred or would occur after giving 
effect to such incurrence and certain other conditions are satis-
fied. The term loan matures on July 7, 2011 and the revolving 
credit facility matures on July 7, 2009. No amounts were out-
standing under the revolving credit facility as of December 25, 
2005 or December 26, 2004. However, $6.9 million and $6.0 
million of availability under the revolving credit facility was utilized 
for outstanding letters of credit as of December 25, 2005 and 
December 26, 2004, respectively.

Principal payments of approximately $0.6 million are due quar-
terly on the term loan facility through June 30, 2010, at which 
point quarterly payments increase to $58.8 million until final 
maturity on July 7, 2011. Borrowings under the term loan facility 
bear interest at HL and HLHC’s choice of LIBOR or the base rate, 
in each case, plus an applicable margin. The margin applicable to 
the term loan facility is equal to 1.25% for base rate loans and 
2.25% for LIBOR loans. These margins decreased from 1.50% 
and 2.50%, for base rate loans and LIBOR loans, respectively, 
upon the consummation of the Specified IPO. The interest rate at 
December 25, 2005 approximated 6.3%. HL and HLHC are also 
charged a commitment fee on the daily unused amount of the 
revolving credit facility during the availability period based upon a 
rate of 0.50%.

The senior credit facility requires HL and HLHC to meet a mini-
mum interest coverage ratio and a maximum leverage ratio. In 
addition, the senior credit facility contains restrictive covenants 
which will, among other things, limit the incurrence of additional 
indebtedness, capital expenditures, investments, dividends, trans-
actions with affiliates, asset sales, acquisitions, mergers and con-
solidations, prepayments of other indebtedness, liens and 
encumbrances and other matters customarily restricted in such 
agreements. It also contains certain customary events of default, 
subject to grace periods, as appropriate. HL and HLHC were in 
compliance with all such covenants as of December 25, 2005. 
The senior credit facility is secured by the assets of HL and HLHC. 
The 9.0% senior notes and the 11.0% senior discount notes also 
contain restrictive covenants including, limiting incurrence of 
additional indebtedness, dividends and restrictions customary in 
such agreements.

On July 7, 2004, HL and HLHC completed an offering of $250.0 
million in principal amount of 9% senior notes. The 9% senior 
notes mature on November 1, 2012. Interest on the 9% senior 
notes accrues at the rate of 9% per annum and is payable in cash 
semi-annually on May 1 and November 1 of each year. The 9% 
senior notes are the general unsecured obligations of HL and 
HLHC and rank equally with the existing and future unsecured 
indebtedness and other obligations of HL and HLHC that are not, 
by their terms, expressly subordinated in right of payment to the 
9% senior notes and senior in right to any future subordinated 
debt. HL and HLHC used $57.8 million of the proceeds of the 
issuance and sale of the Initial Shares and the Additional Shares 
to redeem $53.0 million of the principal amount of the 9% senior 
notes and pay associated redemption premiums of $4.8 million.

On December 10, 2004, HLFHC completed an offering of $160.0 
million in principal amount of 11% senior discount notes. The 11% 
senior discount notes were issued at a discount from their princi-
pal amount at maturity and generated gross proceeds of approxi-
mately $112.3 million. The 11% senior discount notes mature on 
April 1, 2013. Until April 1, 2008, the notes will accrete at the rate 
of 11% per annum, compounded semi-annually on April 1 and 
October 1 of each year, beginning October 1, 2005, to but not 
including April 1, 2008. Beginning on April 1, 2008, cash interest 
will accrue at the rate of 11% per annum and will be payable in 
cash semi-annually in arrears on each April 1 and October 1, 
commencing October 1, 2008. The 11% senior discount notes are 
the general unsecured obligations of HLFHC and rank equally 
with the existing and future unsecured indebtedness and other 
obligations of HLFHC that are not, by their terms, expressly 
subordinated in right of payment to the 11% senior discount notes 
and senior in right to any future subordinated debt. HLFHC used 
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$48.0 million of the proceeds of the issuance and sale of the 
Initial Shares and the Additional Shares to redeem $56.0 million 
of the original principal amount at maturity, or $43.2 million in 
accreted value, of the 11% senior discount notes and pay associated 
redemption premiums of $4.8 million.

We intend to fund our ongoing operations through cash generated 
by operations and availability under the senior credit facility.

Future principal debt payments are expected to be paid out of 
cash flows from operations, borrowings under the senior credit 
facility, and future refinancings of our debt.

Our ability to make scheduled payments of principal, or to pay the 
interest, if any, on, or to refinance our indebtedness, or to fund 
planned capital expenditures will depend on our future perfor-
mance, which, to a certain extent, is subject to general economic, 
financial, competitive, legislative, regulatory and other factors that 
are beyond our control.

Based upon the current level of operations and certain anticipated 
improvements, we believe that cash flow from operations and 
available cash, together with borrowings available under the senior 
credit facility, will be adequate to meet our future liquidity needs 
throughout 2006. There can be no assurance that we will gener-
ate sufficient cash flow from operations, that anticipated revenue 
growth and operating improvements will be realized or that future 
borrowings will be available under the senior credit facility in an 
amount sufficient to enable us to service our indebtedness or to 
fund other liquidity needs. In addition, there can be no assurance 
that we will be able to effect any future refinancing of our debt on 
commercially reasonable terms or at all.

Interest Rate Risk
Our primary interest rate exposure relates to the senior credit facil-
ity. As a result of the Acquisition-Related Transactions, as of 
December 25, 2005, HLHC and HL have outstanding a $246.9 
million term loan, which bears interest at variable rates. Each 
quarter point change in interest rates would result in a $0.6 million 
change in annual interest expense on the term loan. HLHC and 
HL also have a revolving credit facility which provides for borrowings 
of up to $50.0 million although no borrowings were outstanding 
under the revolving credit facility as of December 25, 2005.

Working Capital
Working capital at December 25, 2005, was $67.1 million, com-
pared to $67.3 million at December 26, 2004. Adequate current 
assets are maintained to satisfy current liabilities and maturing 
obligations when they come due and we have sufficient financial 
capacity to manage our daily cash requirements.

Credit Ratings
As of December 25, 2005, Moody’s Investors Service and 
Standard and Poor’s Rating Services assigned the following credit 
ratings to our outstanding debt:

Moody’s Standard & Poor’s

Debt/Rating Outlook:
Senior Secured Credit Facility B2 B
$197.0 million 9% Senior Notes due 2012 B3 CCC+
$104.0 million 11% Senior Discount Notes 

due 2013 Caa2 CCC+
Rating Outlook Stable Stable

On February 28, 2006, Standard and Poor’s Rating Services 
revised its outlook on the Company to positive from stable and 
affirmed all of the existing debt ratings.
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We maintain a policy for managing risk related to exposure to vari-
ability in interest rates, fuel prices and other relevant market rates 
and prices which includes entering into derivative instruments in 
order to mitigate our risks.

Our exposure to market risk for changes in interest rates is limited 
to our senior credit facility and one of our operating leases. The 
interest rate for our senior credit facility is currently indexed to 
LIBOR of one, two, three, or six months as selected by us, or the 
Alternate Base Rate as defined in the senior credit facility. One of 
our operating leases is currently indexed to LIBOR of one month. 
Predecessor A used interest rate protection agreements in the 
past to reduce borrowing rates although none are in effect as of 
December 25, 2005.

In addition, we utilize derivative instruments tied to various indexes 
to hedge a portion of our quarterly exposure to bunker fuel price 
increases. These instruments consist of fixed price swap agree-
ments. We do not use derivative instruments for trading purposes. 

Credit risk related to the derivative financial instruments is consid-
ered minimal and is managed by requiring high credit standards 
for its counterparties.

Changes in fair value of derivative financial instruments are recorded 
as adjustments to the assets or liabilities being hedged in the state-
ment of operations or in accumulated other comprehensive income 
(loss), depending on whether the derivative is designated and 
qualifies for hedge accounting, the type of hedge transaction rep-
resented and the effectiveness of the hedge. As of December 25, 
2005, we have one fuel swap contract, maturing in March 2006, 
which is being accounted for as a cash flow hedge. We recorded 
the $0.1 million fair value of the hedge contract in other current 
assets and accumulated other comprehensive income as of 
December 25, 2005.

The table below provides information about our debt obligations, 
our operating lease obligation indexed to LIBOR, and about our 
fuel hedge contract. The principal cash flows are in thousands.

2006 2007 2008 2009 2010 Thereafter Total

Fair Value 
December 25, 

2005(1)

Debt:
  Fixed rate ($US) $ — $ 4,513 $ — $ — $ — $ 301,014 $ 305,527 $ 299,073
  Average interest rate — 10.6% — — — 9.7%
  Variable rate ($US) $ 2,500 $ 2,500 $ 2,500 $ 2,500 $ 60,625 $ 176,250 $ 246,875 $ 246,875
  Average interest rate 7.0% 7.4% 7.4% 7.4% 7.4% 7.4%
Variable to Fixed Fuel Swap (notional) $ 6,720
Average pay rate $ 0.28
Average receive rate(2)

(1)  Fair Value as of December 25, 2005 includes the fair value of the 11% senior discount notes based on their accreted balance as of December 25, 2005. The principal 
cash flows above include the principal amount of $104.0 million in the thereafter column.

(2)  We receive the arithmetic average of the reference price calculated using the unweighted method of averaging.

Management’s Discussion and Analysis of Financial Condition and Results of Operations ( c o n t i n u e d )
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders
Horizon Lines, Inc.

We have audited the accompanying consolidated balance sheets 
of Horizon Lines, Inc. and subsidiaries as of December 25, 2005 
and December 26, 2004, and the related consolidated and com-
bined statements of operations, cash flows, and changes in stock-
holders’ equity of Horizon Lines, Inc. and subsidiaries for the year 
ended December 25, 2005 and for the period from July 7, 2004 
through December 26, 2004, and of Predecessor-A for the period 
from December 22, 2003 through July 6, 2004 and the period 
from February 27, 2003 through December 21, 2003 and of 
Predecessor-B for the period from December 23, 2002 through 
February 26, 2003. Our audits also included the financial state-
ment schedule of Horizon Lines, Inc. and subsidiaries and 
Predecessor-A and Predecessor-B listed in the index on page F-1. 
These financial statements are the responsibility of the Company’s 
management. Our responsibility is to express an opinion on these 
financial statements and schedule based on our audits.

We conducted our audits in accordance with the standards of the 
Public Company Accounting Oversight Board (United States). 
Those standards require that we plan and perform the audit to 
obtain reasonable assurance about whether the financial state-
ments are free of material misstatement. We were not engaged to 
perform an audit of the Company’s internal control over financial 
reporting. Our audits included consideration of internal control 
over financial reporting as a basis for designing audit procedures 
that are appropriate in the circumstances, but not for the purpose 
of expressing an opinion on the effectiveness of the Company’s 
internal control over financial reporting. Accordingly, we express 
no such opinion. An audit also includes examining, on a test basis, 

evidence supporting the amounts and disclosures in the financial 
statements, assessing the accounting principles used and signifi-
cant estimates made by management, and evaluating the overall 
financial statement presentation. We believe that our audits pro-
vide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present 
fairly, in all material respects, the consolidated financial position of 
Horizon Lines, Inc. and subsidiaries at December 25, 2005 and 
December 26, 2004, and the consolidated and combined state-
ments of operations, cash flows, and changes in stockholders’ 
equity of Horizon Lines, Inc. and subsidiaries for the year ended 
December 25, 2005 and for the period from July 7, 2004 through 
December 26, 2004, and of Predecessor-A for the period from 
December 22, 2003 through July 6, 2004 and the period from 
February 27, 2003 through December 21, 2003 and of 
Predecessor-B for the period from December 23, 2002 through 
February 26, 2003 in conformity with U.S. generally accepted 
accounting principles. Also, in our opinion, the related financial 
statement schedule, when considered in relation to the basic 
financial statements taken as a whole, presents fairly in all mate-
rial respects the information set forth therein.

Ernst & Young LLP

Charlotte, North Carolina
February 15, 2006
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($ in thousands)

December 25, 
2005

December 26, 
2004

Assets
  Current assets:
   Cash and cash equivalents $ 41,450 $ 56,766
   Accounts receivable, net of allowance 119,838 110,801
   Income tax receivable 470 9,354
   Deferred tax asset 16,380 3,997
   Materials and supplies 26,355 21,680
   Other current assets 5,969 7,019

    Total current assets 210,462 209,617
  Property and equipment, net 200,597 190,123
  Goodwill 306,724 306,680
  Intangible assets, net 191,502 215,732
  Other long-term assets 18,034 15,640

    Total assets $ 927,319 $ 937,792

Liabilities and Stockholders’ Equity
  Current liabilities:
   Accounts payable $ 22,368 $ 25,275
   Current portion of long-term debt 2,500 2,500
   Other accrued liabilities 118,483 114,590

    Total current liabilities 143,351 142,365
  Long-term debt, net of current 527,568 609,694
  Deferred tax liability 61,880 56,039
  Deferred rent 40,476 44,949
  Other long-term liabilities 2,284 2,429

    Total liabilities 775,559 855,476

Preferred stock — 56,708
Stockholders’ equity:
  Common stock, $.01 par value, 50,000,000 shares authorized and 33,544,170 and 16,345,421 issued 

and outstanding at December 25, 2005 and December 26, 2004, respectively 336 163
  Additional paid in capital 179,590 26,530
  Accumulated other comprehensive income 74 71
  Retained deficit (28,240) (1,156)

    Total stockholders’ equity 151,760 25,608

    Total liabilities and stockholders’ equity $ 927,319 $ 937,792

The accompanying notes are an integral part of these consolidated financial statements.
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Consolidated and Combined Statements of Operations

Horizon Lines, Inc. Predecessor-A Predecessor-B

($ in thousands, except share and per share amounts)

For the period 
December 27, 
2004 through 
December 25, 

2005

For the period 
July 7, 2004 

through 
December 26, 

2004

For the period 
December 22, 
2003 through 
July 06, 2004

For the period 
February 27, 
2003 through 
December 21, 

2003

For the period 
December 23, 
2002 through 
February 26, 

2003

Operating revenue $ 1,096,156 $ 481,898 $ 498,430 $ 747,567 $ 138,411
Operating expense:
  Operating expense (excluding depreciation 

expense) 867,307 377,468 402,875 596,369 121,862
  Depreciation and amortization 51,141 24,633 20,937 26,901 3,053
  Amortization of vessel dry-docking 15,766 7,118 8,743 13,122 3,221
  Selling, general and administrative 114,639 41,482 43,323 68,203 11,861
  Miscellaneous expense 649 269 1,891 2,238 935

   Total operating expense 1,049,502 450,970 477,769 706,833 140,932

Operating income (loss) 46,654 30,928 20,661 40,734 (2,521)
Other expense (income):
  Interest expense, net 51,357 21,770 5,111 8,519 421
  Interest expense—preferred units of subsidiary — — 2,686 4,477 —
  Loss on early extinguishment of debt 13,154 — — — —
  Other expense, net 26 15 7 — 68

Income (loss) before income taxes (17,883) 9,143 12,857 27,738 (3,010)
Income tax expense (benefit) 438 3,543 4,896 10,576 (961)

Net income (loss) (18,321) 5,600 7,961 17,162 (2,049)
Less: accretion of preferred stock 5,073 6,756 — — —

Net income (loss) available to common stockholders $ (23,394) $ (1,156) $ 7,961 $ 17,162 $ (2,049)

Net income (loss) per share:
  Basic $ (1.05) $ (.07) $ 9.95 $ 21.45 *
  Diluted $ (1.05) $ (.07) $ 8.94 $ 19.57 *
Number of shares used in calculations:
  Basic 22,376,797 15,585,322 800,000 800,000 *
  Diluted 22,381,756 15,585,322 890,138 876,805 *

* For the period ending February 26, 2003, owner’s equity consisted of parent’s net investment, and thus no income (loss) per share has been calculated.

The accompanying notes are an integral part of these consolidated and combined financial statements.
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Consolidated and Combined Statements of Cash Flows

Horizon Lines, Inc. Predecessor-A Predecessor-B

($ in thousands)

For the period 
December 27, 
2004 through 
December 25, 

2005

For the period 
July 7, 2004 

through 
December 26, 

2004

For the period 
December 22, 
2003 through 

July 06, 
2004

For the period 
February 27, 
2003 through 
December 21, 

2003

For the period 
December 23, 
2002 through 
February 26, 

2003

Cash flows from operating activities:
Net income (loss) $ (18,321) $ 5,600 $ 7,961 $ 17,162 $ (2,049)
Adjustments to reconcile net income (loss) to net 

cash provided by (used in) operating activities:
  Depreciation 31,580 15,187 19,385 24,255 3,053
  Amortization 19,561 9,446 1,552 2,646 —
  Amortization of vessel dry-docking 15,766 7,118 8,743 13,122 3,221
  Amortization of deferred financing costs 3,363 1,303 550 438 —
  Deferred income taxes (7,394) 4,644 2,968 3,701 (961)
  Loss (gain) on equipment disposals (993) (140) 24 (74) —
  Loss on early extinguishment of debt 13,154 — — — —
  Accretion on 11% senior discount notes 12,057 549 — — —
  Accretion of preferred units of subsidiary — — 2,686 4,477 —
  Stock-based compensation 19,052 — 1,765 — —
  Tax benefit from exercise of stock options 5,495 9,494 — — —
Changes in operating assets and liabilities:
  Accounts receivable (9,037) 8,633 (13,678) 14,678 (2,989)
  Materials and supplies (5,309) (161) (3,020) 384 (1,634)
  Other current assets 9,846 (8,390) (6,152) (1,786) (127)
  Accounts payable (2,907) (3,203) 200 1,762 3,041
  Accrued liabilities 3,470 26,079 (13,152) 12,159 (22,815)
  Vessel dry-docking payments (16,038) (2,075) (10,198) (12,029) (4,507)
  Other assets/liabilities (2,464) (1,287) (2,562) 480 (11,560)

   Net cash provided by (used in) operating activities 70,881 72,797 (2,928) 81,375 (37,327)

Cash flows from investing activities:
  Purchases of equipment (41,234) (11,000) (21,889) (16,680) (18,470)
  Acquisition of company — (663,031) — (296,172) —
  Transaction costs associated with acquisition — (246) — (18,828) —
  Proceeds from sale of equipment 2,417 354 1,399 74 —
  Other investing activities — — (150) (590) —

   Net cash used in investing activities (38,817) (673,923) (20,640) (332,196) (18,470)

Cash flows from financing activities:
  Initial capitalization of Company — 87,027 — 80,000 —
  Borrowing under 13% promissory notes — 70,000 — — —
  Borrowing of term loans — 250,000 — 175,000 —
  Issuance of senior notes — 362,819 — — —
  Borrowing under line of credit — 6,000 — — —
  Payment on line of credit — (6,000) — — —
  Payment of financing costs (1,754) (4,800) — — —
  Sale of stock 1,108 20,655 — 60,000 —
  Capital contribution — — — — 15,967
  Initial public offering proceeds 143,750 — — — —
  Costs associated with initial public offering (15,717) — — — —
  Prepayments of long-term debt (96,196) (70,000) — — —
  Payment of interest on convertible debt — (3,506) — — —
  Redemption premiums (9,522) — — — —
  Principal payments on long-term debt (2,500) (625) — (10,250) —
  Distribution to holders of preferred units of subsidiary — — — (15,000) —
  Redemption of preferred stock (62,689) (53,613) — — —
  Dividend to stockholders (3,690) — — — —
  Payments on capital lease obligation (170) (65) (87) (30) —

   Net cash provided by (used in) financing activities (47,380) 657,892 (87) 289,720 15,967

Net increase (decrease) in cash and cash 
equivalents (15,316) 56,766 (23,655) 38,899 (39,830)

Cash and cash equivalents at beginning of period 56,766 — 41,811 2,912 40,342

Cash and cash equivalents at end of period $ 41,450 $ 56,766 $ 18,156 $ 41,811 $ 512

The accompanying notes are an integral part of these consolidated and combined financial statements.
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Consolidated and Combined Statements of Changes in Stockholders’ Equity
($ in thousands, except share amounts)

Predecessor-B Parent’s Net Investment Retained Earnings Total

Parent’s net investment at December 22, 2002 $ 78,954 $ 35,031 $ 113,985
Net loss for the period December 23, 2002 through February 26, 2003 — (2,049) (2,049)
Contributed capital 17,766 — 17,766

Parent’s net investment at February 26, 2003 $ 96,720 $ 32,982 $ 129,702

Predecessor-A
Common 
Shares

Common 
Stock

Additional 
Paid In Capital

Retained 
Earnings

Accumulated Other 
Comprehensive Loss

Stockholders’ 
Equity

Stockholders’ equity at February 27, 2003 800,000 $ — $ — $ — $ — $ —
Initial capitalization — 8 79,992 — — 80,000
Change in fair value of interest rate contract — — — — (302) (302)
Net income for the period February 27, 

2003 through December 21, 2003 — — — 17,162 — 17,162

Comprehensive Income — — — — — 16,860

Stockholders’ equity at December 21, 2003 800,000 $ 8 $ 79,992 $ 17,162 $ (302) $ 96,860

Grant of stock options — — 1,765 — — 1,765
Change in fair value of interest rate contract — — — — 286 286
Net income for the period December 22, 

2003 through July 6, 2004 — — — 7,961 — 7,961

Comprehensive Income — — — — — 8,247

Stockholders’ equity at July 6, 2004 800,000 $ 8 $ 81,757 $ 25,123 $ (16) $ 106,872

Horizon Lines, Inc.
Common 
Shares

Common 
Stock

Additional 
Paid In Capital

Retained 
Earnings 
(Loss)

Accumulated Other 
Comprehensive Loss

Stockholders’ 
Equity 

Stockholders’ equity at July 7, 2004 — $ — $ — $ — $ — $ —
Initial capitalization 12,703,408 127 13,566 — — 13,693
Sale of stock 2,874,488 28 3,365 — — 3,393
Tax benefit from stock option deduction — — 9,494 — — 9,494
Other 767,525 8 105 — — 113
Accretion of discount on preferred stock — — — (6,756) — (6,756)
Net income for the period July 7, 2004 

through December 26, 2004 — — — 5,600 — 5,600
Change in fair value of fuel fixed priced 

contract — — — — 129 129
Unrealized loss on pension — — — — (58) (58)

Comprehensive income — — — — — 5,671

Stockholders’ equity at December 26, 2004 16,345,421 $ 163 $ 26,530 $ (1,156) $ 71 $ 25,608

Issuance of restricted stock 1,854,671 20 634 — — 654
Restricted stock compensation — — 18,952 — — 18,952
Exercise of stock options 969,078 9 (9) — — —
Initial public offering 14,375,000 144 143,606 — — 143,750
Costs associated with initial public offering — — (15,717) — — (15,717)
Tax benefit from exercise of stock options — — 5,495 — — 5,495
Dividend to shareholders — — — (3,690) — (3,690)
Stock-based compensation — — 99 — — 99
Accretion of discount on preferred stock — — — (5,073) — (5,073)
Net loss — — — (18,321) — (18,321)
Unrealized gain on pension — — — — 58 58
Change in fair value of fuel contract — — — — (55) (55)

Comprehensive income — — — — — (18,318)

Stockholders’ equity at December 25, 2005 33,544,170 $ 336 $ 179,590 $ (28,240) $ 74 $ 151,760

The accompanying notes are an integral part of these consolidated and combined financial statements.
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Notes to Consolidated and Combined Financial Statements 

1. Basis of Presentation and Operations
On July 7, 2004, Horizon Lines, Inc. (the “Company”), formerly 
known as H-Lines Holding Corp. was formed as an acquisition 
vehicle to acquire the equity interest in Horizon Lines Holding 
Corp. (“HLHC”). The Company was formed at the direction of 
Castle Harlan Partners IV, L.P. (“CHP IV”), a private equity invest-
ment fund managed by Castle Harlan, Inc, or Castle Harlan. 
HLHC, a Delaware corporation, operates as a holding company for 
Horizon Lines, LLC (“HL”), a Delaware corporation and wholly-
owned subsidiary and Horizon Lines of Puerto Rico, Inc. (“HLPR”) 
a Delaware corporation and wholly-owned subsidiary. HL operates 
as a domestic liner business with primary service to ports within 
the continental United States, Puerto Rico, Alaska, Hawaii, and 
Guam. HL also offers terminal services and ground transportation 
services. HLPR operates as an agent for HL and also provides 
terminal services in Puerto Rico. The Company, during the period 
from February 27, 2003 through July 6, 2004, is referred to as 
“Predecessor-A.”

On December 6, 2004, H-Lines Finance Holding Corp. (“HLFHC”) 
was formed as a wholly-owned subsidiary of the Company. HLFHC, 
subsequent to its incorporation, issued 11% senior discount notes. 
The proceeds from these notes were distributed to the Company.

The accompanying consolidated and combined financial statements 
include the consolidated accounts of the Company and its subsid-
iaries as of December 25, 2005 and December 26, 2004 and the 
related consolidated statements of operations, stockholders’ equity 
and cash flows commencing on July 7, 2004. All significant inter-
company accounts and transactions have been eliminated.

On July 7, 2004, the Company, H-Lines Subcorp., a wholly-owned 
subsidiary of the Company, Predecessor-A, a majority-owned sub-
sidiary of Carlyle-Horizon Partners, L.P., and TC Group, LLC., an 
affiliate of Carlyle-Horizon Partners, L.P., amended and restated a 
merger agreement dated as of May 22, 2004, between the same 
parties, and, pursuant to such amended and restated merger 
agreement, H-Lines Subcorp. merged, on such date, with and into 
Predecessor-A, with Predecessor-A as the surviving corporation 
(such merger, the “Merger”). Upon the consummation of the 
Merger, the issued and outstanding shares of the common stock 
of Predecessor-A and the outstanding options granted by 
Predecessor-A to purchase shares of its common stock were con-
verted into the right to receive the applicable portion of the aggre-
gate merger consideration of approximately $676.0 million, 
whereupon the Company became the holder of all of the outstanding 
common stock of Predecessor-A. In lieu of receipt of aggregate 
merger consideration of $13.0 million, certain members of the 
management of Horizon Lines, LLC, an indirect subsidiary of 
Predecessor-A, who were stockholders or option holders of 
Predecessor-A immediately prior to the Merger elected to receive 
shares of common stock and preferred stock of the Company or to 
retain their existing options for shares of the common stock in 
HLHC. The members of management who retained such options, 

which vested in connection with the merger, entered into a Put/
Call Agreement dated July 7, 2004 (the “Put/Call Agreement”). 
The Put/Call Agreement, as amended, provided that the shares of 
common stock issued by the HLHC upon the exercise of such 
retained options were subject to exchange, at the option of the 
Company (or the holders of such shares), with HLHC for shares of 
common stock and preferred stock of the Company. On September 
26, 2005, all options outstanding under the option plan, as 
amended on September 20, 2005, were exercised and all of the 
resulting shares of common stock of HLHC were exchanged for 
952,325 shares of common stock and 731,448 shares of Series A 
preferred stock of the Company pursuant to the provisions of the 
Put/Call Agreement. The Merger was accounted for using the pur-
chase method of accounting; accordingly, the consideration paid 
was allocated based on the estimated fair market values of the 
assets acquired and liabilities assumed. The excess of the consid-
eration paid over the estimated fair market value of the net assets 
acquired, including separately identifiable intangible assets, 
approximated $306.7 million, and was allocated to goodwill.

The following table sets forth the allocation of the purchase price 
in connection with the Merger ($ in thousands):

Working capital $ 66,710
Property & equipment 188,863
Goodwill 306,724
Customer contracts and trademarks 201,475
Deferred financing costs 18,991
Long-term liabilities (126,184)
Other, net 19,421

Purchase price $ 676,000

The following unaudited pro forma information presents the results 
of operations of the Company as if the Merger had taken place at 
the beginning of each respective period. Pro forma adjustments 
have been made to reflect additional interest expense from debt 
associated with the Merger ($ in thousands):

For the Period from December 22, 2003 through July 6, 2004 (Unaudited)

Operating revenue $ 498,430
Operating income 20,036
Net loss (2,451)

For the Period from February 27, 2003 through December 21, 2003 (Unaudited)

Operating revenue $ 747,567
Operating income 38,484
Net income 5,221

The unaudited pro forma results have been prepared for compar-
ative purposes only and do not purport to be indicative of the 
results of operations that would have occurred had the Merger 
occurred at the beginning of the respective periods.

On February 27, 2003 Predecessor-A acquired 84.5% of the out-
standing capital of CSX Lines, LLC for approximately $293.2 million 
and 100% of the outstanding stock of CSX Lines of Puerto Rico, Inc. 
for $3.0 million. The acquisitions were accounted for using the 
purchase method of accounting. Accordingly, the consideration 



HORIZON LINES, INC.

Horizon Lines | 35

Notes to Consolidated and Combined Financial Statements ( c o n t i n u e d )

paid was allocated based on the estimated fair market values of the 
net assets acquired. The excess of the consideration paid over the 
estimated fair market value of the net assets acquired including 
separately identifiable intangible assets approximated $55.0 million 
and was allocated to goodwill. The purchase prices were allocated 
as follows ($ in thousands):

Horizon Lines, LLC
Horizon Lines of 
Puerto Rico, Inc.

Working capital $ 20,092 $ (3,211)
Property and equipment 180,271 6,166
Goodwill 54,995 —
Customer contracts 50,234 —
Unfavorable lease agreements (53,169) —
Other, net 40,749 45

Purchase price $ 293,172 $ 3,000

Prior to the Merger on July 7, 2004 and subsequent to the purchase 
transaction on February 26, 2003, the consolidated accounts and 
the condensed and consolidated statements of operations and 
cash flows represent that of Predecessor-A. All significant inter-
company accounts and transactions have been eliminated.

Prior to the purchase transactions on February 27, 2003, the 
combined company of CSX Lines, LLC (Predecessor-B or CSX 
Lines), and its wholly-owned subsidiary was a stand-alone 
wholly-owned entity of CSX Corporation (CSX). The condensed 
and combined statements of operations and cash flows for the 
period December 23, 2002 through February 26, 2003 represent 
the combined financial statements of those respective entities 
and all significant intercompany accounts and transactions have 
been eliminated.

As a result of the Merger on July 7, 2004 and the application of 
purchase accounting, financial information for the period after 
July 7, 2004 represents that of the Company, which is presented 
on a different basis of accounting from that of Predecessor-A. As 
a result of the transaction on February 26, 2003 and the applica-
tion of purchase accounting, financial information for the period 
after February 26, 2003 through July 6, 2004 represents that of 
Predecessor-A, which is presented on a different basis of account-
ing from that of Predecessor-B.

2. Significant Accounting Policies
Cash and Cash Equivalents
Cash and cash equivalents of the Company consist principally of 
cash held in banks and short-term investments having a maturity 
of three months or less at the date of acquisition. Cash and cash 
equivalents of Predecessor-B consist principally of balances held 
under a Cash Management and Credit Facility with a subsidiary of 
CSX and short-term investments having a maturity of three months 
or less.

Accounts Receivable and Allowance for Credits and 
Doubtful Accounts
The Company maintains an allowance for doubtful accounts based 
upon the expected collectibility of accounts receivable. The 
Company monitors its collection risk on an ongoing basis through 
the use of credit reporting agencies. The Company does not 
require collateral from its trade customers. In addition, the 
Company maintains allowances for credits issued to customers, 
which is recorded as a reduction to revenue. The allowance for 
credits and doubtful accounts approximated $6.1 million at 
December 25, 2005 and $7.9 million at December 26, 2004, 
respectively.

Materials and Supplies
Materials and supplies consist primarily of fuel inventory held 
aboard vessels and inventory held for maintenance of property 
and equipment. Fuel is carried at cost on the first in, first out 
(FIFO) basis, while all other materials and supplies are carried at 
average cost.

Property and Equipment
Property and equipment are stated at cost. Routine maintenance, 
repairs, and removals other than vessel drydockings are charged 
to expense. Expenditures that materially increase values, change 
capacities or extend useful lives of the assets are capitalized. 
Depreciation and amortization is computed by the straight-line 
method over the estimated useful lives of the assets or over the terms 
of capital leases. The estimated useful lives of assets are as follows:

Buildings, chassis and cranes 25 years
Containers 15 years
Vessels 20–40 years
Other 3–10 years

Certain costs incurred in the development of internal-use software 
are capitalized. Software is amortized using the straight-line 
method over its estimated useful life of three years. $9.7 million, 
$9.6 million, and $8.5 million were changed to depreciation 
expense for the year ended December 25, 2005, the twelve 
months ended December 26, 2004, and the twelve months ended 
December 21, 2003, respectively.

The Company evaluates long-lived assets for impairment when-
ever events or changes in circumstances indicate that the carrying 
amount of an asset may not be recoverable. When undiscounted 
future cash flows will not be sufficient to recover the carrying 
amount of an asset, the asset is written down to its fair value.

Vessel Drydocking
United States Coast Guard regulations generally require that ves-
sels be drydocked twice every five years. These costs are capital-
ized and are then amortized and charged to expense over a 
30-month period beginning with the accounting period following 
the vessel’s release from drydock.

The Company takes advantage of these vessel drydockings to also 
perform normal repair and maintenance procedures on the vessels. 
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These routine vessel maintenance and repair procedures are 
charged to expense as incurred. In addition, the Company will 
occasionally during a vessel drydocking, replace vessel machinery 
or equipment and perform procedures that materially enhance 
capabilities or extend the useful life of a vessel. In these circum-
stances, the expenditures are capitalized and depreciated over 
the estimated useful lives.

Intangible Assets
Intangible assets consist of goodwill, customer contracts, trademarks, 
and debt issuance costs all of which are related to the Merger on 
July 7, 2004. The Company amortizes customer contracts on a 
straight-line basis over the expected useful lives of 8 to 10 years. 
The Company also amortizes trademarks on a straight-line basis 
over the expected life of the related trademarks of 15 years. The 
Company amortizes debt issue cost on a straight line basis over 
the term of the related debt, which approximates the interest yield 
method. Estimated aggregate amortization expense for each of 
the succeeding five fiscal years is as follows (in thousands):

Fiscal Year Ending

2006 $22,733
2007 22,720
2008 22,720
2009 22,609
2010 22,473

In accordance with Statement of Financial Accounting Standards 
(SFAS) No. 142 “Goodwill and Other Intangible Assets,” goodwill 
and other intangible assets with indefinite useful lives are no longer 
amortized but are subject to annual undiscounted cash flow 
impairment tests. At least annually, or sooner if there is an indicator 
of impairment, the fair value of the reporting unit is calculated. If 
the calculated fair value is less than the carrying amount, an 
impairment loss is recognized.

Revenue Recognition
The Company accounts for transportation revenue based upon 
method two under Emerging Issues Task Force No. 91-9 “Revenue 
and Expense Recognition for Freight Services in Process.” Under 
this method the Company records transportation revenue and an 
accrual for the corresponding costs to complete delivery when the 
cargo first sails from its point of origin. The Company believes that 
this method of revenue recognition does not result in a material 
difference in reported net income on an annual or quarterly basis 
as compared to recording transportation revenue between 
accounting periods based upon the relative transit time within 
each respective period with expenses recognized as incurred.

Terminal and other service revenue and related costs of sales are 
recognized as services are performed.

Casualty and Other Reserves
The Company is self-insured for a portion of its marine and non-
marine exposures. Reserves are established based on the value of 
cargo damaged and the use of current trends and historical data 

for other claims. These estimates are based on historical informa-
tion along with certain assumptions about future events.

Derivative Instruments
The Company accounts for derivative instruments in accordance 
with SFAS No. 133, “Accounting for Derivative Instruments and 
Hedging Activities,” as amended, which requires that all derivative 
instruments be recognized in the financial statements at fair value.

The Company utilizes derivative instruments tied to various indexes 
to hedge a portion of its quarterly exposure to bunker fuel price 
increases. These instruments consist of fixed price swap agree-
ments. The Company does not use derivative instruments for trad-
ing purposes. Credit risk related to the derivative financial 
instruments is considered minimal and is managed by requiring 
high credit standards for its counterparties.

Predecessor-A used derivative financial instruments to manage its 
exposure to movements in interest rates. The use of these financial 
instruments modified the exposure of these risks with the intent to 
reduce the risk to Predecessor-A. Predecessor-A did not use 
financial instruments for trading purposes, nor did it use lever-
aged financial instruments. Credit risk related to the derivative 
financial instruments was considered minimal and was managed 
by requiring high credit standards for its counterparties and peri-
odic settlements.

Changes in fair value of derivative financial instruments are 
recorded as adjustments to the assets or liabilities being hedged 
in the statement of operations or in accumulated other compre-
hensive income (loss), depending on whether the derivative is 
designated and qualifies for hedge accounting, the type of hedge 
transaction represented and the effectiveness of the hedge.

Income Taxes
The Company accounts for income taxes under the liability method 
whereby deferred tax assets and liabilities are measured using 
enacted tax laws and rates expected to apply to taxable income in 
the years in which the assets and liabilities are expected to 
be recovered or settled. The effects on deferred tax assets and 
liabilities of subsequent changes in the tax laws and rates are 
recognized in income during the year the changes are enacted. 
Deferred tax assets are reduced by a valuation allowance when, in 
the judgment of management, it is more likely than not that some 
portion or all of the deferred tax assets will not be realizable.

Stock-based Compensation
Pre d e c e s s o r- A  S t o c k  O p t i o n s

As permitted by Statement of Financial Accounting Standards 
Board (“SFAS”) SFAS No. 123, “Accounting for Stock-based 
Compensation” (SFAS 123), Predecessor-A chose to continue to 
account for stock-based compensation using the intrinsic value 
method prescribed in Accounting Principles Board (APB) Opinion 
No. 25, “Accounting for Stock Issued to Employees, and its related 
interpretations.” Accordingly, compensation cost for stock options 
was measured as the excess, if any, of the quoted market price of 
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Predecessor-A’s stock at the date of the grant over the amount 
an employee must pay to acquire the stock. Had compensation 
costs been determined based on the fair value at the grant date 
consistent with provisions of FAS 123, Predecessor-A’s pro forma 
net income and earnings per share would have been impacted as 
follows ($ in thousands):

For the Period 
December 22, 
2003 through 
July 6, 2004

For the Period 
February 27, 
2003 though 
December 21, 

2003

Net income as reported $ 7,961 $ 17,162
Deduct: total stock-based compensation 

expense determined under the fair 
value method net of related tax effects (2,055) (210)

Add: total stock-based compensation 
expense recorded under APB 25 1,765 —

Pro forma net income $ 7,671 $ 16,952

Basic net income per share:
  As reported $ 9.95 $ 21.45
  Pro forma $ 9.59 $ 21.19
Diluted net income per share:
  As reported $ 8.94 $ 19.57
  Pro forma $ 8.62 $ 19.33

The pro forma results reflect amortization of fair value of stock 
options over the vesting period. The weighted average fair value of 
options granted in fiscal year 2003 was estimated to be $100, as 
determined by Predecessor-A’s Board of Directors. The fair value 
of options granted was estimated at the date of grant using the 
Black-Scholes Option Pricing Model with the following weighted 
average assumptions:

Expected life of option 10 years
Risk-free interest rate 5%
Expected volatility of stock 0%
Expected dividend yield 0%

On September 26, 2005, all options outstanding under 
Predecessor-A’s option plan, as amended on September 20, 
2005, were exercised (see note 3 for additional information regard-
ing this exercise). As a result, there are no options outstanding or 
issuable under Predecessor-A’s stock option plan, as amended.

Re s t r i c t e d  S h a re s

In January 2005, the Company entered into stock subscription 
agreements and restricted stock agreements with certain mem-
bers of management. The subscription agreements provided for 
the purchase and sale of common stock to certain members of 
management at $0.35 per common share payable in cash and a 
secured promissory note. Common stock sold under the agree-
ment of 1,724,619 shares totaled $0.6 million. Promissory notes 
totaled $0.3 million. The restricted stock agreements provided for 
certain vesting provisions and limitations on the shares sold under 
the subscription agreements. Under the restricted stock agree-
ments, shares vested upon meeting certain financial targets and 
certain shares also vested based upon the passage of time. All of 
these shares vested in full upon the consummation of the 

Company’s initial public offering (see note 3 for more information 
on the Company’s initial public offering). The Company recorded 
compensation expense based on the numbers of shares that 
vested during the period and the estimated fair value at the mea-
surement date. During the fourth quarter of 2005, the Company 
recorded a compensation charge of $6.9 million in conjunction 
with the vesting of all shares. Total compensation expense 
recorded during 2005 was $16.6 million.

In January 2005, the Company entered into stock purchase agree-
ments with certain directors of the Company. The agreements 
provided for the sale of 130,051 shares of common stock at $0.35 
per share. These shares vested in full at the time of the sale. The 
Company recorded compensation expense of $1.3 million, which 
was based on the number of shares and the estimated fair value 
at the measurement date.

During March 2005, the principal shareholder and its affiliates 
and associates, sold 104,050 shares of Horizon Lines, Inc. com-
mon stock to two directors of the Company. The company treated 
this transaction as if a contribution had been made to the Company 
by the principal shareholder and its affiliates and associates, and 
the Company recorded compensation charges totaling $1.0 mil-
lion. The compensation expense was based on the number of 
shares and the estimated fair value at the measurement date.

H o r i zo n  L i n e s ,  I n c .  S t o c k  O p t i o n s

On September 16, 2005, the Board of Directors of Horizon Lines, 
Inc. authorized the issuance of up to an aggregate of 3,088,668 
shares of common stock. On September 27, 2005, the Company 
granted nonqualified stock options under its amended and 
restated equity incentive plan to members of management to pur-
chase up to 705,100 shares in the aggregate of the Company’s 
common stock. The Company early adopted SFAS 123 (revised 
2004), “Share-Based Payment” (SFAS 123R) in the fourth quar-
ter of fiscal year 2005 and utilized the Black-Scholes model to 
determine the fair value of these stock options. See note 14 for 
more disclosures regarding the Company’s stock options.

Pension Benefits
The Company has a noncontributory pension plan covering certain 
union employees. Costs of the plan are charged to current operations 
and consist of several components of net periodic pension cost based 
on various actuarial assumptions regarding future experience of the 
plans. In addition, certain other union employees are covered by plans 
provided by their respective union organizations. The Company 
expenses amounts as paid in accordance with union agreements.

Amounts recorded for the pension plan reflect estimates related to 
future interest rates, investment returns, and employee turnover. 
The Company reviews all assumptions and estimates on an 
ongoing basis.

The Company records an additional minimum pension liability 
adjustment, when necessary, for the amount of underfunded 
accumulated pension obligations in excess of accrued pension costs.
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Computation of Net Income (Loss) per Share
Basic net income (loss) per share is computed by dividing net 
income (loss) by the weighted daily average number of shares of 
common stock outstanding during the period. Diluted net income 
(loss) per share is computed using the weighted daily average 
number of shares of common stock outstanding for the period 
plus dilutive potential common shares, including stock options 
and warrants using the treasury-stock method and from convert-
ible preferred stock using the “if converted” method.

Fiscal Period
The fiscal period of the Company typically ends on the last Sunday 
before the last Friday in December. For fiscal 2005, the fiscal 
period began on December 27, 2004 and ended on December 
25, 2005. For the 2004 period, the fiscal period of the Company 
began on July 7, 2004, the date of the Merger, and closed on 
December 26, 2004. The fiscal period of Predecessor-A and 
Predecessor-B also typically ended on the last Sunday before the 
last Friday in December, December 21, 2003 for fiscal year 2003. 
Due to the purchase transaction on February 26, 2003, the last 
fiscal period of Predecessor-B began on December 23, 2002 and 
ended on February 26, 2003.

Reclassifications
Certain prior period balances have been reclassified to conform 
with current period presentation.

Use of Estimates
The preparation of financial statements in conformity with account-
ing principles generally accepted in the United States of America 

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.

Recent Accounting Pronouncements
In December 2004, the Financial Accounting Standards Board 
(“FASB”) issued SFAS 123R (revised 2004) “Share-Based 
Payments” (“SFAS 123R”) which is a revision of SFAS No. 123 
“Accounting for Stock-Based Compensation,” supercedes APB 
Opinion No. 25 “Accounting for Stock Issued to Employees” and 
its interpretations, and amends SFAS No. 95 “Statement of Cash 
Flows.” FASB 123R requires all share-based payments to employ-
ees, including grants of employee stock options, to be recognized 
in the income statement based upon their fair values beginning 
with the first interim or annual period after June 15, 2005, with 
early adoption encouraged. The pro forma disclosures previously 
permitted under SFAS 123 are no longer an alternative to financial 
statement recognition. Under SFAS 123R, the Company must 
determine the appropriate fair value model to be used for valuing 
share-based payments, the amortization method for compensation 
costs and the transition method to be used at date of adoption. 
The transition methods include prospective and retroactive adoption 
options. The Company adopted SFAS 123R in the fourth quarter 
of 2005 with respect to newly issued stock options. See Note 14 
for more disclosures regarding the Company’s stock options.

Supplemental Cash Flow Information
Non-cash activities consist of the following ($ in thousands):

Horizon Lines, Inc. Predecessor-A Predecessor-B

For the period 
December 27, 
2004 through 
December 25, 

2005

For the period 
July 7, 2004 

through 
December 26, 

2004

For the period 
December 22, 
2003 through 
July 06, 2004

For the period 
February 27, 
2003 through 
December 21, 

2003

For the period 
December 23, 
2002 through 
February 26, 

2003

Notes payable in conjunction with the acquisition of beneficial 
interest in vessel trusts $ 4,513 $ — $ — $ — $ —

Tax benefit through exercise of stock options 5,495 9,494 — — —
Equity retained by management in connection with the initial 

capitalization of the Company — 12,969 — — —
Capital lease obligations — — — 850 —
Assumption of liabilities through a capital contribution — — — — $ 1,799

Cash payments (receipts) for interest and income taxes were as follows ($ in thousands):
Horizon Lines, Inc. Predecessor-A Predecessor-B

For the period 
December 27, 
2004 through 
December 25, 

2005

For the period 
July 7, 2004 

through 
December 26, 

2004

For the period 
December 22, 
2003 through 
July 06, 2004

For the period 
February 27, 
2003 through 
December 21, 

2003

For the period 
December 23, 
2002 through 
February 26, 

2003

Interest $ 36,476 $ 13,288 $ 3,999 $ 6,544 $ —
Income taxes (7,319) 4,070 154 5,730 —
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3. Initial Public Offering and Related Transactions
Stock Split
In September 2005, the Company’s stockholders authorized a 
22.71-to-1 stock split of all outstanding shares of the Company’s 
common stock, which was effected on September 21, 2005. The 
Company also adjusted the amount of shares authorized. All 
share and per share amounts have been retroactively adjusted to 
reflect the stock split and the updated authorized share count for 
all periods presented.

Predecessor-A Stock Options
On September 26, 2005, all options outstanding under 
Predecessor-A’s stock option plan, as amended on September 20, 
2005, were exercised and all of the resulting shares of common 
stock of HLHC were exchanged for 952,325 shares of common 
stock and 731,448 shares of Series A preferred stock of the 
Company pursuant to the provisions of the Put/Call Agreement. 
As of the date hereof, all of the outstanding shares of the common 

stock of HLHC are directly owned by HLFHC and no options are 
outstanding or issuable under Predecessor-A’s stock option plan, 
as amended.

Initial Public Offering
On September 30, 2005, the Company issued and sold 12,500,000 
shares (the “Initial Shares”) of its common stock, in an initial pub-
lic offering (referred to herein as the “initial public offering”), at a 
price of $10.00 per share, less the underwriters’ discount of 7% 
per share. On October 14, 2005, the Company issued and sold an 
additional 1,875,000 shares (the “Additional Shares”) of its common 
stock to the underwriters of its initial public offering at a price of 
$10.00 per share, representing the initial public offering price to 
the public, less the underwriters’ discount of 7% per share. These 
shares were issued and sold pursuant to the exercise in full by the 
underwriters of their option to purchase additional shares from the 
Company granted to them with respect to the initial public offer-
ing. Sources and uses are as follows ($ in thousands):

Sources Uses

Common stock proceeds $ 143,750 Redeem Series A Preferred Stock $ 62,158
Available cash 40,000 Redeem 9% senior notes 52,986(a)

Payment of prepayment premium on 9% senior notes 4,769(b)

Payment of accrued interest on 9% senior notes 66
Redeem 11% senior discount notes 43,210(a)(c)

Payment of prepayment premium on 11% senior discount notes 4,753(b)

Underwriter discounts and commissions 9,790
Other fees and expenses 6,018(d)

Total sources $ 183,750 Total uses $ 183,750

(a)  Voluntary redemption of $40.0 million and $12.9 million of 9% senior notes occurred on November 2, 2005 and November 21, 2005, respectively. Voluntary 
redemption of $40.3 million and $2.9 million accreted value of 11% senior discount notes occurred on November 2, 2005 and November 21, 2005, respectively.

(b)  The Company recorded a loss on early extinguishment of debt of $13.2 million in fiscal 2005. The loss on extinguishment is comprised of the following:

Prepayment premiums on 9% senior notes $ 4,769
Write-off of deferred financing fees associated with early payment of 9% senior notes 1,898
Prepayment premiums on 11% senior discount notes 4,753
Write-off of deferred financing fees associated with early prepayment of 11% senior discount notes 1,734

Loss on early extinguishment of debt $ 13,154

(c)  Senior discount notes are issued by H-Lines Finance Holding Corp. $43.2 million represents accreted value of senior discount notes and $56.0 million of principal 
balance of senior discount notes at maturity.

(d)  Other fees and expenses primarily include legal and accounting fees.
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The following table unaudited pro forma combined financial statements are based on our historical consolidated financial statements, 
and are adjusted to give effect to the consummation of the issuance and sale by the Company of the Initial Shares and the Additional 
Shares pursuant to the initial public offering, the use of proceeds therefrom, and other related transactions, as if, in each case, such 
transactions occurred as of December 27, 2004 ($ in thousands, except share and per share amounts).

For the Year ended December 25, 2005

(Unaudited) Historical
Offering-Related 

Transactions Adjustments Pro-Forma Consolidated

Operating revenue $ 1,096,156 $ — $ 1,096,156
Operating expense:
  Operating expense 867,307 — 867,307
  Depreciation and amortization 51,141 — 51,141
  Amortization of vessel dry-docking 15,766 — 15,766
  Selling, general and administrative 114,639 (30,394)(1) 84,245
  Miscellaneous expense 649 — 649

   Total operating expense 1,049,502 (30,394) 1,019,108

  Operating income 46,654 30,394 77,048
Other expense (income):
  Interest expense, net 51,357 (8,780)(2) 42,577
  Loss on early extinguishment of debt 13,154 — 13,154
  Other expense, net 26 — 26

Income (loss) before income taxes (17,883) 39,174 21,291
Income tax expense 438 8,086 8,524

Net income (loss) (18,321) 31,088 12,767
Less: accretion of preferred stock 5,073 (5,073)(3) —

Net income (loss) available to common stockholder $ (23,394) $ 36,161 $ 12,767

Net income per share:
  Basic $ 0.38
  Diluted $ 0.38
Number of shares used in calculations:
  Basic 33,544,170(4)

  Diluted 33,570,364(4)

(1)  Adjustment represents the following:

Elimination of management fees $ 9,698
Elimination of non-employee directors stock compensation and executive restricted stock compensation 18,953
Elimination of other transaction-related expenses 1,743

  Total pro forma adjustment to selling, general, and administrative expenses $ 30,394

(2)  Reflects the change in interest expense as a result of early payments of $52,986 on the outstanding 9% senior notes and $43,210 on the outstanding 11% senior 
discount notes. This adjustment also represents a change in interest expense attributable to a 0.25% reduction in the margin applicable to the term loan facility. The 
changes in interest expense are as follows:

Reduction of interest expense on early payment of 9% senior notes $ 4,172
Reduction of interest expense on early payment of 11% senior discount notes 3,793
Reduction of interest expense from 0.25% reduction in interest rate on term loan 465
Reduction of amortization of deferred finance costs 350

  Total pro forma adjustment to interest expense $ 8,780

(3)  Represents the elimination of the accretion of the Series A preferred stock.
(4)  The following table provides a reconciliation between the number of common shares on a basic and diluted basis to give effect to the consummation of the issuance 

and sale by the Company of the Initial Shares and the Additional Shares pursuant to the initial public offering, as if, in each case, such transactions occurred as of 
December 27, 2004:

For the year ended December 25, 2005

Reconciliation of number of common shares:
Basic-actual 22,376,797
Adjustments:
Issuance of non-employee directors stock compensation and executive restricted stock compensation(a) 104,476
Issuance of shares in conjunction with common stock offering as if issued on December 27, 2004(b) 9,557,760
Issuance of shares in conjunction with exercise of underwriter’s option as if issued on December 27, 2004(c) 1,505,137

Basic-pro forma 33,544,170
Assumed exercise of employee stock options(d) 26,194

  Diluted-pro forma 33,570,364
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(a)  Represents incremental impact as if 1,854,671 restricted shares had been issued on December 27, 2004
(b)  Represents incremental impact as if 12,500,000 common shares had been issued on December 27, 2004
(c)  Represents incremental impact as if 1,875,000 common shares had been issued on December 27, 2004
(d)  On September 27, 2005, the Company granted nonqualified stock options under its equity incentive plan to members of management to purchase up to 705,100 

shares in the aggregate of the Company’s common stock at a price per share equal to the initial public offering price per share.

4. Property and Equipment
Property and equipment consist of the following ($ in thousands):

December 25, 
2005

December 26, 
2004

Vessels $ 135,164 $ 106,686
Containers 27,420 25,366
Chassis 13,453 13,443
Cranes 13,997 13,284
Machinery & equipment 17,322 11,569
Facilities & land improvement 5,508 4,250
Software 30,149 29,099
Other 1,244 1,613

  Total property and equipment 244,257 205,310
Accumulated depreciation (43,660) (15,187)

  Property and equipment, net $ 200,597 $ 190,123

During fiscal year 2005, HL acquired with available cash, for 
$25.2 million, the rights and beneficial interests of the sole owner 
participant in two separate trusts, the assets of which consist pri-
marily of two vessels, the Horizon Enterprise and the Horizon 
Pacific, and the charters related thereto under which HL operates 
such vessels. Title to each of the two vessels is held by the respec-
tive owner trustee of the relevant trust for the use and benefit of 
the owner participant and the vessels are subject to a mortgage 
securing non-recourse indebtedness of the respective owner 
trustees. HL charters each vessel from the relevant owner trustee. 
By acquiring the beneficial interests of the owner participant of 
each trust estate, HL obtained the right to the corpus of such 
estate remaining after required payments on the aforementioned 
indebtedness are made. Further, upon the repayment of such 
indebtedness at maturity on January 1, 2007, HL will be able to 
obtain title to the two vessels from the respective owner trustees 
and terminate the charter. The outstanding indebtedness secured 
by mortgages on the Horizon Enterprise and the Horizon Pacific is 
$2.3 million and $2.2 million, respectively.

5. Intangible Assets
Intangible assets consist of the following ($ in thousands):

December 25, 
2005

December 26, 
2004

Customer contracts $ 137,675 $ 137,675
Trademarks 63,800 63,800
Deferred finance costs 23,158 25,006

  Total intangibles with definite lives 224,633 226,481
Less: accumulated amortization (33,131) (10,749)

  Net intangibles with definite lives 191,502 215,732
Goodwill 306,724 306,680

  Total intangible assets $ 498,226 $ 522,412

The reduction in deferred finance costs is due to the write-off of 
$1.9 million and $1.7 million related to the 9% senior notes and 
the 11% senior discount notes, respectively, in conjunction with 
the early redemption of indebtedness.

6. Other Accrued Liabilities
Other accrued liabilities consist of the following ($ in thousands):

December 25, 
2005

December 26, 
2004

Marine operations $ 11,236 $ 12,301
Terminal operations 9,537 10,842
Vessel and rolling stock rent 24,735 24,024
Vessel operations 22,049 20,452
Fuel 9,043 7,537
Bonus 8,347 10,200
Interest 6,636 6,306
Other liabilities 26,900 22,928

  Total other accrued liabilities $ 118,483 $ 114,590

7. Long-Term Debt
Long-term debt consists of the following ($ in thousands):

December 25, 
2005

December 26, 
2004

Senior credit facility $ 246,875 $ 249,375
9% senior notes 197,014 250,000
11% senior notes 81,666 112,819
Notes issued by the owner trustees of 

the owner trusts and which are 
secured by mortgages on the vessels 
owned by such trusts 4,513 —

Total debt obligations 530,068 612,194
Current portion (2,500) (2,500)

  Long-term debt, net of current $ 527,568 $ 609,694

Senior Credit Facility
On July 7, 2004, HL and HLHC entered into a senior credit facility 
with various financial lenders, which was amended and restated 
on April 7, 2005. On September 22, 2005, the senior credit facility 
was further amended to modify the definition of “Specified IPO.” 
The senior credit facility, as amended and restated, consists of 
(i) a $50.0 million revolving credit facility and (ii) a $250.0 million 
term loan facility. As modified, the term “Specified IPO” means 
the consummation of the underwritten initial public offering of 
common stock with gross proceeds to the Company of at least 
$100.0 million and the designation of at least $40.0 million of 
proceeds to repurchase the 9% senior notes. Upon the consum-
mation of the Specified IPO the revolving credit facility increased 
to $50.0 million. The senior credit facility permits us to incur up to 
an additional $50.0 million of senior secured debt in the form of 
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term loans at the option of the participating lenders under the 
term loan facility, provided that no default or event of default under 
the senior credit facility has occurred or would occur after giving 
effect to such incurrence and certain other conditions are satisfied. 
The term loan matures on July 7, 2011 and the revolving credit 
facility matures on July 7, 2009. No amounts were outstanding 
under the revolving credit facility as of December 25, 2005 or 
December 26, 2004. However, $6.9 million and $6.0 million of 
availability under the revolving credit facility was utilized for 
outstanding letters of credit as of December 25, 2005 and 
December 26, 2004, respectively.

Principal payments of approximately $0.6 million are due quar-
terly on the term loan facility through June 30, 2010, at which 
point quarterly payments increase to $58.8 million until final 
maturity on July 7, 2011. Borrowings under the term loan facility 
bear interest at HL and HLHC’s choice of LIBOR or the base rate, 
in each case, plus an applicable margin. The margin applicable to 
the term loan facility is equal to 1.25% for base rate loans and 
2.25% for LIBOR loans. These margins decreased from 1.50% 
and 2.50%, for base rate loans and LIBOR loans, respectively, 
upon the consummation of the Specified IPO. The interest rate at 
December 25, 2005 approximated 6.3%. HL and HLHC are also 
charged a commitment fee on the daily unused amount of the 
revolving credit facility during the availability period based upon a 
rate of 0.50%.

The senior credit facility requires HL and HLHC to meet a minimum 
interest coverage ratio and a maximum leverage ratio. In addition, the 
senior credit facility contains restrictive covenants which will, among 
other things, limit the incurrence of additional indebtedness, capital 
expenditures, investments, dividends, transactions with affiliates, 
asset sales, acquisitions, mergers and consolidations, prepay-
ments of other indebtedness, liens and encumbrances and other 
matters customarily restricted in such agreements. It also con-
tains certain customary events of default, subject to grace periods, 
as appropriate. HL and HLHC were in compliance with all such 
covenants as of December 25, 2005. The senior credit facility is 
secured by the assets of HL and HLHC.

Senior Notes
On July 7, 2004, HL and HLHC completed an offering of $250.0 
million in principal amount of 9% senior notes. The 9% senior 
notes mature on November 1, 2012. Interest on the 9% senior 
notes accrues at the rate of 9% per annum and is payable in cash 
semi-annually on May 1 and November 1 of each year. The 9% 
senior notes are the general unsecured obligations of HL and 
HLHC and rank equally with the existing and future unsecured 
indebtedness and other obligations of HL and HLHC that are not, 
by their terms, expressly subordinated in right of payment to the 
9% senior notes and senior in right to any future subordinated 
debt. On or after November 1, 2008, HL and HLHC may redeem 
the 9% senior notes, in whole or in part, at a redemption price 
equal to 104.5% of the principal amount which declines to 100% 

of the principal amount in 2010. In addition, at any time prior to 
November 1, 2008, HL and HLHC can redeem all or a part of the 
notes at a redemption price equal to 100% of the principal amount 
of the 9% senior notes plus an applicable premium (as defined in 
the indenture), and accrued and unpaid interest to the redemp-
tion date. Also, at any time before November 1, 2007, HL and 
HLHC may, at their option, use net cash proceeds of one or more 
qualified equity offerings to redeem up to 35% of the principal 
amount of the 9% senior notes issued under the indenture at a 
redemption price of 109% of the principal amount of the 9% 
senior notes, plus accrued and unpaid interest. HL and HLHC 
used $57.8 million of the proceeds of the issuance and sale of the 
Initial Shares and the Additional Shares to redeem $53.0 million 
of the principal amount of the 9% senior notes and pay associated 
redemption premiums of $4.8 million.

Senior Discount Notes
On December 10, 2004, HLFHC completed an offering of $160.0 
million in principal amount of 11% senior discount notes. The 11% 
senior discount notes were issued at a discount from their princi-
pal amount at maturity and generated gross proceeds of approxi-
mately $112.3 million. The 11% senior discount notes mature on 
April 1, 2013. Until April 1, 2008, the notes will accrete at the rate 
of 11% per annum, compounded semi-annually on April 1 and 
October 1 of each year, beginning October 1, 2005, to but not 
including April 1, 2008. Beginning on April 1, 2008, cash interest 
will accrue at the rate of 11% per annum and will be payable in 
cash semi-annually in arrears on each April 1 and October 1, 
commencing October 1, 2008. The 11% senior discount notes are 
the general unsecured obligations of HLFHC and rank equally with 
the existing and future unsecured indebtedness and other obliga-
tions of HLFHC that are not, by their terms, expressly subordi-
nated in right of payment to the 11% senior discount notes and 
senior in right to any future subordinated debt. On or after April 1, 
2008, HLFHC may redeem the 11% senior discount notes, in 
whole or in part, at a redemption price equal to 105.5% of the 
principal amount which declines to 100% of the principal amount 
in 2010. In addition, at any time prior to April 1, 2008, HLFHC 
can redeem all or a part of the notes at a redemption price equal 
to 100% of the principal amount of the 11% senior discount notes 
plus an applicable premium (as defined in the indenture). Also, at 
any time before October 1, 2007, HLFHC may, at its option, use 
net cash proceeds of one or more qualified equity offerings to 
redeem up to 35% of the principal amount of the 11% senior dis-
count notes issued under the indenture at a redemption price of 
111% of the principal amount at maturity of the 11% senior dis-
count notes. HLFHC used $48.0 million of the proceeds of the 
Initial Shares and the Additional Shares to redeem $56.0 million 
of the principal amount at maturity, or $43.2 million in accreted 
value, of the 11% senior discount notes and pay associated 
redemption premiums of $4.8 million.
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Other Debt
During fiscal year 2005, HL assumed outstanding indebtedness 
of approximately $4.5 million in connection with the acquisition of 
the rights and beneficial interests of the sole owner participant in 
two separate owner trusts, the assets of which consist primarily of 
two vessels, the Horizon Enterprise and the Horizon Pacific. The 
outstanding indebtedness secured by mortgages on the Horizon 
Enterprise and the Horizon Pacific is $2.3 million and $2.2 million, 
respectively. Such indebtedness accrues at 10.6% per annum, 
with interest payments semi-annually in January and July of each 
fiscal year until final maturity on January 1, 2007.

Fair Value of Financial Instruments
The estimated fair values of the Company’s debt as of December 
25, 2005 and December 26, 2004 were $545.9 million and 

$634.5 million, respectively. The fair value of the senior notes and 
senior discount notes are based on quoted market prices. The fair 
value of the other long-term debt approximates carrying value.

Annual maturities of long-term debt obligations are as follows 
($ in thousands):

2006 $ 2,500
2007 7,013
2008 2,500
2009 2,500
2010 60,625
2011 and thereafter 477,264

$ 552,402*

* The annual maturities schedule includes the $104.0 million principal amount of 
the senior discount notes.

Notes to Consolidated and Combined Financial Statements ( c o n t i n u e d )

8. Net Income (Loss) Per Common Share
In accordance with SFAS 128, “Earnings Per Share,” basic net income (loss) per share is computed by dividing net income (loss) by the 
weighted daily average number of shares of common stock outstanding during the period. Diluted net income (loss) per share is based 
upon the weighted daily average number of shares of common stock outstanding for the period plus dilutive potential common shares, 
including stock options using the treasury-stock method and from convertible stock using the “if converted” method ($ in thousands, 
except shares and per share amounts):

Horizon Lines, Inc. Predecessor-A Predecessor-B

For the period 
December 27, 
2004 through 
December 25, 

2005

For the period 
July 7, 2004 

through 
December 26, 

2004

For the period 
December 22, 
2003 through 
July 06, 2004

For the period 
February 27, 
2003 through 
December 21, 

2003

For the period 
December 23, 
2002 through 
February 26, 

2003

Numerator:
  Net Income (loss) $ (18,321) $ 5,600 $ 7,961 $ 17,162 $ (2,049)
Less: Accretion of preferred stock 5,073 6,756 — — —

Net income (loss) available to common stockholders $ (23,394) $ (1,156) $ 7,961 $ 17,162 $ (2,049)

Denominator:
  Denominator for basic income (loss) per common share: 

Weighted average shares outstanding 22,376,797 15,585,322 800,000 800,000 *

  Effect of dilutive securities: Stock options 4,959 — 90,138 76, 805 *

Denominator for diluted net income (loss) per common share 22,381,756 15,585,322 890,138 876,805 *

Basic net income (loss) per common share $ (1.05) $ (.07) $ 9.95 $ 21.45 *

Diluted net income (loss) per common share $ (1.05) $ (.07) $ 8.94 $ 19.57 *

* For the period ending February 26, 2003, owner’s equity consisted of parent’s net investment, and thus no loss per share has been calculated.

9. Preferred Stock/Units
Non-mandatorily Redeemable Series-A Preferred Stock
In connection with the initial public offering, the Company 
redeemed all shares of its non-voting $.01 par value Series A 
Preferred Stock for $62.2 million. In addition, in January 2005, the 
Company used a portion of a dividend from HLFHC to repurchase 
$0.5 million of its Series A preferred stock. The Series-A Preferred 
stock was issued in conjunction with the capitalization of the 
Company. The Company recorded these shares at their fair value 
in accordance with FAS No. 141 “Business Combinations.” As the 
preferred shares had no coupon rate and no stated redemption 
period, management determined that a 10% discount rate and a 
one year redemption period was appropriate. The 10% discount 

rate was based upon a comparison to other similar offerings in the 
marketplace considering terms such as coupon rates, convertibility, 
and voting rights. As management’s intention at the time of issuance 
of the preferred shares was to redeem the preferred shares within 
a year after issuance, a one year period was utilized to accrete the 
shares to their redemption value. During 2005, the Company 
recorded $5.1 million of accretion of its Series A Preferred stock. 
The Company classified the value of these shares between liabilities 
and equity.

Mandatorily Redeemable Preferred Units
In connection with the purchase transaction, Predecessor-A 
issued 60,000 voting senior preferred units to CSX. The holders of 
the outstanding senior preferred units were entitled to receive a 
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preferential return equal to 10% per annum, which accrued and 
was compounded annually, before any distributions were made 
with respect to any other common units.

Predecessor-A had the option to redeem the senior preferred units 
at any time after May 27, 2005, in whole at an amount equal to 
the unreturned capital contribution of the senior preferred units 
plus accrued preferential returns. The senior preferred units were 
mandatorily redeemable by Predecessor-A at an amount equal to the 
unreturned capital contribution of the senior preferred units plus 
accrued preferential returns at the earliest of February 27, 2010 or 
a change in control of Predecessor-A. After receiving appropriate 
approval, the Company redeemed $15.0 million of preferred units 
during the year ended December 21, 2003.

In connection with the Merger on July 7, 2004, the remaining pre-
ferred units of Predecessor-A were redeemed at an amount equal 
to the unreturned capital contribution plus accrued preferential 
returns totaling $58.9 million.

10. Derivative Financial Instruments
During 2005 and 2004, the Company entered into fuel swap con-
tracts to fix the price of fuel. The contracts were accounted for as 
cash flow hedges. Accordingly, the Company recorded the fair 
value of the hedge contracts in other current assets and accumu-
lated other comprehensive income. The fair value of the hedges 
approximated $0.1 million and $0.2 million at December 25, 
2005 and December 26, 2004, respectively. The outstanding 
hedge as of December 25, 2005 is a three month hedge maturing 
in March 2006.

During 2003, Predecessor-A entered into a swap agreement with 
a bank to fix the floating interest rates on the long-term debt up to a 
notional amount of approximately $40.9 million. The agreement was 
accounted for as a cash flow hedge. Accordingly, Predecessor-A 
recorded the fair value of the hedge, which approximated $0.03 
million at December 21, 2003, and was recorded in other long-
term liabilities and accumulated other comprehensive loss.

11. Leases
The Company leases certain equipment and facilities under operat-
ing lease agreements. Non-cancelable, long-term leases generally 
include provisions for maintenance, options to purchase at fair 
value and to extend the terms. Rent expense under operating 
lease agreements totaled $74.3 million and $35.9 for the year 
ended December 25, 2005 and the period from July 7, 2004 
through December 26, 2004, respectively. Predecessor-A leased 
certain equipment and facilities under operating lease agreements. 
Non-cancelable, long-term leases generally included provisions 
for maintenance, options to purchase at fair value and to extend 
the terms. Rent expense under operating lease agreements totaled 
$43.5 million and $65.0 million for the period from December 22, 
2003 through July 6, 2004 and for the period from February 27, 
2003 through December 21, 2003, respectively. Predecessor-B 
leased certain equipment and facilities under operating lease 

agreements. Rent expense for the period December 23, 2002 
through February 26, 2003 totaled $13.8 million.

The Company leases certain equipment under a capital lease 
agreement. This capital lease agreement was assumed from 
Predecessor-A. The net book value of this equipment totaled $0.5 
million and $0.7 million at December 25, 2005 and December 
26, 2004, respectively. Depreciation expense for equipment under 
the capital lease totaled $0.2 million for the year ended December 
25, 2005, $0.1 million for the period from July 7, 2004 through 
December 26, 2004, $0.1 million for the period from December 
22, 2003 through July 6, 2004, and $0.1 million for the period 
ending December 21, 2003.

Future minimum lease obligations at December 25, 2005 are as 
follows ($ in thousands):

Period Ending December
Non-Cancelable 
Operating Leases

Capital 
Lease

2006 $ 63,296 $ 193
2007 75,752 193
2008 34,691 161
2009 34,370 —
2010 32,984 —
Thereafter 128,570 —

Total future minimum lease obligation $ 369,663 547

Less: amounts representing interest 40

Present value of future minimum lease obligation 507
Current portion of capital lease obligation 170

Long-term portion of capital lease obligation $ 337

12. Related Parties
In February 2005, the Company sold promissory notes from cer-
tain members of management, having an aggregate original prin-
cipal balance of $0.3 million, together with the right to receive the 
accrued but unpaid interest thereon, to its principal stockholder, 
CHP IV, for an aggregate purchase price equal to the aggregate 
outstanding principal amount of these notes, plus all accrued but 
unpaid interest thereon. The promissory notes were issued in con-
junction with the issuance of restricted shares to certain members 
of management.

During 2005 and the period July 7, 2004 through December 26, 
2004, the Company recorded $2.2 million and $1.5 million, 
respectively in selling, general, and administrative expenses 
related to a management agreement with Castle Harlan. In addi-
tion, in connection with the initial public offering in 2005, the 
Company recorded a charge of $7.5 million related to the termina-
tion of the ongoing management services and fee related provi-
sions of the management agreement. During 2004, the Company 
recorded $0.5 million in fees to Castle Harlan related to the issu-
ance of the 11% senior discount notes.

For the period December 22, 2003 through July 6, 2004 and the 
period ending December 21, 2003, Predecessor-A recorded 
$0.25 million and $0.30 million, respectively, in management fees 
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within selling, general, and administrative expenses to its equity 
sponsor, the Carlyle Group. At December 26, 2004, other current 
assets included $1.5 million in prepaid fees.

Predecessor-A was a lessee in an operating sublease agreement 
with CSX. Predecessor-A leased containers and vessels under 
these agreements. Lease expense during the period December 
22, 2003 through July 6, 2004 and for the period February 27, 
2003 through December 21, 2003 totaled $16.6 million and 
$21.8 million, respectively.

Predecessor-B maintained insurance coverage which transferred 
substantially all risk of loss, subject to coverage limits, related 
to workers’ compensation, automobile, and general liability except 
for seamen’s injury claims to CSX Insurance Company (“CSX 
Insurance”), an insurance company owned by CSX. Accordingly, 
loss reserve accruals for such claims were not required, except for 
per claim deductible amounts. Predecessor-B paid premiums and 
made loss reimbursements to CSX of approximately $1.0 million for 
the period ended December 23, 2002 through February 26, 2003.

Predecessor-B purchased certain intermodal services from CSX 
Intermodal (“CSXI”), a wholly-owned subsidiary of CSX under an 
operating agreement. Predecessor-B purchased rail services from 
CSXI, for the geographic areas they served, at market rates. 
Predecessor-B purchased rail transportation directly from rail car-
riers not affiliated with CSX in other geographic areas.

13. Employee Benefit Plans
Savings Plans
The Company provides a 401(k) Savings Plan for substantially all 
of its employees who are not part of collective bargaining agree-
ments. Under provisions of the savings plan, an employee is 
vested with respect to Company contributions immediately. The 
Company matches employee contributions up to 6% of qualified 
compensation. The cost for this benefit totaled $1.9 million and 
$0.8 million for the year ended December 25, 2005 and for the 
period July 7, 2004 through December 26, 2004, respectively. 
Prior to July 7, 2004 Predecessor-A maintained the plan. The total 
cost to Predecessor-A for the period from December 22, 2003 
through July 6, 2004 totaled $1.0 million and the cost for the 
period from February 27, 2003 through December 21, 2003 
totaled $1.4 million. The Company also administers a 401(k) plan 
for certain union employees with no Company match.

CSX and its subsidiaries, including Predecessor-B, maintained 
savings plans for virtually all full-time salaried employees and cer-
tain employees covered by collective bargaining agreements. 
Expense associated with these plans was $0.1 million for the 
period December 23, 2002 through February 26, 2003.

Pension Plan
The Company sponsors a defined benefit plan for certain union 
employees. The plan provides for retirement benefits based only 
upon years of service. Contributions to the plan are based on the 

projected unit credit actuarial method and are limited to the 
amounts that are currently deductible for income tax purposes.

Changes in the projected benefit obligation during the year ended 
December 25, 2005 are as follows ($ in thousands):

Projected benefit obligation at December 27, 2004: $ 1,966
Service cost 230
Interest cost 105
Actuarial (gain) or loss (279)

Projected benefit obligation at December 25, 2005 $ 2,022

Changes in plan assets during the year ended December 25, 
2005 are as follows ($ in thousands):

Fair value of plan assets at December 27, 2004: $ 49
Actual return on plan assets 9
Employer contribution 680

Fair value of plan assets at December 25, 2005 $ 738

With a measurement date of December 25, 2005, the funded 
status at December 25, 2005 is as follows ($ in thousands):

Fair value of plan assets $ 738
Projected benefit obligation 2,022

Funded status (1,284)
Unrecognized net loss or (gain) (173)
Unrecognized net transition obligation 1,334

Net amount recognized $ (123)

Amounts recognized in the balance sheet as of December 25, 
2005 are as follows ($ in thousands):

Prepaid pension asset/(accrued pension liability) $ (1,284)
Intangible asset 1,161

Net amount recognized $ (123)

Net period pension costs for the year ended December 25, 2005 
are as follows ($ in thousands):

Service cost $ 230
Interest cost 105
Expected return on assets (22)
Amortization of unrecognized net obligation or (asset) 

existing at the date of the initial application of FASB 
Statement No. 87 transition obligation 103

Net periodic pension cost $ 416

Significant assumption used at December 25, 2005 were as follows:

Weighted-average discount rate used in determining 
net periodic pension cost 6.00%

Weighted-average rate of compensation increase(1) 0.00%
Weighted-average expected long-term rate of return 

on plan assets in determination of net periodic 
pension costs 7.50%

Weighted-average discount rate used in determination 
of projected benefit obligation 6.10%

(1)  The defined benefit plan benefit payments are not based on compensation, but 
rather on years of service.

Notes to Consolidated and Combined Financial Statements ( c o n t i n u e d )
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Expected Company contributions during 2006 total $0.7 million. 
The following benefit payments, which reflect expected future ser-
vice, as appropriate, are expected to be paid ($ in thousands):

Fiscal Year End Pension Benefits

2006 $ 5
2007 8
2008 31
2009 32
2010 32
2011–2015 495

$ 603

Other Plans
Under collective bargaining agreements, the Company partici-
pates in a number of union-sponsored, multiemployer benefit 
plans. Predecessor-A and Predecessor-B also participated in a 
number of union-sponsored, multiemployer benefit plans. 
Payments to these plans are made as part of aggregate assess-
ments generally based on hours worked, tonnage moved, or a 
combination thereof. Expense for these plans is generally recog-
nized as contributions are funded. The Company made contribu-
tions of $10.0 million and $5.0 million during the year ended 
December 25, 2005 and the period from July 7, 2004 through 
December 26, 2004, respectively. Predecessor-A made contribu-
tions of $5.2 million during the period from December 22, 2003 
through July 6, 2004 and $8.8 million during the period February 
27, 2003 through December 21, 2003. Predecessor-B made con-
tributions of $1.6 million during the period December 23, 2002 
through February 26, 2003. A decline in the value of assets held 
by these plans, caused by performance of the investments in the 
financial markets in recent years, may result in higher contribu-
tions to these plans. Moreover, if the Company exits these mar-
kets, it may be required to pay a potential withdrawal liability if the 
plans are underfunded at the time of the withdrawal. However, the 
Company is unable to determine the potential amount of liability, if 
any, at this time. Any adjustments would be recorded when it is 
probable that a liability exists and it is determined that markets will 
be exited.

14. Stock Options
Predecessor-A
Predecessor-A had a stock option plan under which options to 
purchase common stock were granted to officers, key employees 
and directors at prices equal to fair market value on the date of 
grant. Prior to the Merger on July 7, 2004, there were 90,138 
shares of common stock reserved for options under the plan. 
Thirty percent of stockholder options vested over a period of five 
years commencing on December 31, 2003. The remaining sev-
enty percent vested fourteen percent per year over five years, if 
predetermined financial targets (as defined in the agreement) 
were met in the respective years by the Company. All options 
vested in full in connection with the merger on July 7, 2004. 

Options granted and the weighted average price of those options 
totaled as follows prior to the Merger on July 7, 2004:

Shares Granted
Weighted Average 

Option Price

For the period December 22, 2003 
through July 7, 2004 13,333 $199

For the period February 27, 2003 
through December 21, 2003 76,805 $100

On September 26, 2005, all options outstanding under 
Predecessor-A’s option plan, as amended on September 20, 
2005, were exercised. This exercise resulted in the net issuance 
(after the surrender by such persons of 155,012 shares in the 
aggregate of our common stock in payment in full of the exercise 
price for such options) of 952,325 shares in the aggregate of our 
common stock and 731,448 shares in the aggregate of our Series 
A preferred stock. The tax benefit realized from the exercise of 
these stock options was $5.5 million. As a result, there are no 
options outstanding or issuable under Predecessor-A’s stock 
option plan, as amended as of December 25, 2005.

Horizon Lines, Inc.
On September 16, 2005, the Board of Directors of Horizon Lines, 
Inc. authorized the issuance of up to an aggregate of 3,088,668 
shares of common stock. On September 27, 2005, the Company 
granted nonqualified stock options under its amended and 
restated equity incentive plan to members of management to pur-
chase up to 705,100 shares in the aggregate of the Company’s 
common stock at a price per share equal to the initial public offer-
ing price per share of $10.00 per share. The Company early 
adopted SFAS 123R in the fourth quarter of fiscal year 2005 and 
utilized the Black-Scholes option-pricing model to determine the 
fair value of these stock options. Of the 705,100 options, 617,600 
options vest on the third anniversary date following the date of 
grant, and the remaining 87,500 options vest on the first anniver-
sary date following the date of grant. All of the options expire ten 
years from the date of grant.

The fair value of each option grant is estimated on the date of 
grant using the Black-Scholes option-pricing model with the fol-
lowing assumptions:

2005

Expected dividend yield 4.7%
Expected stock price volatility 22.6%
Weighted average risk-free interest rate 4.11%
Expected life of options (years) 6.4
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Significant assumptions used to estimate the fair value of the 
share-based compensation awards are as follows:

Expected Life: The Company determined the expected life of the 
options utilizing the short-cut method due to the 
lack of historical evidence regarding employees’ 
expected exercise behavior. Under this approach, 
the expected term is presumed to be the mid-
point between the vesting date and the end of the 
contractual term.

Expected Volatility: Due to the lack of trading activity since the stock 
became publicly traded, the Company considered 
historical volatility of similar entities for a period 
equivalent to the expected life of the Company’s 
stock options.

The average fair value of options granted during fiscal 2005 is 
$1.51 per share. There were no forfeitures, exercises, or expira-
tions of options granted during fiscal 2005. The Company recog-
nized approximately $0.1 million in compensation costs within 
selling, general, and administrative expenses on the consolidated 
statement of operations and a deferred tax asset of approximately 
$0.04 million during fiscal 2005. The Company will recognize an 
additional $0.8 million in compensation costs on a straight line 
basis over a weighted average period of 2.5 years.

The following table summarizes information about stock options 
outstanding at the end of fiscal 2005 (in thousands, except per 
share amounts):

Notes to Consolidated and Combined Financial Statements ( c o n t i n u e d )

Options Outstanding Options Exercisable

Number Outstanding at 
December 25, 2005 Remaining Contractual Life Exercise Price

Number Exercisable at 
December 25, 2005 Average Exercise Price

705,100 9.75 years $10.00 — $—

15. Income Taxes
Income tax (expense) benefits are as follows ($ in thousands):

Horizon Lines, Inc. Predecessor-A Predecessor-B

Year Ended 
December 25, 

2005

For the period 
July 7, 2004 

through 
December 26, 

2004

For the period 
December 22, 
2003 through 
July 06, 2004

For the period 
February 27, 
2003 through 
December 21, 

2003

For the period 
December 23, 
2002 through 
February 26, 

2003

Income tax expense (benefit):
Current:
Federal $  7,028 $(1,035) $1,587 $ 6,248 $ —
State/territory 848 (66) 341 627 —

Total current 7,876 (1,101) 1,928 6,875 —

Deferred:
Federal (7,287) 4,514 2,806 3,268 (856)
State/territory (151) 130 162 433 (105)

Total deferred (7,438) 4,644 2,968 3,701 (961)

Net income tax expense (benefit) $    438 $  3,543 $4,896 $ 10,576 $ (961)

The difference between the income tax expense and the amounts computed by applying the statutory federal income tax rates to earn-
ings before income taxes are as follows ($ in thousands):

Horizon Lines, Inc. Predecessor-A Predecessor-B

Year Ended 
December 25, 

2005

For the period 
July 7, 2004 

through 
December 26, 

2004

For the period 
December 22, 
2003 through 
July 06, 2004

For the period 
February 27, 
2003 through 
December 21, 

2003

For the period 
December 23, 
2002 through 
February 26, 

2003

Income tax expense (benefit) at statutory rates: $(6,258) $  3,200 $4,500 $ 9,708 $ (1,054)
State/territory, net of federal income tax benefit 454 199 258 607 (53)
Tax credits — — — (101) —
Restricted stock compensation 5,977 — — — —
Other items 265 144 138 362 146

Net income tax expense (benefit) $    438 $  3,543 $4,896 $ 10,576 $ (961)
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In accordance with the provisions of SFAS 109 and APB No. 25, 
the Company recorded a tax benefit attributable to the recognition 
of certain tax benefits derived from the exercise of non-qualified 
stock options in the amount of $5.5 million and $9.5 million as an 
increase directly to additional paid-in capital for the years ended 
December 25, 2005 and December 26, 2004, respectively.

The components of deferred tax assets and liabilities are as follows 
($ in thousands):

December 25, 2005 December 26, 2004

Deferred tax assets:
Leases $ 22,990 $ 22,827
Allowance for doubtful 

accounts 2,198 2,937
Net operating losses and 

AMT carryforwards 16,221 7,130
Valuation allowances (3,881) (2,320)
Other 4,652 2,475

  Total deferred assets 42,180 33,049
Deferred tax liabilities:
Depreciation (21,333) (16,024)
Capital construction fund (14,117) (7,891)
Intangibles (47,407) (52,601)
Other (4,823) (8,575)

  Total deferred tax liabilities (87,680) (85,091)

Net deferred tax liability $ (45,500) $ (52,042)

The Company has net operating loss carryforwards for federal 
income tax purposes in the amount of $30.2 million and $12.9 
million for the years ended December 25, 2005 and December 
26, 2004, respectively. In addition, the Company has net operat-
ing loss carryforwards for state tax purposes in the amount of 
$46.4 million and $18.6 million for the years ended December 
25, 2005 and December 26, 2004, respectively. The federal and 
state net operating loss carryforwards begin to expire in 2025 and 
2020, respectively. Furthermore, the Company has an alternative 
minimum tax credit carryover with no expiration period in the 
amount of $1.4 million for the years ended December 25, 2005 
and December 26, 2004.

Net operating loss credits generated from tax losses in Guam 
begin to expire in 2023. In conjunction with the merger, the 
Company recorded a valuation allowance against the deferred tax 
asset attributable to the net operating loss generated in Guam in 
the amount of $2.0 million. As such, to the extent the Company 
reverses a portion of the valuation allowance, such adjustment 
would be recorded as a reduction to goodwill.

16. Commitments and Contingencies
Legal Proceedings
There are two actions currently pending before the Surface 
Transportation Board (referred to herein as the “STB”) involving 
HL. The first action, brought by the Government of Guam in 1998 
on behalf of itself and its citizens against HL and Matson Navigation 
Co. (referred to herein as “Matson”), seeks a ruling from the STB 

that HL’s Guam shipping rates, which are based on published 
tariff rates, during 1996–1998 were “unreasonable” under the 
ICC Termination Act of 1995 (referred to herein as the “ICCTA”), 
and an order awarding reparations to Guam and its citizens. 
The STB is addressing this matter in three phases. During the 
first phase, which has been completed, the STB reviewed the 
allegations set forth in the complaints that were filed by 
the Government of Guam and dismissed certain complaints while 
allowing certain other complaints to be addressed in phase two. 
During the currently on-going second phase, at the request of 
the STB, the parties fully briefed, in 2002, the threshold issue 
of what methodology should be applied in determining “rate 
reasonableness” under the ICCTA. The STB is expected to issue a 
ruling in 2006 that sets forth a standard for determining whether 
the rates charged during 1996–1998 were reasonable. During the 
third phase, the STB will apply the standard that it adopts in the 
second phase to the rates in effect during 1996–1998. If the STB 
determines that the rates charged by HL during 1996–1998 were 
unreasonable, the STB will issue an additional ruling to determine 
the persons entitled to damages and in what amounts. On June 8, 
2005, upon the motion of HL, the STB issued a decision which 
ordered the Government of Guam to show cause by June 28, 
2005 why the action should not be dismissed. The Government 
of Guam responded to this decision by asserting their intent to 
participate in the proceeding and attending oral argument in 
the second phase of the case at the STB. HL filed a response 
thereto asserting that the Government of Guam’s response is not 
sufficient to show cause. The STB issued a further order on 
September 15, 2005 canceling its show cause order and notified 
the parties that it had scheduled oral argument on the merits of the 
Phase II issues on November 16, 2005. No assurance can be 
given that the final decision with respect to this matter will be 
favorable to us. An adverse ruling by the STB in this action could 
result in significant damages. We are unable to quantify the amount 
of these damages. In the event that the STB were to issue a ruling 
whereby it accepted the Government of Guam’s proposed standard 
for the determination of “rate reasonableness” under the ICCTA, 
the STB would then need to determine whether rates charged by 
HL during 1996–1998 were reasonable under such standard. 
However, the business of HL that provided marine container ship-
ping to and from Guam during 1996–1998 was, at the time, part 
of a larger business. During 1996–1998, the Guam-related busi-
ness of HL was part of the business of Sea-Land Service, Inc., 
which included transportation, logistics and terminal services 
between and at ports in Asia, Guam, Hawaii and the U.S. west 
coast. Separate financial statements were not prepared for the 
operations of Sea-Land Service that related to marine container 
shipping to and from Guam. Accordingly, we believe that the 
actual rates of return that were earned by HL’s business with 
respect to marine container shipments to and from Guam during 
1996–1998 cannot be determined. Consequently, the absence of 
such actual rates of return would preclude the calculation of a 
reasonable rate of return based on the standard proposed by the 
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Government of Guam in the pending action. Even if each of these 
matters were determined adversely to HL, we are unable at the 
present time to determine how many citizens of Guam, on whose 
behalf the pending action has been brought by the Government of 
Guam, paid such rates during 1996–1998, or the amounts of their 
related claims, because the requisite discovery proceedings for 
that phase of the dispute have not yet begun. Apart from potential 
damages, an adverse ruling by the STB could affect HL’s current 
and future rate structure for its Guam shipping by requiring it to 
reduce its current base tariff rates and limit future rate increases 
to amounts determined to be within the “zone of reasonableness” 
contained in the ICCTA, as determined in such ruling. An adverse 
STB decision could also affect the rates that HL would be permitted 
to charge on its other routes where rates must be “reasonable” 
under the ICCTA. We have not accrued a liability relating to this 
litigation because we do not believe that an unfavorable outcome 
is probable nor can we reasonably estimate the Company’s 
exposure in the event there was an unfavorable outcome.

The second action currently pending before the STB involving HL, 
brought by DHX, Inc. in 1999 against HL and Matson, challenges 
the reasonableness of certain rates and practices of HL and 
Matson. DHX is a major freight forwarder in the domestic Hawaii 
trade. Freight forwarders typically accept less than full container 
loads of cargo, consolidate these loads into full container loads, 
and offer the full container load to the ocean carriers. Some freight 
forwarders, including DHX, also solicit full container loads from 
shippers. Among other things, DHX charged that HL and Matson 
took actions that were intended to prevent all freight forwarders in 
the Hawaii trade from competing with the carriers for the full con-
tainer load business. DHX is seeking $11.0 million in damages. In 
addition to the award of damages, an adverse ruling could affect 
HL’s current and future rate structure for its Hawaii shipping. An 
adverse STB decision could also affect the rates that HL would be 
permitted to charge on its other routes. On December 13, 2004, 
the STB (i) dismissed all of the allegations of unlawful activity con-
tained in DHX’s complaint; (ii) found that HL met all of its tariff 
filing obligations; and (iii) reaffirmed the STB’s earlier holdings 
that the anti-discrimination provisions of the Interstate Commerce 
Act, which was repealed by the ICCTA, are no longer applicable to 
our business. On June 13, 2005, the STB issued a decision that 
denied DHX’s motion for reconsideration and denied the alterna-
tive request by DHX for clarification of the STB’s December 13, 

2004 decision. On August 5, 2005, DHX filed a Notice of Appeal 
with the United States Court of Appeals for the Ninth Circuit chal-
lenging the STB’s order dismissing its complaint. HL has filed a 
Motion to Intervene, which has been granted, so it can participate 
directly in the appellate process. DHX filed an appellant brief on 
November 10, 2005. HL is currently preparing its response to the 
DHX brief. No assurance can be given that the final decision with 
respect to this matter will be favorable to us. We have not accrued 
a liability relating to this litigation because we do not believe that 
an unfavorable outcome is probable.

Environmental Contingency
During 2001, the Alaska State Department of Environmental 
Conservation (the “Department”) notified a predecessor company 
about contaminants from an underground storage tank in 
Anchorage. A $0.9 million reserve was established by such pre-
decessor company. In September 2005, the Company engaged a 
third party to remove and dispose of the underground storage 
tanks, supply and place all back fill material, and conduct testing 
of soils. The third party completed the engagement during the 
fourth quarter of 2005 and submitted an underground storage 
tank removal report to the Department. The Department con-
firmed receipt of the removal but has not conducted a site assess-
ment at this time. The third party will sample the wells again in 
April 2006 and will submit another report to the Department. The 
Company cannot estimate when the Department will perform the 
site assessment nor can it be assured that the Department will 
deem the Company free of any future exposure. The Company 
incurred costs of approximately $0.1 million in connection with 
the third party’s services, which reduced the reserve to $0.8 mil-
lion as of December 25, 2005.

Standby Letters of Credit
Horizon Lines, LLC has standby letters of credit, primarily related 
to its property and casualty insurance programs. On December 
25, 2005 and December 26, 2004, these letters of credit totaled 
$6.9 million and $6.0 million, respectively.

Labor Relations
Approximately 64.6% of the Company’s total work force is covered 
by collective bargaining agreements. A collective bargaining agree-
ment, covering approximately 20.2% of the workforce will be 
under renegotiation during 2006.

Notes to Consolidated and Combined Financial Statements ( c o n t i n u e d )



HORIZON LINES, INC.

50 | Horizon Lines

17. Quarterly Financial Data (Unaudited)
Set forth below are unaudited quarterly financial data ($ in thousands, except per share amounts):

Fiscal Year 2005

First Quarter Second Quarter Third Quarter Fourth Quarter

Operating revenue $ 257,562 $ 270,544 $ 289,075 $ 278,975
Operating income 3,841 11,957 18,393 12,463
Net income (loss) (8,173) (2,494) 3,239 (10,893)
Less: accretion of preferred stock 1,561 1,561 479 1,473

Net income (loss) available to common stockholders $ (9,734) $ (4,055) $ 2,760 $ (12,366)

Basic net income (loss) per share (.52) (.21) .14 (.38)
Diluted net income (loss) per share (.52) (.21) .14 (.38)

Predecessor-A Horizon Lines, Inc.

For the period from December 22, 2003 through December 26, 2004 First Quarter Second Quarter Third Quarter(a) Third Quarter(b) Fourth Quarter

Operating revenue $ 219,994 $ 235,854 $ 42,582 $ 208,524 $ 273,374
Operating income 2,660 16,346 1,655 25,730 5,198
Net income (loss) (536) 7,983 514 10,816 (5,216)
Less: accretion of preferred stock — — — 1,797 4,959

Net income (loss) available to common stockholders $ (536) $ 7,983 $ 514 $ 9,019 $ (10,175)

Basic net income (loss) per share $ (.67) $ 9.98 $ .64 $ .63 $ (.62)
Diluted net income (loss) per share $ (.60) $ 8.97 $ .58 $ .63 $ (.62)

(a)  Represents the period from June 21, 2004 through July 6, 2004.
(b)  Represents the period from July 7, 2004 through September 20, 2004.

18. Subsequent Events
On January 23, 2006, the Board of Directors of Horizon Lines, Inc. 
authorized the Company to grant nonqualified stock options under 
its amended and restated equity incentive plan to members of 
management to purchase up to 617,500 shares in the aggregate 
of the Company’s common stock. The nonqualified stock options 
will be granted in April 2006 and will be issued at a price equal to 
the fair market value on date of grant. The Company expects to 
record compensation expense of approximately $0.6 million per 
annum over a three-year vesting period. During 2006, the 
Company expects to record approximately $0.4 million in stock-
based compensation expense related to the April 2006 stock 
option grants.

On January 23, 2006, the Board of Directors voted to declare a 
cash dividend on its outstanding shares of common stock of $0.11 
per share, payable on March 15, 2006 to all stockholders of 
record as of the close of business on March 1, 2006.

The Company also announced that it will hold its 2006 Annual 
Stockholder Meeting on Monday, June 5, 2006 in Charlotte, 
North Carolina.
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