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Structural drivers reshaping

real estate investing

COVID-19 has reshaped real estate investing, helping accelerate the thematic demand drivers that were in place
pre-pandemic. The current environment is raising many questions for real estate investors, including the role of
real estate in portfolios during an inflationary period and when, or if, living and working patterns will return to pre-

pandemic norms.

Members of the Principal Real Estate senior investment team recently provided some insight into these
questions and presented an update on the key macro and capital market considerations underpinning real estate
investments today. Following is a summary of their discussion.
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The macroeconomic perspective

Indraneel Karlekar, Global Head of Research &
Strategy, provided a high-level perspective of the
macroeconomic factors and themes that will be most
relevant going into 2022. In the next 12 to 18 months
the United States is still likely to lead global economic
performance. Retail sales have been very strong, a
positive sign for the U.S. economy in 2022. However,
U.S. leadership will likely fade a little as Europe and
the emerging markets strengthen, particularly as
vaccination rates rise.

For the rate outlook, this shift should be quite good.
The impact of strong growth on inflation is front-
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of-mind for many investors, especially in light of
U.S. inflation rising to 6.3% in October. If growth
remains very strong in 2022, the likelihood of inflation
remaining elevated is also quite high. This scenario
would probably put the U.S. Federal Reserve under
even greater pressure to act sooner to raise rates.
Because inflation numbers are running much higher
than the Fed expects, the central bank has ceased
terming inflation “transitory” in nature. This could
impact the timing of the Fed’s plans to raise rates
bringing forward the first interest rate increase

to 2022.
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Exhibit 1: Fed signals change is coming
FOMC Expected Fed Funds vs. Forward Fed Funds
FOMC as of September 22nd, 2021 with Forward as of December 3rd, 2021
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Source: Bloomberg, Principal Real Estate, December 2021

"DIGITAL" themes are driving demand

Demand drivers for the real estate markets, which
Principal Real Estate Investors refers to as DIGITAL
themes (Demographics, Infrastructure, Globalization,
and Innovation & Technology), have become very
important in driving the growth of formerly niche,

or non-traditional, property types. As the pandemic
transformed the outlook for occupiers, the capital
markets are propelling these property types into the
mainstream. This key theme will unfold over the next

year, and likely far beyond.

Another theme is that core asset values in some
markets and property types have risen significantly
over the last year, and some moderation is likely
going forward. When core assets are pricing above

replacement costs, it is a good sign to start considering

2023 2024

Implied Forward for Fed Funds

Longer Term

alternative strategies. As the appetite for real estate
remains very strong, there are new opportunities

in non-traditional property types with long-term
structural tails that fall within Principal Real Estate
Investors DIGITAL themes. As a result, our outlook for
2022 is optimistic, even as we remain very aware of

some of the swelling crosscurrents that lie ahead.

Our DIGITAL themes manifest themselves in both the
traditional and non-traditional real estate property
types, (see Exhibit 2). Increasingly, non-traditional
properties have become the beneficiaries of these
demand drivers. While these factors can impact every
aspect of investing, they are particularly relevant to
the real estate markets. To put this in perspective, it’s
helpful to consider one area of the DIGITAL themes:

infrastructure.

Exhibit 2: “DIGITAL’-driven property types prove very resilient

DEMOGRAPHICS

¢ Ageing population

* Shifting migration patterns
» Housing affordability

e Inequality and cost of living

INNOVATION & TECH

e Al/Big data and a circular
economy

e Flexible working/WFH
e Innovation “hubs”

e Retail disruption

e ESG prioritization

GLOBALIZATION

e Secularincrease in trade &
capital flows

¢ Global technology supply
chains

¢ Mobile human capital and
remote workforces

e Satellite towers

INFRASTRUCTURE

¢ Communication

¢ Physical assets

e Transportation

¢ Energy and utilities
e Social infrastructure

¢ Suburban housing

« Single-family rentals

+ Manufactured housing

« Self-storage

« Senior living/care homes

« Grocers, discounters, DIYs

o Life sciences
e Lab space/Medical office
¢ Data centers
e Cold storage
e Self-storage

* New format retailers

¢ Data centers
e Warehouse/Logistics

e Last mile facilities

e Data centers

e Warehouses

« Affordable housing

o Care homes, medical office
e ESG focus
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The trillion-dollar infrastructure bill recently signed into law by President Biden will have significant repercussions
for all investors, but for real estate investors in particular. Many physical assets will benefit, as will fiber optic
communications and energy and utilities. Clean energy is going to big beneficiary, and a huge component of
investing going forward. By considering the impact of the DIGITAL themes on real estate, we have identified
specific property types that will benefit in this environment including data centers, warehouses, and affordable
housing with an ESG orientation. Understanding the structural demand drivers through the DIGITAL lens has
helped deconstruct a much larger set of demand drivers, ultimately allowing for more informed decision making
when choosing where to invest.

Opportunities beyond core assets

Rod Vogel, Head of Private Equity Production, spoke about the high level of capital pursuing the U.S. commercial
real estate market. The impact of this has been reflected in the pricing of core assets. Core unlevered internal
rates of return (IRR) are in the 5%-6.5% range, which is down 50 to 100 basis points (bps) over the last 12 to

24 months. This is the result of both the amount of capital coming to the marketplace and the low interest

rate environment within the U.S. As investors search for higher-yielding investment opportunities, there are
opportunities in the value-add space. The market for these types of investments is 6.5%-8%, or 150 bps over core.

Exhibit 3: Why opportunistic real estate now?

As of September 2021. These are gross unlevered internal rates of return.
For informational purposes only. Source: Principal Real Estate

Core: 5%-6.5% The above return observations are not intended to predict or guarantee the return of
any fund or strategy managed by Principal Real Estate. The Internal Rates of Return
ranges reflect unlevered property level returns before fees and expenses over an

150 bps assumed ten year holding period and reflect estimates of returns that Principal Real
spread Estate Investors has observed on the U.S. commercial real estate market generally,
both through its analysis of real estate sales offer packages from third party sellers and
1200- their representatives as well as deals underwritten by the Firm's Acquisition Area when
Value-add: 6.5% -8% 1350 bps considering potenti'al investment opportunities for clients. These ranges do not reflect
spread any deductions for investment management fees or expenses that would reduce the
actual returns realized by investors. Investors should keep in mind that the real estate
markets are volatile and unpredictable. Commercial real estate investing is subject to
significant risks and there is no guarantee that the above property return ranges will be
realized or achieved or that any investment strategy will be successful. The ranges shown
are for investments of institutional investment quality that Principal Real Estate would

Deve[opment 17% - 20% consider for client portfolios and are not inclusive of all real estate sales offer packages

Controlled risk: Ch ® from third party sellers received by the Firm. This is shown for Illustrative, informational
purposes only and subject to change without notice. This information is not intended to
forecast or predict future events.

In the development of commercial real estate, unlevered IRRs during the construction development and lease-
up timeframe is almost 20% today, the highest levels in more than three decades. One factor driving this is

low interest rates, which is helping support low cap rates for core assets. Industrial and multifamily core assets
are trading in the 3%-3.5% range and given the strong space market fundamentals for multifamily assets, this
property type is experiencing rent growth of up to 7%, depending upon the market. When the asset is stabilized,
the property value is 25-30% higher than the cost basis, which makes the development of multifamily an
extremely attractive investment opportunity.

The impact of rising prices Leverage or the use of debt has also factored into

how these properties fit into portfolios. The current
interest rate environment makes it a great time to be

a borrower. Principal Real Estate has been increasing
borrowing across funds to take advantage of the low
interest rate environment, with a preference for longer-
term, fixed rate debt.

Todd White, Managing Director, Portfolio Management,
discussed real estate property valuations and the
continued strong price appreciation in certain sectors.
For core multifamily and industrial, many assets are
trading at nearly two times what it cost to build that
product. This pricing has led the firm to allocate more
new capital to developing multifamily and industrial
assets instead of buying core.
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Short-term versus long-term shifts

Among the four major property types—office, retail,
industrial, and multifamily—office and retail clearly
suffered—and are still struggling—from the pandemic.
While grocery-anchored retail has started to come
back, there are also signs the hybrid work-from-home
(WFH) model is going to have a dampening effect on
demand for the foreseeable future. Office is clearly

in a transition period right now. For older buildings,
their obsolescence has been accelerated due to the
pandemic, but this may help new and modern buildings
(e.g., those with LEED certifications).

On the other hand, industrial and multifamily have
benefited greatly from the pandemic. There has been
almost insatiable demand from occupiers of industrial
buildings despite supply chain challenges. In the U.S.,
2021 may be a record year for industrial as groups

are trying to get merchandise out to consumers via
Amazon, UPS, or similar services. Industrial will likely
continue to exhibit strength as market fundamentals
remain positive.

In multifamily, there has been a bit of a “haves and

have nots” environment. Urban markets have struggled
with the migration out of big cities like New York,
Washington, D.C., and Chicago. It’s unclear if these
population losses, mostly to the suburbs or to the
south, are part of a longer-term paradigm shift. It’s very
possible these are just short-term changes and over
the longer-term people will return to these cities, which

could bode well for urban apartments in the future.
Regardless, multifamily has performed exceedingly well
as a core asset or a development.

Inflationary pressures are going to impact different
sectors in different ways. Property types with longer-
term triple net leases may underperform inflation
quite significantly. Shorter-duration apartments are
attractive because they renew annually, and rents
can reset. Hotels could be a good place in a rising
inflationary environment, especially if there is a return
to normal levels of business travel. Many of the non-
traditional property types have ingrained demand
drivers that will help them power through inflation.
Life sciences, self-storage, and manufactured housing
have experienced very strong rent growth. This is a
structural shift that’s pushing occupiers towards
these property types. In the coming 12 to 24 months,
many non-traditional property types are poised to
perform well.

Data centers and life sciences, as well as anything
housing related, are growing in importance in real
estate portfolios. These property types offer very
compelling returns, particularly on the development
side. For example, compared to multifamily,
manufactured housing is experiencing similar rates
of return with more potential growth opportunity
and strong fundamentals. This effectively is creating
higher total returns and double-digit IRRs with the
conservative use of leverage.

CONCLUSION: Structural themes will drive performance in 2022

Going into 2022, investors should expect
continued economic rebound, led by the U.S.
Monetary policy accommodation will likely
throttle back, but rates will remain low and debt
capital will continue to be widely available.

For real estate investors, the economic landscape
is creating new opportunities. While core assets in
the largest property types are priced at or above
replacement costs in many markets, suggesting a
moderation in core performance going forward,

many non-traditional, niche sectors like data
centers, life sciences, and manufactured housing
are presenting attractive opportunities.

COVID-19 accelerated many of the structural
trends already taking shape in the real estate
markets, and we believe these DIGITAL themes
will continue to drive sector performance, with
non-traditional property types enhancing the
core investment universe and providing the
opportunity for additional sources of alpha.
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Risk considerations

Investing involves risk, including possible loss of principal. Potential investors should be aware of the risks inherent
to owning and investing in real estate, including: value fluctuations, capital market pricing volatility, liquidity

risks, leverage, credit risk, occupancy risk and legal risk. All these risks can lead to a decline in the value of the

real estate, a decline in the income produced by the real estate and declines in the value or total loss in value of
securities derived from investments in real estate. Past performance does not guarantee future results.

Important Information

Unless otherwise noted, the information in this document is accurate as of December 2021. This material covers general information only
and does not take account of any investor's investment objectives or financial situation and should not be construed as specific investment
advice, a recommendation, or be relied on in any way as a guarantee, promise, forecast or prediction of future events regarding an
investment or the markets in general. The opinions and predictions expressed are subject to change without prior notice. The information
presented has been derived from sources believed to be accurate; however, we do not independently verify or guarantee its accuracy or
validity. Any reference to a specific investment or security does not constitute a recommendation to buy, sell, or hold such investment

or security, nor an indication that the investment manager or its affiliates has recommended a specific security for any client account.
Subject to any contrary provisions of applicable law, the investment manager and its affiliates, and their officers, directors, employees,
agents, disclaim any express or implied warranty of reliability or accuracy and any responsibility arising in any way (including by reason of
negligence) for errors or omissions in the information or data provided.

All figures shown in this document are in U.S. dollars unless otherwise noted.

This material may contain ‘forward looking’ information that is not purely historical in nature. Such information may include, among other
things, projections and forecasts. There is no guarantee that any forecasts made will come to pass. Reliance upon information in this
material is at the sole discretion of the reader.

This material is not intended for distribution to or use by any person or entity in any jurisdiction or country where such distribution or use
would be contrary to local law or regulation.

This document is issued in:
¢ The United States by Principal Global Investors, LLC, which is regulated by the U.S. Securities and Exchange Commission.

¢ Europe by Principal Global Investors (EU) Limited, Sobo Works, Windmill Lane, Dublin DO2 K156, Ireland. Principal Global Investors (EU)
Limited is regulated by the Central Bank of Ireland. In Europe, this document is directed exclusively at Professional Clients and Eligible
Counterparties and should not be relied upon by Retail Clients (all as defined by the MiFID). The contents of the document have been
approved by the relevant entity. Clients that do not directly contract with Principal Global Investors (Europe) Limited (“PGIE”) or Principal
Global Investors (EU) Limited (“PGI EU”) will not benefit from the protections offered by the rules and regulations of the Financial
Conduct Authority or the Central Bank of Ireland, including those enacted under MiFID Il. Further, where clients do contract with PGIE or
PGI EU, PGIE or PGI EU may delegate management authority to affiliates that are not authorized and regulated within Europe and in any
such case, the client may not benefit from all protections offered by the rules and regulations of the Financial Conduct Authority, or the
Central Bank of Ireland.

« United Kingdom by Principal Global Investors (Europe) Limited, Level 1, 1 Wood Street, London, EC2V 7 JB, registered in England, No.
03819986, which is authorised and regulated by the Financial Conduct Authority (“FCA”).

¢ This document is marketing material and is issued in Switzerland by Principal Global Investors (Switzerland) GmbH.

« United Arab Emirates by Principal Global Investors LLC, a branch registered in the Dubai International Financial Centre and authorized by
the Dubai Financial Services Authority as a representative office and is delivered on an individual basis to the recipient and should not be
passed on or otherwise distributed by the recipient to any other person or organisation.

« Singapore by Principal Global Investors (Singapore)Limited (ACRA Reg. No. 199603735H), which is regulated by the Monetary Authority
of Singapore and is directed exclusively at institutional investors as defined by the Securities and Futures Act (Chapter 289). This
advertisement or publication has not been reviewed by the Monetary Authority of Singapore.

« Australia by Principal Global Investors (Australia) Limited (ABN 45 102 488 068, AFS Licence No. 225385), which is regulated by the
Australian Securities and Investments Commission. This document is intended for sophisticated institutional investors only.

* Hong Kong SAR (China) by Principal Global Investors (Hong Kong) Limited, which is regulated by the Securities and Futures Commission
and is directed exclusively at professional investors as defined by the Securities and Futures Ordinance.

« Other APAC Countries, this material is issued for institutional investors only (or professional/sophisticated/qualified investors, as such
term may apply in local jurisdictions) and is delivered on an individual basis to the recipient and should not be passed on, used by any
person or entity in any jurisdiction or country where such distribution or use would be contrary to local law or regulation.

©2021 Principal Financial Services, Inc. Principal®, Principal Financial Group®, and Principal and the logomark design are registered
trademarks of Principal Financial Services, Inc., a Principal Financial Group company, in the United States and are trademarks and services
marks of Principal Financial Services, Inc., in various countries around the world. Principal Global Investors leads global asset management
at Principal®. Principal Real Estate Investors is a dedicated real estate investment management group within Principal Global Investors.
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