INTEREST RATES TAKE CENTER STAGE:
FRAMING AND PERSPECTIVE

Higher rates, lower value?



INTEREST RATES TAKE CENTER STAGE!

= In the last few weeks, interest rate worries have come up to the surface
again, for three reasons, all related.

= The first is the rise in long-term US treasury rates, especially the long-term
treasuries to levels not seen in twenty years.

= The second is US debt exceeding $40 trillion for the first time, bringing
attention to a long-standing worry that this debt burden may be too high.

= The third is a that the Federal Reserve has a new chair in Kevin Warsh, and for
the many Fed Watchers out there, who are uncertain about where he plans to lead
the Fed, the FOMC meeting coming up in mid-September looms larger than ever.

= [ hope to step back from the day-to-day coverage of US treasury yields and
look at not only how they have performed in 2026, and put that
performance in longer term perspective, but also examine movements
in long terms yields in government bonds in other currencies.

= [ also intend to revisit a discussion that I initiated in 2022, when interest
rates were the central act in markets, about the relationship between
interest rates and stock prices, and why higher rates do not always
translate into lower stock prices, and why that effect varies across sectors
and companies.



GOVERNMENT BORROWING RATES

= Governments borrow money and often do so by issuing
bonds in financial markets.

= The rates on these bonds reflect the concerns that lenders
have about the purchasing power of the currencies that they
are issued in, and government bond rates, for better or worse,
become indicators that drive day-to-day market movements in
almost all asset classes.

= I will begin with an examination of US treasury rates before

expanding the discussion to government bond rates in other
currencies.



US TREASURIES IN 2026
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WITH YIELD CURVE IMPLICATIONS

US Treasury Yield Curves: By Quarter in 2026
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R LONGER-TERM PERSPECTIVE ON US

TREASURIES!

US Treasuries: Annual Year-end Values from 1962 to 2026
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THE FUNDAMENTALS THAT DRIVE RATES!

Intrinsic Interest Rate Market Interest Rate

supply
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EXPECTED INFLATION IN THE US: B MARKET-
BASED ESTIMATE
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INTRINSIC VS ACTUAL RATES
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Year end Ten-year T.Bond rate Inflation rate Real GDP growth Intrinsic riskfree rate Intrinsic - T.Bond Rate
1954-2025 5.50% 3.57% 2.92% 6.48% -0.98%
1954-1980 5.83% 4.49% 3.50% 7.98% -2.15%
1981-2008 6.88% 3.26% 3.04% 6.30% 0.58%
2009-2020 2.36% 1.81% 1.32% 3.13% -0.77%
2021-2025 3.61% 4.52% 2.98% 7.50% -3.90%
1954-2025 5.50% 3.57% 2.92% 6.48% -0.98%
9/1/26 4.84% 3.31% 2.10% 5.41% -0.57%




NOT JUST THE US: RATES IN MAJOR CURRENCIES!

Government Bond Rates - "Developed" Market Currencies

10-year Govt Bond Rate in local currency (%)
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IN OTHER CURRENCIES!

Government Bond Rates: "Emerging" Market Governngents
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INTEREST RATE RIPPLE EFFECTS

= Changes in government bond rates clearly play out in the
pricing of government bonds, and returns you will earn on
them, but the ripple effects play out across the rest of the
market (financial and real).

= [ will start with the corporate bond market, where the interest
rate effect is dominant, before looking at equities, where
interest rate effects are more nuanced and at real assets, where
the effects can be indirect.
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I. CORPORATE BOND RATES: DEFAULT SPREADS!

Corporate Default Spreads in 2026
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12/31/26 0.34% 0.49% 0.65% 1.01% 1.69% 3.01% 8.85%
0.40% 0.56% 0.75% 1.13% 3.61% 9.94%
0.38% 0.52% 0.63% 0.95% 2.99% 9.70%

0.42% 0.59% 0.67% 0.98% 2.72%
Change in 2026 0.08% 0.10% 0.02% -0.03% -0.29%
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BOND PRICING EFFECTS!

| Date [US10-year| AAA | AA | A | BBB| BB | B [CCC&Lower
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11 STOCK PRICES: MUDDYING THE VALUE EFFECT?

Discount Rates and Value

t=N

Generic Version

Expected Cashflow;

Present Value = Z
t=1

1+t

When cashflows are fixed (contractually
set), as is the case with a coupon bond,
value will always decrease as the discount

When cashflows are residual, and can change as
discount rates change, as is the case with equities,
the value can increase, decrease or remain
unchanged as discount rates rise:

rate rises:
o t=N
Expected Cashflow, Expected Cashflow, T or |
= Present Value T or l= Z
Present Value | tzl T 2. ST
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EQUITY VALUE AND INTEREST RATES: BREAKING
DOWN THE CASH FLOW EFFECT

= With revenues, the key determinants of how higher interest
rates play out in value will depend first on why interest rates
rose in the first place (higher inflation or higher real rates), and
if it is higher inflation, how much pricing power a business
has to pass through that inflation to its customezrs.

= With earnings, the question is how higher interest rates play
out in profit margins, through their effects on costs of goods
sold (gross), other operating expenses (operating) and interest
expenses (net).

= When interest rates rise, and that rise is due more to real
rates rising rather than inflation going up, businesses can
scale back reinvestment, since fewer investments will
generate the returns needed to pass muster. This reduction in
reinvestment can increase near-term cashflows, at the expense
of future growth.
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INTEREST RATES AND AGGREGATE EQUITY VALUE

Effects of Increasing Interest Rates on Overall Equity Value

Depends on collective pricing power Effect across companies will depend on cost Effect across companies will
of companies (a function of structure (level of gross margins), input be determined by investment
competition & market structure) and types (commodities vs labor vs other) and cycle (long term or short term)
consumer spending power. cost flexibility. and reversability.
Higher Revenue Growth Operating margins may rise (fall) Long term investments lag
Revenue Growth Operating Margins Growth/Investment Efficiency
Function of the size of the total Determined by pricing power and Measure of how much investment
accessible market & market share cost efficiencies is needed to deliver growth

f | [
v

Expected FCFF = Revenues * Operating Margin - Taxes - Reinvestment

Value of [
Business

T

Failure Risk will rise
With higher interest
rates, there will be

more business s . . . .
failures Higher Risk free Rates Higher Risk Premiums

If iinterest rates rise, you can expect
interest rates to rise, pushing up the
discount rate.

Risk-adjusted Discount Rate will rise

Cost of Debt
Cost of borrowing money, net of
tax advantages

Cost of Equity
Rate of return that equity
investors demand

With higher interest ratess comes more uncetainty
about inflation & the economy, pushing up the
equity risk premium and bond default spreads.

Higher interest rates will affect cashflows and also increase discount rates
If cash flow pluses > Discount Rate minues: Equity Value increase

If cash flow pluses = Discount Rate minues: Equity Value neutral
If cash flow pluses < Discount Rate minues: Equity Value decrease




INTEREST RATES AND COMPANY VALUE

Interest Rates and Equity Value: Cross Company effects

Inflation effect: Depends on
Pricing power
Divergence: Companies with

pricing power should be able to
pass through inflation into their
product/service prices, allowing
revenues to grow with inflation.

Interest rate effect: Cost
components & structure
Divergence: Companies with
significant input costs (low gross

Interest rate effect: Decrease value
of future cashflows
Divergence: Companies with longer

term and more rigid investments will
invest less, as uncertainty about
future rates makes it more difficult

margins) and inputs that are more
exposed to inflation (commodities)
will see margins decrease, relative to
other companies.

Revenue Growth
Function of the size of the total
accessible market & market share

Operating Margins Growth/Investment Efficiency
Determined by pricing power and Measure of how much investment
cost efficiencies is needed to deliver growth

[ |

!

Value of
Business

| Expected FCFF = Revenues * Operating Margin - Taxes - Reinvestment |

A

Failure Risk

Chance of grevious
or catastrophic event
putting business
model at risk.

Risk-adjusted Discount Rate |

A

Cost of Equity Cost of Debt
Rate of return that equity Cost of borrowing money, net of
investors demand tax advantages

Interest rate effect: Increase failure

risk

Divergence: Failure risk will rise at
cash flow negative companies
(both very young & old).

Interest rate effect: Increase cost of equity Interest rate effect: Increase cost of debt
Divergence: Interest rates will increase the [l Evidence: The cost of debt will rise as

risk free rate, and uncertainty about future [l interest rates rise, pushing up the risk

firms.

rates mayincrease the equity risk premium, [l free rate and default spreads. The effect
with costs of equity rising_ more for riskier will again greater at firms with more

default risk (lower bond ratings).
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US EQUITIES IN 2026

US Equities in 2026: S&P 500 and NASDAQ
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STOCKS AND US TREASURY RATES IN 2026

US 10-year treasury yield Day Change in 2026 |# days in 2026
10-yr Rate up >3 basis points
10-yr Rate up, 0-3 basis points

10-yr Rate down >3 basis points
Rates unchanged
Grand Total

10-yr Rate down, 0-3 basis points
160

S&P 500 Return on day
-0.52%
0.11%
0.20%
0.53%
0.46%
0.08%
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THE SECRET SAUCE FOR EQUITY RESILIENGE

S&P 500 Consensus Earnings Estimates, by month in 2026
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1-Jan-26 1-Feb-26 1-Mar-26 1-Apr-26 1-May-26 1-Jun-26 1-Jul-26 1-Aug-26 1-Sep-26

1-Jan-26 1-Feb-26 1-Mar-26 1-Apr26 1-May-26 1-Jun-26 1-Jul-26 1-Aug-26 1-Sep-26
m2026 Earnings 313.86 314.24 314.62 322.74 327.87 339.24 335.12 335.74 348.85
m2027 Earnings 359.31 363.03 364.54 377.12 380.79 394.52 395.07 395.22 400.48

o

m2026 Eamings m=2027 Earnings
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CROSS COMPANY DIFFERENCES — SECTORS (US)

||| AggregateMarketCopitalization |  Acrosscompamies |

nformation Technology | 696 | $21581,259 | $27,025006 | _25.00% | snao% | asan | asw% | 775% | 61.71% |
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REGIONAL DIFFERENCES

| || AggregateMarket Copitalization | Acrosscompanies |
Australia & NZ 25.68%

46.85%

hina 11.36%

EU & Environs 18.90%

Eastern Europe & Russia $181,329 $237,384 30.91% 50.16% 49.84% | -14.24% | 3.26% 21.69%
3,864 $7,379,725 | $8,803505 | 19.29% 58.26% | 41.74% -7.28% | 3.38% 20.29%

5,100 $5,332,695 $5,088,397 -4.58% 36.29% 63.71% | -26.06% 14.69%

1,040 $4,120039 | $4,621547 | 12.17% 49.33% | 50.67% | -17.28% | 2.49% 26.02%
United States 5,741 $69,733940 | $78,863,019 | 13.09% 53.25% 46.75% | -20.42% 34.09%
All firms 47,865 $151,294,454 [$168,355,032|  11.28% 44.36% | 55.64% | -20.00% | -2.40% 20.70%

P
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Small Asia 10,282 $9,441,969 $13,086,943 38.60% 41.81% 58.19% -19.92% -4.45% 15.96%

Latin America & Caribbean $2,742,305 | $2,969,695 8.29% 43.52% 56.48% 0.00% 19.03%
2
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CONCLUSION

= As we get closer to the FOMC meeting date, it is likely that there
will more talk about interest rates, and what the Fed can or
cannot do. Much of that debate is pointless, since the pathway of
rates is and will continue to be set by fundamentals.

= In fact, the ten-year US treasury rate has been stuck in a fairl
tight range, between 4% and 5%, since 2022, and that is largely
because expected inflation has settled in at about 2.5%. For rates
to change significantly, up or down, there has to be a break in
inflation expectations, to the up or downside, and there is little that
Kevin Warsh or Scott Bessent can do to alter that trajectory.

= As to how equity markets and businesses are dealing with higher
rates, the pain from moving from a low-rate to a high-rate world
was most acutely felt in 2022, and both have adapted quickly to
the new environment, with businesses finding ways to deliver
higher earnings in the face of higher rates, and markets
pricing in these earnings to deliver solid returns. There are
multiple links in that chain, and each one will be tested, with the
third quarter earnings reports coming up in the next few weeks
being the first test.



