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FIRST QUARTER 2023

Notable themes

* New era bank runs - two notable bank failures in the U.S. unleashed a wave of deposit
outflows from other regional lenders, while the government aided merger of
Switzerland’s two largest banks further rattled investor confidence.

* Flight to liquidity - investors piled into money market funds, short-term Treasuries, and
blue-chip growth stocks, foreshadowing ongoing pressures for rate-sensitive commercial
real estate, private equity, and venture capital.

* Balancing act - tightening credit conditions call into question the ability of central banks
to maintain their prior hawkish intentions.

Building on their late 2022 rebound, a wide majority of global equity markets posted solid gains
during the first quarter of 2023. For much of the period, monetary policy continued to dominate
investor attention, in the hope that moderating inflation, slower economic growth and an easing of
U.S. dollar strength could contribute to a less hawkish stance by the Federal Reserve and other major
central banks worldwide. Indeed, consensus expectations shifted in favor of a “soft landing” scenario,
with growing expectations that the magnitude and pace of further interest rate hikes would soon
moderate.

That encouraging backdrop abruptly changed in early March, as a fresh wave of volatility gripped
capital markets. The initial tremors emanated from the obscure crypto-focused Silvergate Capital,
which voluntarily liquidated after several months of client outflows. This was initially attributed to the
broader strains in cryptocurrency markets following the FTX scandal. However, the very same week,
Silicon Valley Bank (SVB Financial), a previously fast-growing lender that catered to private equity
clients, announced an unexpected recapitalization plan that sent its depositors fleeing in mass, and
within 48 hours, was seized by the FDIC, ending the bank’s 40-year-run. The following week, New York
based Signature Bank, which also focused on cryptocurrency lending, met the same fate. SVB and
Signature marked the second and third largest commercial bank failures in U.S. history.

Contagion fears quickly spread across regional banks, especially

among those with large books of uninsured deposits (>250,000), “Only when the tide goes out
most notable First Republic, which narrowly averted failure thanks do you discover whose
to deposit transfers from a consortium of large lenders. The been swimming naked”

following weekend, regulators, in conjunction with the Fed and U.S.

Treasury, swiftly approved plans to backstop SVB and Signature

depositors, and with the establishment of a new emergency credit Warren Buffett
facility with the Fed to provide loans up to one year for institutions

affected by the bank failures. These events also rattled financial
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institutions abroad, especially long-beleaguered Credit Suisse, where a long string of client
withdrawals and votes of non-confidence by its major shareholders rapidly faced the brink of collapse.
This led to an emergency intervention by the Swiss National Bank and UBS, culminating in the
arranged merger of the country’s two largest banking and wealth management institutions.
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As the quarter drew to a close, volatility subsided considerably, underpinning further gains in equity
markets, and relative stability in credit markets. This underscores the observation that each of the
failed institutions had idiosyncratic asset-liability risk management failures rather than deteriorating
loan books. As such, the market took relative comfort in the decision by the Fed to raise its
benchmark target range by 0.25%, with an upper bound of 5.0%. The accompanying Federal Open
Market Committee members’ “dot plot” showed a peak Fed funds rate of 5.1%, indicating the Fed
believes they are nearing the end of their tightening cycle. The banking sector problems clearly
impacted the Fed’s rate expectations. Fed Chair, Jerome Powell, emphasized that their statement
language had changed from “ongoing increases in the target range will be appropriate” to “some
additional policy firming may be appropriate”. Inflation continues to be far too elevated, but has
slowed, and the labor market still too tight but, increasingly, it seems that tightening credit
conditions may do the Fed’s job for them.

In additional signs of containment, performance of the broader financial services sector was relatively
muted. Despite declines of than 20% among the U.S. regional bank sub-sector, the broader S&P 500
financial sector declined just over 5%, while non-U.S. financial stocks posted modest gains.
Meanwhile, technology, communications, and consumer discretionary stocks all enjoyed spirited
double-digit rallies during the quarter. Indeed, these were among the hardest hit sectors in 2022, but
conversely have been the biggest beneficiaries of moderating inflation (including lower oil prices) and
lower long-term interest rates (including home mortgages). The strength in technology stocks was
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exemplified by semi-conductor shares which rerated higher despite weaker earnings. Gains in the
discretionary sector were particularly robust among luxury and higher-end athleisure retailers.

As the aforementioned sector leaders and laggards suggest, it was a wonderful quarter for high
quality, large cap growth stocks, while more challenging for value and small cap styles. As measured
by the Russell indexes, the largest 200 U S. stocks gained 8.7% while the smallest 2000 posted a
2.7% advance. Among U.S. Large Caps, the Russell T000 Growth posted a 14.4% return, while its
Value counterpart eked out a mere 1.0% gain. Among non-U.S. stocks, style differentials were much
more muted but still skewed in favor of growth and large caps.

With hopes of keeping contagion risks at bay, equity markets proved to be resilient. The MSCI All
Country World Index posted a 7.3% gross total return for the quarter, comparable to the 7.5%
showing by the S&P 500. The MSCI Emerging Market Index lagged global peers, but was still up by
3.9%, led by the technology heavy Taiwanese and Korean markets. MSCI EAFE posted a gain of 8.6%
led by strength in continental Europe. U.S. investors with exposure to international markets also
benefitted from a further weakening of the U.S. dollar against most major currencies, especially the
Euro and British Pound. It was the second consecutive quarter of outperformance by Europe,
underscoring how overly bearish prior expectations had become.

The accompanying table summarizes regional and global sector aggregate performance on a USD
basis, gross of cross-border tax withholding.

3 months 12 months

MSCI World Index 7.88% -6.54%
North America 7.58% -8.66%
Europe 10.74% 2.03%
Pacific 4.84% -5.73%

MSCI Emerging Markets Index 3.96% -10.70%
China 4.71% -4.73%
Asia Ex China 4.88% -12.44%
Latin America 3.93% -11.05%
EEMEA -1.07% -17.84%

MSCI All Country World Index 7.44% -6.96%
Communication Services 17.24% -15.26%
Consumer Discretionary 14.27% -11.82%
Consumer Staples 3.49% 1.22%
Energy -2.86% 7.56%
Financials -1.32% -10.16%
Health Care -1.54% -3.67%
Industrials 6.90% -0.76%
Materials 5.43% -8.92%
Real Estate 0.72% -19.12%
Technology 20.52% -7.19%
Utilities -0.48% -5.66%

Sources: MSCI, Standard and Poor’s in USD. As of 31 March 2023.
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Looking ahead

Previous rate hikes coupled with recent financial turmoil have put the Federal Reserve in a more
dovish state. Attaining pricing stability through further tightening of financial conditions remains key
but that tightening doesn’t necessarily need to come from Fed rate hikes, and instead, could come
from credit conditions as banks tighten lending standards. Regarding the recent strains on regional
banks, we believe the worst is behind us and several positive factors, supportive of equities, remain in
place, noted below:

» Decelerating inflation, albeit still elevated

¢ The Federal Reserve pivoting to a more dovish path
e Improving supply chains

e Peakdollar - 6-month low

e Supportive valuations

These all contributed to healthy gains to start the year with expectation for further opportunities in
the year ahead though there will be bumps along the way.

The fallout from the recent U.S. bank failures and acquisition of Credit Suisse by UBS in Europe have
put a spotlight on the industry and potential underlying impacts from swift monetary tightening
polices. The ongoing challenges facing banks in the U.S. is funding (liquidity) and capital. Broadly
speaking, the challenges facing most banks presently are that savings deposit rates/yields are too low
compared to other alternatives that customers have for low-risk yield such as Treasuries, money
market securities, high yield savings, etc. This has driven depositors to pull funds and capture yield
through alternative means and thus driving banks to move securities being used as reserves for loans
that were previously deemed as “held-to-maturity” to the “available-for-sale” accounting
classification which then triggers an immediate revaluing of their portfolio of held-to-maturity to
market prices.

Rising rates have revalued fixed income securities such as Treasuries and lower risk bonds
substantially lower. The revaluation of these securities lower most significantly impacted banks that
deal in the higher growth areas of the market such as private equity, venture capital, and innovative
companies as those depositors were pulling funds amid needs for cash/capital. Most traditional
mainstream banks, those that are not high growth, appear to be sufficiently capitalized and have
multiple sources for funding. This is not to say that margin pressure won’t be severe in the coming
quarters; it will be, and there will be a battle to retain deposits. This was well known going into 2023,
and Silvergate (SI), and SIVB have now brought the issue front and center; driven by their own
company specific strategies.

Nevertheless, as interest rates remain somewhat elevated, the weaker banks will be more vulnerable,
particularly when subject to lighter regulation as in the U.S. We continue to monitor, but do not
believe this is a systemic problem, but rather cases of severely mismatched assets and liabilities and
failures of risk management. Moving forward there will be greater scrutiny of deposit bases and
flows, and wholesale funding costs.

The Federal Reserve’s latest inflation gauge showed a rise of 0.3%, but less than the expected 0.4%
as energy prices trended lower. In Europe, we are seeing similar trends as the March consumer prices
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of 6.9%, year-over-year, was the lowest in a year and down from the 8.5% in the previous month.
Similar to the U.S., energy was the key element to the reduction though food remain elevated. More
recently, home prices have also jumped following deterioration over the past two months. The fight
for pricing stability is far from over but the trend remains positive, and the expectation is for less
central bank intervention ahead. (However, OPEC’s surprise announced oil production cut in April
throws yet another wrinkle into central bank’s inflation fight.)

Over the long-term, inflation is going to be pushed higher by near-shoring initiatives. The war in
Ukraine and escalating geopolitics elsewhere has many countries reassessing their supply chains and
trading partners. Investments are ratcheting up for more domesticated production, semis, food, and
energy, while aligning with trusted countries. This will also drive long-term structural change
opportunities.

Following synchronized tightening, we are beginning to see diverging rate paths amid differentiating
economic and inflation backdrops. The Bank of Canada hiked its key interest rate to its highest levelin
15 years but became the first major central bank fighting global inflation to say it would likely hold
off on further increases for now. The Federal Reserve is on a similar path given the recent fragility in
the financial market.

On the other hand, the European region does remain on a path for more rate hikes to come. As future
rate hikes have already been affirmed, the European Central Bank (ECB) has removed any doubt of its
commitment to the price stability mandate. Economic uncertainty remains abound for the region,
and policymakers must surmount a complex balancing act between weaker growth, persistent
inflation, and external international shocks. Positively though, growth has held up well and recession
risks have moved to a “shallower” scenario.

Chinais on a new path of slower growth that will be more domestically led. With leader Xi Jinping
securing his third term and surrounding himself with more loyalists, expect less reform. Geopolitical
conflicts remain heightened causing ongoing challenges for supply chains, while both China and its
major trading partners are simultaneously looking to become more independent on energy and food
sourcing. This is evident in China as land gets converted to more food sourcing regardless of prior
commitments. Positively, the region has relaxed its zero-COVID policy measures, which is supportive
of improving near-term growth, and improvements in relative valuations.

We believe we are in the midst of a generational change in global trade flows, as the West reduces its
reliance on China and Russia. The U.S., Japan, and Europe should all experience expanding
manufacturing bases. As the re-shoring trend accelerates and duplication in global supply chains
increases, it will be a net benefit to global companies with the expertise in the capital equipment that
will be needed to drive a manufacturing renaissance outside China.

2022 was a challenging year. 2023 may present similar challenges as persistently restrictive
monetary policy and the likely resulting recession will weigh on the broad equity market outlook,
though our expectation is that much of this has already been priced in. Rates and inflation are
stabilizing, and attractive global equity valuations set the stage for opportunities ahead.
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Risk Considerations

Investing involves risk, including possible loss of principal. Past Performance does not guarantee future return. Equity
markets are subject to many factors, including economic conditions, government regulations, market sentiment, local
and international political events, and environmental and technological issues that may impact return and volatility.

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 onin
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 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 isintent 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 (EU) Limited, Sobo Works, Windmill
Lane, Dublin D02 K156, Ireland. Principal Global Investors (EU) Limited is reqgulated 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 II.
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.
eUnited 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”).
eIn 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 organization. eSingapore 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.. eAustralia 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. eThis document is marketing material and is
issued in Switzerland by Principal Global Investors (Switzerland) GmbH. eHong Kong SAR (China) by Principal Asset
Management Company (Asia) 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
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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.

Insurance products and plan administrative services provided through Principal Life Insurance Co. Principal Funds, Inc.
is distributed by Principal Funds Distributor, Inc. Securities offered through Principal Securities, Inc., 800-547-7754,
Member SIPC and/or independent broker/dealers. Principal Life, Principal Funds Distributor, Inc. and Principal
Securities are members of the Principal Financial Group®, Des Moines, IA 50392

Principal Asset Managementsw is a trade name of Principal Global Investors, LLC.
Principal Equities is an investment team within Principal Global Investors.

© 2023 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.

Index Descriptions

MSCI World Index is a free float-adjusted market capitalization weighted index that is designed to measure the equity
market performance of developed markets. The index covers approximately 85% of the free float-adjusted market
capitalization in each country. Information regarding the comparison to the MSCI World Index is available upon
request.

MSCI Emerging Markets Index is a free float-adjusted market capitalization weighted index that is designed to
measure the equity market performance of emerging markets. The index covers approximately 85% of the free float-
adjusted market capitalization in each country. Information regarding the comparison to the MSCI Emerging Markets
Index is available upon request.

MSCI AC World Index is a free float-adjusted market capitalization weighted index that is designed to measure the
equity market performance of developed and emerging markets. The MSCI AC World NTR Index consists of
developed and emerging market country indices and covers approximately 85% of the global investable equity
opportunity set. Information regarding the comparison to the MSCI AC World Index is available upon request.

Index performance information reflects no deduction for fees, expenses, or taxes. Indices are unmanaged and
individuals cannot invest directly in an index.
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