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As 2025 draws to an end, investors’ focus is turning 
increasingly to AI-related risk: is it a stock market bubble 
that is about burst and tip the US into recession?  

Or is it the onset of a third industrial revolution? And 
what would either scenario mean for the global 
economy, financial markets and society? 

Economists are not best placed to decide if we are in a stock 
market bubble. We find it hard enough to forecast macro 
indicators. Much will depend on whether the current 
market-leaders will be able to deliver on earnings 
expectations, which in turn will depend to a large degree 
on the pace of AI adoption and its monetisation. This is 
one for the stock pickers. 

In November 2025’s Q4 Economic and Strategy Viewpoint 
we introduced two alternative scenarios to think about 
these issues: ‘AI Boom’, where AI is the real deal and 
is rapidly adopted; and ‘AI Bust’, where a stock market 
bubble bursts. In this paper, we run through those 
scenarios in more detail and flesh out the implications.

Bubble trouble? 

There are three factors that suggest, even if the ultimate outcome is a bubble, we are not there yet. 

 
 

   

 

 

 

 

 

First,  Second,  Third 

investor surveys highlight 
that the biggest current 
concern for asset allocators 
is an AI bubble. Bubbles 
rarely form where everyone 
expects them, and the 
heightened concern 
suggests that the irrational 
exuberance that typically 
precedes a stock market 
bubble is unlikely in the 
very near future. 

 and more fundamentally, 
there is little sign of a 
global recession that 
might be the prompt for 
a major correction in the 
stock market. Very few 
leading indicators of 
recession are flashing. 
Indeed, we think that 
growth expectations 
are generally 
too pessimistic. 

 – and the biggest risk in our view – is that 
politicisation of the Federal Reserve may 
result in deeper interest rate cuts into a 
strong economy and fuel higher inflation. 
In this environment, higher nominal growth 
would support corporate earnings and,  
in the small sample of episodes when the 
Fed has cut into strong growth, equities have 
performed well. Indeed, it is such expansionary 
monetary policy that could sow the seeds of 
a ‘melt-up’ in equities that eventually inflates 
the bubble. But it doesn’t feel imminent. 

      

In Focus  
AI economic scenarios:  
Revolutionary growth, or recessionary bubble?  

https://mybrand.schroders.com/m/31f4cac7d1fa8f2b/original/Economic-and-Strategy-Viewpoint-Q4-2025.pdf
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Fed cuts into a strong US economy risk a ‘melt up’ in equities 

Index (Base =100 to date of the first rate cut) 

 
Source – LSEG Datastream, Schroders Economics Group. 

Two scenarios, one beginning 

In designing our two scenarios, the solid macro backdrop, 
coupled with the lofty investment plans of hyperscalers 
for 2026, mean that in both cases we have assumed strong 
capex spending and booming equity market performance 

through the year ahead. Capex, largely geared towards AI, 
has begun to make an increasing contribution to US 
GDP growth in recent quarters and we assume this 
strengthens further. 

 

AI-related sectors are increasingly driving US investment  

Contributions to US private investment growth (%-pt, real) 

 
 2018 2019 2020 2021 2022 2023 2024 2025  

 
Source – Macrobond, Schroders Economics Group. 

We then assume that a day of reckoning comes in late 
2026 when markets begin to question the ability of tech 
companies to deliver on the hype. At this fork in the road, 
our scenarios begin to diverge. In the AI Bust scenario 
the stock market bubble bursts and tech companies pull 
back from rapid investment, which has a negative impact 
on the broader economy.  

By contrast, in the AI Boom, proof emerges from the 
market wobble that AI technologies – not only large 
language models (LLMs), but also autonomous robotics, 
vehicles and more – are shown to be transformative.  
This is then assumed to spur rapid adoption of the 
technology that could even see new market leaders 
emerge. In this respect, the AI Boom and AI Bust 
scenarios are not necessarily mutually exclusive. 
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Overview: how the two scenarios might play out 

 

AI Bust 

In many respects, the Bust scenario is more straightforward, 
and perhaps more palatable, than the outright AI Boom. 
 hat’s not to say the bursting of a stock market bubble 
would be painless: it would mean investors suffering steep 
declines in asset prices. But the many past instances of 
historic market bubbles mean we can be more confident 
about the macroeconomic implications. 

As shown in our stylised US GDP profile, we assume that 
the bursting of the stock market bubble has an immediate, 
negative effect on private sector activity. As it becomes 
clear that tech companies will not be able to monetise 

AI investment, spending is shelved. We then assume  
a two-year investment recession like that seen  
in the aftermath of the dot.com bubble.  

We also assume there would be some negative 
impact on private consumption. We are sceptical of 
the narrative that wealth effects have been the key driver 
of US consumption in recent years – there is little evidence 
of consumers either selling assets or leveraging up against 
them to fund purchases. However, falling stock prices 
and rising unemployment would still have some negative 
impact on sentiment and spending. This is enough 
to tip the US into a mild recession.

AI Bust – Capex drops, with negative impacts on sentiment and spending 

US, % saar 

 
Source: Schroders Economics Group. 

Rising unemployment and softer demand would relieve 
capacity constraints in the US economy. This would allow 
the Fed to cut interest rates to below neutral. And this, 
coupled with automatic stabilisers and some fiscal 

stimulus, are assumed to set the scene for a cyclical, 
consumer-led recovery through late-2028 onwards.  
In this environment, equities would begin to perform well 
again, but with more breadth and different market leaders.

     
AI hype cycle continues 
with stronger  ape  
spending vs. 2025. 
 tock prices rise further. 
 ower interest rates 
and looser  scal 
policy support 
further growth 
and consumption.

                
Investors start to 
conclude that AI is not 
as commercially viable 
as hoped, with fewer 
readily achievable or 
valuable use cases.

         
 tock prices tumble.  ape  
slumps and corporate defaults 
rise, with some negative effects 
on wider consumption.
A mild recession is triggered, and 
the  ed cuts rates below neutral. 
 wo years of broad stagnation follow 
before cyclical recovery begins.

                
 arket volatility is ongoing 
but remains a side show. 
AI and its multiple use 
cases e.g. robotics and 
autonomous vehicles gain 
traction.   ciencies 
resulting from mass 
displacement of labour 
become clearer.

         
 tock prices recover with new 
leadership. AI and energy 
infrastructure  ape  continues 
to boom.  roductivity increases 
signi cantly, but unemployment 
rises.  his weighs on consumption 
and ta  receipts. 
 nergy in ation increases, although 
core in ation is subdued.  ed rate 
cuts do not generate cyclical upturn.
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Employment and inflation allow the Fed to cut below neutral 

 
Source: Schroders Economics Group. 

Finally, we assume that the Bust scenario would be negative 
for the US dollar. This stands in contrast to the aftermath 
of the bursting of the dot.com bubble, when in the first 
instance the dollar strengthened on safe-haven bids. 

However, as we have previously argued, the erosion 
of trust in US institutions has probably weakened the 
safe haven properties of the dollar and left it liable 
to significant depreciation over the next decade. 

Evidence of these weakening foundations can be seen 
in recent Treasury market flows, leaving the US external 
deficit increasingly funded by hotter capital inflows to 
equity and credit markets. In the near term this is likely 
to ensure the dollar is more volatile in line with risk appetite 
fluctuations. A reversal of these flows would be likely to 
drive outright depreciation. 

 

Fed rate cuts and reversal of equity inflows could weigh on the dollar 

2025 US Cumulative Inflows ($ trillion) 

 
Source: Macrobond, Schroders, US Department of Treasury, 28 November 2025. 

AI Boom 

If the Bust scenario is relatively straightforward to model, 
the uncharted waters of the AI Boom is not. This scenario 
is purposefully assumed to be quite extreme in order 
to tease out the long-term implications of a rapid, 
‘third industrial revolution’ which unfolds over  
a matter of months rather than years or decades. 

For the sake of the scenario, we have assumed that after 
a market wobble in late-2026 there is some pause in tech 
capex as the winners and losers of the AI arms race are 
thrashed out. After that, our key assumption is of an 
exponential ramp-up of capex as firms rush to roll out 
AI infrastructure and services as it becomes clear that  
AI is deeply transformative. This is assumed to support 
robust US GDP growth. 
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AI Boom – rapid adoption leads to capex growth, but with labour displacement 

US, % saar 

 
Source: J.P. Morgan, Schroders Economics Group, 6 November 2025.  

However, in such a scenario where robotics and 
autonomous vehicles, amongst other technologies, 
begin to displace workers, the outlook for consumption 
is far less clear cut. In our scenario, we have assumed 
that the AI Boom sees US productivity growth climb 
to the rates seen prior to the dot.com bubble and stay  

there – around 3.5% per year. By assuming that both 
population growth and participation rates remain  
the same, such strong productivity would imply an 
increase in the unemployment rate towards 10%. 
Such jobless growth would have at the very least 
a slightly negative impact on consumer spending. 

US productivity boom results in rising unemployment 

 

 

 
Source: Schroders Economics Group. 6 November 2025. 

Twin-speed growth and inflation 

It is also easy to construct a twin-speed story for 
US inflation in such a scenario. Rising unemployment, 
pressure on incomes and softer consumer spending 
all sound deflationary – certainly for important buckets 
of the US CPI basket such as housing and core services. 
Moreover, the displacement of workers with machines 
ought to also bring down the cost of providing services 
over time. 

However, the scramble to rapidly adopt transformative 
AI would be likely to cause strains on other areas of the 
economy. If tech firms struggled to keep up with rampant 
demand it is fair to assume there would be an inflationary 
impact in the goods sector. There is already a lot of focus 
on the enormous energy demands that AI is likely to bring 
using data centres.  

In isolation, it would be wrong to assume that rising 
energy services inflation would change the overall 
outlook for US inflation. At about 3% of the CPI basket 
it is just too small. However, these strains could clearly 
spread if AI companies passed on higher energy prices. 
And it is possible that rampant demand for electricity could 
start to move the needle on commodity prices. Around half 
of US electricity is generated using natural gas and rising 
demand could see prices climb. And given the importance 
of natural gas to fertiliser production, it is feasible that this 
could also begin to put upward pressure on food prices. 
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Tricky environment for policymakers 

 he  ed’s dual mandate means that such a scenario would 
present a challenge for rate-setters. Twin-speed growth 
and inflation may cause policymakers to hesitate in cutting 
rates, fearful of a strong overall economy fuelling inflation 
in some sectors. Ultimately, rising lay-offs and falling 
inflation would pave the way for much lower interest rates. 

The fiscal implications of the AI Boom scenario might 
also motivate the Fed to get on with delivering rate cuts. 
After all, the prospect of jobless growth could have 
profound implications for the US public finances. As things 
stand, around three-quarters of Federal revenues come 
from the taxation of labour whereas only about one-quarter 
comes from corporations. On the other side of the ledger, 

a large portion of Federal spending is on welfare. 
There is an obvious tension here. The displacement 
of workers would result in a (permanent?) reduction 
in income tax revenues and put upward pressure 
on welfare spending. 

The implication is that the US – and other governments 
around the world – would need to raise more tax from 
corporations and perhaps even carry out a total overhaul 
of tax and spending frameworks. Unless or until that 
happened, the path of least resistance would surely 
be towards higher long-term bond yields as investors 
would demand larger risk premiums. 

 

AI boom would bring major fiscal challenges for the US 

The US deficit was $1.8 trillion last year¹   

 

 

 
Source: Schroders Economics Group. 6 November 2025. ¹Source: Monthly Treasury Statement.  

 

 
Conclusion 

   

 Perhaps the most obvious question to come out of this 
dystopian scenario is whether governments would allow 
such unfettered adoption of AI. There are advantages 
to the development of AI. Indeed, we have argued 
for many years that the adoption of technology will 
be a necessary response to long-term structural 
headwinds such as a shrinking population and rising 
old age dependency ratios. The use-case is obvious 
in economies such as Japan, and soon China, where 
these demographic trends are most pronounced. 

But what about the interaction between technological 
advancement and populism? We have in the past argued  

 that the deindustrialisation of Europe due to rampant 
competition from China could fuel more populist support. 
Presumably an even more acute threat from technology 
would only add to those populist tendencies. And what 
about the emerging markets that would not be able 
to afford rapid adoption of the new technology? 

 rom an investor’s point of view monitoring these 
developments is critical. Where potential AI scenarios 
are as divergent as igniting a boom or triggering a bust, 
complacency has to be among the bigger risks. 
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Important Information 

Marketing material for Professional Clients only. 

Investment involves risk. 

Any reference to regions/ countries/ sectors/ stocks/ 
securities is for illustrative purposes only and not a 
recommendation to buy or sell any financial instruments or 
adopt a specific investment strategy. 

Reliance should not be placed on any views or information 
in the material when taking individual investment and/or 
strategic decisions. 

The material is not intended to provide, and should not be 
relied on for, accounting, legal or tax advice, or investment 
recommendations. 

Past Performance is not a guide to future performance 
and may not be repeated. 

The value of investments and the income from them may 
go down as well as up and investors may not get back the 
amounts originally invested. Exchange rate changes may 
cause the value of investments to fall as well as rise. 

Schroders has expressed its own views and opinions in this 
document and these may change. 

This information is a marketing communication. 

Information herein is believed to be reliable but Schroders 
does not warrant its completeness or accuracy. 

The data contained in this document has been sourced by 
Schroders and should be independently verified. 
Third party data is owned or licenced by the data provider 
and may not be reproduced, extracted or used for any 
other purpose without the data provider’s consent. 
Neither Schroders, nor the data provider, will have 
any liability in connection with the third-party data. 

This document may contain ‘forward-looking’ information, 
such as forecasts or projections. Please note that any such 
information is not a guarantee of any future performance 
and there is no assurance that any forecast or projection 
will be realised. 

This material has not been reviewed by any regulator. 

Not all strategies are available in all jurisdictions. 

For readers in Argentina: Schroder Investment 
Management S.A., Ing. Enrique Butty 220, Piso 12, 
C1001AFB – Buenos Aires, Argentina. Registered/Company 
Number 15. Registered as Distributor of Investment Funds 
with the CNV (Comisión Nacional de Valores). 

For readers in Australia: Issued by Schroder Investment 
Management Australia Limited Level 20, Angel Place, 123 
Pitt Street, Sydney NSW 2000 Australia ABN 22 000 443 274, 
AFSL 226473. It is intended for Professional Investors and 
financial advisers only and is not suitable for Retail Clients. 

For readers in Brazil: Schroder Investment Management 
Brasil Ltda., Rua Joaquim Floriano, 100 – cj. 142 Itaim Bibi, 
São Paulo, 04534-000 Brasil. Registered/Company Number 
92.886.662/0001-29. Authorised as an asset manager by 
the Securities and Exchange Commission of 
Brazil/Comissão de Valores Mobiliários (‘CVM’) according to 
the Declaratory Act number 6816. This document is 
intended for Professional Investors only as defined by the 
CVM rules which can be accessed from their website 
www.cvm.gov.br. 

For readers in Canada: Schroder Investment Management 
North America Inc., 7 Bryant Park, New York, NY 10018-
3706. NRD Number 12130. Registered as a Portfolio 
Manager with the Ontario Securities Commission, Alberta 
Securities Commission, the British Columbia Securities 
Commission, the Manitoba Securities Commission, the 
Nova Scotia Securities Commission, the Saskatchewan 
Securities Commission and the (Quebec) Autorité des 
marchés financiers. 

For readers in Hong Kong S.A.R.: Issued by Schroder 
Investment Management (Hong Kong) Limited. Level 33, 
Two Pacific Place, 88 Queensway, Hong Kong. This material 
has not been reviewed by the Securities and Futures 
Commission of Hong Kong. 

For readers in Indonesia: This document is intended for 
Professional Investors only as defined by the Indonesian 
Financial Services Authority (‘OJK’). Issued by PT Schroder 
Investment Management Indonesia, 30th Floor Indonesia 
Stock Exchange Building Tower 1, Jl. Jend. Sudirman Kav 52-
53, Jakarta 12190, Indonesia. PT Schroder Investment 
Management Indonesia is licensed as an Investment 
Manager and supervised by the OJK. This material has not 
been reviewed by the OJK. 

For readers in Israel: Note regarding the Marketing 
material for Qualified Clients and Sophisticated Investors 
only. This communication has been prepared by certain 
personnel of Schroder Investment Management (Europe) 
S.A (Registered No. B 37.799) or its subsidiaries or affiliates 
(collectively, ‘ I ’).  uch personnel are not licensed nor 
insured under the Regulation of Investment Advice, 
Investment Marketing and Investment Portfolio 
 anagement  aw,    5 (the ‘Investment Advice  aw’).  his 
communication is directed at persons (i) who are 
Sophisticated Investors as listed in the First Schedule of the 
Israel  ecurities  aw (ii) Qualified  lients (‘ akoach Kashir’) 
as such term is defined in the Investment Advice Law; and 
(iii) other persons to whom it may otherwise lawfully be 
communicated. No other person should act on the 
contents or access the products or transactions discussed 
in this communication. In particular, this communication is 
not intended for retail clients and SIM will not make such 
products or transactions available to retail clients. 

For readers in Japan: Issued by Schroder Investment 
Management (Japan) Limited, A Financial Instruments 
Business Operator, Kanto Local Finance Bureau (FIBO) No. 
90, Member of Japan Investment Advisers Association, The 
Investment Trusts Association, Japan, and Type 2 Financial 
Instruments Firms Association This material has not been 
reviewed by the FSA. 

For readers in Malaysia: This presentation has not been 
approved by the Securities Commission Malaysia which 
takes no responsibility for its contents. No offer to the 
public to purchase any fund will be made in Malaysia and 
this presentation is intended to be read for information 
only and must not be passed to, issued to, or shown to the 
public generally. Schroder Investment Management 
(Singapore) Ltd does not have any intention to solicit you 
for any investment or subscription in any fund and any 
such solicitation or marketing will be made by an entity 
permitted by applicable laws and regulations. 
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For readers in Mauritius: This document is intended only 
for Sophisticated Investors who may receive it in compliance 
with applicable laws and regulations. This document is not 
intended to be a financial promotion and should not be 
construed as a solicitation of financial services or products in 
Mauritius. This document is not an advertisement for the 
purposes of The Guidelines for Advertising and Marketing of 
Financial Products in Mauritius. Issued by Schroder 
Investment Management Limited, located in Office 506, 
Level 5, Precinct Building 5, Dubai International Financial 
Centre, PO Box 506612 Dubai, United Arab Emirates. 
Regulated by the Dubai Financial Services Authority. This 
document is not subject to any form of approval by the 
DFSA. Accordingly, the DFSA has not approved any 
associated documents nor taken any steps to verify the 
information and has no responsibility for it. 

For readers in New Zealand: This material is provided for 
information purposes only. It is intended only for 
Wholesale Investors and is not suitable for Retail Investors. 
The issuer does not hold any license issued by the Financial 
Markets Authority and is not registered under the Financial 
Services Providers (Registration and Dispute Resolution) 
Act 2008. 

For readers in Singapore: This document is intended for 
Professional Investors only as defined by Securities and 
Futures Act to mean for Accredited and or Institutional 
Clients only, where appropriate. Issued by Schroder 
Investment Management (Singapore) Ltd (Co. Reg. No. 
199201080H) 138 Market Street #23-01 CapitaGreen, 
Singapore 048946. This document has not been reviewed 
by the Monetary Authority of Singapore. 

For readers in South Africa: Issued by Schroder 
Investment Management Limited, 1 London Wall Place, 
London EC2Y 5AU via its branch in South Africa at Cube WS, 
Office 203, 183 Albion Springs, Rondebosch, Cape Town. 
Registered Number 1893220 England. Authorised and 
regulated in the UK by the Financial Conduct Authority and 
authorised as a financial services provider in South Africa 
FSP No: 48998. This document is intended for institutional 
investors only. 

For readers in South Korea: Issued by Schroders Korea 
Limited, 15th fl., Centropolis Tower A, 26 Ujeongguk-ro, 
Jongno-gu, Seoul 03161. Registered and regulated by the 
 inancial  upervisory  ervice of Korea (‘   ’).  his material 
has not been reviewed by the FSS. 
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document has been issued by Schroder Investment 
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authorised and supervised by the Swiss Financial Market 
Supervisory Authority FINMA, Laupenstrasse 27, CH-3003 
Bern. 

For readers in Taiwan: Issued by Schroder Investment 
Management (Taiwan) Limited 9F., No. 108, Sec. 5, Xinyi 
Road, Xinyi District, Taipei 11047, Taiwan. Tel +886 2 2722-
1868 Schroder Investment Management (Taiwan) Limited 
is independently operated. This material has not been 
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as private fund management dated 27 December 2006 (as 
may be amended), and must not be passed to, issued to, or 
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Management (Singapore) Ltd does not have any intention 
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and any such solicitation or marketing will be made by an 
entity permitted by applicable laws and regulations. 
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