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30 January 2025

Al-related stocks sold off heavily on Monday 27" January 2025 as news emerged about DeepSeek R1, a Chinese-
developed Al large language model (LLM). DeepSeek has asserted it could deliver performance comparable to
U.S. developed Al models, such as ChatGPT, but at a fraction of the cost and with much less physical computing
power required.

While there is some healthy scepticism towards certain aspects surrounding DeepSeek, advancement in its
algorithm has been widely recognised by the tech community including the leaders of NVIDIA, OpenAl and Meta.
DeepSeek’s open-source program allows it to be quickly studied and adopted globally, and therefore, it could
represent a step-change in resource intensity required for the continued development of Al. This has led investors
to re-assess the bullish trajectory of demand for advanced computer chips (GPUs), physical infrastructure and
power required for the build-out and training of Al models. As a result, stocks ranging from chip manufacturers,
utilities, data centre equipment manufacturers and data centre landlords experienced significant share price
declines following the DeepSeek news.

Share price 1 day % change on Monday 27" January 2025*

Vertiv -30% | ——
GE Vernova -22% I——
Constellation Energy -21% I
NVIDIA -17%
Digital Realty -9% I
Williams Co -8% I
Goodman Group* -8% I
Keppel DC -8% I
Nextdc* -7% I
GDS Holdings -7% I
Digital Core -6% I
Equinix -4% I
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Source: Factset.
*Tuesday 28th January for Australian stocks due to public holiday Monday 27"

Given the Resolution Capital Global REITs Portfolio (“the Portfolio”) overweight position and broader interest in
data centres, we provide here an outline of our current thoughts on the potential implications for the data centre
real estate sector, with the caveat that there are still a lot of unknowns.

Potential negatives:

¢ Al-related demand for data centres may not live up to previous bullish expectations as future Al model
developments could become more resource efficient, requiring fewer advanced chips, less power and
cooling, and less data centre capacity than previously anticipated.

e The potential reduction in demand could eventually lead to oversupply conditions in data centres -
although this is not anticipated in the near-term given significant supply bottlenecks and lengthy lead-
times for electricity grid upgrades, electrical transformers and air-conditioning components required to
satisfy current demand levels.
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e Big tech companies could reduce capex on data centre build outs. While previously-announced capex
might continue in the short term, it may be re-oriented towards software development rather than
hardware (Al training infrastructure). Nevertheless, on its earnings call on 29" January, Meta re-iterated
its plans to increase total capex spending to US$60-$65B this year — including increased investment in
generative Al.

¢ Investor enthusiasm for Al-related stocks (GPU’s, data centres, utilities etc) since Al emerged as a
significant demand driver two years ago, has pushed valuation multiples to elevated levels relative to
other sectors.

Potential positives:

o DeepSeek may have over-stated its efficiency, and as such, it may not prove to be as great a departure
from current Al infrastructure needs as initially feared. DeepSeek’s capabilities benefited from US-
developed large language models, which muddies the claim that DeepSeek R1 was trained for <US$6m.
If R1 had to be trained from scratch, the cost would have been significantly higher.

e There is a long history of technology efficiencies driving increased adoption and ultimately growing the
total demand pool. Microsoft's CEO was quick to reference Jevons Paradox, the observation that
improvements in resource efficiency often leads to increased, rather than decreased, overall consumption
of that resource.

¢ The emergence of cheaper and more efficient Al models could potentially spawn new entrants (previously
precluded due to the significant upfront costs, sometimes referred to as the ‘money moat’ that benefited
incumbent big-tech companies).

e Cheaper Al development could speed up Al adoption. Greater adoption could drive greater Al inference’
demand, benefiting existing data centre owners located in major population centers, as they cater to end-
users requiring strong network connectivity and lower latency.

¢ While DeepSeek is more efficient and its advancements are likely to be widely adopted, major tech
companies remain focused on developing more sophisticated artificial general intelligence (AGl), which
will likely still require increased computing power for both training and inference.

¢ National security concerns and geopolitics could drive duplication of Al investment. DeepSeek's
emergence may compel tech companies and governments globally to increase capex to further improve
Al capabilities.

Portfolio positioning:

The Portfolio has 15% exposure to specialist data centres via Equinix (EQIX) and Digital Realty Trust (DLR), which
represents an overweight position relative to the 8.5% benchmark weight. That said various other benchmark
constituents outside of the specialist sector have varying degrees of exposure to the data centre thematic such as
Goodman Group (GMG), Iron Mountain (IRM), Segro (SGRO), Merlin (MRL), and Prologis (PLD) which have made
much of their strategy to develop data centre facilities, some of which will be aimed at hyper-scale tenants which
could include Al training uses. We have limited exposure to these REITs.

Our conviction in data centres is predicated on the expansion of the digital economy across a broad range of use-
cases, not just Al. Admittedly Al has attracted a disproportionate amount of attention in recent years thanks to the
potential impact it could have on the economy and society. It is part of the digitalisation trend. The data centre
industry is presently supply constrained for a multitude of reasons mentioned herein. That said, we acknowledge
that many players are trying to get entitlements (real estate planning and power) to bring on material supply in
future years. No doubt those with current capacity are enjoying pricing power and the question now is how long this
will last if the more immediate demand side has been dampened.

Our exposures are focused on superior in place platforms that provide space to a multitude of users for a variety of
IT use cases, located in major metropolitan areas where there is deep tenant demand and dense fibre connectivity.
This is in contrast to some of the more recent wave of proposed Al training data centres that are mostly being

" Al development can be broadly divided into two phases: First, Al Training is the process of teaching an Al model to interpret data, which typically
involves exposing the model to vast amounts of data to help it recognise patterns and improve its understanding. The second phase, Al
inferencing, is where the trained Al Model analyses new data (data not included in the training set) to make decisions based on what it learned
during training.
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developed by private capital and, by necessity, are often located in more remote locations where there is available
land, cheap power, and typically oriented to a single tenant user. If there were a reduction in Al training demand,
we believe the more remote data centres would be more negatively impacted.

As illustrated in the following chart, wholesale? data centre rents inflected positively in 2022, after a decade of
declining rents. Context is important here as it is important to note that rents declined during that period despite
solid demand from broader digitalisation trends including the shift to cloud computing. The rental decline can be
mostly be attributed to conditions that were conducive to profitable data centre development including benign
construction cost inflation, declining interest rates and, tangentially, declining real estate cap rates. Despite a
competitive rental market, these conditions allowed data centre developers to maintain healthy profit margins even
as rents were falling. Wholesale data centre rents inflected positively in 2022 as most of these conditions reversed
(construction cost inflation spiked, interest rates rose dramatically and real estate cap rates increased), coinciding
with the emergence of large-scale Al as an additional demand driver, together with significant supply bottlenecks
in securing power to data centre sites and lengthy lead times for certain building components including electrical
transformers and air conditioning equipment. Importantly, it was a confluence of factors that drove the inflection,
not only the emergence of Al demand. Nevertheless, Digital Realty benefited from this upward inflection in rents as
its portfolio is dominated by wholesale data centres.

Rents, North America — wholesale data centres
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Source: datacenterHawk, FactSet, Company Reports, Citi Research, May 2024

In contrast, the Portfolio’s larger exposure, Equinix is predominantly focused on retail® (co-lo) data centres, which
did not experience the same dip in rents in the decade up to 2022, nor the positive inflection thereafter. Rather,
Equinix has enjoyed steady earnings growth and positive pricing power for many years due to its network density,
where its multi-tenant customers interconnect with telcos and each-other, thus creating an ecosystem which is more
difficult to replicate. For this reason, we have long favoured Equinix as it has displayed greater pricing power over
time. Since Equinix’s portfolio does not cater to large-scale Al deployments, it was not a direct beneficiary of the
investor enthusiasm towards Al over the past two years. For this reason, it should be less impacted by any
diminution in Al demand that may occur as a result of the emergence of more resource efficient Al tools such as
DeepSeek. In fact, as mentioned above, we believe Equinix should benefit from the acceleration in Al adoption as

2 Wholesale data centres (also referred to as ‘hyper-scale’) are large-scale data centres often with high power needs typically leased in their
entirety to a single tenant, typically a large organisation (including big-tech companies or ‘hyer-scalers’) on long-term lease commitments (10+
years) where the tenant has complete autonomy over the data centre environment.

3 Retail data centres (also referred to as co-lo data centres) cater to smaller-scale needs in a multi-tenant environment, offering more flexible
solutions, shorter-term leases (circa 3 years) and lower power requirements compared to wholesale data centres.
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its data centres are more oriented to the inferencing phase of Al - where end-users interact with Al models and
prefer lower latency that is inherent in EQIX’s network dense portfolio. Hence, we continue to favour Equinix as our
preferred data centre exposure.

While Digtial Realty is more exposed to the potential downside if (emphasis on ‘if’) Al demand were to be curtailed
relative to prior expectations, we believe DLR is still relatively well insulated compared to private developers. DLR’s
portfolio and its development sites are located in core data centre markets catering to a broad variety of technology
use-cases, and if Al demand were to atrophy, DLR'’s sites could pivot to other important and growing technology
functions including cloud deployment. This stands in contrast to many private developers who have committed to
large-scale landbanks of future data centre development sites that are primarily suited to Al training and are located
in more remote locations, some of which will not have secured power for several years.

While our overweight exposure to data centres detracted from performance relative to the benchmark on the day,
the global sell-off in Al-related stocks is a reminder of the benefits of broader portfolio diversification. It should be
noted that the Resolution Capital Portfolio has higher absolute exposure to the retail, healthcare and residential
sectors where we also see solid operating fundamentals, and fewer technology related unknowns.

More broadly, it was notable that REITs were amongst the better performing equity sectors during the DeepSeek-
induced selloff. As we highlighted in our recent quarterly report, the REIT underperformance is mostly relating to
issues not of the sector’'s own doing, the increase in bond yields perhaps chief among them. Real estate operating
fundamentals remain generally sound, and valuations appear attractive versus longer term metrics as highlighted
in the following table of US REIT P/E multiples compared to other S&P500 sectors.

Sector P/E valuations relative to history
Consensus forward 12-month P/E valuation

Absolute P/E P/E vs. S&P 500
Current %ile rank vs. history %ile rank vs. history

PIE 10-year 30-xear L 10-year 30-xear

Information Technology 29x 82% 58%
Consumer Discretionary 28 76 91 o 41 -
S&P 500 22 81 88 |
Industrials 22 82 - " 72
Consumer Staples 21 63 71 --
Communication Services 20 66 64 16 -
Materials 18 66 79 17 ‘i'L-';i
Utilities 17 70 90

Health Care 17 54 _—
Real Estate 17 __ --

Financials 17 7% _ 24

Energy 14 35 49 35 —

Source: Goldman Sachs GIR. January 2025. Past performance is not indicative of future results.

We reiterate the ramifications of more resource efficient Al models is no doubt not yet fully understood, but it does
mean the industry is being challenged to consider the technology more rationally and hopefully alleviate some of
the extraordinary pressure on the need to develop supporting infrastructure. We believe this should result in a more
disciplined supply response for an industry that is still in its relative infancy. The path will not be without hurdles.
Our investment thesis is not premised only on the growth of Al. We believe our Portfolio is appropriately positioned
based on the overall trend toward digitalisation of the economy.
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Further information

Please contact the Resolution Capital Client Services team at clientservices@rescap.com

Disclaimer

This communication is prepared by Resolution Capital Limited ('Resolution Capital') (ABN 50 108 584 167, AFSL
274491). Pinnacle Investment Management Limited (ABN 66 109 659 109, AFSL 322140) and its associated
entities (collectively 'Pinnacle’) provide distribution and responsible entity services to Resolution Capital.

Resolution Capital and Pinnacle believes the information contained in this communication is reliable, however, no
warranty is given as to its accuracy and persons relying on this information do so at their own risk. This
communication is general information only and does not take into account your objectives, financial situation or
needs. Any persons relying on this information should obtain professional advice before doing so and consider the
appropriateness of the information having regard to your specific circumstances. To the extent permitted by
law, Resolution Capital and Pinnacle disclaim all liability to any person relying on the information contained in this
communication in respect of any loss or damage (including consequential loss or damage), however caused, which
may be suffered or arise directly or indirectly in respect of such information. Unauthorised use, copying, distribution,
replication, posting, transmitting, publication, display, or reproduction in whole or in part of the information contained
in this communication is prohibited without obtaining prior written permission from Resolution Capital.

Resolution Capital is an affiliate of Pinnacle Investment Management Ltd. Pinnacle Investment Management (UK)
Ltd is an appointed representative of Mirabella Advisers LLP (FRN 606792), which is authorised and regulated in
the UK by the Financial Conduct Authority.
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