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takeaways

* Despite near-constant advances in artificial intelligence (Al), it remains unclear who the ultimate
winners of the Al race will be — and what those products and businesses will look like.

* These developments suggest that winners in Al will not be determined solely by the size of
capital expenditures but by fierce competition among incumbents and new entrants.

* Taking a directional view on any single Al-related company or industry presents risks. We believe
different companies will be affected in many different ways.

* Federated Hermes MDT (MDT) seeks to ensure its portfolios are diversified across Al investing
opportunities.

Innovation in Al looks set to radically reshape the economy and have a far-reaching impact on society — but taking

a directional view on any single company or industry may not be the right approach.

It's hard not to notice how Al has permeated our daily lives, as more and more machines
try to anticipate our next move. Technologies continue to evolve rapidly, with several
ground-breaking developments from industry leaders and new entrants. And while
ChatGPT has maintained its lead as the most popular consumer Al product, it is not yet
profitable, and competition remains wide open for viable business models.

It's far from clear who will be the ultimate winners of the Al race and what those
products and businesses will look like.

Given recent developments, the question on investors’ minds is: Where do we go
from here?

Significant developments and the end of the
‘bitter lesson’

While many expected a next-generation GPT-5 model in 2024, several issues have slowed
progress, including limited GPU capacity, competing priorities, data scarcity and technical
challenges. Of course, delays are not uncommon when it comes to cutting-edge research.
Although training foundation models has become overwhelmingly expensive, even for
deep-pocketed research labs, much progress has been made toward finding new ways to
apply, refine and scale existing models.

Until recently, Al development has found unprecedented success through training ever
larger models using ever larger datasets. This training-time scaling’ has propelled
billions of dollars in capital expenditures to achieve the model sizes necessary to
compete at the cutting edge. This approach was termed the ‘bitter lesson’ by Al
researcher Richard Sutton because it seemed to imply that human knowledge and
cleverness were inferior to simply throwing more data and compute at the problem.

Recent developments have challenged the notion that human ingenuity is no longer
necessary. As training-time scaling of Al foundation models has appeared to hit a wall
due to increasing demand for, and scarcity of, new chips, energy and data, researchers
have refocused their efforts toward cleverly applying and refining the model they
already have.
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In 2024, OpenAl released ‘o1’, a reasoning model that thinks before responding. Its inner workings involve refining its existing
language model to have a conversation with itself before responding to a question. This ‘chain of thought’ mechanism gives o1 the
ability to think before answering, as opposed to the prior design of blurting out the first response that came to mind. This innovation
produced more accurate results for some challenging math and reasoning problems and opened a pathway to a new way for scaling
to improve accuracy — inference-time scaling."

Another development along these lines was Chinese lab DeepSeek’s release of its ‘R1’ reasoning model, a competitor to o1, early in
2025. The release challenged US firms' dominance in Al in what many commentators referred to as a ‘Sputnik’ moment.

The R1 model learned to reason by training itself using reinforcement learning, which refines a pre-trained foundation model through
simulated interactions that reward accurate answers. The success of this approach has created a third scaling pathway called
post-training scaling, where models are refined to become more capable but not retrained from scratch. Also, DeepSeek upped the
high-stakes Al ante by releasing the model to the public under an open-source license.

These developments suggested that winners in Al will not be determined solely by the size of capital expenditures but by fierce competition
among incumbents and new entrants, where durable leads can be challenging to maintain. Even with significant infrastructure in place,
companies will have to allocate resources correctly along three different dimensions of scaling. And even as capital continues to flood into
Al, sustainable business models remain an unsolved problem.

Investing in Al

Some of Al's strongest proponents claim that this technology will radically reshape the economy and have a far-reaching impact on
society. Although it is far from certain whether these promises can be fully realized, the impact of today’s Al technology is already
being felt in industries as varied as advertising, hardware and education. Competition remains fierce, and even the most well-re-
sourced firms are not guaranteed success.

In our view, there is no doubt that Al is a significant and vital trend, but taking a directional view on any single company or industry
presents risks. What we have come to know is that not every company will be impacted in the same way. This is the basis of our
approach to constructing risk-managed portfolios that have the potential to profit from Al. Our investment process seeks to identify
a wide range of investment opportunities via bottom-up stock selection, looking at each company’s fundamental and sentiment
characteristics. We then seek to ensure that the portfolio is diversified across these opportunities by limiting exposures to individual
companies; industries; and companies facing common risk exposures. Our risk model seeks to balance both overweights and
underweights in companies exposed to key risks that drive significant volatility in the market.

This approach can help mitigate the directional exposure to any single winner or loser, while positioning the portfolio to potentially
benefit from bottom-up stock selection.

Harnessing the future

As we've written previously, the rapid pace of innovation is truly remarkable. The current state of Al and its applications is constantly
evolving, making today’s truths potentially obsolete tomorrow. We consistently assess new advancements in machine learning and in
consideration of integrating effective concepts. Our commitment to exploring Al will persist as we aim to enhance the alpha-generating
signals in our portfolio construction process. As this field progresses, we will continue to identify and adopt valuable insights from Al
research to refine our investment strategies.

1 A reasoning model tends to be more accurate if it spends more time thinking about its answer, so it is now possible to spend more time computing and
producing a better answer after the model is trained.
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Views are as of 5/31/25 and are subject to change based on market conditions and other factors. These views should not be construed as a recommendation
for any specific security or sector.

The value of investments and income from them may go down as well as up, and you may not get back the original amount invested. Past perfor-
mance is not a reliable indicator of future results.

This is a marketing communication. The views and opinions contained herein are as of the date indicated above, are those of author(s) noted above, and may
not necessarily represent views expressed or reflected in other communications, strategies or products. These views are as of the date indicated above and are
subject to change based on market conditions and other factors. The information herein is believed to be reliable, but Federated Hermes and its subsidiaries,
does not warrant its completeness or accuracy. No responsibility can be accepted for errors of fact or opinion. This material is not intended to provide and
should not be relied on for accounting, legal or tax advice, or investment recommendations. This document has no regard to the specific investment objec-
tives, financial situation or particular needs of any specific recipient.

This document is published solely for informational purposes and is not to be construed as a solicitation or an offer to buy or sell any securities, related financial
instruments or advisory services. Figures, unless otherwise indicated, are sourced from Federated Hermes. Federated Hermes has attempted to ensure the
accuracy of the data it is reporting, however, it makes no representations or warranties, expressed or implied, as to the accuracy or completeness of the
information reported. The data contained in this document is for informational purposes only, and should not be relied upon to make investment decisions.

Federated Hermes shall not be liable for any loss or damage resulting from the use of any information contained on this document. This document is not
investment research and is available to any investment firm wishing to receive it. The distribution of the information contained in this document in certain
jurisdictions may be restricted and, accordingly, persons into whose possession this document comes are required to make themselves aware of and to observe
such restrictions.

United Kingdom: For Professional investors only. Distributed in the UK by Hermes Investment Management Limited (“HIML") which is authorised and
regulated by the Financial Conduct Authority. Registered address: Sixth Floor, 150 Cheapside, London EC2V 4ET. HIML is also a registered investment adviser
with the United States Securities and Exchange Commission (“SEC").

European Union: For Professional investors only. Distributed in the EU by Hermes Fund Managers Ireland Limited which is authorised and regulated by the
Central Bank of Ireland. Registered address: 7/8 Upper Mount Street, Dublin 2, Ireland, DO2 FT59.

Australia: This document is for Wholesale Investors only. Distributed by Federated Investors Australia Services Ltd. ACN 161 230 637 (FIAS). HIML does not
hold an Australian financial services licence (AFS licence) under the Corporations Act 2001 (Cth) (“Corporations Act”). HIML operates under the relevant class
order relief from the Australian Securities and Investments Commission (ASIC) while FIAS holds an AFS licence (Licence Number - 433831).

Japan: This document is for Professional Investors only. Distributed in Japan by Federated Hermes Japan Ltd which is registered as a Financial Instruments
Business Operator in Japan (Registration Number: Director General of the Kanto Local Finance Bureau (Kinsho) No. 3327), and conducting the Investment
Advisory and Agency Business as defined in Article 28 (3) of the Financial Instruments and Exchange Act (“FIEA").

Singapore: This document is for Accredited and Institutional Investors only. Distributed in Singapore by Hermes GPE (Singapore) Pte. Ltd (“"HGPE Singapore”).
HGPE Singapore is regulated by the Monetary Authority of Singapore.

United States: This information is being provided by Federated Hermes, Inc., Federated Advisory Services Company, Federated Equity Management
Company of Pennsylvania, and Federated Investment Management Company, at address 1001 Liberty Avenue, Pittsburgh, PA 15222-3779, Federated Global
Investment Management Corp. at address 101 Park Avenue, Suite 4100, New York, New York 10178-0002, and MDT Advisers at address 125 High Street Oliver
Street Tower, 21st Floor Boston, Massachusetts 02110.

Alpha measures the excess returns of a portfolio relative to the return of a benchmark index.
The quantitative models and analysis used by Federated Hermes MDT may perform differently than expected and negatively affect performance.

Investing in equities is speculative and involves substantial risks. The value of equity securities will rise and fall. These fluctuations could be a sustained trend or
a drastic movement.

Diversification does not assure a profit nor protect against loss.
Past performance is no guarantee of future results.
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