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Clearly, my children’s recent requests for Dr.
Seuss at bedtime influenced the title of this
quarter’s update! While the title may be playful,
the subject is anything but as we believe
Artificial Intelligence is and will continue to have
a major impact on the economy and markets. 
It’s nearly impossible to turn on a business news
channel today and not immediately hear about
the impact of Artificial Intelligence. We believe
that is for good reasons and believe that we are
starting to see the impact that AI is having on
many of the data points that we track.  
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In this quarter’s update, titled “AI Here, AI There, AI EVERYWHERE!”, we attempt
to cut through the noise regarding AI and present a few of the data points we believe AI
is currently having a material impact on and what these developments may mean in the
years ahead for the portfolios we manage. 
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Cycle Indicator Turns Positive

In our quarterly updates from 2022-2023, we often presented the Morgan Stanley US Cycle
Indicator as a data point that raised concern due to the “downturn” reading that it indicated.
However, in recent updates, we have started to point to this indicator as a source of optimism as the
indicator started to turn upwards. As seen below, this data point recently exited its “downturn”
reading and entered “expansion” territory.   
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Artificial Intelligence 
Build Out 

We believe that Artificial Intelligence has played a major role in the Morgan Stanley US Indicator
entering “expansion” territory. In 2022, Hyperscaler capital expenditures registered at $131 billion
and grew approximately 3% to $135 billion in 2023. Since 2023, capital expenditure growth has
skyrocketed and recent estimates anticipate $824 billion of hyperscaler spending in 2026 followed
by over $1 trillion in spending in both 2027 and 2028.
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To put that level of capital expenditure into context, the chart below estimates what those levels of
capital expenditures would represent as a percentage of US Gross Domestic Product between the
years of 2025-2032 and compares the potential Artificial Intelligence build out to past major
infrastructure build outs in the US. Based on these estimates, the Artificial Intelligence build out as a
percentage of US GDP has the potential to be much larger than many of the major infrastructure
projects in the US in the past 200 years. 
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Artificial Intelligence 
Build Out 

Based on the previous charts estimates, we believe analysts are optimistic about the potential
growth the US Economy might experience in the coming years from the Artificial Intelligence
build out. Interestingly, as seen below, history shows that analysts were too conservative when
estimating levels of adoption and growth regarding 4 of the major tech build outs the past 2-3
decades. On average, analysts underestimated the number of users, shipments, and revenue of the
PC (users), Internet (users), Mobile (shipments), and Cloud (revenue) revolutions by 38%
compared to actual results.  
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Earnings Growth

We believe the large growth in capital expenditures and efficiency gains that have resulted from the
build out and utilization of Artificial Intelligence is having a significant impact on earnings of S&P
500 companies. As seen below, as recently as 2022, the year over year growth rate of earnings from
S&P 500 companies was negative. However, as of 9/2/26, the year over year earnings growth rate
of S&P 500 companies had grown to 35%.
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Earnings Growth

When digging deeper into the earnings growth of the S&P 500, it becomes clear to us that the
build-out and adoption of AI is having a materially larger impact on the earnings of the companies
that are focusing on AI. As seen below, companies in the S&P 500 that have a stated focus on AI
have seen materially larger growth rates than the average growth of companies in the S&P 500 no
focusing on AI. 
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In recent quarterly updates, we have become much more constructive on the US economy and US
stock market compared to previous years when we expressed concern that the economic expansion
the US was experiencing was largely due to the historically high levels of deficit spending by the
government. We believe the US economy is in the initial stages of economic expansion led by the
build out and adoption of Artificial Intelligence and is growing organically without elevated levels
of government spending. 

With a growing level of AI infrastructure spending and adoption from companies, we anticipate
that S&P 500 companies can continue to show earnings growth in future quarters, which we
believe creates a sound fundamental base that could lead to appreciation in the price of the S&P 500
Index. 

However, the adoption of AI from companies also comes with potential negatives that we must
keep an eye on as well. As companies continue to improve their productivity using AI, the data is
starting to show that productivity is coming at the cost of jobs for a portion of the US job market.
Since 2023, the unemployment rate for jobs with high AI-exposure has jumped from 1.9% to 2.9%.
We believe the balance between corporate earnings and productivity needs to be monitored closely
as job loss and reduction of hiring can also have major impacts on the economy and markets. 
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Conclusion
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Join Our Webinar
Enjoy this content? We'll be hosting our quarterly webinar on Tuesday, October 20th. Keep an eye
out for additional details hitting your inbox in the coming weeks. We won't ask you to turn your
camera on, but you'll be able to see us! Your name will also be hidden for complete client
confidentiality.
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Disclaimers
Attendance at this Video Conferencing meeting is through direct invitation by Morgan Stanley Smith Barney LLC (Morgan Stanley). All attendees should identify if
anyone else is present with them at the start of the session so that the meeting organizer is aware of everyone in attendance. Attendees who are joining via a forwarded
invitation from someone outside of Morgan Stanley should provide their full name and email address when attending the meeting or excuse themselves from this
meeting. All information, content, products and services discussed during the meeting are intended only for individuals accepted into the meeting and residing in states
where the meeting organizer is registered. You may not record, reproduce, publish, or distribute any of the content or materials discussed and/or presented during the
meeting without the express written consent of Morgan Stanley. Any information or content shared by an attendee as a meeting participant (including but not limited to
documents or applications) will be visible to all other attendees. Do not share information or content if you do not want it visible to other attendees.

This material has been prepared for informational purposes only. It does not provide individually tailored investment advice. It has been prepared without regard to the
individual financial circumstances and objectives of persons who receive it. Morgan Stanley Smith Barney LLC (“Morgan Stanley”) recommends that investors
independently evaluate particular investments and strategies, and encourages investors to seek the advice of a Morgan Stanley Financial Advisor. The appropriateness
of a particular investment or strategy will depend on an investor’s individual circumstances and objectives. Past performance is no guarantee of future results.

Indices are unmanaged. An investor cannot invest directly in an index. For index, indicator and survey definitions referenced in this report please visit the following:
https://www.morganstanley.com/wealth-investmentsolutions/wmir-definitions

This material contains forward-looking statements and there can be no guarantees they will come to pass. The information and statistical data contained herein have
been obtained from sources believed to be reliable but in no way are guaranteed by Morgan Stanley as to accuracy or completeness. There is no guarantee that any
investments mentioned will be in each client's portfolio.

Investing in commodities entails significant risks. Commodity prices may be affected by a variety of factors at any time, including but not limited to, (i) changes in
supply and demand relationships, (ii) governmental programs and policies, (iii) national and international political and economic event, war and terrorist events, (iv)
changes in interest and exchange rates, (v) trading activities in commodities and related contracts, (vi) pestilence, technological change and weather, and (vii) the price
volatility of a commodity. In addition, the commodities markets are subject to temporary distortions or other disruptions due to various factors, including lack of liquidity,
participation of speculators and government intervention.

The views expressed herein are those of the author and do not necessarily reflect the views of Morgan Stanley Wealth Management or its affiliates. All opinions are
subject to change without notice. Neither the information provided nor any opinion expressed constitutes a solicitation for the purchase or sale of any security. Past
performance is no guarantee of future results.

Morgan Stanley Smith Barney LLC. Member SIPC.
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