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RATES UP, STOCKS STAY HIGH!

* In a post at the end of August 2026, I talked about interest
rates in 2026 and marveled at the capacity of equities, at
least so far, to keep rising in the face of rising rates.

- I argued that the resilience of stocks during the year can be
traced to higher-than-expected earnings being reported by

companies, and a concurrent increase in expected earnings in
2027 and 2028.

= Now that September 2026 is done for the record books, it is
time to take stock and dig a little deeper, especially since
the month brought about one of the largest increase in
treasury yield rates in recent memory, and stock prices held
their own. In this post, I want to examine the earnings at US
companies, in the aggregate and by sector, trying to trace out
where the increase is coming from, and how that increased
earnings is playing out on corporate balance sheets and cash
flows.



INTEREST RATES IN 2006: A SEPTEMBER UPDATE

US Treasury Rates in 2026 >
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Date 3 month 1-year 5-year 10-year 20-year 30-year
12/31/26 3.67% 3.48% 3.73% 4.18% 4.79% 4.84%
3/31/26 3.70% 3.68% 3.92% 4.30% 4.88% 4.88%
6/30/26 3.87% 3.98% 4.19% 4.44% 4.93% 4.91%
8/31/26 3.91% 4.16% 4.49% 4.75% 5.24% 5.25%
Sep-26 4.20% 4.54% 5.09% 5.29% 5.68% 5.64%




THE SEPTEMBER RATE CHANGE IN CONTEXT...

Distribution of Monthly Change in the 10-year Treasury Rate: January 1962 to
September 2026
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EQUITY RESILIENCE IN 2026

Sector Market Cap, by month, in 2026

m Communication Services m Consumer Discretionary m Consumer Staples m Energy Financials m Health Care
m Industrials m Information Technology m Materials m Real Estate m Utilities
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MARKET CAP BY SECTOR, BY QUARTER...

] Market capitalization (in § millons % of stocks up in 2026

Communicaon Senvices | 263 | §7.666253 | $6999.969 | $7.658731 | §1531571 | -A76% | 342%% | 4715% | 2890% | 3.26% |
m
M_IEI

Materals | 242 | $1220207 | $1366625 | §1.977.422 | $1497854 | 285% | 5413% | 4504% | 36.12% | 4BI%
1506514 | 061% | 7159%
478,154,261 $3.34%




THE IMPLIED ERP FOR THE S&P 500 ON OCTOBER
1, 2026

Modified Payout
In the trailing 12 months, across all This computation assumes no
companies in the index. Expected earnings/cashflow growth in next 5 years changeunipayont. it the/payout
Earnings growth rate of 14.59% , based upon analyst g cl?anges Oyerimo .to refiect
estimates, for the next five years and growth dropping to a sustainable payout ratio = g/
Base year cash flow (last 12 mths) 5.29% over the following years. ROE, in the stable growth. The
Dividends (TTM): 81.61 resulting ERP is 4.40%
+ Buybacks (TTM): 116.56
= Cash to investors (TTM): 198.17 #
Actual
numbers Forecasted numbers -
2026 2027 2028 2029 2030 | 2031 Earnings and Casoh
Eamings 310.87 | 356.23 | 408.21 | 467.77 | 536.03 | 564.38 |«—| , OWS grow @5.29%

(set equal to US T.Bond
rate) a year forever.

Cash Payout (%)
Dividends + Buybacks

63.52% | 63.52% | 63.52% | 63.52% | 63.52% |63.52%
Xy $197.47 | $226.28 | $259.30 | $297.13 | $340.48 | 358.50

S&P 500 on 9/30/26=
7651.54
1 The last term in this
765154 = 197.47 22628 25930 297.15  340.48 340.48 (1.0529) |_ equation is the
PP A4 @+ @+ @+0)f (@ +1)5 (r-.0529)(1+1)° expected index level at

the end of year 5

l Soleteds (capturing price
appreciation)

r = Implied Expected Return on Stocks = 8.99%

Minus

US $ Risk free rate =10-yr T.Bond rate on 9/30/26 minus
Default Spread for Aa1 rating= 5.29% - 0.22% = 5.07%

Equals

Implied ERP with US trreasury rate as riskfree = 8.99% - 5.29% = 3.70%
Implied Equity Risk Premium with adj riskfree rate(9/30/26) = 8.99% - 5.07% = 3.92%




AND OVER 2026. ..

T. Bond rate, ERP and Expected Return (%)

. ERP
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has stayed around 8.5%, for much of the last decade, and is now hovering close to 9%.

The S&P 500 : ERP and Expected Return - Last 12 months
Adding the ERP to the treasury rate yields the expected return on stocks, each month. That number
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THE Al CAP EX BOOM: ACCOUNTING AND
FINANCIAL CONSEQUENCES

Companies see hope and potential in the Al business

Suppliers of the architecture

Revenues from sales

Net Increase in net income, net of
profit operating and financing
margin expenses

Increased earnings will flow
through into higher free cash
flows to equity

Aswath Damodaran

Across all firms

Invest in building the Al
architecture

Increased book values for
equity and invested capital

Net income will increase
(decrease) if net margins to
suppliers is high (low) &
builder amortization
schedules are long (short)

Decreased cash flows in
the aggregate, since builder
net cap ex will be larger than

supplier increased FCFE.

Builders of the architecture

Capital Expenditures,
Acqusitions & investments in Al

Recorded as Ir?gsve:adlngxc:;\
assets on p

balance incr;l;r;(izdt;ook
sheet

equity or debt

Income from Al investments, net
of amortization of Al cap ex

Increased reinvestment in Al (net)
cap ex will lower cash flows, at
least in the near term

hyparscaer Capx @ Hyparscai glooal 3oss 0w issiance a0 of CagEx a1 0oct o (RH
o an increasing share of hyperscaler capex funding through 2027, according to Goldman Sachs
achs) - Gol T
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|.THE CAP EX IN THE STORY

Cap Ex Change in Cap Ex in 2026

- LTM minus CY CQ2 2026 minus .
anar Sector Number of firms CY2024 CY 2025 LTM CQ2 2025 | CQ2 2026 2025 % Change CQ2 2025 |% Change

Commuricaton Services | 263 | $182478 | 821,558 | $325,585 | $61,823 | $100,159 | $104027 | 46.95% | $383% | 6201%
Consumer Steples | 251 | 78822 | §82,038 | $86.380 | $19)677 | $21546 | 4342 | 5%t |  $1869 | 950%
m_m

m
Information Technology | 664 | $169,573 | $231,650 | $310.294 | 852,306 | $94089 | §78644 | 3395% | $41783 | 79.88%
Materis | 242 | 52300 | 850862 | $48343 | $11770 | $10738 | 82509 | 499% | 102 | 877%
Al USstocks | 5,376 __1$1,316,079181,438,38181,814,835  $374,036 | $507.403 | 8376.454 | 26.17% | $133.367 | 36.66%
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2. CAP EX FUNDING, AND BOOK CAPITAL

L Comenfy ] oDt | ekl
ConsmerSaps | 51 | S5028 | SH12688 | 650 | 45¥% | SODBBA | STO1089 | S11100 | 1% |S1.155200  $1190081 | STTD | 3%
By | %% | S11080M S8R | 126000 | 1157 | STADGZS | SERD0NH | 80RO | 1110% | TIORMS 10815 | 1050 | 1188%

s | 75| S1HO086 81,9009 STLO10 | 6% | S1344560 | 1385011 | S5 | 20 |S016811 | SOBASTS | 11665 | 8%
kel Tecnokgy | 66| 1721982 | $2287667 | 515715 | 2908t | 1052131 | 1240008 | 197705 | 1679% | 2168000  SOBT6S0 713420 | 328t
AlUSstocks | 5.6 813665 4841816.440.907 $1.774.508) 12.06% [$24 2635811826177 56 113875 7.0% 877,857,451 431 545830 S3.668.383| 184%
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J.THE EARNINGS EFFECT

Net Income Q12026 vs Q1 2025 Q2 2026 vs Q2 2025 LTMvs CY 2025

% with % with % with
higher higher higher
Primary Sector #fims | CY2025 | Q12026 | Q22026 LTM $change | income $ change income $ change income

Commuricaton Services | 263 | 8270383 | $106,859 | $160316 | $386,147 | 837506 | 4183% | 87767293 | 3650% | S11676479 | 40.68% |
Consumer Discefionary | 522 | $186,080 | $64417 | $103046 | $256052 | $18924 | 47.13% | $51.00783 | 4962% | $6B97178 | 50.96% |
Consumer Staples | 251 | $120037 | $33806 | §20)664 | $124.978 | $4004 | 3004% | $210359 | 3426% | $404097 | 3586% |
Energy | 266 | $133911 | §24495 | §84200 | $179033 | 4330 | 3421% | $4946586 | 5038% | $45121.68 | 4211% |
Financls | 1042 | 8562784 | §143831 | $188315 | $652341 | 629930 | 6363% | §5964174 | 6449% | $8955669 | 6363% |
HeathCare | 1085 | $143167 | $39255 | 833412 | $130210 | -§7928 | 4304% | 8309548 | 4203% | -$12.95653 | 4267% |
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4. THE CASH FLOWS EFFECT

| | [ Ddends | o Bubads |  Sockbwewss |
Q1,208
Communicaon Senices| 283 | 49257 | $14462 | $13120 | $624 | S1601 | $31287 | 822209 | $114478 | $10364 | $1039 | 831,191 | 836923
MIM
IM
m—m

IM
Iometion Technoogy | 664 _|$101977] $26842 | $47563 8125896 $324492 | $110485 | 99751 | $977843 | $7502 | 1624 | §20250 [$102.209
Maerds | 242 |S029) S56o8 | $589 | Sop0ut| 17280 | $5574 | $6185 | $19420 | 47085 | $a485 | 8653 | S86er
RealEsule | 216 |SS6879) Starse | $14155 | 6562 ) 89060 | $5319 | 3728 | $raser | 800765 | $5050 | $115% | $30480
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PLAYING OUT ACROSS THE MARKET?

S&P 500: Earnings, Dividends and Buybacks - 2001 to Sept 2026
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IF THE AT BOOM IS REAL...

= The earnings at the Al builders should rise to include the
earnings from the Al investment.

= That increase in earnings will manifest as higher value, if the return
on capital on the incremental Al exceeds the cost of capital.

= If the increase in earnings delivers a return on capital less than the
cost of capital, the value of the builders will get written down, in the
market (though not in the books).

= The cashflows at the builders should improve over time, as
earnings start to come in and cap ex starts to level off, moving
towards the amortization and creating a smaller net cap ex
effect.

= The builders, even if successful, will emerge from this process
as much more capital intensive than they were before the Al
cap ex.

Aswath Damodaran
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IF Al FIZZLES RS R BUSINESS. ..

= The earnings at Al builders will stay lower for the long term, as
the promised earnings from the Al cap ex never materialize.

= The accountants will revisit the Al investments and there will be
write offs, labeled one-time or extraordinary, but still of large
magnitude. These write offs will lower the book equity and
invested capital (effectively removing the Al mistake from the
books).

= If the Al cap ex was funded disproportionately with debt, there
will be defaults and distress on the part of the borrowers and
pain for the lenders (banks and private credit)

= The cashflows at the Al builders that survive may recover, but
only if their existing businesses continue to generate the earnings
and cash flows that they did.

= The market will exact its own pain by repricing these companies
not only to reflect the money lost on the Al cap ex but also the
lost trust in management.

Aswath Damodaran 16



INVESTOR PERSPECTIVES ON Al

= Go all in on the Al stpr&winnjng (and doing it soon): The first bet, and one that some
investors are making, is that Al is an unstoppable force, destined to ci'lange the way we live
and work, with Al businesses reaping the benefits of the disruption. It is a plausible story,
albeit one that raises significant questions about the economic and social costs of
disruption, with disagreements about the speed and extent of the disruption.

= Go with the market consensus: At the moment, at least, the market seems to be buildin
in the expectation that Al will be a major disruption that will give rise to large and valuable
businesses and it is picking its winners. For better or worse, many have already chosen this
path implicitly in théir pension funds and savings, getting Earnal eXFosure to this stor
with an S&P 500 fund, and more complete exposure if you buy a total market fund for US
equities.

= Trust the Al story but verify: There are mang reasons to be skegtica,l about the Al story,
and for some that skepticism may be replaced by the belief that Al will not make it as a
viable business, you can steer your new investirig away from the Al space, investing in
businesses that are least likely to be altered by Al (food processing and leisure) and in
geographies where Al is less likely to be a threat, such as the EU (perhaps because of
regulation) and parts of Asia (because Al is too expensive to replace human labor)>

= Crash out on the Al story: If your belief that Al will fail hardens into a conviction that it will
happen, and that it will do so quickly, you can try to actively cash in on the story, you
should, at the minimum, reducing your exposure to equities, especially in the US, by selling
holdings and putting that money into cash, or, if you are more risk taking, selling short on
the companies that have seen their pricing surge on the Al story.
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WHERE I STAND..

= I am personally going with the "market consensus' choice
for the bulk of my portfolio, since I do hold five of the Mag
Seven (all except Tesla and Nvidia) and four of those
companies are heavy investors in Al cap ex, but the new
money added to my portfolio has gone into cash (short term
treasuries, yielding 4%) for much of the last year, leaving my
portfolios more cash-laden than usual.

= [ have left money on the table undoubtedly by doing so, but it
has helped me sleep better at night, and my advice to you is
that you find a pathway in the Al jungle that helps you pass the
sleep test as well.

= The income you will earn in your occupation, over the rest
of your working life, is human capital, and to the extent that
you believe that Al is coming for your job, it behooves you to
direct your financial capital away from the businesses most
exposed to Al disruption to balance your overall wealth.
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