The folly of bubble picking

e Al valuation concerns have rekindled market volatility, but it should be corrective and not mark

an inflection point in the current cycle

e The underlying Al investment story still looks durable against accelerating demand, at the same

time US equities have been quietly re-rating, removing some earlier froth

e It’s a positive backdrop for the USD (yield and growth), even if positioning and market chop can

cramp its style shorter-term and geopolitics remains a longer-term problem

With classical risk off dynamics making a bit of a comeback this week,
it is worth a dig through some of the charts that inform about these
relationships, particularly at a point in the cycle where the market has
refocused on the “Al bubble” theme. We are hoping to avoid becoming
a proxy for the cover of the Economist with that.

We won’t look at credit, which many feel is where the canary will
topple. But we will muse on Al. For the moment that investment cycle
looks sustainable, which took me some time to get comfortable with.
Sure, it is going to be expensive, the hyperscalers are spending one Elon
Musk on it this year alone (Figure 1). But making comparisons to
previous bubble periods — US railroads seem to be the popular one —
probably misunderstands the situation. Even in simple terms that
framing looks wrong, the duration is different and a railway can only get
you from A-B (and in 1836 there was often a barren patch of sand at
point B). Al, in contrast, has practical uses across the economy, globally
with demand at every point. And the firms doing the spending are the
highest earning businesses in history, with (currently) very little leverage
on their balance sheets (Figure 2). This time is different, oh dear!
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Figure 1 Date: 16-Oct-26, Source: Datastream, Lloyds Bank Market Insights  Figure 2

This breadth is why the buildout is running behind demand, despite all
the hype about the cost. We look to have shifted into Jeavons Paradox
territory, where the rate of improvement in the technology and the

Date: 16-Oct-26, Source: Bloomberg, Lloyds Bank Market Insights



concurrent decline in costs is driving a surge in demand, reinforcing the
cycle (Figure 3). It seems more likely that the hyperscalers will struggle
to deliver the desired capacity over the next few years given adoption
and the logistical constraints of scaling to that. Those barriers come in
the form of energy/resource availability, construction capacity and
planning and local opposition (which is growing). Buying a load of
snazzy chips looks the easy bit. Maybe a Brit gets more hung up about
these types of things given UK construction dysfunction, but such
buildouts tend to run at the pace of the slowest part.

Obviously, that still does not address the issue of whether the
hyperscalers will be able to generate the return on capital they are
looking for, but that is something no one can be certain of. Is this going
to be a winner(s) take all race, or will the walls they are trying to
construct be penetrable with a Chinese-made open-weighted
trebuchet? Or will they simple be able to co-opt everyone into using
their models, leveraging an edge in safety (everything is relative), robust
alignment and regulation. You can see those types of themes already,
as well as the political patronage that cold cash can secure.
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What we can say is that the rest of the economy is likely to be captive
to varying degrees whoever wins, as more corporate and public
infrastructure embeds these technologies. It’s not going to be like
swapping Netflix (dross) for Apple TV (currently not dross), you will not
be able to cut the cord — there will be full dependency.

That is an unprecedented level of leverage across the economy and
society; it would be a miracle if they didn’t reap a proportionally large
fee for that. And this is even before factoring the advancement of the
technology itself; we're already at a point where it is transformative.
We’re not starting at dial up where the internet was just promise as at
the turn of the Millennium, the Al game begins at gigabit broadband,
all singing and dancing.

Looking at asset prices, a lot of that hope might appear to be built in.
Valuations by some of the classical bubble measures are very stretched,
take the Shiller’s PE and Tobin g for example (Figure 4). They imply
poor equity returns over the next decade. And typically, when we see
bond yields rise, we get negative feedback into equities (via the
discount rate). Looking at the US equity index charts at face value, that
correlation might appear weak. But there are other, positive, things
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going on. The US economy has been strong, which has boosted
corporate profits and margins. That is equally visible in earnings and
expected earnings growth.

You can make the case that there are some unsustainable factors
behind that. Tech earnings have been flattered by paper gains on their
holdings of Al stocks (Anthropic, OpenAl etc.) for instance, and the Iran
war has temporarily boosted profits of the energy firms (even if
temporarily is turning out to be a bit longer than expected).
Nonetheless, forward earnings multiples have been falling (Figure 5). In
fact, they’ve fallen in lockstep with the rise in real yields, which is what
you’d expect.
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Figure 5 Date: 16-Oct-26, Source: Bloomberg, Lloyds Bank Market Insights ~ Figure 6

So higher yields have impacted equity performance, and valuations are
now less stretched (Figure 6). There has been a larger rerating of growth
stocks versus value, both are now less richly priced. That leaves the S&P
500’s estimated forward PE at a bit over 20 from a recent peak of 24,
still expensive versus the long-run average of 17.6, but not markedly so.

While it’s possible to be optimistic about the Al theme (despite the
cost) and more comfortable with equity risks to the macro economy,
that does not absolve all of the risks. The economy has faced numerous
challenges in recent years. Its ability to weather those shocks has been
encouraging. Central bankers even seem to think this is the new
normal. But stresses that continually accumulate will eventually
generate a fracture. You’ll know it when you see it (being in a recession),
but not before, is usually hot it goes.

One other aspect of the Al buildout has been the change in equity flow
dynamics. The shift towards negative hyperscaler cashflows has meant
an end of the share buybacks that the tech giants have delivered in
recent years (Figure 7). That is good, long have people complained that
large scale buybacks reflected a situation of firms lacking viable
investment opportunities. Now hyperscaler stocks are a pure play on
investment bets. Equity markets have proved resilient to that drop.
Filling the gap has been overseas buyers (Figure 8), lured by the Al story
and yield. US exceptionalism is back; Trump be damned.
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Stock Buybacks (Ann. US$ bn) vs. S&P500
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Figure 7 Date:16-Oct-26, Source: Federal Reserve, Z.1 Table F.213 3

13, NBER, Lloyds Bank Market Insights  Figure 8 Date: 16-Oct-26, Source: US Treasury, Lloyds Bank Market Insights
If that marks a shift towards flightier money, it will sit on the risks side
of the ledger. But perhaps that flow is just a stop gap, not an enduring
vulnerability. We haven’t seen any deterioration in the current account,
which would indicate an increase in demand for overseas savings. Now
the chip firms look to be stepping into the buyback void as their
cashflows go parabolic (Figure 9). Maybe in a world that operates on
excessive margins, buildout costs are less relevant. It serves those
doing it quite well in reality — no one else can get in on the game. 75%
gross margins, like Nvidia, never last forever, but they might last long
enough to dig the moat (if it’s not already dug).
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Looking at the level of investment itself, it does not look unsustainable
either. The change in technology capex and R&D has been large, getting
on towards a couple of %pts of GDP so far, but total private investment
hasn’t grown by anything like as much. That might be partly a crowding
out effect (Figure 10), but if you believe in efficient markets you have to
think these is also a reallocation of resources going on too. The full
commercialisation of Al requires infrastructure which still does not

exist. Most cycles end at an extreme. It looks rather early to think we're
close to the cliff.

How ought this to feed through into markets? It would support the
thesis that the rise seen in real rates is going to be durable. That ought
not to strangle investment as those decisions are made on the available

returns, not the simple yield level. Government on the other hand
might have a bigger problem.
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As Al washes through, opportunities to innovate and increase
productivity ought to multiply beyond the hyperscaler/chip ecosystem.
Whether that is good for labour is another matter — we’re sceptical
that human cognition is uniquely superior for many tasks (creativity is
by definition rare, lots of work is mundane). Broader steps in
automation/robotics are going to add further competition. The
optimists are left with historical precedents for ‘the new types of jobs
that are always created’; failing that we’ll just have to be thankful the
public sector lost interest in generating its own productivity a long time
ago. There look good odds that the owners of capital will reap the bulk
of the gains.

There is also an inflation effect, rising investment demand is running
ahead of the capacity to deliver. That creates a cost headache for that
sector directly, but it also bleeds across the economy via the many
shared inputs (not just iPhone memory, many other components,
energy, construction etc). That suggests a higher equilibrium rate
and/or a need for tighter financial conditions, certainly if 2% inflation is
going to be durably achieved, as Chair Warsh has pledged. Markets
have not worried too much about inflation thus far, despite energy
price rises (evident in steady breakeven rates), but that looks to
underestimate the cyclical risks present and broader pricing power that
a strong US economy facilitates. It’s not a good backdrop for fixed
income, even before considering fiscal profiles.
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Equally, if monetary transmission is compromised, as households are
largely fixed and corporates insensitive, delivering tighter financial
conditions is harder. It would require durably lower equity prices. That
would stomp on the (concentrated) wealth effects that have been
supporting demand (Figure 11, 12). If the dot.com bust is anything to go
by, that would pass most of Main Street by. The Fed funds rate is not
the tool to deliver that though. We remain concerned second round
risks are underestimated, by the Fed and the market. Both seem more
focused on expected favourable energy base effects.

This week’s equity wobble initially took a bite at the dollar, which
probably reflected an unwind of the faster money flows into yield and
the Al trade. But with the lure of Al investment spending, asset price
returns and higher bond yields (real and nominal), it’s hard to take a
negative view at this point. Doing so is really picking a turn in the US
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economy and asset prices. There is always a worry list on that front,
when you can’t find things like that, then worry.

Many investors still crave divestment or at least some diversification
from the Greenback. Trump’s impact will have a longer-term effect on
investment flows, even if you can’t see it now — the foundations have
changed. That does not make it easy to do though, particularly in a
world where technological innovation and the growth that creates
remain US-dominated.

That might leave the dollar looking a concentrated bet, but alternatives
are scarce, only the higher yielders with a resource base (NOK and AUD)
look appealing, although they’ve not decorrelated from the broader
G10 basket. A US yield premium risks dampening growth in a Europe
already struggling with manufacturing malaise and another energy
shock. And one could argue EU politics are not much better than
polarised America. Across the bloc the centrist parties are continuing
to slide while the populists get closer to breaking out (the French
presidency topping that list). Weak growth reinforces the social
problems that drive voters to the fringes — it is the classic prisoner’s
dilemma. It’s hard to argue for the EURs other positives for the
moment, being long USD leaves you in the better penitentiary.

16 October 2026



Sam Hill
Head of Market Insights

Jeavon Lolay
Head of Market Insights

Rhys Herbert

Senior Economist

Market Insights Team

Nicholas Kennedy

FX Strategist

Hann-Ju Ho
Senior Economist

Gajan Mahadevan
Senior Macro Strategist

Nikesh Sawjani
Senior UK Economist



https://www.lloydsbank.com/business/corporate-banking/market-insights.html?utm_source=Report&utm_medium=Publication&utm_campaign=FX

Disclaimer information

This document is confidential, for your information only and must not be distributed, in whole or in part, to any person without the prior
consent of Lloyds Bank Corporate Markets plc (“Lloyds Bank”). This document has been prepared for information purposes only.

This document has been prepared by Lloyds Bank Market Insights. The author’s views should not be taken as necessarily being those of the
wider Lloyds Banking Group plc, nor considered objective or unbiased. The author of this document may know the nature of Lloyds Bank’s
trading positions or strategies in anticipation of this document. Any views, opinions or forecast expressed in this document represent the
views or opinions of the author and are not intended to be, and should not be viewed as advice or a personal recommendation.

This document is not independent from Lloyds Bank’s proprietary interests, which may conflict with your interests. Lloyds Bank may trade
as principal, may have proprietary positions, and/or may make markets in any instruments (or related derivatives) discussed in this document.
Trading personnel may be indirectly compensated in part based on the size and volume of their transactions, but the outcome of any
transaction that may result from this document will not have a direct bearing on the compensation of any trading personnel. Lloyds Bank
may engage in transactions in a manner inconsistent with the views expressed in this document and Lloyds Bank’s salespeople, traders and
othﬁr %rofessionals’ may provide oral or written market commentary or strategies to clients, which may conflict with the opinions expressed
in this document.

We make no representation and give no advice in respect of legal, regulatory, tax or accounting matters in any applicable jurisdiction. You
should make your own independent evaluation, based on your own knowledge and experience and any professional advice which you may
have sought, on the applicability and relevance of the information contained in this document.

The material contained in this document has been prepared on the basis of publicly available information believed to be reliable and whilst
Lloyds Bank has exercised reasonable care in its preparation, no representation or warranty, as to the accuracy, reliability or completeness
of the information, express or implied, is given. This document is current at the date of publication and the content is subject to change
without notice. We do not accept any obligation to any recipient to update or correct this information. This document is not directed
toward, nor does it constitute an offer or solicitation to, anyone in any jurisdiction or country where such distribution or use would be
contrary to local law or regulation. Lloyds Bank, its directors, officers and employees are not responsible and accept no liability for the
impact of any decisions made based upon the information, views, forecasts or opinion expressed.

Lloyds Banking Group plc and its subsidiaries may participate in benchmarks in any one or more of the following capacities; as administrator,
submitter or user. Benchmarks may be referenced by Lloyds Banking Group plc for internal purposes or used to reference products, services
or transactions which we provide or carry out with you. More information about Lloyds Banking Group plc’s participation in benchmarks is
set out in the Benchmark Transparency Statement which is available on our website.

Lloyds Bank is a trading name of Lloyds Bank plc, Bank of Scotland plc and Lloyds Bank Corporate Markets plc, which are subsidiaries of
Lloyds Banking Group plc. Lloyds Bank plc. Registered Office: 25 Gresham Street, London EC2V 7HN. Registered in England and Wales no.
2065. Bank of Scotland plc. Registered Office: The Mound, Edinburgh EH11YZ. Registered in Scotland no. SC327000. Lloyds Bank Corporate
Markets plc. Registered office 25 Gresham Street, London EC2V 7HN. Registered in England and Wales no. 10399850. Authorised by the
Prudential Regulation Authority and regulated by the Financial Conduct Authority and the Prudential Regulation Authority under registration
number 119278, 169628 and 763256 respectively.

Important Notice & Additional Disclaimer

By accessing, viewing or reading this Report you confirm that you understand, acknowledge and agree to comply with the contents of this
disclaimer.

This Report, its contents and any related communication (altogether, the “Report”): (i) does not constitute or form part of any offer to sell
or an invitation to subscribe for, hold or purchase any securities or any other investment; (ii) does not constitute a financial promotion (jii)
shall not form the basis of or be relied on in connection with any transaction, contract or commitment whatsoever; (iv) is provided for
information purposes only and is not intended to form, and should not form, the basis of any investment decision; (v) is not and should not
be treated as investment research, a research recommendation, an opinion or advice; (vi) is confidential and has been prepared by, is made
by, and is subject to the copyright of, Lloyds Bank Corporate Markets plc and/or its affiliates (together, “Lloyds Bank”™); (vii) is based on public
information, and is in summary form and therefore may not be complete; (vii) may refer to future events which may or may not be within
the control of Lloyds Bank and its affiliates, and its or their directors, officers, employees, associates and Lloyds (altogether, “Lloyds
Persons”), and no representation or warranty, express or implied, is made as to whether or not such an event will occur; (viii) is subject to
change at any time and Lloyds Bank is under no obligation to inform any person of any such change; (ix) may only be sent to recipients who
may lawfully receive it in accordance with applicable law or regulation; (x) is distributed only to and directed only at persons who are not
capable of classification as a retail client as defined in point (11) of Article 4(1) of Directive 2014/65/EU (as amended, “MiFIDII”), point (8) of
Article 2 of Regulation (EU) No 2017/565 as it forms part of domestic law by virtue of the European Union (Withdrawal) Act of 2018 (the
"EUWA") or equivalent applicable local regulatory classification, and (xi) is not being distributed to and must not be passed on to the general
public in the U.K., and may only be distributed in the U.K. to persons who are investment professionals within the meaning of Article 19 of
the Financial Services and Markets Act 2000 (Financial Promotion) order 2005 (the “Order”), or are persons falling within Article 49(2)(a) to
(d) of the Order. All such persons to whom this Report may be distributed as described in this paragraph are “Relevant Persons” and this
Report must not be acted on or relied on by persons in the UK who are not Relevant Persons. Lloyds Persons may engage in transactions in
a manner inconsistent with any opinion in this Report and may have an interest in any securities or financial product mentioned in this
Report.

Lloyds Bank has exercised reasonable care in preparing this Report; however, no representation or warranty, express or implied, is made as
to the accuracy, reliability or completeness of this Report. This Report may refer to future events which may or may not be within the
control of Lloyds Persons, and no representation or warranty, express or implied, is made as to whether or not such an event will occur. To
the fullest extent permitted by applicable law or regulation, Lloyds Persons accept no responsibility for and shall have no liability for any
loss (including without limitation direct, indirect, consequential and loss of profit), damages, or for any liability to a third party however
arising in relation to this Report (including without limitation in relation to any projection, analysis, assumption or opinion in this Report).
Lloyds Bank reserves the right to terminate discussions with any recipient in its sole and absolute discretion at any time.

Securities services offered in the United States are offered by Lloyds Securities Inc., a broker-dealer registered with the U.S. Securities and
Exchange Commission and a member of the U.S. Financial Industry Regulatory Authority.

By accessing, this Report, you confirm and represent that: (a) you understand and agree to the contents of this notice; (b) you are a Relevant
Person; (c) you consent to delivery of this document by electronic transmission; (d) you have or will conduct your own independent inquiries
and obtain professional legal, regulatory, tax and accounting advice as appropriate in relation to the contents of this Report; (e) any
transaction which you may subsequently enter into will only be on the basis of your own knowledge, experience, and review of relevant
transaction documentation; and (f) you will keep this Report strictly confidential and will not transmit or distribute this Report, or any
reproduction or translation, in whole or in part, to any person without Lloyds Bank’s prior written consent.

Lloyds Bank is a trading name of Lloyds Bank Corporate Markets plc, Lloyds Bank Corporate Markets Wertpapierhandelsbank GmbH, and
certain affiliates. Lloyds Bank plc. Registered Office: 25 Gresham Street, London EC2V 7HN. Registered in England and Wales no. 2065.
Lloyds Bank Corporate Markets plc. Registered office 25 Gresham Street, London EC2V 7HN. Registered in England and Wales no. 10399850.
Authorized by the Prudential Regulation Authority and regulated by the Financial Conduct Authority and the Prudential Regulation Authority
undker registraﬁion number 119278 and 763256 respectively. Lloyds Securities Inc. Address: 1095 Avenue of the Americas, 34th Floor, New
York, New York 10036.

Lloyds Bank Corporate Markets Wertpapierhandelsbank GmbH is a wholly-owned subsidiary of Lloyds Bank Corporate Markets plc. Lloyds
Bank Corporate Markets Wertpapierhandelsbank GmbH has its registered office at Thurn-und-Taxis Platz 6, 60313 Frankfurt, Germany and
is registered with the Amtsgericht Frankfurt am Main, HRB 111650. Lloyds Bank Corporate Markets Wertpapierhandelsbank GmbH is
supervised by the Bundesanstalt fiir Finanzdienstleistungsaufsicht.

o LLOYDS



