For Public Distribution in the United States. For Institutional, Professional, Qualified, and/or Wholesale

Investor Use Only in other Permitted Jurisdictions as defined by local laws and regulations.

O Principal

Asset Management™

PRINCIPAL REAL ESTATE

European hotel sector: Sustainability
IS a competitive necessity

AUTHORS

Management

Graeme McCormack
Head of Hotel Fund

Other papers in the
European Hotel
Sector series

ED 2024 outlook

B Short-term distress

and strong long-term
fundamentals create

value opportunity

Identifying

opportunities for value
creation

Creating value through
demand-driven

transformation

Choosing the optimal
operating structure
and partner

Leveraging Al and

other technologies to
create value

Value opportunities in
lifestyle luxury

Hugo Steen
Head of Hotel
1 Investments

Once a competitive advantage, sustainability is now imperative in the
European hotel sector. Investors and operators both have responsibilities to
be good stewards of the environment and of the communities in which they
operate. In many ways, financial performance depends on sustainability. A
strong sustainability strategy enables stakeholders to identify opportunities
and manage risks related to environmental, social, and governance (ESG)
factors—as well as drive performance to create long-term value.

The shift from sustainability as competitive advantage to sustainability as
competitive necessity is driven by several factors:

e Awareness of climate change and its human impacts is now ubiquitous,
and many people have experienced those impacts firsthand. As a result,
travellers are more likely to be eco-conscious, making hotel selections with
sustainability considerations in mind, and employees are more likely to
want to work at hotels that prioritise their health and well-being.

« Inflation put significant added pressure on operators to reduce costs and
increase efficiency.

e Increasingly stringent environmental regulations, often on capital lenders,
mean fewer potential buyers and forced price discounts for non-compliant
properties, which strengthen the financial case for sustainability as a
competitive necessity.

Together, these factors have made sustainability a competitive necessity

in the European hotel sector. In this paper, we explore why sustainability
matters for hotel investors and how to think about sustainability in property
selection, capital improvement, operating structure, and operations.
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Why sustainability matters

Sustainable practices yield environmental and of guests and employees alike. Operators can
financial benefits. For example, reducing resource demonstrate sustainability commitments through
consumption (e.g., energy and water), carbon promoting transparency and seeking certifications
emissions, and waste minimises the impact of such as LEED and BREEAM.

operations on the environment. At the same time,
improved energy and water efficiency and reduced
waste also reduce operational costs.

Sustainability also improves resiliency for hotel
operators and investors. A robust ESG strategy helps
identify and manage climate-related risk. It is also an

Travellers are more likely to stay at hotels that opportunity to ensure compliance with ever-stricter
prioritise health and well-being. Brands are already regulations. Improving resiliency in these ways
demonstrating the reputational benefits of mitigates the risk of asset stranding and potentially
sustainable practices, including positive community increases asset value at disposition.

impact—which in turn boost attraction and retention

Sustainability is an opportunity to increase hotel performance

Hotel sustainability practises reduce costs by improving resource efficiency and minimising waste, and potentially
increasing revenue by attracting the growing number of eco-conscious travellers.

Improved resource efficiency and minimised waste reduces operating costs

Inflation began to rise in 2021, spiking to a level more than double the decade’s previous peak. It has begun
to moderate, but several years of record-level inflation put significant pressure on hotel operators to cut
costs. Resource efficiency and waste reduction measures—even ones that had not been economically viable
previously—began to make economic sense.

EXHIBIT 1: Post-pandemic inflation puts significant pressure on operating costs
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European hotel sector: Sustainability is a competitive advantage 2



For Public Distribution in the United States. For Institutional, Professional, Qualified, and/or Wholesale Investor Use Only in other Permitted
Jurisdictions as defined by local laws and regulations.

Hotels that prioritise sustainability may reduce operating costs by up to 30%, according to research by the
Sustainable Hospitality Alliance.’

Common resource efficiency and waste reduction measures that reduce operating expenses include:

Energy-efficient fixtures, such as LED lighting and A-rated appliances—which lower
energy costs

Q

Automated energy management systems that, for example, turn off the lights and raise the
room temperature when the guest is away—which also lower energy costs

Q

Water-efficient fixtures and systems, such as low-flow toilets and rainwater harvesting—
which reduce water costs

Q

Food waste minimisation programs such as elimination of buffets and reliance on seasonal
products and local distribution channels—which reduce food costs

Q

Refillable dispensers for bathroom amenities and reusable products such as water bottles—
which decrease waste and disposal expenses

Q

The cost savings associated with resource efficiency and waste reduction measures can be significant. For
example, switching to LED lighting can offer an ROl of 20-30% annually, according to the tourism trade
association Skal Europe. ROI for high-efficiency HVAC systems can be 10-20% annually, with energy savings of
up to 30%.?

" World Sustainable Hospitality Alliance, Building Green and Resilient Hotels: Investing in our Planet, 21 April 2023.
2 Skal Europe, Transforming Tourism: Energy Efficiency for Big Savings and Sales, 22 May 2024.




For Public Distribution in the United States. For Institutional, Professional, Qualified, and/or Wholesale Investor Use Only in other Permitted
Jurisdictions as defined by local laws and regulations.

Attracting the growing number of eco-conscious travellers may increase revenue

People are increasingly incorporating sustainability practises into their daily lives—turning to energy efficient
appliances, reducing water waste, and eliminating single-use plastics, for example. This heightened awareness
extends to the environmental impact of travel, and more travellers seek hotels that practise sustainability.

EXHIBIT 2: Travellers increasingly care about minimising their environmental impact

% of respondents wanting to travel
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2022 2023

Source: Booking.com Sustainable Travel Report 2023

The rewards for hotels that meet eco-conscious travellers’ demand can include higher average daily rates and higher
guest satisfaction. For example, a Mabrian survey of 14,000 hotels in Spain found that hotels with sustainability
practises realised a 5% price boost and a 15% guest satisfaction boost.”

Beyond travellers’ concern about environmental impact, there is an increasing focus on health and well-being among
both guests and employees. In a 2024 global survey by Deloitte, more than eight out of 10 executives said a stronger
commitment to prioritising a positive human impact would increase their company’s ability to attract new talent
(82%), appeal to customers and clients (81%), and profitability (81%).° By investing in health and well-being practices,
hotels can increase attraction and retention of guests and employees.

Sustainability is an opportunity to increase value at disposition

In addition to potentially enhancing performance by reducing costs and increasing revenue, a hotel’s sustainability
practise may help to increase the property’s marketability and value at disposition. Even just five years ago, modest
energy efficiency improvements and water-saving practises gave a property a competitive advantage at asset
disposition. Now, properties without significant sustainability practises may face a disadvantage at disposition, and may
have to sell at a discount.

This change is driven in large part by increasingly stringent environmental regulations. The EU Energy Efficiency
Directive requires member states to meet energy efficiency targets by 2030.% The Energy Performance of Buildings
Directive (EPBD) requires hotels to monitor and reduce their energy use, and the Waste Framework Directive (WFD)
requires hotels to reduce waste and encourage recycling. Many sustainability regulations target banks—affecting the
types of properties banks underwrite and, in that way, driving sustainability improvements by property owners.

Potential buyers understand that sustainability expectations—from travellers, requlators, and lenders—uwill be
increasingly stringent. The properties that appeal to the broadest range of buyers and are least likely to face price
discounts, then, may be best positioned to meet rigorous expectations well into the future.

3European Commission, Energy efficiency targets
4 Mabrian, Sustainable hotels earn 5% more, 21 November 2023.
°> Deloitte, The important role of leaders in advancing human sustainability, 18 June 2024.
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How to be sustainable

Not all sustainability practices equally have the potential to increase hotel performance and value at disposition.
For investors in the European hotel sector, decisions around property selection, capital improvement, operating
structure, and operations affect the extent to which performance and value are optimised.

Sustainability in property selection

There is a wide range of factors for investors to consider when
deciding on a property to acquire. One is the cost and time
required to bring the property up to the level of sustainability
that may increase hotel performance and value at
disposition. When the building was built and how it has been
improved over the years are factors that matter, but current
sustainability and improvement needs are best determined
via a rigorous assessment.

Investors must also consider the prevailing regulatory
environment where the property is located. Some
governments offer incentives such as tax benefits, grants, or
subsidies for capital projects that improve sustainability. But
regulations can also limit the kinds of capital improvements
that can be made, in particular for historic buildings.

Sustainability in capital improvement

The largest efficiency gains often come from the largest
capital improvement expenditures—insulation upgrades,

for example, can reduce energy consumption by up to 40%,
according to Skal Europe.® As energy costs continue to rise,
investments that generate positive returns and increase
efficiency may become easier to justify. Key to decision
making in this case is assessing the return on investment the
capital improvement could generate.

Sustainability in operating structure

Many of the most effective sustainability practises

for potentially increasing performance and value are
operational—and therefore depend on the hotel operator.
Furthermore, in many cases, investors’ sustainability reporting
must take tenant activities into account. Owners have more
or less control over tenant activities depending on the
operating structure in place; lease agreements typically give
the owner very little control while management contracts
and franchises allow owners a much greater degree of
involvement. Therefore, the operating structure is an
important sustainability decision for investors to make.

(3) Learn more about property selection
considerations beyond sustainability
in our paper

Identifying opportunities for
value creation.

(® Learn more about operating
structure considerations beyond
sustainability in our paper

Creating value through
demand-driven transformation.

(® Learn more about operating
structure considerations beyond
sustainability in our paper

Choosing the optimal operating
structure and partner.

6Skal Europe, Transforming Tourism: Energy Efficiency
for Big Savings and Sales, 22 May 2024
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Sustainability in operations

When considering an operator, strategic alignment is essential,
as a tenant not truly committed to sustainable operations

can negatively affect performance and value. For operators,
sustainability includes implementing resource efficiency and
waste reduction measures that reduce operating expenses.
Given rising costs and increasingly stringent regulations,
operators can now justify larger investments to improve
efficiency and reduce waste.

Moreover, operators should want to be seen by guests as good
environmental stewards, be recognised as good employers

by corporate standards, and fundamentally want to improve
performance. Savvy operators recognise that sustainability,
effective staff management, and performance are inextricable.
Happy employees who feel they are making a positive impact on
the environment will positively impact guest experience—which
then drives performance.

Given the increasing focus on health and well-being among both
guests and employees, many operators are now investing in that
area. Eliminating volatile organic compound (VOC) products
and finishes and implementing green cleaning practices, for
example, makes for a healthier environment in which to work
and stay. Hotels are increasingly offering wellness amenities—in
small ways such as essential oils for sleep, and large ways such
as new fitness programs and nutritional offerings. Many of

the practices that attract travellers looking for authentic local
experiences—locally sourced food, for example—also add value
to the community.

For many operators, sustainability is now integral to brand
identity. This shift is reflected in marketing communications
designed to attract eco-conscious travellers as well as in on-
property communications. Many hotels now prominently display
signs showcasing sustainability efforts and invite guests to
contribute, for example, by opting out of daily laundering of bath
and bed linens. By fostering a sense of involvement and showing
how guests are making a difference, these efforts contribute to
the overall guest experience.

For example, one relatively new hotel chain is staking its claim
on sustainability—supporting causes through charitable
partnerships globally, embracing locally sourced food and other
products, eliminating single-use plastics, and reducing waste.
Additionally, the brand enhances its appeal with properties in
unique locations, offering authentic local dining, wellness, and
other experiences, and featuring spaces designed to foster
community. We expect to see more brands follow suit with
similar models.

Sustainability in practise:
How Principal Asset
Management strives

to increase performance
and value

To meet the requirements of
eco-conscious hotel guests and deliver
positive financial and sustainable
outcomes, as an asset manager
Principal Asset Management is
committed to mitigating assets’
environmental footprint, enhancing
climate resilience, focusing on

health and wellbeing, engaging

key stakeholders and partners on
sustainable performance, and designing
and operating sustainable buildings.

HEALTH & WELLBEING

e Green cleaning
» Wellness amenities
e Low/no VOC products and finishes

ENVIRONMENTAL FOOTPRINT

» Sustainably managing energy
and water use

e Increasing waste diversion

e Reducing carbon emissions

e Optimising the use of renewable
energy where feasible

SUSTAINABLE DESIGN

e Resource and material
management

 Building certifications

e Technology and smart building
innovation

DATA TRANSPARENCY

e Benchmarking utility data
e Framework alignment
e Shareholder reporting



Conclusion

As we have discussed throughout this European
Hotel Sector series, there are tremendous
opportunities for value creation in the European hotel
sector today. A successful value creation investment
strategy starts with understanding how demand

has changed and how to transform the property

to better meet that demand. Given rising demand

for sustainable hotels from the growing number of
eco-conscious travellers and increasingly stringent
sustainability requirements, successful investment will
likely involve some type of sustainability-orientated
value creation and implementation of sustainability-
focused operational tactics.

Sustainability yields environmental benefits—energy
and water efficiency, carbon emissions reduction, and
waste minimisation. It yields social benefits—improving
the health and well-being of guests, employees, and
local communities. And it yields financial benefits, as
an opportunity to increase both hotel performance
and value at asset disposition. To realise those benefits,

having an experienced investment partner with a track

record of sustainability-orientated value creation in the
European hotel sector is key to optimising decisions
around property selection, capital improvement,
operating structure, and operations.
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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. International investing involves greater risks such as currency fluctuations, political/social instability, and differing
accounting standards. Integration of sustainability considerations and/or environmental, social and governance (ESG) factors is qualitative

and subjective by nature. There is no guarantee that the criteria used, or judgment exercised, will reflect the beliefs or values of any particular
investor. There is no assurance that any strategy or integration of sustainability considerations and/or ESG factors will be successful or
profitable.

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,
N0.03819986, which is authorized and regulated by the Financial Conduct Authority (“FCA”).

¢ United Arab Emirates by Principal Investor Management (DIFC) Limited, an entity registered in the Dubai International Financial Centre
and authorized by the Dubai Financial Services Authority as an Authorised Firm. This document 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 20071. 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.

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

e 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). PGl advises qualified eligible
persons (QEPs) under CFTC Regulation 4.7.
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