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Key takeaways

» While most corporate defined benefit (DB) plans have achieved full funding, they’re now confronted with a
new challenge: devising a strategy to help protect their hard-earned gains and maintain their funding ratios.

 This new landscape may require chief investment officers (ClOs) to rethink asset allocations, restructure
investment portfolios, shift in-house resources, tilt to a different performance measurement approach, and
take a fresh look at the role of external managers.

e To maximize their chances of success, we believe that plans need to take a holistic approach by incorporating
their pension liabilities within the context of developing an investment strategy.

After spending nearly 15 years fighting the headwinds of ultra-low interest rates and volatile equity markets, most
corporate DB plans in the U.S. have now achieved fully funded status. Rather than declaring victory, ClOs have
suddenly been confronted with a new challenge: devising a strategy to help protect their plans’ hard-earned gains
and maintain their funding ratios.

A “Goldilocks” moment for plan sponsors to de-risk their investment strategies
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As of March 31,2024. Source: Principal Asset Management, S&P, Milliman Pension Surplus/Deficit. S&P data depicts the cumulative growth of a dollar.

It’s no small task, and the new environment calls for plans to consider a range of actions, including rethinking

asset allocations, restructuring investment portfolios, shifting in-house resources, changing their performance
measurement reporting approach, and taking a fresh look at the role of external managers. In some ways, the job of
the CIO has never been more complex and demanding, and the stakes have rarely been higher. Fortunately, we believe
that there are several things plans can do to help improve their chances of staying fully funded.
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Building the right benchmark

One of the first steps that many CIOs may have to take is to
put a larger percentage of their plan’s assets into a liability-
driven investing (LDI) strategy. Moving assets out of the
growth portfolio and into the hedging portfolio is the easy
part. Choosing how to structure and manage the hedging
portfolio is considerably more nuanced and requires different
analytical skills and staffing requirements than what plans
had before achieving full funding.

To begin, plans must choose and create an investable
benchmark that closely matches their liability profile along
multiple dimensions, including interest-rate and credit spread
sensitivities across the term structure. Unlike in the growth
portfolio, there are no off-the-shelf benchmarks that will

fit every plan liability, like the S&P 500, that plans can easily
manage against. Instead, they need to translate their overall
liability into investment terms (e.g. by calculating the duration,
the credit spread, and the timing of the cashflows) and find
the right mix of assets to replicate that liability.

Once they’ve done the work to construct an appropriate
benchmark, plans need to decide what percentage of their
overall assets to allocate to the hedging portfolio. The answer
will differ depending on several factors including plan status
(open, closed, frozen), overall funding ratio, sponsor’s risk
tolerance, and assets’ liquidity status. In general, we have
seen allocations to the hedging portfolio range from 70-90%
for fully funded plans. Finally, it is imperative for plans to
continuously monitor and measure their customized liability-
replicating investable benchmarks to ensure that they are
behaving as expected.

A five-step plan to help
protect funded status

/I Analyze the liability cashflows

2 Construct a customized investable
benchmark to match the cashflows

Determine the split between growth
& hedging (LDI) portfolios based on

3 sponsor’s risk tolerance (future loss in
funded status)

4 Find managers for each asset class

Determine whether to hire an LDI
completion manager
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Reevaluating the manager structure

The shift of assets to the hedging portfolio may also mean that CIOs need to reassess their lineup of external
managers. A manager with expertise in corporate bonds who can deliver low-tracking error returns is often at the top
of the list. Beyond this core role, plans may also want to consider managers who have displayed a consistent ability
to capture alpha in diversifying asset classes such as commercial mortgage loans and non-agency collateralized
mortgage-backed securities. Private investment grade credit is also finding a home in many DB portfolios, thanks to
its potential for delivering incremental yield (illiquidity premium) and diversification away from public-market credit.

As ClOs are selecting managers and asset classes, they also need to consider whether and how to employ derivatives
and leverage in the portfolio. When plans were underfunded, many utilized leveraged positions in interest-rate
derivatives in the hedging portfolio to help manage duration mismatch risk. Now that the hedging portfolio is likely to
be anchored around corporate bonds, where exposure is not available synthetically, the growth portfolio may be the
more capital-efficient place to use leverage, particularly for accessing large-cap public equities.

Even if plans are able to hire top-performing managers for all of the asset classes in their portfolios, they may still find
that the managers’ aggregate positions don’t quite match the profile of their liability-proxy investable benchmark,
because each manager operates in isolation. This leaves ClOs with yet another important decision to make: whether
to hire an LDI completion manager.

An effective completion manager can fill in the gaps between a plan’s liabilities and the managers’ assets by taking
a holistic view of the portfolio that includes a detailed analysis of factors such as duration and curve positioning.
Of course, hiring a completion manager adds incremental management fees and an additional layer of governance
complexity, so plans need to weigh the pros and the cons.

Filling the gaps with a completion manager
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For illustrative purposes only. The columns represent the hypothetical impact of a 1 basis-point change in rates to strategies that use and don’t use
a completion manager, compared against liabilities. Strategies that do not use a completion manager can be exposed to curve mismatch risk, either
being over- or under-hedged when compared to liabilities.
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Rethinking resourcing

In addition to potentially changing their lineup of
external managers, ClIOs might also find that they need
to reallocate some of their internal resources. In the
long era in which underfunding was the norm, there
was a strong impetus for plans to center their in-house
expertise around growth-oriented assets. For fully
funded plans, that equation has changed.

Now, we're increasingly seeing plans gravitate to hiring
experts in fixed-income and liability-driven investing, and
we've also noticed an increase in demand for employees
with actuarial or financial engineering backgrounds.

A common thread among these professionals is the
ability to collaborate with external asset managers to
analyze both sides of the balance sheet, in order to help
deliver on the plan’s overall objectives.

Reporting is another area where plans may find they
need to reshuffle their resources. For fully funded

plans, performance attribution is less about assessing
how growth portfolios have performed versus their
benchmarks and more about measuring funded status
volatility and determining its causes. This is a big change
in governance, one that requires CIOs to apply their
acumen in a way that addresses the corporate objectives
of the rest of the C-suite. Changing the pension
committees’ asset-only focus and educating them on
the performance measurement relative to liabilities

can be a challenge. Furthermore, the reporting content
needs to shift to reflect this change in performance
monitoring. Once the pension committee is on board, it’s
critical to develop and deliver a reporting package that
utilizes all the components created by the LDI teams, the
custodians, and the actuaries.

Setting up for success

It’s a new world for many CIOs and their organizations, after years spent fighting against the tide of low interest rates

and underfunded liabilities. Today’s challenges are no less significant or complex than they were when plans were
struggling to improve funded ratios. By taking the steps outlined above and increasing the focus on asset-liability
management, we believe that CIOs can maximize their chances of success and help secure the financial future of their

beneficiaries while simultaneously minimizing the risk of unexpected higher future contributions to the plan that may

deteriorate shareholder value.
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Important information

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. The
risk management techniques discussed seek to mitigate or reduce risk but cannot remove it. Fixed income investment options are subject to interest
rate risk, and their value will decline as interest rates rise. Private credit involves an investment in non-publicly traded securities which are subject to
illiquidity risk. Portfolios that invest in private credit may be leveraged and may engage in speculative investment practices that increase the risk of
investment loss.

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.

This material may contain “forward-looking” information that is not purely historical in nature. Such information may include, among other things,
projections, forecasts, estimates, and proposed or expected portfolio composition.

Investment Solutions is an advisory team within Principal Asset Managements™. Principal Asset Management leads global asset management at
Principal®.

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 intended for use 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 PGII, 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).

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

¢ 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 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.

¢ Hong Kong SAR (China) by Principal Investment & Retirement Services 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 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) Principal Global Investors advises qualified eligible
persons (QEPs) under CFTC Regulation 4.7.

Insurance products and plan administrative services provided through Principal Life Insurance Co. Principal Funds, Inc. is distributed by Principal Funds
Distributor, Inc. Securities are offered through Principal Securities, Inc., 800-547-7754, Member SIPC and/or independent broker/dealers. Principal Life,
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