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Record Earnings, But Outlook is Uncertain
The Q3 earnings season had a shaky start, with companies struggling to meet lowered
expectations and growth rates tracking below recent quarters. But all of that changed
over the last two weeks, with Q3 now on track to surpass the performance of the first
two quarter of the year. There is still not much growth and most companies are still
guiding lower, prompting estimates for Q4 to come down.
But when all is said done about the Q3 earnings season, we will have a new quarterly
record for total earnings and the quarter’s earnings growth rate will likely be the best
thus far this year.
Total earnings for the 355 S&P 500 companies that have reported results already, as of
Thursday morning October 31st, are up +4.5% from the same period last year, with
67.3% beating earnings expectations with a median surprise of +2.6%. Total revenues
for these companies are up +2.9%, with 49% beating revenue expectations with a
median surprise of +0.1%.
The charts below show how the results from these 355 companies compare to what
these same companies reported in Q2 and the average for the last 4 quarters. The
earnings and revenue growth rates, which looked materially weaker in the earlier phase
of the Q3 reporting cycle, have improved.

The earnings beat ratio looks more normal now than was the case earlier in this
reporting cycle. It didn’t make much sense for companies to be struggling to beat
earnings expectations following the significant estimate cuts in the run up to the
reporting season.
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The current above average earnings beat ratio for the 355 S&P 500 companies that
have reported already confirms what many of us were suspecting all along – that
estimates had fallen enough to make it easy for companies to come ahead of them. We
see this quarter after quarter, with about two-thirds of the companies beating earnings
expectations – a good illustration of management teams’ tendency to under-promise
and over-deliver.
The composite earnings growth rate for Q3, combining the results from the 355 that
have come out with the 145 still to come, currently remains at +4.2% on +2.4% higher
revenues. It is perhaps reasonable to expect that the final Q3 earnings growth tally will
likely be not much different from the +3.4% achieved in Q2.
We may not have had much growth in recent quarters, but the expectation is for strong
growth resumption in Q4 and beyond. Estimates for Q4 have started coming down, with
the current +8.4% growth pace down from last week’s +9.1%. But as the chart below
shows, consensus estimates for Q4 and beyond represent a material acceleration in
earnings growth.
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Guidance has been overwhelmingly negative over the last few quarters and is not much
different thus far in Q3 either, a few notable exceptions aside. The weak guidance from
Starbucks (SBUX) today is just the latest in long line of industry leaders like Dow
Chemical (DOW), Caterpillar (CAT), IBM (IBM), and Intel (INTC) that offered less than
reassuring outlook.
Given this backdrop, estimates for Q4 will most likely come down quite a bit in the
coming weeks. And with the market expecting the Fed to wait till early next year to start
Tapering its QE program, investors may shrug this coming period of negative estimate
revisions, just like they have been doing for more than a year now.

Key Points
» Total earnings for the 355 S&P 500 companies that have reported results already
are up +4.5%, with 67.3% beating earnings expectations. Revenues for these
companies are up +2.9%, with a revenue ‘beat ratio’ of 49.0%.

» Unlike Q2, the Finance sector has been less of a growth driver in Q3, with total
earnings for the 79% of the sector’s total market capitalization that have reported
already, up +11.4%. The sector’s growth momentum has decelerated from the last
few quarters and industry leaders like J.P. Morgan (JPM) and Goldman Sachs (GS)
have disappointed. Excluding Finance, total earnings for the S&P 500 that have
been reported would be up +2.8%.

» Technology spotlights the ex-Finance variance from Q2, with total earnings for the
81.4% of the sector’s total market capitalization that have reported up +5.1% on
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+2.8% higher revenues. Strong growth rates at Google (GOOG) and Sandisk
(SNDK) and Micron (MU) have helped the sector reverse the negative earnings
growth trend of the last few quarters. The +5.1% earnings growth for the 52 Tech
companies that have reported compare to -11.6% earnings decline in Q2 and the 4quarter average of -3.4%.

» Total Q3 earnings for all S&P 500 companies, combing the 355 that have reported
with the 145 still to come, are expected to be up +4.2%, which reflects +2.4%
revenue growth and modest gains in margins. This compares to +3.4% earnings
growth in Q2.

» Guidance has been overwhelmingly negative over the last few quarters and the
trend from the initial Q3 reports isn’t much different. As a result, estimates for Q4
have started coming down, with the current +8.4% growth rate down from more than
+10% a few weeks back.

» While there is not much growth, the overall level of total earnings is quite high, with
total earnings in Q3 on track to reach a new all-time quarterly record at $260.4
billion, surpassing Q2’s record of $260.3 billion.

» Total earnings for the S&P 500 are expected to be up +6% in 2013 and +11.2% in
2014.
Another Quarterly Earnings Record, But Growth Challenged
The 2013 Q3 earnings season had a shaky start, with companies struggling to meet
lowered expectations and growth rates tracking below the preceding quarters. But all of
that has changed in the last couple of weeks, with Q3 now on track to surpass the
earnings performance of the first two quarter of the year, both in growth rates as well as
the absolute level of total earnings. What this means is that we appear on track to see
another quarterly earnings record, surpassing the level reached in Q2. The
improvement relative to Q2 and the last few quarters is not by much, but it is
nevertheless an improvement.
Total earnings for the 355 S&P 500 companies that have reported results, as of
Thursday, October 31st, are up +4.5% from the same period last year, with 67.3%
beating earnings expectations with a median surprise of +2.6%. Total revenues for
these companies are up +2.9%, with 49.0% beating revenue expectations with a
median surprise of +0.1%.
Here is the Scorecard for the 355 S&P 500 companies that have reported already.
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With 79% of the sector’s market capitalization already out with Q3 results, Finance
stands out for a variety of reasons. A few notable disappointments from the likes of J.P.
Morgan and Goldman Sachs aside, the sector has been able sustain its strong earnings
growth momentum of the last many quarters.
Total earnings for the sector companies that have reported are up +11.4% on -0.5%
lower revenues, with 60.6% companies beating earnings and 48.5% coming ahead of
revenue expectations. As notable as it looks, this is weaker performance for the sector
relative to recent quarters. The table below shows how the 6 (medium-level or M)
industries in the sector have fared. As you can see, the Q3 earnings season has ended
of the Major Banks and Thrifts industries.
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All the banks came out with weaker mortgage banking revenues, soft capital markets
activity particularly on the fixed income side and continued weak loan demand. The
Major Banks alone account for 46.5% of the sector’s total earnings and the +15.4% total
earnings growth for the industry is down from +30.9% in Q2 and the 4-quarter average
of +18.2%.
Finance isn’t the sole earnings growth driver in Q3, as was the case in Q2. Total
earnings outside of Finance, for the companies that have reported, are up +2.8% from
the same period last year. This compares to decline of -3.4% in total earnings outside of
Finance in Q2.
The +5.1% increase in the Technology sector’s earnings spotlights this ex-Finance
variance from Q2, when total earnings for this same group of Tech companies were
down -11.6%. The table below shows the Q3 Scorecard for the 52 Technology sector
companies that have reported results already.
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Total earnings for the Computer & Office Equipment industry, which includes all the PC
makers, are down from the year-earlier period, but the decline is less than was the case in Q2
and the last few quarters. Apple, which is part of this industry, had lower earnings compared to
the year-earlier period. The Software and Services industry, which includes players like Google
and Microsoft, more than made up for the weakness in the hardware makers, with total
earnings growth of +13.1%. The Computer & Office Equipment industry accounts for more
than 40% of the Technology sector’s total earnings, while the Software & Services industry
contributes roughly 30% of the total.

Q3 Results Compared
The Q3 reporting season didn’t compare favorably with Q2 and the last few quarters
earlier on, but the picture has turned around quite a bit over the last couple of weeks.
The table below compares the earnings and revenue growth performance for these 355
companies with what these same companies reported in Q2 and the average of the
preceding four quarters.
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As the table below of comparison at the M-Industry level for the Technology sector
shows, the growth improvement is concentrated in the Software and Semi-conductor
industries that combined account for roughly 41% of the sector’s total earnings. Growth
in the sector’s biggest industry, Computer & Office Equipment, still remains in the
negative, but it’s less negative than was the case in Q2 and the 4-qurater average.
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Unlike Technology which is presenting an improved growth picture thus far in Q3, the
Finance sector’s earnings growth has decelerated from what the sector achieved in Q2
and the 4-qurater average.
The table below shows the comparative perforance thus far for the 6 industries in the
Finance sector.

The Composite Picture: Reported + Still To Come
Table 1 below provides the composite or blended picture, combining results from the
355 companies that have reported already with the 145 that have still to report numbers.
The way to look at the composite growth rate for the quarter is that if the rest of the
companies report as currently expected, then total earnings in Q3 would be up +4.2%
on +2.4% higher revenues and almost flat margins. This is a materially improved
earnings growth picture than was the case just a few weeks ago.
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As has been the case at the start of recent quarterly earnings cycles, expectations for
Q3 fell sharply during the quarter (in the run up to the start of the reporting cycle). This
negative revisions behavior is hardly unusual as we have been repeatedly seeing this
pattern play out in recent quarters. Companies have been overwhelmingly guiding
lower, prompting analysts to cut estimates for the following quarter. We are seeing
something similar at play for Q4 earnings estimates, which have started to come down
in recent days.
The Context for Growth Expectations
Let’s take a look at how consensus earnings expectations for 2013 Q3 compare to what
companies earned in the last few quarters and what they are expected to earn in the
coming quarters. Table 2 below presents the year over year earnings growth rates expectations for Q3 and the following two quarters. It also shows consensus earnings
growth expectations for 2013 and 2014. Table 3 presents the same data for revenues.
Table 2 – Earnings Growth Context
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As is typically the case each quarter, estimates for 2013 Q3 came down in the run up to
the start of the reporting season. We are starting to see something similar at play with
estimates for Q4, with the current +8.4% growth rate down from +9.1 last week. It is
perhaps reasonable to expect current lofty Q4 earnings growth estimates to come down
as the reporting season ramps up in the coming weeks and companies provide the
usual negative guidance for Q4.
Table 3 – Revenue Growth Context

The next two tables present the same data in a different format – instead of year-overyear growth rates, we have the dollar level of total earnings and revenues for each of
these quarters.
What this tells us is that while quarterly earnings totals reached an all-time record in
2013 Q2, there hasn’t been much earnings growth. But growth is expected to resume
from the fourth quarter onwards.
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Table 4 – Total Quarterly earnings
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Table 5 – Total Quarterly Revenues
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Table 6 – Total Annual Earnings
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Table 7 – Total Annual Revenues

It may be obvious, but it’s still useful to explain what we mean by total earnings.
This means the sum total of aggregate earnings for all the companies in the S&P 500.
For historical periods through 2013 Q2, we have taken the total earnings (not EPS) for
each company in the S&P 500 and added them up to arrive at the sector and index level
totals (we do adjust reported GAAP earnings for non-recurring items, but consider
employee stock options as a legitimate business expense).
For the coming quarters, including Q2, we have taken the Zacks Consensus EPS for
each company in the index, multiplied that by the corresponding share count (from the
last reported quarter) to arrive at the total earnings for each company. And then we
aggregated them to arrive at the totals for each sector and the index as a whole. The
lack of accuracy in real-time share count notwithstanding, this gives us a fairly accurate
view of the total earnings picture.
In plain language, what Table 4 tells us is that companies in the S&P 500 are on track to
earn $260.4 billion in 2013 Q3 vs. $260.3 billion in Q2 and $250.0 billion in 2012 Q3.
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Here are a couple of quick takeaways from Table 4.
The overall level of total earnings is very high. In fact, total earnings are on track to
reach a new all-time quarterly record in Q3, surpassing the prior record achieved in the
preceding quarter (Q2).
There hasn’t been much growth in recent quarters, but the expectation is for a trend
reversal going forward. Growth has barely exceeded +3% over the last few quarters and
final growth rate of Q3 will likely not be much different (expectation is for +4.2%). But
growth is expected to ramp up materially in 2013 Q4 and continue into 2014. Current
expectations are for earnings growth of +8.4% in Q4 and +11.2% in 2014 as a whole.
Where Will the Growth Come From?
There is some truth to the claim that the current record level of corporate profits,
whether in absolute dollar terms or as a share of the GDP, does not mean that earnings
have to necessarily come down. But earnings don’t grow forever either as current
consensus expectations of double-digit growth next year and beyond seem to imply.
After all, earnings in the aggregate can grow only through two avenues - revenue
growth and/or margin expansion.
Revenue growth is strongly correlated with 'nominal' GDP growth. If the growth outlook
for the global economy is positive or improving, then it’s reasonable to expect corporate
revenues to do better as well. But the global economic growth outlook is at best stable,
definitely not improving as the recent estimate cuts by the IMF shows.
The U.S. economic outlook has certainly stabilized and GDP growth in Q4 is expected
to be modestly better than Q3’s growth pace. The expectation is for growth to materially
improve in 2014, with consensus GDP growth estimates north of +3% for 2014 and
even higher the following year. Europe isn’t expected to become an engine of global
growth any time soon, but the region’s recession has ended and its vitals appear to be
stabilizing. The magic of Abenomics is expected to revitalize Japan, but it’s nothing
more than a hope at this stage. In the emerging world, sentiment on China has
improved, but India, Brazil, Turkey and other former high flyers appear to be struggling.
All in all, this isn’t a picture to get overly excited about. But with almost 60% of the S&P
500 revenues coming from the domestic market, the expected GDP ramp up next year
should have a positive effect on corporate revenues, which are expected to increase by
+4% in 2014. But in order to reach the expected +11.2% total earnings growth in 2014,
we need a fair amount of expansion in net margins to compliment the +4% revenue
growth.
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The Margins Picture
Net margins in Q3 are expected to be up 77 basis points from the same period last
year, with ex-Finance margins expected to be up 29 basis points.
Table 8 below shows the year-over-year and quarter-over-quarter changes for the
current and preceding quarters, as well as the year-over-year changes for last year, this
year, and next year.
Table 8: Change in Net Margins

Table 9 below puts the net margin expectations for Q3 in the context of where they have
been in the preceding five quarters and where they are expected to go in the coming
quarters. As you can see, quarterly net margins are expected dip below the preceding
quarter’s level in Q2, but the expectation is for a nice jump from Q3 onwards.
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Table 9: Quarterly Net Margins

The table below shows net margins on a trailing four-quarter basis. So, the 9.7% net
margin for 2013 Q3 reflects estimates for Q3 and actuals for the preceding three
quarters, and so on.
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Table 10 below of annual net margins provides the full context for margins since the
start of the current earnings cycle in 2009. As you can see, aggregate net margins for
the S&P 500 peaked in 2006 and are expected to get past that level in 2013.
Given Finance’s relatively flaky margins and the sector’s outsized role in the index back
then, it is even more instructive to look at the ex-Finance net margins, which are
basically the margins for everything else outside of Finance. As you can see, exFinance margins are already at peak levels. But consensus earnings expectations
reflect even more gains this year and next. It may not be unreasonable to be skeptical
of these margin growth expectations.
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Table 10: Annual Net Margins

Margins follow a cyclical pattern. They expand as the economy comes out of a
recession and companies use existing resources in labor and capital to drive business.
But eventually capacity constraints kick in, forcing companies to spend more for
incremental business. At that stage, margins start to contract again.
We may not be at the contraction stage yet, but we do need to buy into fairly optimistic
assumptions about productivity improvements for current consensus margin expansion
expectations to pan out.

www.Zacks.com

21

Zacks Earning Trends

October 31, 2013

Market Cap vs. Total Earnings
The charts below show the share of total earnings for 2013 as well as the share of total
market capitalization for each of the 16 Zacks sectors. Since the S&P 500 is a marketcap weighted index, each sector’s market cap share is also its index weight. Finance is
on track to regain its leadership position in the index in terms of earnings contribution
this year, though it still remains significantly below its record 27% share of the index
earnings in 2007. The sector is expected to edge out Technology as the largest
earnings contributor this year.
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Want more information about this report or about Zacks Investment Research?
Contact Terry Ruffolo at 312-265-9213 or at truffolo@zacks.com
Visit the Zacks Media Room at zacks.com/media-room

Disclosure: This material is being provided for informational purposes only and nothing
herein constitutes investment, legal, accounting or tax advice, or a recommendation to
buy, sell or hold a security. No recommendation or advice is being given as to whether
any investment or strategy is suitable for a particular investor. It should not be assumed
that any investments in securities, companies, sectors or markets identified and
described were or will be profitable. All information is current as of the date of herein
and is subject to change without notice. Any views or opinions expressed may not
reflect those of the firm as a whole.
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