The Quant Foundry
Systemic Risk Mitigation : The Challenge of Al

How Sovereign Wealth Structures and Predictable Fiscal Reform Can Stabilise the
Risks of Al Fiscal Derailment: The Wealth and Welfare of Nations

Date: 26 January 2026
Author: Dr Christopher M. Cormack, chris.cormack@quantfoundry.com

SUMMARY

Macro-Economic Systemic risks from Al are not inevitable, however the Al dominated
World is already upon us. The macro-economic risks emerge when governments rely on
short-term fiscal fixes rather than long-term balance-sheet strategies.

This paper outlines a mitigation framework centred on:
e Sovereign wealth structures (SWS),
¢ Predictable, broad-based fiscal reforms, and
¢ Acomplementary policy set to reduce Al fiscal derailment risk.

This discusses the future Al equilibria that well-structured Sovereign wealth structures
can facilitate to mitigate future risks.

Together, these tools can move economies toward a stable Al deployment
equilibrium—one that supports growth, social equity, and geopolitical stability with
higher likelihood than current global models.



INTRODUCTION: Why sovereign wealth structures
matter in the Al era

The diffusion of advanced Al and automation technologies is likely to accelerate a long-
running structural shift in modern economies: away from labour-intensive value
creation and towards capital-deep, scale-driven production with high intangible
intensity. In this environment, traditional fiscal architectures—particularly those heavily
reliant on labour income taxation—become increasingly fragile.

Al weakens the link between employment and output growth. Productivity gains accrue
disproportionately to owners of capital, data, algorithms, and organisational scale,
while labour’s share of income becomes more volatile and, in many sectors,
structurally compressed. The implication is not simply a narrower labour tax base, but a
tax base that is pro-cyclical, politically sensitive, and poorly aligned with the underlying
sources of economic value creation.

A well-designed sovereign wealth structure provides a coherent institutional response
to this shift.
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From transient rents to permanent public wealth



In an Al-intensive economy, states may still capture significant economic rents—
through corporation taxes, resource-like data rents, carbon pricing, Al-related licensing,
or transition-era windfalls. However, these revenues are often temporary, cyclical, or
subject to erosion through international tax competition and firm relocation.

Sovereign wealth mechanisms allow governments to convert such time-limited or
declining revenue streams into durable public assets. Rather than treating windfalls as
current income to be consumed’, the state capitalises them into diversified portfolios—
financial, real, or strategic—whose returns persist even as the original rent base
dissipates. This mirrors the logic long applied in natural-resource economies, but is
increasingly relevant to technologically advanced, service-oriented states.

Replacing volatile labour taxes with investment income

As labour taxation becomes less reliable, fiscal systems must lean more heavily on
returns to capital and productivity. Sovereign wealth funds (SWFs) offer a channel
through which the public sector can directly participate in these returns, rather than
relying exclusively on distortionary or politically contentious taxation.

Investment income—dividends, capital gains, and long-run portfolio returns—tends to
be broader-based, less directly tied to employment cycles, and more closely aligned
with aggregate productivity growth. Over time, this can reduce the fiscal system’s
exposure to automation-driven employment shocks and dampen the need for abrupt
tax increases or ad hoc levies that undermine policy credibility.

Fiscal stabilisation without policy volatility

A further advantage of sovereign wealth structures is their role as macro-fiscal
stabilisers. By accumulating assets in periods of strong growth or exceptional rents, the
state builds buffers that can be drawn upon during downturns, technological
disruptions, or transition shocks.

This enables fiscal smoothing without resorting to sharp changes in tax rates,
emergency borrowing, or unpredictable regulatory interventions. In an Al-driven
economy—where technological shocks may be rapid and non-linear—such
stabilisation capacity is critical for maintaining investor confidence and social
cohesion.

From income statements to balance-sheet governance

Perhaps most importantly, sovereign wealth structures force a conceptual shiftin
public finance. Conventional fiscal debates focus on annual deficits, flows of tax

TMechanisms that balance current fiscal spending will need to be defined on at a national policy basis.
However it is envisaged that policies that drive increased growth would enhance investment and national
GDP hence fiscal revenue.



revenue, and short-term budget constraints—an income-statement view of the state. In
contrast, sovereign wealth approaches emphasise net worth, asset-liability
management, and intertemporal optimisation.

In the Al era, where the distribution of income becomes more unstable but the potential
for long-run productivity growth remains high, this balance-sheet perspective is
essential. It reframes fiscal policy as the stewardship of national wealth across
generations, rather than the reactive management of shrinking or volatile tax bases.

In this sense, sovereign wealth structures are not merely financing vehicles. They are
institutional technologies that allow states to adapt fiscal policy to an economy where
value is increasingly generated by capital, knowledge, and scale—and where the central
challenge is to convert today’s technological rents into tomorrow’s shared prosperity.

Capitalisation without harming future growth

A central challenge in designing sovereign wealth and capitalisation mechanisms in the
Al era is not merely how to raise public capital, but how to do so without impairing long-
run growth. The binding constraint is dynamic efficiency. The question is therefore as
much about what not to tax as what to capitalise.

2.1 Avoid taxing the future

Frontier Al, digital infrastructure, and productivity-enhancing sectors represent the
economy'’s future growth frontier. These activities are characterised by high fixed costs,
strong learning effects, location sensitivity, and significant option value. Taxing them
through one-off levies, windfall charges, or poorly specified “Al taxes” risks destroying
precisely the dynamic rents that underpin future fiscal capacity.

Unpredictable or discretionary taxation of Al has several well-understood adverse
effects:

¢ Location distortion: Mobile firms and talent respond rapidly to tax uncertainty,
shifting investment and headquarters decisions across jurisdictions.

o Scale suppression: Frontier technologies rely on rapid scaling to realise
productivity gains; fiscal frictions slow diffusion and reduce aggregate TFP.

+ Innovation deterrence: Expected future taxation reduces the private return to
risky R&D, lowering socially optimal innovation effort.



From a public-finance perspective, taxing nascent productivity engines is equivalent to
taxing future output before it is realised. The result is a smaller tax base tomorrow and
weaker fiscal sustainability over the medium term. A credible growth-aligned sovereign
wealth strategy must therefore explicitly ring-fence frontier sectors from opportunistic
fiscal extraction.

2.2 Reallocate declining rents

If future growth sectors should be protected, capitalisation must instead draw on rents
that are economically real but temporally finite. Time-limited capitalisation should
focus on sectors that continue to generate cash flows today but face structural decline
under climate policy, technological substitution, or demand saturation. Core
candidates include:

« Oiland gas windfalls, particularly those driven by geopolitical or transitional
price spikes,

o Carbon-intensive legacy industries facing tightening regulation and declining
social licence,

e Technologies and capital stocks rendered obsolete by automation,
electrification, or digitisation.

These sectors share several important characteristics. First, they remain economically
and fiscally important in the short term, providing employment, tax revenues, and
export earnings. Second, their long-run trajectory is downward-sloping: future rents are
expected to erode regardless of tax policy, due to exogenous technological and
regulatory forces.

From an intertemporal efficiency standpoint, capitalising these rents is superior to
allowing them to dissipate through current consumption or ad hoc fiscal measures?. It
transforms declining private cash flows into diversified public assets that can support
future spending, stabilisation, or redistribution when the original sectors have
contracted.

Economic and political coherence

Using declining rents to fund sovereign wealth accumulation and adaptation investment
is not only economically rational but politically defensible. Unlike taxes on frontier
innovation, these measures:

¢ Do not materially distort future investment decisions,

2 Each national policy maker will need to address the transition challenges of current fossil fuel labour
market and how to fund or provide retraining.



e Align with societal expectations around transition and environmental
responsibility,

¢ Provide a visible link between legacy industries and future-oriented public
wealth.

In effect, the state acts as a balance-sheet manager, exchanging sunset-industry rents
for claims on future productivity. This approach reconciles growth preservation with
fiscal resilience and reduces the risk that governments undermine long-term prosperity
in pursuit of short-term revenue.

A growth-consistent capitalisation principle

The underlying principle is straightforward:
tax declining rents, not emerging capabilities; capitalise exhaustion, not
innovation.

In the Al era, where the distribution of income is increasingly detached from labour and
where technological rents are both mobile and fragile, adherence to this principle is
critical. Sovereign wealth strategies that ignore it risk accelerating capital flight,
suppressing productivity growth, and ultimately weakening the very fiscal position they
are designed to strengthen.

Predictable, broad-based fiscal reform

Sovereign wealth structures cannot substitute for a coherent fiscal regime; they must
be embedded within one. In the Al era, where capital is mobile, intangibles dominate
value creation, and expectations shape investment decisions as much as current tax
rates, predictability becomes a first-order fiscal objective rather than a secondary
administrative virtue.

Effective reform therefore has three defining characteristics: it is rule-based rather
than discretionary, broad-based rather than sector-punitive, and internationally
aligned rather than unilateral.

Rule-based rather than discretionary

Discretionary fiscal interventions—windfall taxes, retrospective levies, or ad hoc sector
charges—raise revenue in the short term but at the cost of credibility. In forward-looking
economies, investors price not only current tax burdens but the distribution of future
policy risk. When taxation appears opportunistic, the implied policy volatility is



capitalised immediately into higher required returns, reduced investment, and
increased offshoring of mobile activities.

Rule-based fiscal frameworks reduce this uncertainty by constraining political
discretion and anchoring expectations. When sovereign wealth contributions, tax
adjustments, or stabilisation withdrawals follow transparent rules, fiscal policy
becomes more forecastable and less pro-cyclical. This lowers sovereign risk premia,
improves debt dynamics, and strengthens the transmission of long-term public
investment strategies.

Broad-based rather than sector-punitive

In an economy shaped by Al, targeting individual sectors—particularly those associated
with high productivity or visible rents—is both inefficient and counterproductive. Sector-
punitive taxation encourages avoidance, lobbying, and fragmentation of activity, while
distorting the allocation of capital across firms and technologies.

Broad-based reform, by contrast, focuses on base definition rather than headline rates.
Examples include:

o Corporate tax base broadening, through tighter treatment of deductions,
allowances, and profit shifting, rather than increases in statutory rates that
amplify international tax competition.

o Consumption-side capture of Al productivity gains, such as VAT-type
mechanisms that tax final demand rather than mobile production factors,
aligning revenue with realised welfare gains?.

e« Environmental pricing, applied uniformly and transparently, with revenues
recycled via social compensation or sovereign wealth accumulation to preserve
distributional legitimacy.

e Stable treatment of capital income, avoiding frequent reclassification or re-
characterisation that raises effective uncertainty even when nominal rates
appear unchanged.

The unifying logic is neutrality: fiscal systems should tax economic capacity broadly
defined, not penalise particular technologies, firms, or organisational forms.

International alighment rather than unilateralism

Al-driven production is inherently global. Data, capital, intellectual property, and skilled
labour cross borders far more easily than traditional industrial assets. In this context,

3To address equity issues, each national policy maker would need to assess the balance of consumption
driven demand with the neds for an intermediate need to provide social welfare.



unilateral fiscal innovation—even if well-intentioned—risks rapid base erosion unless
aligned with international norms and coordination mechanisms.

International alignment does not require uniformity, but it does require compatibility:
tax bases, definitions, and enforcement approaches that fit within emerging global
frameworks. This reduces arbitrage opportunities, limits relocation incentives, and
preserves national fiscal autonomy over the long run.

For sovereign wealth strategies in particular, alignment enhances credibility. When
investors perceive fiscal policy as embedded within stable international regimes rather
than domestic political cycles, required returns fall and public balance sheets
strengthen.

Macroeconomic payoffs of predictability

Predictable, broad-based fiscal reform complements sovereign wealth accumulation by
reducing macro-financial fragility. Lower policy uncertainty:

o Compresses sovereign and corporate risk premia,
¢ Encourages long-horizon investment in infrastructure and innovation,
e Stabilises capital flows during technological and transition shocks.

In this sense, predictability is itself a fiscal asset. It protects the returns on public
wealth, reinforces the effectiveness of stabilisation buffers, and ensures that the
transition to an Al-intensive economy expands—rather than undermines—the state’s
long-term fiscal capacity.

The central message is straightforward: sovereign wealth structures provide the
balance sheet; predictable fiscal reform provides the credibility that makes the
balance sheet valuable.

The remaining policy set to reduce Al fiscal
derailment risk

Sovereign wealth structures address the stock dimension of fiscal sustainability, but
they do not by themselves stabilise the flow dynamics of an Al-driven economy. A
credible mitigation strategy must therefore combine balance-sheet capitalisation with



targeted interventions that reduce transition scarring, contain expenditure pressures,
and dampen international strategic instability.

Four policy domains are particularly material.
Labour-market stabilisers

Al adoption is likely to generate uneven labour displacement: concentrated by
occupation, geography, and skill type, and occurring faster than historical sectoral
transitions. Without stabilisers, these shocks translate into persistent unemployment,
lower lifetime earnings, and higher long-run fiscal costs via welfare dependency, ill
health, and political disengagement.

Effective stabilisation mechanisms include:

¢ Wage insurance for displaced workers, which cushions income losses while
preserving incentives to re-enter employment rather than remain inactive.

e Large-scale retraining entitlements, structured as portable, lifelong claims
rather than discretionary programmes, allowing workers to adapt as technology
evolves.

« Portable benefits systems, decoupled from single employers and compatible
with Al-augmented, platform-mediated, or project-based work.

From a fiscal perspective, these instruments are not primarily redistributive; they are
preventative. By limiting hysteresis effects and human-capital depreciation, they reduce
long-term expenditure burdens and protect the future tax base—even as the
composition of that base shifts away from traditional labour income*.

Public-sector productivity transformation

Al presents governments with a rare opportunity to raise productivity in a sector
historically characterised by Baumol cost pressures. Failure to exploit this opportunity
risks an asymmetric outcome: private-sector efficiency accelerates while public-sector
costs continue to compound.

Strategic use of Al within government can:

¢ Reduce administrative and compliance costs, particularly in tax
administration, benefits processing, procurement, and regulatory reporting.

« Improve service delivery quality, through better targeting, faster response
times, and lower error rates.

4 Clearly each individual national policy maker will need to address the challenge of welfare needs versus
the opportunity for future growth and the stabilisation effect of the wealth creation.



¢ Contain expenditure growth, not by cutting services, but by bending the cost
curve through automation and decision support.

Empirically, productivity gains in large public systems generate compounding fiscal
dividends. Among available interventions, public-sector Al adoption likely offers one of
the highest risk-adjusted returns to fiscal capacity, particularly when combined with
workforce redeployment rather than blunt headcount reductions.

Strategic investment in Al-complementary infrastructure

Remaining inside the Al frontier requires more than private innovation; it requires public
investment in complementary infrastructure. The relevant constraint is rarely a lack of
ideas, but the presence of bottlenecks that inhibit diffusion and scaling.

Priority domains include:

e Energy systems capable of supporting compute-intensive workloads at
predictable cost,

¢ Compute and data infrastructure, where access, security, and resilience
increasingly shape national competitiveness,

« Human capital, particularly advanced digital, engineering, and applied Al skills.

Crucially, the state’s role is not industrial micromanagement or firm selection. It is to
remove systemic constraints that markets alone underprovide due to coordination
failures, scale economies, or security externalities. Done correctly, this approach
supports private investment without locking governments into fiscally risky technology
bets.

International coordination

Finally, Al fiscal risks are amplified by strategic interaction. Uncoordinated national
policies encourage tax competition, regulatory arbitrage, and arms-race dynamics in
both capability development and fiscal extraction.

Key coordination priorities include:

¢ Minimum tax standards, to limit base erosion while preserving national policy
space,

e Shared Al safety and governance norms, reducing the probability of
catastrophic tail risks with severe fiscal implications,

e Collective approaches to compute access and security, mitigating
concentration risks and geopolitical escalation.



Coordination does not eliminate competition, but it reframes it within managed bounds.
By shifting expectations from zero-sum rivalry toward conditional cooperation, it lowers
systemic risk and stabilises the global investment environment.

A systems view of fiscal resilience

Taken together, these measures address the principal channels through which Al can
destabilise public finances: labour displacement, expenditure drift, infrastructure
bottlenecks, and strategic fragmentation. Sovereign wealth provides the balance-sheet
anchor, but these complementary policies stabilise the transition path.

The core insight is that Al fiscal risk is not a single-instrument problem. It is a systems
problem—requiring simultaneous attention to labour markets, state capacity, capital
formation, and international coordination. Only by addressing all four can governments
prevent Al-driven productivity gains from translating into fiscal and political instability
rather than shared prosperity.

Social damage functions and long-term stability

Fiscal mitigation strategies in the Al era cannot be evaluated solely through
conventional efficiency or debt-sustainability metrics. They must also be assessed
against social damage functions: non-linear relationships between economic
disruption and long-term losses in welfare, institutional capacity, and growth potential.
These functions exhibit threshold effects. Once critical social limits are crossed,
marginal fiscal stress can translate into disproportionate and persistent economic
damage.

Social damage thresholds

Four thresholds are particularly salient in advanced economies undergoing rapid
technological change:

¢ Persistent unemployment, especially among displaced mid-career workers,
which erodes human capital, depresses lifetime earnings, and generates
intergenerational scarring.

e Extreme inequality, where gains from Al-driven productivity accrue narrowly,
undermining consumption demand, social mobility, and political legitimacy.

« Regional divergence, as Al-intensive growth clusters spatially, leaving
peripheral regions with shrinking tax bases and deteriorating public services.

¢ Loss of institutional trust, reflecting perceptions of unfairness, policy
incoherence, or state incapacity to manage transition risks.



These are not independent phenomena. They interact and reinforce one another,
creating feedback loops between economic outcomes and political stability.

Non-linear macroeconomic consequences

Crossing social damage thresholds has macroeconomic consequences that are both
durable and difficult to reverse. Empirical and historical evidence suggests that once
such thresholds are breached, economies face elevated risks of:

« Domestic conflict and political polarisation, raising policy uncertainty and
shortening investment horizons.

¢ Geopolitical instability, as internally fragile states adopt more aggressive or
defensive external postures.

e Long-run economic underperformance, driven by underinvestment, capital
flight, weakened institutions, and declining total factor productivity.

Crucially, these outcomes are not captured in standard fiscal accounting. They appear
as higher risk premia, lower trend growth, and diminished state capacity—effects that
persist long after the initial technological shock.

The fiscal role of sovereigh wealth in social stabilisation

Sovereign wealth structures contribute to stability not primarily by redistributing
income, but by altering the state’s intertemporal constraint. By converting volatile or
declining rents into diversified assets, they provide governments with the financial
capacity to act before social damage thresholds are crossed.

In particular, sovereign wealth can:

¢« Fund automatic stabilisers and labour-market interventions without recourse
to emergency borrowing or abrupt tax changes.

¢ Reduce fiscal and policy volatility, smoothing adjustment paths during periods
of rapid technological disruption.

o Anchor long-term expectations, signalling that the state possesses both the
resources and the institutional commitment to manage structural change over
decades rather than electoral cycles.

This expectation-anchoring function is critical. When households, firms, and investors
believe that transition risks will be managed predictably, private adjustment becomes
less defensive and more growth-preserving.

From fiscal sustainability to social resilience

The central implication is that fiscal policy in the Al era must be judged not only by its
impact on deficits and debt ratios, but by its effectiveness in keeping societies within



stable regions of the social damage function. Sovereign wealth structures are valuable
precisely because they expand the policy space available to governments without
undermining growth incentives.

By stabilising expectations, financing adaptation, and reducing exposure to fiscal
shocks, they help ensure that Al-driven productivity gains translate into durable
prosperity rather than social fragmentation and long-term economic decline.

In this sense, sovereign wealth is not merely a financial instrument. It is a macro-social
stabiliser, operating at the boundary between economics, politics, and long-run
institutional performance.

Conclusion: from fragility to resilience

Al does not solely determine macroeconomic or social outcomes. Policy does.
Technological change sets the opportunity frontier, but fiscal institutions, distributional
mechanisms, and state capacity determine whether economies converge toward
stable, high-productivity equilibria or fragment into fiscally and politically fragile
systems.

Poor fiscal choices amplify Al-driven risks. Reactive taxation, underinvestment in
adjustment capacity, and short-term budget optimisation can lock societies into
unstable paths characterised by shrinking tax bases, rising inequality, elevated risk
premia, and declining institutional trust. Once such trajectories are established, they
become self-reinforcing: policy volatility discourages investment, weaker growth erodes
fiscal space, and social stress constrains future reform.

By contrast, well-designed sovereigh wealth structures—embedded within predictable
fiscal reform and complemented by targeted social and productivity-enhancing
investment—shift the system onto a more resilient equilibrium. In such a configuration:

¢ Growth continues, as frontier innovation and capital formation are protected
rather than penalised.

¢ Social cohesionis preserved, through wealth fund funded payment stabilisers
that prevent displacement from becoming permanent exclusion.

e Fiscal sustainability is restored, not by squeezing volatile tax bases, but by
building durable public balance sheets alighed with long-run productivity.

¢ Geopolitical instability is less likely, as domestic resilience reduces the
incentive for external aggression or defensive economic nationalism.

The deeper point is that the trade-off between innovation and stability is largely illusory.
Instability arises not from technological progress itself, but from institutional failure to



manage its distributional and fiscal consequences. Societies that treat Al-driven
change as a short-term revenue problem invite capital flight, political backlash, and
long-run underperformance. Those that treat it as a balance-sheet, expectations, and
transition-management problem expand their feasible policy set.

The real choice, therefore, is not between embracing Al and preserving stability. It is
between reactive policy, which responds to shocks after they materialise, and
systemic design, which anticipates structural change and embeds resilience into fiscal
and social institutions.

In the Al era, resilience is not an emergent property. It is a design choice.

Epilogue ....

The ability of nation states to develop the Sovereign Wealth Fund Wealth and Welfare
Model facilitates the next likely transition of macro-economics

Once Al is widely adopted, the policy problem will shift. The core question is no longer
whether Al raises productivity, but whether nation-states can convert productivity into
broadly experienced wealth and welfare gains fast enough to prevent distributional
conflict, institutional mistrust, and chronic fiscal stress.

In this post-adoption stage, the central risk is social friction from a wedge between
capability and lived outcomes:

Al raises output potential, but employment and wage formation adjust with lags and
discontinuities.

Returns accrue to scalable capital and intangible owners; household welfare gains can
be slow, uneven, and politically contested.

States face pressure to “do something” (reactive taxation, ad hoc transfers, punitive
regulation), increasing policy uncertainty and investment risk premia.

A credible strategy is therefore to build an Al services layer—a mix of public, regulated,
and privately delivered services—designed to reduce friction and raise baseline welfare
without choking growth.

If this is the future that permits all in the World to benefit — we need to address the
funding now and define which Al Equilibria, we wish to exist in.
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