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It’s All About Q3 Guidance

Earnings headlines will be the primary catalyst for stocks in the coming days as the Q2
earnings season takes center stage. We have only a handful of companies reporting
this week, but the cycle really ramps up next week when more than 60 S&P 500
members coming out with Q2 results.

The chart below shows weekly schedule for how Q2 results will come out.
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The earnings growth expected in Q2 represents an improvement over what we got in
the preceding quarter. But that’s not really saying much give how weak Q1 was. Total
Q2 earnings for companies in the S&P 500 are expected to be up +3% on +1% higher
revenues and a modest uptick in net margins. Estimates fell as the quarter unfolded, a
trend that we has been in place quarter after quarter for almost two years now, with the
current +3% earnings growth down from +5.5% at the start of the quarter.
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— Evolution of Q2 Estimates
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The magnitude of negative revisions in Q2, however, was relatively on the lower side
relative to other recent quarters, likely indicating the analyst community’s improving
growth outlook. Lower negative revisions to Q2 estimates could be interpreted to mean
that estimates not ‘low enough’ for companies to easily beat. But given management
teams’ well-earned reputation for anchoring analysts’ expectations, this seems like a
low-probability event.

The more likely scenario is that we will see a repeat performance, with roughly two-
thirds of the companies beating earnings estimates. But more important than beat
ratios, the element of interest for the market will be how estimates for Q3 and beyond
evolve in the coming days and weeks. As you can see in the chart below, consensus
expectations reflect a material ramp up in the growth trajectory in the coming quarters.
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Projected Earnings Growth
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Guidance has been overwhelmingly weak for quite some time, keeping the revisions
trend firmly in the negative direction. Any improvement on that front will be a notable
positive in the earnings picture and will validate the market’s gains thus far. On the other
hand, it will be hard for the market to hold its ground in the face of continued negative
guidance and revisions trends.

Key Points

» The 2014 Q2 earnings season has gotten underway. Alcoa (AA) came out in style in
its quarterly report, but it was preceded by 22 S&P 500 members with May fiscal
quarters. Alcoa’s reassuring report notwithstanding, it is way too early to read
anything into the results thus far.

» Total earnings in Q2 are expected to be up +3.0% on +1.0% lower revenues and
modest gains on the margins front. As has been the case quarter after quarter for
almost two years, estimates for Q2 fell as the quarter unfolded. That said, the growth
rate expected in Q2 represents an improvement over what was expected in the prior
guarter at a comparable stage.

» Three sectors — Utilities, Construction and Business Services — are expected to
show double-digit growth rates in Q2. The Finance sector is expected to see another
guarter of earnings decline, with total earnings for the sector expected to be down -
3.6% from the same period last year. This would follow -7.1% decline in the sector’'s
earnings in Q1. But while the sector's Q1 weakness was mostly due to Bank of
America (BAC), the Q2 weakness is broad-based.

» Total earnings for the Utilities sector, the strongest price performer in the S&P 500
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year to date, are expected to be up +11.3% after the +18.1% gain in Q1. The sector
was a beneficiary of the frigid weather in Q1, the Q2 growth pace is a bit misleading
as it primarily reflects easy comparisons for Verizon (VZ), which we place in the
sector.

» Total earnings for the Technology sector are expected to be up +6.4% from the
period last year on +4.7% higher revenues. This would follow +3.3% earnings
growth for the sector on +2.7% higher revenues in Q1.

» Beyond Q2, earnings growth for the S&P 500 is expected to accelerate to +5.6% in
Q3 and +8.9% in Q4, with growth in the second half of the year ramping up to +7.3%
from the first half's +1.9% pace. Total earnings are expected to be up +7.2% in 2014
and +11.7% in 2015.

Q2 Earnings Season Gets Underway

The 2014 Q2 earnings season has gotten underway, with results from 22 S&P 500
companies with fiscal quarters ending in May already out (Alcoa is the first S&P 500
member on calendar quarter to report results each quarter). A handful of companies are
reporting this week, but the reporting cycle gets into high gear next week, with more
than 60 S&P 500 members reporting results.

Total earnings for the these 22 companies are up +11.1% from the same period last
year, with 56.5% beating expectations. Total revenues for these companies are up
+6.6%, with 72.7% beating revenue expectations. We don’t have enough of a sample
size to draw any conclusions at this early stage, but the earnings and revenue growth
rates are broadly in-line with what we saw from the same group of companies in 2014
Q1 and the average for the preceding four quarters.

The table below provides a Scorecard for the 22 companies that have reported results,
as of Tuesday July 8th, 2014.
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Scorecard % Reported Q2 Earnings Q2 Revenue
Zacks Seciors ooy Mkt O et gedl Nedap
ap %

Cons. Staples 11.8% 5.2% 23.8% 50.0% -0.1 7.1% 50.0% -0.2
Cons. Discretionary 6.1% 9.9% 1.3% 100.0% 201.3 8.7% 100.0% 11
Retail/Wholesale 14.0% 11.0% 2.7% 16.7% -2.0 5.2% 66.7% 0.2
Medical 0.0% 0.0% NRPT NRPT NM NRPT NRPT NM
Autos 0.0% 0.0% NRPT NRPT NM NRPT NRPT NM
Basic Materials 48% 11.7% -4.5%  100.0% 4.5 0.0% 0.0% -2.7
Industrial Products 4.0% 1.2% #DIV/O! 0.0% 0.0 NRPT NRPT NM
Construction 8.3% 7.0% 43.3% 100.0% 19.6 27.6%  100.0% 9.8
Conglomerates 0.0% 0.0% NRPT NRPT NM NRPT NRPT NM
Technology 7.8% 8.6% 18.5% 80.0% 11.3 7.7% 80.0% 2.6
Aerospace 0.0% 0.0% NRPT NRPT NM NRPT NRPT NM
Oil/Energy 0.0% 0.0% NRPT NRPT 0.0 NRPT NRPT 0.0
Finance 0.0% 0.0% NRPT NRPT NM NRPT NRPT NM
Utilities 0.0% 0.0% NRPT NRPT NM NRPT NRPT NM
Transportation 9.1%  13.5% 7.5% 100.0% 4.2 3.5%  100.0% 1.9
Business Services 9.1% 11.7% 72%  50.0% 21 14.1%  100.0% 3.0
S&P 500 4.6% 4.3% 11.1% 56.5% 3.7 6.6% 72.7% 11
ex Finance 5.5% 5.1% 11.1% 56.5% N/A 6.6% 72.7% 0.0

Source: Zacks Investment Research,
Inc.

Data as of: 7/8/14 11:38 AM www.zacks.com
Expectations for Q2

For the S&P 500 as a whole (combining the results from the 22 companies that have
reported with estimates for the remaining 478), total earnings in Q2 are expected to be
up +3% from the same period last year, on +1% higher revenues and modestly higher
margins.

Estimates have been steadily coming down as the quarter unfolded, with the current
expected +3% growth down from 5.5% at the start of the quarter. The negative revisions
trend was widespread across all sectors, but was particularly pronounced for Basic
Materials, Autos, Consumer Discretionary, and Finance. Estimates for the Medical and
Aerospace sectors modestly went up. The magnitude of negative revisions in Q2,
however, was relatively on the low side compared to other recent quarters, likely
indicative of the analyst community’s improving growth outlook.

Actual results will be better than these pre-season expectations, a function of
management’s excellent track record of anchoring Wall Street expectations — CEQO’s
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know that it pays to under-promise and over-deliver. Roughly two-thirds of the S&P 500
members typically beat earnings expectations every quarter (small-cap stocks in the
Russell 2000 and S&P 600 indexes beat at much lower levels). So, more results along
those lines would be nothing new and wouldn’t tell us much about the health of
corporate earnings.

What we haven’t seen for a while instead is some evidence of strength on the revenue
front and favorable comments from management teams about business outlook.
Corporate guidance has been negative for almost two years now, causing estimates to
keep coming down and the long hoped-for earnings growth turnaround getting pushed
forward. Guidance is important in any earnings season, but it is particularly important
this time around given the relatively elevated expectations for the second half of the
year and beyond.

Consensus estimates for 2014 Q3 and Q4 have held up quite well, even as
expectations for Q2 came down over the last few months. Total earnings are expected
to be up +7.3% in the second half of the year after the +1.9% growth pace in the first
half of the year. We started last year with somewhat similar hopes, but had to sharply
‘revise’ those estimates as the year unfolded, with the starting point of the hope-for
growth turnaround getting pushed to this year instead.

The table below provides a summary view of the expectations for 2014 Q2.
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fZacks Sectors Year-over-Year Growth
Earnings Revenue Margins
20 16 20 1G 20 16
14E 14A 14E 14A 14E 144

Cons. Staples 1.6% 2.4% -5.5% -0.2% 0.85% 0.24%
Cong. Discretionary 4. 2% 13.7% 4.0% 47% 0.02% 0.77%
Retail'Wholezale 258% -2.2% 5.0% 3.8% -010%  -0.28%
Medical 3.7% 6.4% 22% 20% -042% -0.15%
Autos 55%  221% 320  219% _D.45% _1.08%
Basic Materials 25% -3.8% 22% 12% 0.03% -0.50%
Industrial Products 0.56% 6.8% -1.6% -24% 0.20% 0.71%
Construction 11.4% 79% 40% -1.2% 0.35%% 0.36%
Conglomerates T.7% -5.8% 36% -33% 041% -0.27%
Technology 6.4% 3.3% 4.7% 27% 0.25% 0.10%
Agrospace 1.8% 5.1% -0.5% 06% 0.17% 0.33%
OilEnergy 8.1% -1.5% -2.5% 0.8% 082% -0.15%
Finance -3.6% -7.1% £89% -152% 0.55% 1.44%
Utilities 11.3% 18.0% 05% 11.2% 0.95% 0.56%
Transportation -3.9% 6.4% 5.8% 3.4% -0.85% 0.18%
Business Services 10.4% 9.7% T.9% 5.0% 0.35% 0.62%
58P 500 3.0% 0.8% 1.0% .M 0.20% 0.02%
ex Finance 4.8% 3.0% 2.2% 32% 0.22% -0.02%

Source: Zacks Investment Research, Inc.

Data as of: Tig4 10:47 AM www.zacks.com

Note: Here are few key points to keep in mind while reading this report.

a. All the earnings analysis in this report pertains to the S&P 500 index, a handy proxy for the entire
business world.

b. We divide the corporate world into 16 sectors compared to the official S&P 10 GICS. We have stand-
alone sectors like Autos, Construction, Conglomerates, Aerospace, Transportation and Business
Services that provide for a better understanding of trends in these key areas of the economy.

c. All references to ‘earnings’ mean ‘total earnings’ and not ‘median EPS’.

d. We make adjustments to reported GAAP earnings to account for non-recurring or one-time items, but
we do consider employee stock options (ESOSs) as a legitimate business expense. Unlike Zacks, Wall
Street and all other data vendors don't treat ESO’s as a recurring business expense.

As you can see table above, the Q2 growth rate represents an improvement over the
preceding quarter, with the Energy sector representing a notable gainer.

Finance Becoming Less of a Growth Contributor

Finance is the biggest earnings contributor in the S&P 500 index, accounting for roughly
1/5" of the index’s total expected earnings in 2014 (Technology is expected to bring in
about 1/6" of the total). For the large money-center banks and the brokers, the
backdrop has been tough in the quarter, with lackluster consumer and corporate
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activities, soft trading volumes, and comparisons for mortgage banking remaining
unfavorable. Additionally, reserve releases are slowing and legal costs remain high.

The table below shows growth expectations for the 7 medium-level (or M-level)
industries in the Finance sector.

Earnings Growth (YoY)
1Q 40 30 20Q

Zacks M Industries

Finance 15E 14E 14E 14E

BAMKS-MAIOR 17.2% 3.5% -2.8%  -13.5% -13.6% 17.4%
BAMKS & THRIFTS -8.8% -5.7% 13.0% -2.8% -6.6% -2.9%
FINAMCE 1.6% 17.5% 11.0% 4.0% 3.9% 8.8%
INSURANCE -22.1% 3.0% -4.5% -4.2% -B.7% 57.2%
INVEST BKRS-MGRS 1.3% 5.3% 7.2% -3.2% 8.4% 6.3%
INVESTMENT FUND 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
REAL ESTATE 141.1%  193.8% 167.8%  103.7% 18.7% -5.9%

Finance Sector

10.7%

Of the notable sub-industries within the sector, the Major Banks, Insurance, and
Investment Brokers & Managers account for almost 90% of the sector’s total earnings
and are expected to show earnings declines. The table above shows the earnings
growth rates on a year-over-year basis. Sequentially, earnings growth is up at the Major
Banks and down at the Insurance and Investment Brokers/Managers.

Will Technology Growth Ramp Up?

The Technology sector, the second largest earnings contributor to the S&P 500 index,
hasn’t been much of a growth driver in recent quarters. Q2 is somewhat better, but not
by a lot, with total earnings for the sector expected to be up +6.4% on +4.7% higher
revenues and a 26 basis-points decline in net margins. This follows +3.3% earnings
growth for the sector in 2014 Q1 on +2.7% higher revenues and 10 basis points higher
net margins.

The table below shows the earnings growth expectations for the 7 industries in the
sector. As you can see, we include the Telecom equipment and services industries
within the Technology (Telecoms is a stand-alone sector in the official S&P GICs
classification).

A ZACKS
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Zacks M Industries Earnings Growth (YoY)

40 3Q 2Q
Technology 14E 14E 14E
COMPUTER-OFFICE EQUIPMENT 8.1% 5.0% -0.2% -0.5% -2.1% 1.5%
COMPUTER SOFTWARE-SERVICES -4.5% 4.2% 3.2% 3.7% 0.1% 1.3%
ELECTROMIC-SEMICONDUCTORS 12.9% 10.9% 11.6% 46.8% 50.1% 46.1%
ELECTROMICS 12.0% 7.8% -6.9% -5.2% 2.1% 14.1%
MISC TECHNOLOGY -12.5% 11.0% 24.6% 27.3% 48.7% B4.2%
TELECONMMUMICATIONS EQUIPMENT 8.1% 18.8% 17.9% 1.4% 6.6% -6.3%
TELECOMMUMICATIONS SERVICES 11.0% -5.8% 3.8% 5.4% 2.3% -11.8%

Technology Sector

The Computer & Office Equipment industry (the largest industry in the sector accounting
for more than 45% of its total earnings) has been the most growth challenged. All the
major legacy Tech players like Apple, IBM, Cisco, and Hewlett-Packard (HP) are among
the notable players in this industry. Total earnings for the industry are expected to be
down -0.5% in Q2 from the same period last year, modestly better than the decline in
the preceding quarter. The strong growth for the Semi-conductor industry (about 10% of
the sector’s total earnings) is primarily due to easy comparisons, particularly at Micron
Technology.

Other standout sectors include Utilities (+11.3% earnings growth in Q2), Construction
(+11.4%), Business Services (+10.4%) and Energy (+8.1%). The positive growth for the
Energy sector would follow many quarters of declines, primarily a function of improved
commodity prices and easy comparisons.

Utilities had a good run in Q1 as well and have been stand-out performers in terms of
stock price performance as well, though the strong Q2 growth from the sector is solely
due to Verizon, which is benefiting from an easy comparison. Excluding the strong
contribution from Verizon, total Q2 earnings for the Utilities sector would be down -2.5%
from the same period last year.

The Context for Growth Expectations

Let’s take a look at how consensus earnings expectations for 2014 Q2 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 Q2
and the following two quarters. It also shows consensus earnings growth expectations
for 2014 and 2015. Table 3 presents the same data for revenues.
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Table 2 — Earnings Growth Context

Zacks Sectors Earnings Growth (YoY)

30 20 10 40 Annual  Annual

14E 14E 14A 13A 2014E 201M5E
Cons. Staples 7.8% 46% 1.8% 1.6% 2.4% 3.6% 6.2% 26%
Cons. Dizcretionary 8.8% T7.4% 3.3% 42% 137% 14.2% 14.1%  15.5%
RetailWholezale 19.5% -0.4% 8.7% 26% -22% 2.0% 25%  14.0%
Medical 8.3% 16.2% 6.6% 3.7% 6.4% 0.7% 10.7%  13.5%
Autos 57.4% 16.2% -7 7% -5.5% -221% 17.9% 03% 327%
Basic Materialz 16.4% 5.4% 12.3% 25% -38% 14.2% 72%  203%
Industrial Products 51% 6.8% 0.7% 0.6% 6.8% 10.2% B87% 11.8%
Construction 2B.8% 13.4% 13.3% 11.4% 7.9% 14.9% 12.2%  25.3%
Conglomerates 5.9% 47% 10.7% 7% -5.8% 13.9% o.4% 5.9%
Technology 9.2% 57% 41% 6.4% 3.3% 6.3% 37%  105%
Agrospace 4.9% 72% 3.0% 1.8% 5% 20.0% 6.8% 2.9%
CilEnergy 4.3% 12.1% 11.4% 81% -16% -104% 10.4% 6.8%
Finance 13.4% 10.7% 47% -36%  -TA% 23.2% 38% 121%
Utilities 6.0% 16.8% 10.7% 71.3% 18.0% 1425% 9.7% 5.0%
Transportation 6.5% -0.5% £9% -3.9% 6.4% 15.8% 11.8% 168.0%
Business Services 15.7% 16.2% 13.1%  10.4% 9.7% B8.9% 127%  13.3%
S&P 500 10.8% 8.9% 56% 30%  0.8% 10.0% 7.2% 11.7%
ex Finance 10.2% 8.5% 5.3% 48% 3.0% 7.3% 20%  115%
Source: Zacks Investment Research, Inc.
Data as of: TIBM 4 10:47 AN www.zacks.com

Note: The 2013 Q4 column still shows an ‘E’ because the reporting season isn't ‘technically’ over yet — we have still

have two reports still awaited.
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Table 3 — Revenue Growth Context

Zacks Sectors Revenue Growth [(YoY)
403 K2} 20 10 40 Annual  Annual
14E 14E 14E 144 13A 2014E 2015E

Conz. Staples -4.3% -5.8% -7 1% 6.6% -0.2% 1.1% 5.86% 36%
Conz. Discretionary 1.8% 5.4% 5.4% 40% 47T% 35% 5.4% 6.0%
Retail'Wholesale 11.9% -1.8% 6.5% 0% 3.8% 1.4% 5.4% 6.1%
Medical 6.1% 7.8% 8.6% 8.2% B80% 53% 9.2% 5.3%
Autos 6.6% 0.0% 0.8% 33 21% 41% 0.8% 5.5%
Basic Materials 5.5% 3.1% 3.2% 2.2% 1.2% 3.3% 2.6% 5.7%
Industrial Products -01% 4.0% 1.7% -1.6% -24% -0.2% 0.3% 42%
Construction 14.8% 10.7% 8.7% 40% -1.2% 6.3% 55% 11.1%
Conglomerates 45% 27% 0.9% 3.6% -3.3% 42% 28% 25%
Technology £.4% 5.9% 51% 47T 27% 3.9% -0.7% 5.3%
Agrospace 0.0% 1.5% 1.8% 0.5% 0.6% -0.1% 0.8% 1.5%
QilEnergy -3 7% -136%  -155% -29% 0.8% -3.2% -3.4% -27%
Finance 13.9% -4 4% -3.4% £.9% -15.2% 7.3% £.6% 4.0%
Utilities -06% 4.1% 2.9% 0.6% 11.2% 29% 3.8% 21%
Transportation 5.3% 5.2% 52% h8%  34% 4.5% 5.1% 5.6%
Business Services 5.5% 5.5% 6.0% 7T9% S50% 5.4% 5.0% 6.3%
58P 500 4.8% 0.7% 0.1% 1.0  0.7T% 0.7% 0.8% 3.8%
ex Finance 36% -0.1% 0.6% 23 32% 1.9% 20% 3I7%

Source: Zacks Investment Rezearch, Inc.

Data as of: Tian4 331 PM www.zacks.com

Note: Lack of consensus revenue estimates, particularly for a number of key Finance sector companies such as
Berkshire Hathaway, makes consensus projections for the sector less precise. Data for all the other sectors is fairly
reliable. As such, we suggest using the ex-Finance growth rate as a proxy for the index as a whole.

The next two tables present the same data in a different format — instead of year-over-
year 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 are in record territory, there isn’t
much growth. But the expectation is for growth to resume in the coming quarters.
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Table 4 — Total Quarterly earnings

Zacks Sectors Quarterly Earnings (bi

40

14E 14E
Cons. Staples 19.9 17.8 19.7 19.2 18.4 16.5 18.8 18.9 18.1 16.1
Cons. Discretionary 129 11.1 125 123 1.5 102 11.7 119 11.0 9.0
RetailWholesale 195 223 18.6 19.6 7.9 18.7 18.6 18.1 17.4 19.1
Medical 357 343 335 323 31.5 NTF 2838 303 30.4 208
Autos 73 5.6 5.1 3.5 56 3.7 4.4 6.7 3.9 4.7
Basic Materials 102 10.0 T3 6.9 8.0 8.6 6.9 6.1 T8 a9
Industrial Products 7T 6.4 6.5 7.1 7.0 5.8 6.1 7.1 6.9 5.5
Construction 18 1.2 15 1.F 1.5 09 13 15 1.3 09
Conglomerates 9.4 &.4 10.5 9.1 8.9 786 10.0 8.3 8.3 a.1
Technology 475 452 542 423 42.3 41.4 51.3 40.6 9.8 40.1
Aerozpace 49 45 47 44 44 4.4 44 43 43 4z
OilEnergy 339 32.4 32.4 J2.4 J0.7 31.0 289 291 284 31.6
Finance 58.7 56.2 56.4 S27 52.4 4596 50.9 0.3 S4.3 534
Utilities 14.8 16.7 13.4 17.9 4.7 18.7 11.5 16.2 126 13.3
Transportation 6.0 4.1 4.9 5.2 52 3.9 4.9 5.9 5.4 3.7
Business Services T3 6.9 T.2 6.6 6.4 5.9 6.2 5.8 3.8 5.4
S&P 500 207.6 2834 288.3 2754 2655 2557 264.8 260.8 26T.T 263.6
ex Finance 23838 2272 2320 227 2341 2061 21338 210.4 203.3 200.2

Source: Zacks Investment Research, Inc.

Data as of: TiBM4 10:47 AN
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Table 5 — Total Quarterly Revenues

Zacks Sectors Quarterly Revenues (billion dollars)
1Q 49 24 20 g
15E A4E 14E A4E

Cons. Staples 1776 16847 181.8 172.5 728 1721 193.1 1857 185.1
Cons. Discretionary 1124 106.9 113.8 1087 T04.7 105.0 107.9 1042 100.7
RetailVWholezale 437 4 4552 431.2 42659 4138 406.8 4353 400.9 3840
Medical 3358 329.3 3362 3248 3202 310.4 320 2992 296.0
Autos 1223 115.4 113.3 110.8 1146 108.3 113.3 110.0 1111
Basic Materials 96.3 935 88.2 &6.8 90.7 88.6 806 &4.2 8.7
Industrial Preducts 794 716 747 TaT 76.0 1T 71.8 745 Tiz2
Construction 287 254 273 27T 25.6 221 247 255 247
Conglomerates 79.0 76.9 86.3 a1.8 §1.4 736 &6.0 a1.1 786
Technology 2679 2655 204 1 2550 252.4 251.8 2FFT 2425 241.0
Aerospace 60.8 572 54,7 61.8 0.8 572 63.7 60.7 61.1
OiEnergy 3829 370.3 33FT 3388 3788 384.5 390.8 400.7 390.0
Finance 2011 3421 3359 3301 3274 300.3 351.3 318 351.8
Utilities 147 .4 160.6 154.8 196.7 144.2 161.5 1487 1522 143.5
Transportation 64.4 593 615 61.1 60.9 56.4 8.4 58.1 576
Business Services 442 426 44.0 421 42.2 40.4 417 397 391
S&P 500 27215 27364 2747.5 26625 26666 26105 2766.0 26607  2640.0
ex Finance 24364 23043 24116 23322 2338.2 23102 24147 23191 22882

Source: Zacks Investment Research, Inc.

Data as of: TIEM4 10:4T AN

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 2014 Q1, 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.

www.zacks.com
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In plain language, what Table 4 tells us is that companies in the S&P 500 are expected
to earn $265.5 billion in 2014 Q2 vs. $255.7 billion in 2014 Q1 and $257.7 billion in
2013 Q2.

The overall level of total earnings has been very high in recent quarters. In fact, the
2014 Q4 tally was a new all-time quarterly record, surpassing the records reached in
each of the preceding two quarters. The final tally for Q2 could very well come ahead of
the 2013 Q4 record.

The consensus expectation is for a strong growth ramp up later in 2014, starting in Q3.
Full-year 2014 earnings for the S&P 500 are expected to be up +7.2% and a further
+11.7% gain the following year.

The Margins Picture

Net margins (total earnings/total revenues) are expected to be up in 2014 Q2, both year
over year as well as sequentially. The table below shows net margin expectations for
Q2 in the context of where they have been and where they are expected to go in the
coming quarters.

Table 6: Quarterly Net Margins

A ZACKS www.Zacks.com 14
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Quarterly Margins

Zacks Sectors .%)é 1%1

Cons. Staples 10.8% 10.8% 11.9% | 106% 956% 8.7% 10.2% 9.8%
Cons. Digcretionary 10.4% 11.0% 11.2% 1M0% 97%  10.8% 115%  108%
RetailVholesale 4.9% 4.3% 4.6% 43%  45% 4.2% 4.5% 4.4%
Medical 10.4% 10.0% 10.0% 9.8% 10.2% 9.2% 10.1%  10.3%
Autos 5.0% 4.5% 5.0% 49% 3.4% 3.8% B.1% 5.3%
Basic Materials 10.7% 8.3% 7.9% 88% 07% 8.1% 7.3% 37%
Industrial Products 2.9% 8.7% 5.4% 9.2% 5.1% 8.4% 9.5% 9.0%
Construction 4.3% 5.4% £.2% 8%  43% 5 3% 6.0% 5.4%
Conglomerates 10.9% 11.9% 11.2% 109% 104%  11.7% 10.2%  105%
Technology 17.0% 18.4% 16.6%  16.8% 164%  18.5% 167% 165%
Agrospace 21% 7.3% 7.2% T2% T7% 6.9% 71% TA%
Oi'Energy 8.7% 9.6% 5.6% 84%  B1% 7.4% 7.3% 7.3%
Finance 16.4% 15.8% 16.0%  16.0% 165%  14.5% 147%  15.4%
Utilities. 10.4% 8.7% 11.4% 9.8% 09.7% 7.7% 10.6% 2.8%
Transportation 7.0% 8.0% 8.4% 8.5% 6.9% 8.4% 9.5% 9.4%
Business Services 16.1% 15.4% 156%  164% 147%  149% 147%  148%
S&P 500 10.4% 10.5% 10.3% 10.0%  9.8% 9.6% 9.8% 9.8%
ex Finance 9.5% 9.6% 95%  94% 28% 8.8% 9.1% 3.9%

Source: Zacks Investment Research, Inc.

Data as of: Tig4 10:47 AM www . Zacks.com

The table 7 below shows net margins on a trailing four-quarter basis. So, the 9.8% net
margin for 2014 Q2 reflects estimates for Q2 and actuals for the preceding three
guarters, and so on.

‘ ZAC KS www.Zacks.com
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Net Margins - Trailing 4 Quarters

3Q 20 109

Zacks Sectors E 14E 14A

Cons. Staples 11.0% 10.8% 10.5% 10.2% 10.0% 9.8% 9.8% 97% 96% 96%
Cons. Discretionary 11.0% 10.9% 10.7% 10.7% 10.7% 10.7% 10.6% 10.3% 10.09% 9.8%
RetailWholesale 46% 4.5% 4.5% 4.4% 4.4% 4.4% 4.5% 4.5% 4.4% 4.4%
Wedical 10.2% 10.0% 10.0% 9.8% 9.9% 10.0% 10.0% 10.1% 102% 10.3%
Autos 51% 4.5% 4.5% 4.3% 4.6% 4.7% 4.9% 4.8% 4.5% 4.4%
Basic Materials 9.4% B8.9% B8.7% 8.6% 8.5% B8.5% B8.6% &.4% &.4% B8.6%
Industrial Products 9.2% 5.0% 8.8% B8.8% 8.8% B8.8% B8.6% &.4% 8.3% 8.5%
Construction 57% 5.8% 5.5% 5.5% 5.4% 5.3% 5.2% 5.1% 4.8% 4.4%
Conglomerates 11.5% 11.2% 11.1% 11.1% 10.8% 10.7% 10.8% 10.5% 10.6% 10.8%
Technology 17.5% 17.2% 17.1% 17 1% 17.1% 17.1% 17.1% 16.9% 16.9% 17.2%
Agrospace 7.6% T.4% T.4% 7.3% 7.2% 7.2% 7.1% 6.6% 6.6% 6.5%
OilEnergy 9.2% 9.0% 8.8% 8.2% 7.7% 7.5% 7.5% T.7% 7.9% 8.0%
Finance 17.2% 18.3% 18.3% 15.7% 15.4% 15.3% 14.9% 14.0% 13.8% 12.9%
Utilities 10.1% 10.1% 959% 97% 9.5% 9.3% 9.1% 3.0% 3.0% 3.1%
Transportation 8.2% 2.0% 2.0% 8.1% 8.4% 85% 8.5% 2.3% 2.1% 2.0%
Business Services 16.1% 15.8% 15.5% 15.1% 14.8% 147% 14 6% 145% 14.4% 142%
S&P 500 10.5% 10.3% 10.2% 9.9% 9.8% 9.7% 9.7% 9.5% 9.5% 9.4%
ex Finance 9.6% 9.4% 9.3% 9.1% 9.0% B8.9% B8.9% 2.8% 2.8% 2.9%
Source: Zacks Investment Research, Inc.

Data as of: 7/8/2014 www.zacks.com

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.

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 market-
cap weighted index, each sector's market cap share is also its index weight. Finance
has regained its leadership position in the index in terms of earnings contribution,
though it still remains significantly below its record 27% share of the index earnings in
2007. The sector lost its leadership position to Technology in the wake of the global
financial crisis, but got it back in 2013.
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Share of 2014 Income
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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.

A ZACKS www.Zacks.com 18



