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Al and Markets
Towards the event horizon

Recent weeks have seena string of warnings from bankers, central banks, and economists cautioning us about the risk of a
bubblein stocks linked to artificial intelligence (Al). However, we must balance this against the very real transformationthat Al is
bringing to the global economy to decide how best to build resilient portfolios.

Prepared for professional advisers only.



Summary

» Inrecent weeks, investors have been warned of highstockmarket valuations and

apotentialbubble in artificial intelligence stocks.

~  We acknowledge that valuations across equity markets are generally elevated.
Aneventual stockmarket correction will come, as it always does. But thereis little
real data to suggest this risk is unusually high at the current time. We also believe

that seeking to predict the timing of a correctionisnot possible.

-~ We do not believe the evidence exists to support the argument that thereis
currently abubble in Al listed stocks. Yet, we are clear thata bubble could form.
Boththe risks and opportunities created by Al are among thelargestin

stockmarket history.

~  We know that excessive speculationin private markets can findits way into listed
markets.

~ Understanding how a shock like this transmits across asset classes is key for us in

the coming years. This will help us build resilient portfolios.

~  Overall, the economic environment remains quite supportive for investment, with

interest rates likely to fall further.

»  However, we acknowledge the economic cycle is advanced, and this argues for
portfolios that have higher levels of geographical and factor diversification than in
recent years, with fixed income allocations that are focused on providing
diversificationrather than wringing the last ounce of value out of already welk

priced credit markets.



The current climate

Economic dependence on artificial intelligence

Is this currently a stockmarket bubble?

Could this Al spending gowrong and how?

How do we position portfolios for this environment?
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There have been few moments in the history of technology
sopregnant with opportunity as this one. Artificial intelligence
ispromising to transform almost every sector of the world
economy, achieve previously impossible leaps forwardin
medicine, and force us to re-examine how we even define
human work.

The hope that this feeds through into a decade of super-
normal returns for stockmarkets has led equity prices to
continue torise throughout 2025 despite a wave of external
events that could well have blown them off track.

Sogreat has the enthusiasm been that it has helped lift
almost all markets by supporting underlying headline
economic growth, despite a wave of protectionist tariffs from
the United States. Tobesure, the pain felt by stockmarkets
from the US administration’s disruptive trade policy has also
been eased by a benign global economic environment.
Pressure from inflation has receded, if remaining above pre-
COVID levels, and central banks are gradually cutting interest
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rates.

Such apparent complacency though from stockmarkets, can
be a cause for concern, a sort of irrational calm that warnsusa
bubble may be forming.

Warnings on this front have been unsettlinginrecent days,
coming from key global institutions rather thanjust
opinionated forecasters.

Kristalina Georgieva, the managing director of the
International Monetary Fund, warns: "Today's valuations are
heading towards levels we saw during the bullishness about
the internet 25 years ago. If a sharp correction were tooccur,
tighter financial conditions could drag down world growth,
expose winerabilities, and make life especially tough for
developing countries.”

Meanwhile, the Bank of England’s Financial Policy
Committee, whichisresponsible for spotting emerging
threats, said: "The risk of a sharp market correction has
increased.”

Today's valuations are
heading towards levels we saw
during the bullishness about
the internet 25 years ago.

’ ’ Kristalina Georgieva

Managing director
International Monetary Fund



Economic dependence on artificial intelligence

At the root of this anxiety isan analysis of just how
dependent the world economy and stockmarkets have
already become onAl.

Jason Furman, a Harvard economist who served as chair to
President Obama's Council of Economic Advisers, estimates
thatinthefirst half of 2025, some 92% of US economic

Real business fixed investment:
Information processing equipment and software
Percent change, annual rate

growth was driven by investmentsinto the energy-intensive
data centres neededto power Al. Without this, he estimated
US growthwould bejust 0.1%.

In fact, in these six months, he shows that more moneywas

spent on data centres than was spent by the US consumer.
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but the bet that Al will transform the

Source:IMF, FactSet, Datastream, Goldman Sachs Global Investment Research

world and produce super-normal profits
for years to come.

Importantly, the growth of Al does not come cheaply, and
itsgrowthislinked to the growthinanother major
transformative phenomena in world markets today: private
credit. Following the financial crisis, businesses have
increasingly begun turning toa shadow banking system to
fund their growth, avoiding the regulatory focus of borrowing
from highly regulated banks.

The rate of growthinthis creditis extraordinary. A forecast

Past performance is not a guide to future performance.

from BlackRock suggests the money invested will rise from
$1.4 trillion at the start of 2025 to $3.2 trillion by next year.
The biggest consumer of thiscredit is Al data centres.
Morgan Stanley estimatesthat by 2028, companies will have
borrowed $2.9 trillion to spend just ondata centres. This
wave of borrowing understandably leads people to question
whether this is not simply a bubble but a debt-fuelled bubble
that could lead to a credit crunch.



Is this currently a stockmarket bubble?

On the surface, the extraordinary Al share price growth
looks exactly like a bubble, and the Bank of England has
pointedto the classic metrics economic historiansuse to
demonstrate this, such as how company valuations today
compare totheir valuationsacross the economic cycle.

Technological breakthroughs, after all, do often lead to
bubbles. One academic study from Chancellor and Kramer
suggests that of 51 bubbles identified between 1825 and
2000, some 73% were related to enthusiasm about an

innovative technology.

These bubbles have often formed just at the moment an
innovative technologyis about to enjoy commercial success,
yet when enormous uncertainty persists about how big this
success will be, or which companies will be the beneficiaries.

When it comes to Al, a similar sense of uncertainty exists
about the scale of its potential impact.

Consider, for example, the range of forecasts that exist
about how much Al will transform economic productivity - the
key mechanism that leads to economic growthand then

stockmarket returnin the long-term.

Predicted increase in annual labour productivity growth over a 10-year horizon
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All these eminent sources point to growth, but thereis a
huge variation in its size. More than enough variation, some
may say, todetermine whether the nexttenyearsare a
period of super-normal stockmarket returnsor a profound
disappointment to investors.

Goldman Sachs strategists Peter Oppenheimer and Sharon

Bell sum upthechallenge like this: “As the excitement grows,

the nature of the whole business becomes bigger than the
sum of the parts. Ultimately, bubbles develop as the
aggregate value of companies that areinvolvedin the
innovation exceeds the future potential cash flows that they
arelikely to generate; manyinvestors have bought an option

on the future, and they will not all pay off.”



Indeed, we can sum up how history has generally played out
like this:

A new technology emerges and becomes commercial
New companies and credit floodinto the market
Valuations rise

The bubble bursts, but the technology re-emergesand
transformsthe global economy

The true company winners emerge

Eventually, productivity rises across society, and difficult
shifts can be needed in the job market

Perhaps the clearest example of this process in living

memory is the internet-fuelled technology bubble at the turn

Nvidia share price and P/E nultiple since ChatGPT launch
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of the millennium, but there have been many others
throughout history.

Using this reference to test the current explosion in the
value of Al stocks shows us both why thisseems highly similar
but also flags some important differences.

The mostimportant differenceis that whilst valuations of US
technology stocks are high this time, the profits produced by
leading companies have kept up with their price rises in a way
thatis totally different from the eye-popping valuations seen
in, for example, those internet stocks in 2000.

The most dominant stock in the phenomenon, the leading Al
chip maker Nvidia, has kept itsadmittedly relatively high
valuation at a hugely consistent level throughout the
extraordinary riseinits price.
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growth rather than excessive speculation about the future.”
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years.
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The fact that overall valuations across the technology
sector have notrisenisalso due to the fact that the marketis
rationally calculating the downsides of Al. These companies
that mostly sell software have seen their share prices fall
sharply over the last year onfears that their subscription-
based models will break.

Further comfort around the specific point about whether
the largest Al-focused stocks - the so-called ‘Magnificent 7’
areinbubble territory can come from who is financing their
spending. Whilst debt levels have increased, they still amount
to less thanoneyear’s earnings, and the vast burden of

funding for these companies is coming from free cash flow.
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In reality, it could well be more cheaply valued companies
trying to keep up with the Al boom who feel obliged totake
on unmanageable debts, a risk that valuations of share price
rises would provide no signpost for whatsoever.

In fact, the price rises we have seenintechnology stocks
have been highly correlated toreal delivered earnings, and
this is not a feature we generally seein bubbles. Goldman
Sachsanalysis suggests that the Magnificent 7 technology
stocksare currently valued at around 27 times their earnings.
Thisis around half the valuation of the most-favoured large
technology stocks inthe late 1990s and Japanese stocks at
the peak of their bubble.
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These factors can provide us with some reassurance that
Al stocks may not currently beina bubble today.

It leads us to make an important but nuanced definition.
Yes, itistruethat, as the Bank of England highlights, global
stocksare at high valuation levels relative to history. This
may wellforetella stockmarket correction to bring valuations
backinline. But thisis a normal and self-healing process in
stockmarkets and one that investorsare generally well-
advised to look through.

Itis very different from the bursting of a major bubblein
technology stocks in particular. When bubbles burst, it is not
that valuationsreset lower in order torespond to changing
economic conditions; it is that they fall precipitously because
their valuation was never rationally related to their pricein
the first place. Here, our base case is thata normal

stockmarket correction will come; perhaps in the next six
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months, perhaps inthe next six years, but such changes are
inevitable.

We should note though that much of the growth in Al
businesses is happening in private markets, led by OpenAl
itself. Venture capitalistsare on track to spend $200 billion in
2025 on Al companies according to the Financial Times.
These start-up type companies are attracting genuinely eye-
popping valuations unrelated to earnings. Venture capitalists
of course expect many of their bets to fail. It is a very
different sort of investing to that conducted by Albemarle
Street Partners. But these unlisted highly-valued companies
are doing huge business with the listed more reasonably
valued Magnificent 7we dohold. Shares in these stocks have
risen sharply on days they have done deals with OpenAl, so
any emerging funding concerns for the ChatGPT maker will
feed into public markets and this must always be understood.
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Itis alsoright tonote that the US market, in general is more expensive relative to history than other markets.

The US market is experiencing the most extreme valuations, inboth absolute andrelative terms
12m fwd P/E multiple. MSCI Regions, STOXX 600 for Europe and S&P 500 for USA. Data since 2003
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This higher valuation has, however, been clearly justified by
higher profits and earnings growth. Nonetheless, valuations
matter, and the strategic asset allocation approach that
Albemarle Street Partners applieseach year arrives at
estimated risk and return numbers that blend the long-term
historical returns of assets with a backwards-looking and
valuation-based analysis. This year’s valuation levels will
likely pull down the suggested weight to the United States
somewhat andlead usto a rational data-led modest
reduction in our US allocations.
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Sucha shift away from the United States, due to
generalised higher valuations, is in evidence amongst
investorsacross the worldand also arguably showninthe
precipitous rise in the gold price seen in recent months.

Itis alsoright tosaythat at the current time, global fund
managers are embarking on what could be seen as quite an
orderly process of diversifying their holdings away from the
United States. This isnot a stampede but a gradual
progression. We can take some comfort that this leads toa
re-ordering of global equity allocations, which somewhat
lowers the chance of a shock shift.

10



"Long Magnificent 7" remains the most crowded trade
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We must also be clear that whilst high valuations may
suggest an ultimate stockmarket correction, the belief that
this is imminentis not well supported by facts.

Over aten-year period, it generally pays to own cheaper
rather than more expensive shares, but over anytime periods
shorter than that, the correlation between the price you pay

and thereturnonshares is very lowindeed. You are slightly

Correlation of price paid and the return on shares
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Importantly, we do not believe the evidence is inplace for
the current market to be characterisedas a bubblein Al
stocks.

However, the current situation does not reassure us that a
bubble cannot be in the stages of forming. It remains entirely
possible that these companies cannot sustain their
extraordinary profit growth, that other disruptive businesses
emerge to break their dominance, or that the huge debt-
fuelledinvestments they are making to buy data centre
capacity, oftenin circular loops with one another, could come
unstuck.

[tis alsotrue to say that whilst we can find much
reassurance onthe valuation of Al stocks, looking ata wide
range of metrics, we cannot escape the point made by the
Bank of England that the sheer concentration of stockmarket

3y Correlation

more likely to do better if share prices are cheaper, but the
effect is small. In short, the data does not tellus that share
prices like this are particularly associated with a correction
this year, next year orinfive years with any certainty. Those
investors who sell, hoping to avoid one,areinour view just as
likely to miss a period of prolonged positive returns as to

protect their investments.
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-361% -50.1%

indicesina few stocks means that any bump ontheroad here
willhave a huge effect everywhere.

Concentrationrisk is associated with periods of higher
stockmarket volatility, and we must be prepared for this.

Should technology earnings disappoint at these stretched
valuations, it could quite plausibly cause a significant market
correction, but we should understand this as very different
from the bursting of a speculative bubble.

Amongst the venture capitalists’ bets in Al there will be
inevitable failures. The chief executive of Salesforce
speculatedinthe Financial Times that these firms may create
$10 trillion of value but see $1 trillion wiped out by failures.
Thisis impossible to know, but some failures will come and

that will lead to volatility for listed markets.



Could all this Al spending go wrong, and if so, how?

The answer to this question is surely yes. Capital
expenditure on implementing generative Al by companies
acrossthe economytoday is huge. UBS estimates thatin
2025 it will be $375 billion, rising to $500 billion next year.

Itis alsotrue to say that for most businesses, outside those
actually selling the Al chips or pouring cementintodata
centres, it remains speculative spending. The Massachusetts
Institute of Technology estimates that 95% of US
enterprises have yet to see any profit benefit from their
investment in generative Al, with most of the gains so far
being madeinthe experience of their employees doing their
jobs.

Data centre spendingin particular rests on a key
assumption around how much power is needed togetan
answer from an Al. The belief that this will be a huge number
isvery reasonable. OpenAl, for example, will consume over
oneyear around 14.5 billion kWh of electricity to power its
ChatGPT app. This is as many as117 less developed
countries. Keeping all those power-guzzling servers cool also
consumes a vast quantity of water, enough for 1,780
Olympic-sized swimming pools each month for ChatGPT
alone.

Yet energy consumption per Al query is falling, and the
biggest wobble from Al stocks so far came when Chinese Al
large language module DeepSeek announced earlier thisyear
hugeleaps forward versus its US counterparts for a fraction
of the energy and capital consumption.

Soas the world racesto build data centres, we have to bank
on key long-term assumptions being correct and that the
technologists will not finda way toserve a ChatGPT answer
for a fraction of the energy consumption. A major change in
these assumptions could create, over the next five
years, hundreds of billions of dollars of credit risk for those
who have backed the building of data centresif they prove
less vital.

Thiswould follow a pattern similar to the 1990s technology
bubble, when infrastructure businesses rushed to investin
fibre optic cables only to discover they became redundant.
The Federal Communications Commission estimatesthat
between 1996 and 2000, the miles of fibre optic cableinthe
United States went from one million to 10 million. Yetas

these companies raced to own the infrastructure, the

competitionforced prices down so that by 1994 the cost of
bandwidth was 90% below its peak.

We know that financing problems canbe a key canary in the
coal mine, warning us of problems ahead when bubbles do
emerge, and so it is understandable that investors have been
highly focused on recent failures within private credit
marketslinkedto the collapse of companies inthe auto
financing area. We must watch these areas closely.

However, here too we should be cautious about guessing
where such credit risk could crystallise. Thereis a strong
argument thatitis unlikely to beinthelargest technology
companies themselves, and rather amongst secondary
industries scrambling for Al exposure to keep up. Thisis
becausethelargest spenders on Al, like Microsoft, do so
largely out of free cash flow. Tobe sure, we should question
the sustainability of this spending, and whether the debt it
issues is solow risk thatit should trade nearly asa US
Treasurybond, but thisis not the dynamics of a company
facing a credit crunch. The same pattern is true for much of
the technology sector.

We should also remember that to worry about this, you
needto make a key assumption; namely, that human appetite
for intelligenceis ‘satiable’. In other words, thisworry isdriven
by the belief that if energy consumption halves, we will use
the same amount of artificial intelligence just at alower cost.
In reality, it could well be that human nature leads us to simply
double our consumption of intelligence for the same amount
of data centre capacity.

There are good arguments on either side of this. The most
persuasive bear case argues that large businesses must
adopt Aland areinflexible to change; therefore, the amount
of time it takes them to absorb an exponentially increasing
amount of intelligence is longer than people think. Itis this
institutional constraint that leads people to believe that, at
leastinthe next decade, appetite for artificial intelligence
may be ‘satiable.” The alternative argument makes a base
point. Human beings always want more, andif they can get
more for alower price, they simply will. The need for artificial
intelligenceis huge, and there remain thousands of untapped
avenues for its deployment across the global economy. If the

price comes down, we will just consume more.
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How do we position portfolios for this environment?

We will be implementing three key principles in the current months as we meet this moment of unparalleled opportunity and

elevated valuation risk.

1. Let thedatadiversify you

Our investment process uses a mixture of historical returns
and forward-looking estimated returns to arrive at the
strategic assetallocations that anchor portfolios throughout
the year.

Higher valuationsin areas like the United States should pull
down these estimated returns, but the historical focus roots
the overall assessment in the strong profit growth the United
States hasseen. We hope this process will evidence a
measured approach to the higher overall valuations in the
United States, but valuations that are not yet,inour view,

reflected in a bubble in the best-performing technology

ICE Bof A US corporate index option adjusted spread

stocks. We will remain highly diversified becauseinreality it

isnotoriously hard to predict where problems will occur.

2. Don’t lendmoney you're not paid tolend

Thiseconomic cycle is, to be polite, rather longin the tooth.
There is some help coming in the form of falling interest
rates, but at times like this, when we know shares are more
highly priced, itisimportant for us not to take risks with the
bond holdings we use to diversify portfolios.

The amount of additionalmoney, or spread, thatinvestors
are now paid to lend money to companies rather than

governments is at historically lowlevels.
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3. Belong-termoncorrectionrisk,
but vigilanton bubble risk

Oldadages tell us to stay invested through the ups and
downs of the stockmarket cycle. There is much tobe said for
this. We believe that following market trendsand riding out
the short-term corrections invariably rewards investors in the
long term. We do not believe that an overall portfolio strategy
shouldbe changed because valuations have become
stretched, and a correction could temporarily interrupt
markets. This is especially true during a period of falling
interest rates, which render such a correctiona possibility but

by no means a certainty.

We use a signal-based approach to make tactical asset
allocation decisions. This alerts us to the market spotting
emerging problems in markets butisdesignedto be long-
term enough in scope that it does not overreact toevery
short-term piece of noise.

However, bubble risk must be understood differently.
Bubbles can damage investor outcomes for the long term,
and so our vigilance around valuationrisk in areas like
technology stocks remains constant. On balance, we donot
see clear evidence of a bubble yet, butif that evidence builds,
we canand will act decisively to introduce resilience to

portfolios.
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Past performanceis nota guide to future performance. The value of yourinvestments may go down as well as up and

investors may not get back the amountoriginally invested. Capital is at risk.

Prepared for professional advisers only. Nothing in thisdocument should be deemed to constitute the provision of financial,
investment, or other professional advice in any way. This document may include forward-looking statements that are based upon
current opinions, expectations, and projections. All opinions are our own, or those of guest contributors, and we undertakeno
obligationto revise any forward-looking statements. Actual results may differ materially from those anticipated in statements.

The content of this material is a marketing communication, and not independent investment research. As such, the legaland
regulatory requirementsin relation to independent investment research donot apply to this material and itis not subject to any
prohibition on dealing ahead of its dissemination. The material is for general information purposes only (whether or not it states any
opinions). It does not take into account your personal circumstances or objectives. Nothingin this material is (or should be
considered tobe) legal, financial, investment or other advice on which reliance should be placed. No opinion giveninthe material
constitutes a recommendation by Albemarle Street Partners that any particular investment, security, transaction, or investment
strategy is suitable for any specific person. Although the information set out in this marketing communication is obtained from
sources believedto be reliable, Albemarle Street Partners does not make any guarantee as to its accuracy or completeness.
Albemarle Street Partners will not be responsible for any loss that you mayincur, either directly or indirectly, arising from any
investment based on any information contained herein. This material may include charts displaying financial instruments’ past
performance as well as estimates and forecasts. Any information relating to past performance of aninvestment does not
necessarily guarantee future performance. Albemarle Street Partners is a trading name of Atlantic House Investments Limited
(AHI), which is authorised and regulated by the Financial Conduct Authority (“FCA”) FRN 931264. Trading address: 135 Bishopsgate,
8th Floor, London, EC2M 3TP.
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