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§ 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.
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§ The earnings at the AI builders should rise to include the 
earnings from the AI investment. 
§ That increase in earnings will manifest as higher value, if the return 

on capital on the incremental AI 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 AI 
cap ex.
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§ The earnings at AI builders will stay lower for the long term, as 
the promised earnings from the AI cap ex never materialize. 

§ The accountants will revisit the AI 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 AI mistake from the 
books).

§ If the AI 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 AI 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 AI cap ex but also the 
lost trust in management.
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§ Go all in on the AI story winning (and doing it soon): The first bet, and one that some 
investors are making, is that AI is an unstoppable force, destined to change the way we live 
and work, with AI 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 building 
in the expectation that AI 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 their pension funds and savings, getting partial exposure to this story 
with an S&P 500 fund, and more complete exposure if you buy a total market fund for US 
equities.

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

§ Crash out on the AI story: If your belief that AI 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 AI story. 
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§ 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 AI 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. 

§ I 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 AI 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 AI is coming for your job, it behooves you to 
direct your financial capital away from the businesses most 
exposed to AI disruption to balance your overall wealth. 


