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The past 12 months have been challenging for commercial real estate. Despite economic growth that is firmly above
trend and a robust labor market expansion—both of which tend to predict healthy fundamentals and investment
performance—commercial real estate values are down 12.5% from their peak during the current correction that
began at the end of 2022. As difficult a year as 2023 was, however, there is a flicker of light at the end of the tunnel
for private equity markets in 2024. Despite numerous headwinds, the U.S. economy enters the New Year on solid
footing and there are signs that inflation is slowly trending toward the Federal Reserve's (Fed) inflation target.
Absent any significant shocks to the economy or capital markets, we believe that private equity capital values are
nearing their trough for the cycle, with another quarter or two of write-downs in the offing, which we estimate at
approximately between 5 to 7% by the middle of 2024.

EXHIBIT 1: NPl appreciation - peak to trough declines, percent
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Source: NCREIF NPI, Principal Real Estate, Q3 2023. S&L Crisis = Savings & Loan Crisis; GFC = Global Financial Crisis

The correction in real estate values has been pervasive across property sectors, including two of the most favored
among investors: apartment and industrial, down 11.1% and 8.5% respectively according to the NCREIF NPI. While
space market fundamentals within these sectors have shown signs of weakening in 2023, which is due more to
excess supply than a lack of physical demand, the primary cause of declining capital values has been capital market
headwinds, which have conspired to depress both investor sentiment and capital values.
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Blame it on the Fed?

High interest rates themselves do not tend to predict the trajectory of capital values— under normal circumstances
itis economic growth and the balance of supply and demand fundamentals. This cycle, however, is different. When
the Fed began increasing interest rates in March of 2022, it effectively ended a period of negative real interest
rates dating back to the Global Financial Crisis (GFC). Over that period, real estate was increasingly priced for that
environment and not one where nominal interest rates were on par with longer-term equilibrium.

As a result, the ensuing rate normalization designed to wring out excess inflation from markets that followed the
pandemic, waylaid the growth in capital values as spreads on property yields compressed rapidly. Uncertainty on
pricing among investors abruptly disrupted the flow of debt and equity capital to the market. As rates increased,
investor appetite for risk assets—particularly for private equity real estate—declined due to a lack of clarity on the
direction of pricing.

EXHIBIT 2: Fed Funds rate and median projections, percent
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Source: Federal Reserve (FOMC), Bloomberg, Principal Real Estate, Q4 2023.2024-2026 are forecasts.

As we enter 2024, the good news is that we appear poised for a turning point for private equity markets. High
inflation has given way to disinflationary trends, and the Fed is signaling that it anticipates three interest rate cuts
in 2024, while public markets are telegraphing five to six rate cuts. We believe this has the potential to reduce
borrowing costs and, at least modestly, increase the flow of capital toward commercial real estate relative to what
was experienced in 2023.

Industrial and apartment sectors

While 2024 is anticipated to be a year of slower—and perhaps below trend—economic growth, we believe

that market fundamentals across most property sectors are entering the year from a position of strength. For
their part, both the industrial and apartment sectors remain fundamentally healthy. Vacancy rates across both
property types, while increasing, remain well below their equilibrium ranges, which suggests that rental growth,
though more moderate, will remain positive over the next 12 months.
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EXHIBIT 3: Vacancy rates

Property type Measure
Office Vacancy rate
Industrial Availability rate
Retail Availability rate
Apartment Vacancy rate

Source: CBRE EA, Principal Real Estate, Q4 2023

While we remain constructive on both the apartment
and industrial sectors, we realize that headline

risks remain in place throughout 2024. For starters,
both sectors continue to face excess levels of new
development which is already in the supply pipeline and
likely to deliver in the next 12 months. High levels of new
deliveries will certainly put upward pressure on vacancy
rates in most markets, which will place a limit on rent
inflation as market pricing power shirts toward neutral.

EXHIBIT 4: Industrial and apartment under
construction, percent of inventory
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Source: CoStar, Principal Real Estate, Q1 2024

Q4 2023 Equilibrium rate
18.6% (+20 bps) 13 to 14%
7.1% (+60 bps) 9to 10%
6.5% (-10 bps) 810 9%
5.4% (+30 bps) 6to 7%

That said, we still anticipate that both sectors will
continue to see modest rental growth this year with
potentially more distress among apartment landlords,
where asking rents on new leases have declined as
of late 2023 and have the potential to carry over
into 2024. The good news for both sectors is that
structural demand drivers remain firmly in place.
Additionally, three years of strong rental inflation
since the start of the pandemic has the benefit of
providing healthy mark-to-market increases on new
leases, which will help preserve NOI growth for
property owners through the first half of the year.

Capital markets: Lemonade out of lemons

Lenders have been highly selective over the past

12 months when underwriting commercial real estate
assets. While apartment and industrial have been
among the more liquid sectors, lending spreads have
remained elevated and underwriting standards are now
far more stringent than they were in the pre-COVID
environment. The regional banking failures in early
2023 have also reinforced that banks are now far more
concerned with their real estate exposure, although
much of that stems directly from an overweight to
office assets.

In 2024, the lack of a fully functioning debt market will
be compounded by commercial maturities totaling
$659 billion coming due within the next 12 months.
The impact of the potential refinancing gap will

be different across property sectors. The industrial
sector tends to be less sensitive to the availability of
debt capital due to lower leverage requirements on
both transactions and development projects when
compared with more capital intensive sectors, such as
office and apartment.
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EXHIBIT 5: Total maturities by property sector, $ billion
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For its part, the apartment sector accounts for $255
billion in maturities alone in 2024, which has the
potential to create pockets of distress in certain markets,
particularly among less well-capitalized developers

and operators. It should be noted that we do not see

the potential for the broad-based distress selling that
occurred during the GFC, but the lack of capital could
still present interesting entry points over the next 12
months as values near their bottom. Moreover, the lack of
financing available for developers and higher carry costs
will also act as a restraint on development over the next
12 to 18 months, which will benefit both the apartment
and industrial sectors.

Outlook and conclusion

Corrective phases in capital values tend to be followed
by outsized returns in private real estate markets.
Following the GFC, for example, the apartment sector
posted an 18.2% total return for 2070 on a four-
quarter trailing basis; the industrial sector posted
9.4% in 2010 and a 14.6% return in 2011. These
returns were preceded by a significant corrective
phase in asset values in both sectors. Our timing for
the bottom of the current cycle is early to mid-2024
with a modest recovery beginning in H2. We feel this is
an excellent entry point for private equity investors to
take advantage of pricing dislocations, particularly on
modestly distressed properties.
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EXHIBIT 6: Apartment and industrial total return,
12-month trailing %
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While it is difficult to predict the exact magnitude of
returns and capital appreciation, early indications of
investor sentiment suggests that 2024 will be a better
year for most sectors than 2023. We believe this will be
the case for both the apartment and industrial sectors;
it will also set the stage for stronger appreciation over
the intermediate term as the lack of debt capital will
constrain new development heading into 2025. As the
economy transitions onto a healthier growth path
aided by lower borrowing costs, inflation, and stabilized
household balance sheets, property values will continue
to improve. This is particularly the case for newer
apartment and industrial assets delivered over the
2025 to 2027 time frame.
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Risk Considerations

Investing involves risk, including possible loss of Principal. Past Performance does not guarantee future return. All financial
investments involve an element of risk. Therefore, the value of the investment and the income from it will vary and the initial
investment amount cannot be guaranteed. 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.

Important information

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.

e Europe by Principal Global Investors (Ireland) Limited, 70 Sir John Rogerson’s Quay, Dublin 2, D02 R296, Ireland. Principal
Global Investors (Ireland) Limited is regulated by the Central Bank of Ireland. Clients that do not directly contract with
Principal Global Investors (Europe) Limited (“PGIE”) or Principal Global Investors (Ireland) Limited (“PGII”) 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 II. Further, where clients do contract with PGIE or PGlI, PGIE or PGII may
delegate management authority to affiliates that are not authorised 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. 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).

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

e 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 2001. This advertisement or publication has not been reviewed by the Monetary Authority of Singapore.

e 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 and is only directed at wholesale clients as defined
under Corporations Act 2001.

» Hong Kong SAR (China) by Principal Asset Management Company (Asia) Limited, which is regulated by the Securities and
Futures Commission. This document has not been reviewed by the Securities and Futures Commission.

e Other APAC Countries/Jurisdictions, 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.

Principal Global Investors, LLC (PGI) is registered with the U.S. Commodity Futures Trading Commission (CFTC) as a
commodity trading advisor (CTA), a commodity pool operator (CPO) and is a member of the National Futures Association
(NFA). PGI advises qualified eligible persons (QEPs) under CFTC Regulation 4.7.

Principal Funds are distributed by Principal Funds Distributor, Inc.

© 2024 Principal Financial Services, Inc. Principal®, Principal Financial Group®, Principal Asset Management, and Principal
and the logomark design are registered trademarks and service marks of Principal Financial Services, Inc., a Principal
Financial Group company, in various countries around the world and may be used only with the permission of Principal
Financial Services, Inc. Principal Asset ManagementsM is a trade name of Principal Global Investors, LLC. Principal Real Estate
is a trade name of Principal Real Estate Investors, LLC, an affiliate of Principal Global Investors.

MM13862 | 1/2024 | 3330218-122024



