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JANUARY 27, 2025

IS THE AI NARRATIVE SHIFTING? SEPARATING NOISE 
FROM REALITY

What Happened

NASDAQ futures fell by ~3.5% overnight, driven by a sharp sell-off across 
the artificial intelligence (AI) equity universe. This abrupt turn in market 
sentiment has been driven by evidence that the gap between the U.S. 
and China in developing AI technology might not be as wide as generally 
assumed, and that efficient and highly competitive large language models 
(LLM) can be produced, replicated and commercialized at much lower costs. 
The Chinese startup DeepSeek is at the center of this narrative shift, thanks 
to a new LLM that relies largely on open-source models (as opposed to 
increasingly expensive proprietary models developed by the likes of OpenAI 
and Google) and that is said to perform roughly on par with OpenAI models. 

Why it Happened

This has led market participants to question the core tenets of the U.S.-
centric AI bullish market: U.S. dominance and the necessity of massive capital 
expenditures with lack of clarity around future returns on investment (ROI). 
All this against the backdrop of strong outperformance by the Magnificent 7 
stock group since the end of 2022 (+258%, compared to 34% for the equal-
weighted S&P 500) and since the election (+18%, compared to 2% for the 
equal-weighted S&P 500), elevated valuations (the 12-month forward 
Price/Earnings [P/E] ratio for the S&P 500 and NASDAQ indexes is higher 
than 95% of all historical observations), and buoyant investor sentiment 
(especially when it relates to the AI theme). 

To be clear, some cracks in the AI narrative emerged episodically last year 
as well, especially with respect to uncertainty about future ROI as the 
hyperscalers (like Meta and Alphabet) ramped up plans for AI-focused 
capital expenditures. And eventually, investors shrugged off short-term 
uncertainty to focus back on solid earnings growth and cash flow generation. 
And while these trends remain favorable for the broad AI ecosystem, 
the emergence of DeepSeek as a case study apparently challenging the 
structural underpinnings of the AI narrative could dent valuations and 
sentiment in less predictable ways.
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What to Expect 

Firstly, it is helpful to separate noise (and there is a lot this morning) from 
reality. Is it true that DeepSeek was cheaper to develop than OpenAI models? 
Probably, but there is very little clarity around actual details, and we caution 
that it might not be a straightforward apples-to-apples comparison. At the 
same time, most experts agree that DeepSeek models perform as well as 
OpenAI versions, raising the risk that the development of AI technology in 
China might not be as far behind the U.S. as once believed, even despite U.S. 
curbs on exports of critical semiconductors to China. 

Altogether, we view this morning’s developments as a confirmation that 
elevated valuations and investor sentiment, while not a useful tool to 
predict short-term market performance, are more susceptible to surprises 
to market consensus. Given the centrality of the AI theme to the strong 
equity gains over the past two years, we expect investors to intensify their 
scrutiny of capital expenditure plans for the AI hyperscalers and demand 
more transparency from these companies on projected ROI. We continue 
to recommend that investors resist the temptation to react to positioning-
driven market swings and remain focused on fundamentals that are still a key 
source of support for broad risk assets. That being said, we are mindful that 
narrow market concentration (Figure 1) raises the risk that a reset in equity 
valuations driven by the AI group could engender broad-based volatility 
across the stock market. As a result, being diversified within and across 
asset classes is crucial, as we discussed in our 2025 Outlook and January 
CIOP. Importantly, bond yields (which move inversely to bond prices) have 
declined as well in response to the equity sell-off, providing some cushion 
against stock losses and therefore reasserting their role within balanced 
portfolios as a hedge against spikes in volatility.

The U.S. equity market 
has become increasingly 
more concentrated.

FIGURE 1
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Top 10 Stocks in S&P 500 Index

The 10 biggest stocks within the S&P 500 index 
account for almost 40% of its entire market 
capitalization.

https://www.tiaa.org/public/pdf/t/tiaa-cio-perspectives-2025-outlook.pdf
https://www.tiaa.org/public/pdf/tiaa-cio-newsletter-january-2025.pdf
https://www.tiaa.org/public/pdf/tiaa-cio-newsletter-january-2025.pdf
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Finally, we believe it is equally important to not lose sight of the big 
picture. In our view, AI remains a long-term megatrend that will impact the 
global economy, financial markets and geopolitics over the decade. As AI 
permeates across the economy, it could potentially increase productivity, 
transform the job market, change business models, and make the process of 
scientific research and innovation more efficient and faster. The technology 
could reshape the geopolitical equilibrium and represent an ongoing source 
of strategic decoupling between the U.S. and China. And therefore, while 
potentially consequential for cyclical market performance, the events 
overnight are unlikely to change the secular story about AI.
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IMPORTANT DISCLOSURES

This material is for informational or educational purposes only and is not fiduciary investment advice, or a securities, investment strategy, or insurance product 
recommendation. This material does not consider an individual’s own objectives or circumstances which should be the basis of any investment decision.

Optional discretionary investment management services for a fee are provided through two separate managed account programs by TIAA affiliates: the Portfolio Advisor 
program offered by the Advice and Planning Services division of TIAA-CREF Individual & Institutional Services, LLC (“Advice and Planning Services”), a broker-dealer 
(member FINRA/SIPC), and SEC registered investment adviser; and the Private Asset Management program offered by TIAA Trust, N.A. Please refer to the disclosure 
documents for the Portfolio Advisor and Private Asset Management programs for more information. TIAA Trust, N.A. provides investment management, custody and 
trust services. Advice and Planning Services provides brokerage and investment advisory services for a fee. Investment Management Group (IMG) is the investment 
management division of TIAA Trust, N.A., and provides the underlying investment management services to the Portfolio Advisor and Private Asset Management 
programs. TIAA Trust, N.A. and Advice and Planning Services are affiliates, and wholly owned subsidiaries of Teachers Insurance and Annuity Association of America 
(TIAA). Each entity is solely responsible for its own financial condition and contractual obligations.

The TIAA group of companies does not provide tax or legal advice. Tax and other laws are subject to change, either prospectively or retroactively. Individuals 
should consult with a qualified independent tax advisor and/or attorney for specific advice based on the individual’s personal circumstances. 

All investments involve some degree of risk, including loss of principal. Investment objectives may not be met. Investments in managed accounts should be considered 
in view of a larger, more diversified investment portfolio.

ASSET ALLOCATION AND DIVERSIFICATION ARE TECHNIQUES TO HELP REDUCE RISK. THERE IS NO GUARANTEE THAT ASSET ALLOCATION OR 
DIVERSIFICATION ENSURES PROFIT OR PROTECTS AGAINST LOSS.

Past performance is no guarantee of future results.

 Investing involves risk and the value of your investments may gain or lose value and fluctuate over time. Generally, among asset classes stocks are more volatile than 
bonds or short-term instruments and can decline significantly in response to adverse issuer, political, regulatory, market, or economic developments. Although the bond 
market is also volatile, lower-quality debt securities including leveraged loans generally offer higher yields compared to investment grade securities, but also involve 
greater risk of default or price changes. Foreign markets can be more volatile than U.S. markets due to increased risks of adverse issuer, political, market or economic 
developments, all of which are magnified in emerging markets. Foreign securities are subject to special risks, including currency fluctuation and political and economic 
instability.

INVESTMENT, INSURANCE AND ANNUITY PRODUCTS ARE NOT FDIC INSURED, ARE NOT BANK GUARANTEED, ARE NOT DEPOSITS, ARE NOT INSURED BY 
ANY FEDERAL GOVERNMENT AGENCY, ARE NOT A CONDITION TO ANY BANKING SERVICE OR ACTIVITY, AND MAY LOSE VALUE.


