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.

PRINCIPAL REAL ESTATE
Furopean Hotel Sector: Identifying
opportunities for value creation

AUTHORS

Graeme McCormack
Head of Hotel Fund
Management

Ad

Hugo Steen
Head of Hotel Investments

(3 Principal

Asset Management™

A combination of strong fundamentals and pockets of distress presents

unique opportunities for investment in the European hotel sector. (Explore

the investment case in detail in our first paper in this series.) Targeting

independent hotels that are well located but underperform and require

investment offers significant scope to create value through upgrading,

repositioning, and improved operations.

In this paper, the second in our European hotel sector series, we share our

expertise on finding those value creation opportunities—undervalued or

illiquid hotels with good micro locations within attractive markets.

KEY TAKEAWAYS

An attractive market is one that has multiple demand drivers,
including strong demand for both leisure and business travel,
where hotel market performance has been strong and pricing is
attractive, and new supply is limited.

An attractive property is one that is in a central location with curb
appeal, and maintained well enough that any short-to-medium
term defensive capex requirements are limited. The property
should be on a lot sized for efficient deployment of capital, which
is underperforming relative to similar properties in the market.

Selecting markets, micro locations, and properties with these
characteristics can potentially uncover unique opportunities to
create value through upgrading, repositioning, and improved
operations.
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Market characteristics

An attractive market is one that has multiple demand drivers, including strong demand for both leisure and business
travel, where hotel market performance has been strong and pricing is attractive, and new supply is limited.

Multiple demand drivers including strong demand for both leisure and business travel

In the aftermath of the COVID-19 pandemic, consumers are prioritising travel—in part a reaction to pandemic isolation and
in part a generational shift. Indeed, while both business and leisure travel have rebounded in the years since the pandemic,
leisure travel has rebounded most significantly. Top factors influencing leisure demand include cultural and historical
attractions, sports and entertainment events, food and drink, shopping, nightlife, accessibility, safety, and cost.

EXHIBIT 1: In markets attractive for leisure and business, travel has rebounded

Top European cities by number of visitors, 2022, millions
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Source: Euromonitor, December 2022
The most ideal is a dual-demand market—major gateway In addition, dual demand is a natural hedge against a
cities and increasingly secondary cities where there is strong downturn in one travel segment. Because business and
demand for both business and leisure travel. Dual-demand leisure travelers typically travel at different times of the
markets are particularly attractive as travelers mix business week and the year, dual demand is more consistent demand.
and leisure more and more (e.g. tagging leisure weekends And competition between segments allows for higher rates,
onto workweek trips or extending holidays by working from which creates more upside potential for investors.

the hotel).
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Strong hotel performance and attractive pricing

An attractive market is one where hotel performance has recovered well in terms of occupancy and room rates (see Exhibit 2)

and, at the same time, pricing on hotel sales suggests plenty of discounted opportunities (see Exhibit 3).

EXHIBIT 2: In the most attractive markets, hotel performance has rebounded

European hotels performance, TH23 vs 1TH20
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Source: HotStats, June 2023

EXHIBIT 3: In the most attractive markets, hotel transactions are strong
Hotel transaction volume, EUR million
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Source: RCA, June 2023
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Limited new supply

Markets where new supply is limited are particularly attractive for a value creation investment strategy. Historical city centres,
where demand is typically highest, have a natural cap on supply because there is only a finite number of buildings. Furthermore,
in some cities, new supply is limited by regulation, such as historical building protection in Rome and moratoriums on new hotel
licences in Barcelona and Amsterdam.

EXHIBIT4: New hotel room pipeline is very low in most European cities
New pipeline, % of total current bedroom supply
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Micro location and property characteristics

An attractive property is one that is in a central location with curb appeal, maintained well enough that any short-
to-medium term defensive capex requirements are limited, on a lot sized for efficient deployment of capital, which is

underperforming relative to similar properties in the market.

Central location with curb appeal

In most markets, ideal micro locations are central—near
cultural and historical attractions, sports and entertainment
venues, food and drink, shopping, and nightlife. In addition,
ideal locations have curb appeal—that is, they are enticing
for travelers. A hotel located in the city centre near cultural
attractions thatis next to a petrol station, for example, likely
won't have curb appeal. On the other hand, a beautiful
property on a quiet tree-lined street thatis a 15-minute

car ride away from the city centre is also not likely to offer
optimal value creation potential.

Identifying properties with the highest value creation
potential requires much more than Google maps and street
view. For properties that will be repositioned as lifestyle
brands, in particular, up-and-coming sub-markets within a city
likely offer the highest level of localised value growth as they
become more popular. Hence the value of a local expert who
can identify these rising hot spots to enable acquisition at a
lower price and stronger market value appreciation.

A hotel acquisition undertaken in Cologne, Germany
provides a good example. The location was strategically
excellent—in the heart of the city centre, overlooking the
famous cathedral—but the immediate area had become
rundown. The property was on the doorstep of a noisy,
messy civil works project that had been dragging on for
years, though the result would be a beautifully manicured
pedestrian square. The messiness of the civil works project
and uncertainty about its timing drove a discount at
acquisition. After five years the civil works project was
completed, as was a renovation of the hotel, and revenues
were forecast to rise 40-50%.

Well maintained building on well-sized lot

The condition of the building and size of the lot are key
determinants of what work can be done to create value.
Ideally the property has been maintained well enough that
any short-to-medium term defensive capex requirements are
limited. Lot size matters for efficient deployment of capital;

it determines, for example, whether the number and/or size
of rooms could be reconfigured, whether space is available
to add a rooftop lounge or a pool, or whether street-facing
space could be expanded or otherwise reconfigured.

A pair of hotels in Rome, Italy provide a good example.

These are two independent hotels with 70 and 90 rooms,
respectively, next door to each other in a prime location in
the heart of the city. The buildings and lots are such that
they can be combined into one, resulting in the size of
property that would better appeal to the kinds of brands
that could boost performance—and revenue.

An additional property in Rome provides a further example.
Also ideally located in the city centre, this is a vacant 64-bed
hotel with adjoining shell and core former office buildings. With
the extra space of the adjoining buildings, the property could
be redeveloped into a 160-bed luxury lifestyle hotel with bold
and innovative design, rooftop pool and garden pool—the kind
of property that could command higher room rates.

Underperformance relative to similar properties in
the market

The final property characteristic driving value creation is
underperformance—as measured by occupancy and room
rate—relative to similar properties in the market. The end
goal, after all, is to achieve high occupancy at increased
room rates. (Bottom-line profitability depends more on rate
than on occupancy.)

Performance metrics are relatively accessible in most
markets, and it is often helpful to have relationships

with local operators who understand the nuances of the
particular market and can advise on the often off-market
properties that are underperforming.
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Conclusion: Finding value-creation opportunities

Selecting markets, micro locations, and properties with these characteristics can uncover unique opportunities to
create value through upgrading, repositioning, and improved operations.

As we’ve written before, we believe there is a solid case for investing in the European hotel sector. Over the last nine months
we have seen an increase in strong investment opportunities and expect this to accelerate, with conditions prime over the next
12-36 months for acquiring well-located hotels at cyclically low values.

Once value creation opportunities—those undervalued or illiquid hotels with good micro locations within attractive markets
—have been identified, the next step is adding value through extending, repositioning, refurbishment, rebranding, optimising
technology and/or through working with carefully selected operating partners to maximise top and bottom-line hotel
performance.

Value creation in the European Hotel Sector
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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.

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 PGIlI, 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, T Wood Street, London, EC2V 7 JB, registered in England, No.
03819986, which is authorized and regulated by the Financial Conduct Authority (“FCA”).

e 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.

e 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.

¢ 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 20071.

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

¢ 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.
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