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With sovereign bond yields lurching
higher, investors have understandably
questioned whether higher yields pose
a threat to equity markets. History
suggests the answer is nuanced:
equities can continue to advance
through periods of rising yields,
provided earnings remain supportive.

Equities can withstand higher yields

The bond market sell-off was a defining feature of
the third quarter, as the US 10-year Treasury yield
rose from 4.5% at the end of June to around 5.3%
at the end of September. Although elevated, this is
not unprecedented: yields approached this point as
recently as 2023 and regularly exceeded it before
the Global Financial Crisis of 2008-2009.
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For much of the period from the late 1990s until the
COVID pandemic hit in 2020, equities benefited from
rising corporate profits and a secular decline in bond
yields. That environment has since changed. Inflation,
tighter monetary policy, and, more recently, higher
term premia have driven bond yields structurally higher.
Yet equities have maintained their advance, supported
by strong earnings and investment associated with
artificial intelligence.

Figure 1: Bond yields and equity returns
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Source: State Street Investment Management, FactSet, MSCI. As of
September 30, 2026. World equities proxied by total returns to
MSCI World Index. The performance data quoted represents past
performance. Past performance does not guarantee future results.



Earnings remain the key driver

This backdrop may appear challenging to reconcile.
Investors not only face higher interest rates but also
renewed inflation pressures, heightened geopolitical
tensions, and concentrated equity market leadership.

Yet analysis of the past 30 years shows that, in periods
of both rising and falling bond yields, sector and
industry-group returns have been closely linked to
changes in earnings expectations (see Figure 2).

Figure 2: Returns associated with earnings revisions across yield regimes
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GFC and Fallout—Falling Bond Yields: Jun ‘07 to Dec ‘19
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Great Moderation—Rising Bond Yields: May ‘03 to Jun ‘07
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COVID and Normalisation—Mixed Bond Yields: Dec ‘19 to Jul ‘22
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Source: State Street Investment Management, FactSet, MSCI. As of September 30, 2026. Each data point represents total returns in each regime
vs coincident cumulative change in earnings expectations for Developed World GICS Sectors and Industry Groups. The performance data quoted
represents past performance. Past performance does not guarantee future results.
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Strong fundamentals bolster
expectations

That relationship has remained visible since 2022,
although Figure 3 highlights considerable dispersion.
The semiconductors and semiconductor equipment
group is a clear outlier relative to the market, reflecting
exceptional increases in both earnings expectations and
share prices. Even beyond this group, earnings have
continued to be remarkably resilient.

Figure 3: Recent earnings and returns are stretched at
the extremes
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Source: State Street Investment Management, FactSet, MSCI. As of
September 30, 2026. Each data point represents total returns in each
regime vs coincident change in earnings expectations for Developed
World GICS Sectors and Industry Groups. The performance data
quoted represents past performance. Past performance does not
guarantee future results.

The strength of the earnings picture is clear.

World earnings expectation grew by 29.5%
year-over-year in September, with estimates rising
8% during the third quarter. All 11 sectors within

the MSCI world Index recorded year-over-year growth
in earnings expectations.

So perhaps the immediate risk is not that recent equity
returns are disconnected from fundamentals. It is that
today’s exceptionally strong fundamentals are being
extrapolated too far into tomorrow.
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Margin for error narrows

This distinction matters because the margin for error
has narrowed. Higher bond yields have increased the
return available to investors outside equities. At the
same time, the market remains unusually dependent
on the Al investment cycle. Rapid investment in data
centres, semiconductors, and related infrastructure
has supported both economic activity and corporate
earnings, but any slowdown in Al investment or
profitability could challenge current expectations.

This is where tunnel vision can be mistaken for a laser
focus on earnings expectations. Strong earnings can
continue to support equities even with higher bond
yields. But investors now face two distinct risks:
earnings expectations may disappoint, or valuations
may compress as higher discount rates intensify
competition for capital. The light at the end of the
tunnel may be the considerable long-term potential
of Al. The journey between today’s investment boom
and tomorrow’s returns, however, is unlikely to be
straightforward.

That argues not for abandoning equities, but for greater
diversification, valuation discipline, and attention to
balance-sheet quality. Earnings remain supportive,

but concentrated expectations and a thinner valuation
cushion leave more room for disappointment.

The tin hat may not yet be necessary, but it should
be kept close at hand. Defensive equity allocations,
diversification and disciplined risk control may once
again prove valuable.

To learn more about the views and investment
capabilities of the Systematic Equity— Active
team, please visit our website.


https://www.ssga.com/us/en/institutional/capabilities/equities/systematic-equity

statestreet.com/investment-ma nagement

Marketing communication

State Street Global Advisors (SSGA) is now State Street Investment Management.
Please click here for more information.

State Street Global Advisors Worldwide Entities

The information contained in this communication is not a research recommendation or
‘investment research’ and is classified as a ‘Marketing Communication’ in accordance
with the applicable regional regulation. This means that this marketing communication
(a) has not been prepared in accordance with legal requirements designed to promote
the independence of investment research (b) is not subject to any prohibition on
dealing ahead of the dissemination of investment research.

This communication is directed at professional clients (this includes eligible counterparties
as defined by the appropriate EU regulator) who are deemed both knowledgeable and
experienced in matters relating to investments. The products and services to which this
communication relates are only available to such persons, and persons of any other
description (including retail clients) should not rely on this communication.

The information provided does not constitute investment advice and it should not be relied
on as such. It should not be considered solicitation to buy or an offer to sell a security.

It does not take into account any investor’s particular investment objectives, strategies,
tax status or investment horizon. You should consult your tax and financial advisor.

All information is from State Street Investment Management unless otherwise noted

and has been obtained from sources believed to be reliable, but its accuracy is not
guaranteed. There is no representation or warranty as to the current accuracy, reliability
or completeness of, nor liability for, decisions based on such information and it should not
be relied on as such.

This document contains certain statements that may be deemed forward-looking
statements. Please note that any such statements are not guarantees of any future
performance and actual results or developments may differ materially from those
projected. Investing involves risk including the risk of loss of principal.

The trademarks and service marks referenced herein are the property of their respective
owners. Third party data providers make no warranties or representations of any kind
relating to the accuracy, completeness or timeliness of the data and have no liability for
damages of any kind relating to the use of such data.

The views expressed are the views of the Systematic Equity—Active team through
September 8, 2026, and are subject to change based on market and other conditions.
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Quantitative investing assumes that future performance of a security relative to other
securities may be predicted based on historical economic and financial factors, however,
any errors in a model used might not be detected until the fund has sustained a loss or
reduced performance related to such errors.

State Street Investment Management uses quantitative models in an effort to enhance
returns and manage risk. While State Street Investment Management expects these
models to perform as expected, deviation between the forecasts and the actual events
can result in either no advantage or in results opposite to those desired by State Street
Investment Management. In particular, these models may draw from unique historical
data that may not predict future trades or market performance adequately. There can
be no assurance that the models will behave as expected in all market conditions.

In addition, computer programming used to create quantitative models, or the data

on which such models operate, might contain one or more errors. Such errors might
never be detected, or might be detected only after the Portfolio has sustained a loss
(or reduced performance) related to such errors. Availability of third-party models could
be reduced or eliminated in the future.

Investing in foreign domiciled securities may involve risk of capital loss from unfavorable
fluctuation in currency values, withholding taxes, from differences in generally accepted
accounting principles or from economic or political instability in other nations.

Investments in emerging or developing markets may be more volatile and less liquid than
investing in developed markets and may involve exposure to economic structures that are
generally less diverse and mature and to political systems which have less stability than
those of more developed countries.

This information should not be considered a recommendation to invest in a particular
sector or to buy or sell any security shown. It is not known whether the sectors or
securities shown will be profitable in the future.

Investments in small-sized companies may involve greater risks than in those of larger,
better known companies.

The past performance data quoted represents past performance. Past performance does
not guarantee future results.

Investing involves risk including the risk of loss of principal.

Equity securities may fluctuate in value and can decline significantly in response to the
activities of individual companies and general market and economic conditions.
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