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The capital
challenges in digita

Huge growth in the sector and a changing interest rate landscape
are creating outsized demand for capital and changing sector dynamics,
says Goncalo Bernardo, investment partner at Palistar Capital

What is the current

opportunity set in digital
infrastructure?
It is one of those strange moments
where almost every one of the funda-
mentals in the sector feels favourable.
Data is growing at accelerated rates,
demand for artificial intelligence is in-
creasing and new technologies are con-
necting dots in a way not seen before.

Over the past five years, two very

large events have changed the dynam-
ics and accelerated demand exponen-
tially. One was covid, which accelerated
the digitalisation and virtualisation of
work and life in general, and the second
was Al becoming a more mainstream
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technology. That has unleashed peo-
ple’s imagination of what can be done
and is triggering a significant spend
phase in compute, connectivity and ul-
timately digital infrastructure.

The investment windows are mov-
ing fast. Last year, we spent a lot of time
in debt and structured investments be-
cause of where interest rates were and
how fast they got there. Now some of
those opportunities have closed up as
companies start to adjust to a higher
interest rate reality, but these sectors

need a lot of capital fast, so there is a
huge equity opportunity and a limited
number of providers that can deliver it.

But it is important not to get caught
up in the hype, as with high growth
come high value expectations and a
new set of challenges. Now is the time
to be tactical and careful to deliver out-
sized uncorrelated returns.

The market is adjusting but people
still have a hard time lowering their
valuation expectations to account for
more expensive and less available cap-
ital, particularly when they look at
highly positive market projections. So,
investors need to come up with creative
structures to keep the seller’s valuation
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dream alive but protect their downside.
Having said that, just like in any mar-
ket, high-performing companies will
still get high values.

Why has the focus in some

investments shifted to
the point where getting clients
is key? How can managers
navigate that?
Infrastructure is a world where histor-
ically you did not have to worry about
clients, because if you built an elec-
tricity network, you knew clients were
just there. We had those build-it-and-
they-will-come models because clients
had no other option. That worked for
those businesses, but as the infrastruc-
ture definition has expanded, business
models have had to be adjusted, par-
ticularly in areas where people have
other options.

That strategy can work but you
need to be focused on delivering for the
client. You need to make sure the other
options cannot compete. Transferring a
client to a new broadband connection
is significant; you have to be on the
front foot to convince them to move
out of their comfort zone.

In a market with cheap and easy cap-
ital, you can afford to wait; when capital
gets more expensive, you can’t. Because
of that, we have seen what were orig-
inally wholesale models having to be
creative, pivot, and literally knock on
doors to get people to sign up.

Managers must never underestimate
people’s comfort zones and the compe-
tition to get clients. Never underesti-
mate how hard that is in competitive
markets.

How do you see the
deployment opportunity
in data centres evolving over
time?
We think about the deployment op-
portunities in terms of phases. The
first phase, which we are in right now,
is taking advantage of capacity in the
system.
Availability of power is one of the
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biggest threats to the growth of AI, and
we are living on a power system that
was built for something else. We are
currently taking advantage of whatever
spare capacity there is in the system but
that will soon run out.

In phase two, once that capacity
runs out, we will need to think about
how we adjust data centres for the
power systems we have available. For
example, right now, data centres run

99.9 percent of the time, but we can’t
add electricity generation capacity at
the speed we want to add data centres.

Some people may consider struc-
tures where you do not need to run 99.9
percent of the time — at times of peak
energy consumption, when everyone
is demanding power, you might turn
off the data centre or prioritise those
data centres you really need. Years ago,
we used to do that with aluminium

some upside via growth.

tunnel was.

market environment.

With access to capital proving challenging, what do the
most appropriate business models look like?
The most appropriate business models have not changed, but the timeline
for delivery has. We are still looking at downside-protected business models
with unique moats and hard assets that are predictable and — ideally — offer

What has changed is that, before, people were buying into the “wave”,
not looking at profitability or cashflow in the short/medium term; they
just needed a light at the end of the tunnel and did not care how long the

We stayed away from those opportunities because that did not fit with
our investment principles, and now see those companies coming back
saying they need more capital to get them through the tunnel/break even,
but that is a difficult proposition if you haven’t focused on it so far. The UK
is a perfect example of that, as are other fibre markets.

So, the market felt a little bit toppy for a while and we saw people
focused on deploy, deploy, deploy. That has now changed, particularly as
capital has become scarce. Investors and banks need to see businesses that
are or can quickly get to profitability and that generate money, otherwise
they are not going to fund them. We see that as a fundamental shift in the
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smelters and other large power con-
sumers, and that may wind up being
necessary with data centres, too.

Then, when we reach phase three,
power generation will be built specif-
ically for data centres. Some of those
contracts are starting to get signed, but
they will take time to come online. So,
until then, we will need to get smarter
on usage and build to get to sustainable
data centres.

It is not enough to say “I will sign
a contract to buy power from a wind
farm” to make a data centre “green”;
the sun does not shine all the time and
the wind does not always blow. You will
need a mix of fuels/sources or storage
to compensate for that. Data centre in-
vestors are going to be the ones back-
ing these investments.

Digital infrastructure is not about
investing in high-risk gold mines but
in the picks and shovels, as it were, and
power knowledge is becoming a key
part of that tool kit. For the first time
we are seeing far more co-operation
between the teams that cover data cen-
tres, those that cover power and util-
ities, commodities and even industrial
equipment that is unlocking some in-
teresting opportunities. Understanding
all these pieces to the puzzle is crucial.

With the rise of mega-

deals, are we seeing
assets getting too big to sell?
How might that play out?
The reality is yes. You are seeing a
whole new type of exit strategy that was
not relevant before. Five or six years
ago, you could find a lot of $1 billion to
$4 billion companies that were growing
and going on to become $15 billion to
$20 billion listed companies. Most of
those have now been taken private by
the large funds.

If they do their job right, even be-
fore putting additional capital to work,
those investors could potentially dou-
ble their valuation in eight to 10 years.
So, you will end up with a lot of $9 bil-
lion or $10 billion companies that need
to exit.

“Managers must
never underestimate
people’s comfort zones
and the competition to

get clients”

“T'he biggest

challenge for some

is that the assets are
infrastructure, but the
business models have
become flip models. We
saw that in renewables

a decade ago”

The problem is that the strategics
that were supposed to buy those com-
panies have also been taken private, so
they are not there and the assets are too
big.

You are left with less traditional op-
tions: the IPO option is a slow partial
exit, which is not always ideal, particu-
larly when the market knows you need
to sell down; there are continuation ve-
hicles, but there you have to convince
existing investors, and find some new
investors, while answering difficult
questions about price and liquidity; you
can flip from one fund to the next, but
again you need a third party to come
in and put a price on the asset; or, last-
ly, you can chop up some of these as-
sets into smaller more digestible parts
or different types of risk (yieldcos and
devcos as an example).

The traditional sale of an asset to
others is now becoming the exception
for the bigger deals. As a response to
this, business models for these compa-
nies are also evolving.

Five or six years ago, investment in
companies had the objective of holding
assets for 20 years. Now, some of those
models have migrated to investing in
companies that recycle capital, so, for
the company to have enough money
and not become too big, they need
to sell assets as quickly as they build
them and deploy the capital in new
ones.

As an asset manager, you have to
consider a whole different set of risks,
because you are still a long-term holder
of the platform, but the platform may
be a shorter-term holder of the assets
and more subject to market risks.

Right now, the biggest challenge
for some is that the assets are infra-
structure, but the business models
have become flip models. We saw
that in renewables a decade ago, with
the fragmentation of business models
creating different risk profiles, and we
are watching it happen in digital infra-
structure now. Being mindful of short-
term assets hiding in long-term vehi-
cles should be top of mind.
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