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Contributions Tend to Be More than Expected, Plus a Few Headwinds
Exhibit 1: Actual and Expected Pension Contributions 2004-2014E, S&P 500

Note: Expected pension contributions are the company estimates disclosed in prior year 10-Ks.
Expected pension contributions are taken to be the midpoint when the company provides a range.
Source: Company filings and ISI Group estimates

•

S&P 500 companies are expecting to contribute $16 billion less to their pension plans in 2014,
providing a potential boost to cash flows. There are 44 companies where it could drive up cash flows by
more than 5%. Lower pension contributions could mean more cash to reinvest in the business, pay a
dividend, pay down debt, buy back stock, do some M&A etc.

•

Be careful with company estimates of pension contributions. Over the past ten years the S&P 500
companies contributed more to their pension plans than they were expecting 71% of the time and their
estimates aren’t all that accurate as pension contributions were within plus or minus 10% of the company’s
“best estimate” only 28% of the time.

•

Don’t count your cash flow chickens before they hatch. Before counting on the cash freed up by lower
pension contributions to be a sustainable source of funding for a buyback, increased capex, etc. don’t
forget that companies tend to contribute more to their pension plans than expected, pension contributions
already fell by 27% last year to $56 billion (the lowest level since 2008) and last but not least the plans are
facing a few headwinds which could keep contributions elevated, including new mortality tables coming this
year (resulting in larger pension obligations), withering pension funding relief and it’s been a tough year for
pensions so far (interest rates are down and the stock market has produced very little return).

*See the last page for an important disclosure regarding these stocks and this report.
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Don’t Count on Pension Boost to Cash Flows
2013 was a very good year for many defined benefit pension plans, the combination
of a soaring stock market and higher interest rates helped the funded status of the
S&P 500 pension plans improve by $235 billion, from $463 billion underfunded (77%
funded) in 2012 to $228 billion underfunded (88% funded) at the end of 2013. That’s
the biggest one year improvement in pension funded status in quite some time, but
it was not as good as the $300 billion improvement that we had been looking for
(see our January 9, 2014 report, Pension Party, Rates Up + Stocks Up = Over $300
Billion Jump in Funded Status). The biggest disconnect between our estimates and
what actually happened was that the pension obligations did not shrink by as much
as expected driven mostly by companies using lower discount rates than we had
assumed.
Regardless, the plans got healthier last year and that’s good news for a number of
reasons, including that it should result in lower pension costs (boosting earnings).
More important in theory is that a better funded pension plan has less of a claim on
the company (leaving more for the shareholders) and companies might contribute
less to their pension plans (boosting cash flows). So instead of making pension
contributions the company could reinvest in the business, pay a dividend, pay down
debt, buy back stock, do some M&A etc.

Party Pooper, Improvement in Funded Status Might Not Be Sustainable
Higher earnings and higher cash flows sure do sound like a pension party. But
before you start doing the Kid N Play dance ask yourself whether it’s sustainable.
Because if the improvement in the pension plan is only temporary you might not
want to give companies too much credit for it. In other words you need to take into
account the risk in the plan, sure most pension plans are healthier but if the
company hasn’t done anything to try and protect the plan’s health it could head right
back down the pension roller coaster again resulting in increased pension
underfunding, higher contributions (drag on cash flows) and higher pension costs
(drag on earnings).
Especially since pension plans are facing a few headwinds including new mortality
tables coming this year which will show people living longer resulting in larger
pension obligations (that’s not in anyone’s numbers, yet), increased PBGC
premiums and pension funding relief (MAP-21) is withering over the next few years
which could eventually drive pension contributions higher (unless Congress
provides yet another round of relief). In addition this year has been a tough one for
pensions so far, interest rates are down around 50 basis points and the stock
market is up only about 2.5% (S&P 500).

Pension Contributions Headed Lower in 2014…We’ll Believe
It When We See It
But last year was a good one for pensions so companies will be contributing less to
their pension plans this year, right? Not so fast, the big pension boost to cash flows
might have already happened, last year. The S&P 500 companies contributed $56
billion to their pension plans in 2013, that’s down 27% from the $77 billion
contributed in 2012 and the lowest level since 2008. The $21 billion drop in pension
contributions may have helped drive cash flow from operations 1% higher in the
aggregate (assuming that all pension contributions are in cash and tax deductible
using a 35% tax rate). The sectors where cash flows benefitted the most are
Industrials (4%), Telecom (4%) and Consumer Staples (2%).
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According to the companies’ own estimates, pension contributions will head even
lower in 2014 helping drive cash flows higher. Remember, companies are required
to disclose (annually) their “best estimate” of the contributions they expect to make
to the pension plan during the next fiscal year (there are even a handful of
companies that go beyond that). The focus of this report is on pension contributions
and how they might change this year relative to last year (we plan to follow up with a
look at pension contributions in 2015 and beyond using our pension model which
provides a five year forecast of required contributions).

Companies Tend to Contribute More to Pensions Than Expected
In Exhibit 2 we compare expected pension contributions in the aggregate for the
S&P 500 (that we pulled from the 10-Ks for each company) to actual contributions
for the past ten years. As you can see the actual contributions came in higher than
expected each year, the estimates were closest in 2013 (86% of actual).
When we look to 2014 we find that the S&P 500 companies are expecting to
contribute $40 billion to their pension plans that’s down $16 billion or 28% from the
$56 billion contributed during 2013. We’ll have to wait and see whether that actually
results in lower pension contributions, if the past is any indicator look for
contributions to come in higher than expected especially if the plans have a rough
year.
Exhibit 2: Actual and Expected Pension Contributions 2004-2014E, S&P 500

$16 Billion drop in
contributions frees up
about 1% of cash flow in
aggregate, but more than
5% for 44 companies.

Note: Expected pension contributions are the company estimates disclosed in prior year 10-Ks.
Expected pension contributions are taken to be the midpoint when the company provides a range.
Source: Company filings and ISI Group estimates

The expected drop off in pension contributions this year would impact some sectors
more than others as you can see in Exhibit 3. Consumer Discretionary would see
the biggest drop off in pension contributions at nearly $5 billion followed by
Industrials, Health Care and Financials. On the other hand there are only two
sectors where pension contributions are expected to increase in 2014, Energy and
Telecom.
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Exhibit 3: Expected Change in Pension Contribution This Year by Sector, S&P 500

When we drill down to individual companies we find that of the 345 companies in the
S&P 500 with defined benefit pension plans there are 215 expecting a drop off in
pension contributions in 2014, 102 companies are expecting to see an increase and
28 companies are expecting no change. At the top of the list are the ten companies
on the left hand side of Exhibit 4 expecting the biggest drop off in pension
contributions (those companies account for 40% of the aggregate drop). On the right
hand side of Exhibit 4 are the ten companies that expect to see the biggest yearover-year increase in pension contributions.
Exhibit 4: Biggest Expected Drop & Increase in Pension Contributions This Year, S&P 500

Lower Pension Contributions Could Boost Cash Flow, If They Happen
In the aggregate we estimate the expected drop off in pension contributions of
nearly $16 billion frees up about 1% of trailing five year average cash flow from
operations (assuming all of the contributions are in cash and are tax deductible
using a 35% tax rate). Not all that significant in the aggregate, but a different picture
emerges when you take a look at specific companies, we find 44 companies where
the projected drop in pension contributions would provide a more than 5% boost to
cash flow from operations, including the ten companies in Exhibit 5 that are at the
top of the list where lower pension contributions could drive cash flow higher by
more than 13%.
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Exhibit 5: Biggest Boost to Cash Flow from Expected Drop in Pension Contributions

There are some companies that have highlighted lower pension contributions as
helping to free up cash for other purposes, for example Dan Glaser the President
and CEO of Marsh & McLennan had the following to say during the first quarter
earnings call:
With this level of growth combined with lower calls on our cash for pension
and restructuring, we anticipate generating substantially higher levels of
cash flow for dividends, share repurchase, and acquisitions. In 2013 we
allocated $1.2 billion to these three items. In 2014, we expect capital
available for dividends, share repurchase, and acquisitions to grow 75% to
$2.1 billion

Not the Highest Quality Cash Flow
But we’d suggest some caution before counting on the cash freed up by lower
pension contributions to be a source of funding for a buyback, dividend, increased
capex, etc. For example, over the past ten years the companies in Exhibit 5
contributed more to their pension plan than expected 72% of the time, including
three companies (Lockheed Martin, Northrop Grumman and Harley Davidson)
where pension contributions came in higher than expected every year. The only
company where contributions came in lower than expected more often than not was
Ford, but that might be due to rounding more than anything else.
As for the 102 companies that are expecting to see an increase in pension
contributions, there are only five (Goodyear Tire, Motorola, Northern Trust Corp,
Alcoa Inc and LSI Corp) where the after-tax increase is more than 5% of the trailing
five year average cash flow from operations.

Be Careful With Company Estimates
Before you get too carried away with the analysis so far and give companies credit
for the additional cash flow that they could have in 2014 because of a drop in
pension contributions, you might want to know whether these estimates are any
good. To find out, we compared what companies have been saying they were going
to contribute to their pension plans for the past 10 years (ever since the disclosure
was required) with what companies actually put in the plan. As you can see in
Exhibit 6, companies tend to contribute more to their pension plans than what they
had been expecting. That said with an R-squared of 0.7, it appears as if the
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company estimates of expected contributions explain some of the changes in
pension contributions from year-to-year.
Exhibit 6 : Actual vs Expected Pension Contributions, S&P 500 (2004-2013)

S&P 500 companies
have contributed more
than expected to their
pension plans 71%of
the time over the past
ten years.

Note: Expected pension contributions are the company estimates disclosed in prior year 10-Ks.
Expected pension contributions are taken to be the midpoint when the company provides a range.
Source: Company filings and ISI Group estimates

Don’t Count Your Cash Flow Chickens Before They Hatch
Clearly you might want to exercise some caution when it comes to trusting company
estimates of future pension contributions or any other accounting estimate for that
matter (remember every line in the financial statements is prone to some amount of
manipulation but you should be the most skeptical about those line items that
involve the greatest degree of management judgment).
Over the past ten years, the S&P 500 companies contributed more to their pension
plans than they were expecting 71% (not the same as R-squared) of the time
(maybe due to poor performance in the plan or the company came into some
additional cash flow, not that we have yet to find a link to either) and contributed less
than expected 20% of the time. In other words companies tend to set the
expectations for pension contributions too low (so don’t count your cash flow
chickens before they hatch).
In addition the company estimates aren’t even that close, over the past ten years
actual pension contributions were within plus or minus 10% of expectations only
28% of the time (remember, these are the companies own “best estimates”). Heck,
companies contributed more than double what they were planning 23% of the time.
Moral of this story, be careful with company estimates.
That said the companies are pretty good at getting the direction right, when pension
contributions are expected to drop year-over-year they did 62% of the time and vice
versa pension contributions increased 87% of the time when companies were
expecting them to head higher.
We also decided to take a look at whether any companies were consistently wrong,
in other words did they consistently contribute more or less than expected. We
found 70 companies where in each year for which we have data the actual pension
contributions came in higher than what the company had been expecting. Including
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four companies that have each contributed over $5 billion more than what they had
been expecting, General Motors, Lockheed Martin, Johnson & Johnson and Bank of
America.
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ANALYST CERTIFICATION: The views expressed in this Report accurately reflect the personal views of
those preparing the Report about any and all of the subjects or issuers referenced in this Report. No part of
the compensation of any person involved in the preparation of this Report was, is, or will be directly or
indirectly related to the specific recommendations or views expressed by research analysts in this Report.
DISCLOSURE: Neither ISI nor its affiliates beneficially own 1% or more of any class of common equity
securities of the subject companies referenced in the Report. Neither the persons preparing this research
report or members of their households have a financial interest in the securities of the subject companies of
this research report. At various times, the employees and owners of ISI, other than those responsible for
preparing this research report, may own, buy, or sell the securities discussed in this research report for the
purposes of investing or trading. None of the persons preparing this research report or members of their
households serves as director, officer, or advisory board member of the subject company. ISI does not usually
make a market in the subject securities, nor is ISI currently making a market in the subject securities. No
person(s) preparing this research Report has received non-investment banking compensation from the subject
company in the past 12 months. ISI does and seeks to do business with companies covered in this research
Report and may have or has received non-investment banking compensation in the past 12 months (payment
for research).
DISCLAIMER: This material is based upon information that we consider to be reliable, but neither ISI nor its
affiliates guarantee its completeness or accuracy. Assumptions, opinions and recommendations contained
herein are subject to change without notice, and ISI is not obligated to update the information contained
herein. Past performance is not necessarily indicative of future performance. This material is not intended as
an offer or solicitation for the purchase or sale of any security.
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