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U.S. regional banks: Crisis averted but commercial

real estate likely to face more scrutiny

The recent crisis in regional banks in the U.S. threatened
to metastasize into a full-blown contagion before the
FDIC, the Federal Reserve,and a group of large banks
worked together to bring some stability into the sector.
Many issues still need to be resolved and the coming
days may yet see more consolidation in the U.S. banking
sector and perhaps globally, as seen in the recent event
over the weekend with the merger of Swiss banks UBS
and Credit Suisse.

While systemic risk for the U.S. appears to be a small
likelihood, the closure of two large regional lenders and
further potential consolidation opens questions around
broader debt exposure in banks, particularly to
commercial real estate at a time when values are
deteriorating, especially in the office sector.

How important are banks to commercial real estate?
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The short answer is, very. In the latest data reported by the Mortgage Bankers Association (MBA),
commercial banks held 62% of commercial and multifamily mortgage debt outstanding as of 3Q 2022
(Exhibit 1 overleaf). Of that broader lending portfolio, loans to commercial real estate were 36% of the
total, with residential mortgages accounting for the remainder (64%). Banks provide critical debt market
functions across the risk spectrum and, thus, any stress to their balance sheets or tightening in financial

conditions will filter into the commercial real estate markets.
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EXHIBIT 1: Total Commercial and Multifamily Mortgage Debt Outstanding, by Sector ($ millions)
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Smaller/regional banks have been more active in commercial real estate

Of particular importance to the current situation in the U.S. banking system is the role of small/regional
banks versus large banks. Data from the Fed on “small” versus “large” banks show that smaller banks
(including regionals) have been more active in commercial real estate lending as a proportion of their loan
book (Exhibit 2). Smaller banks have also been deeply involved in local real estate transactions often
providing debt solutions to transactions that are too small/of less interest to larger banks. On an absolute
basis, however, smaller banks, have less exposure to residential real estate relative to larger banks.

EXHIBIT 2: Loan types from U.S. commercial banks
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Implications for commercial real estate debt markets

Strong action by the Fed and the FDIC and coordinated action by global central banks over the weekend to
boost liquidity in the U.S. Dollar swap market should help contain any fears of contagion across the
banking sector. Smaller banks in the U.S. should clearly benefit but their lending profiles will likely receive
closer attention. Their exposure to commercial real estate may get scrutiny at a time when real estate
values are under pressure. The fluidity of the current environment notwithstanding, we place a high degree
of probability on the following:

* A continuation of the slowdown in EXHIBIT 3: U.S. bank responses regarding commercial
lending to commercial real estate. real estate loans
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* A potential reduction in lending appetite within small/regional banks. Larger banks may de facto
become larger players but are unlikely to pick up the slack entirely given the more stringent risk-based
capital requirements they face. As a result, loan origination volumes may remain muted.

* More scarce and expensive debt that is likely to pressure transaction volumes but also accelerate price
discovery, particularly in property sectors where valuations are under stress. Office assets may be most
vulnerable to the shifts in the lending market given uncertainty around valuations.

* Reduced appetite for commercial real estate loans among commercial banks would increase the cost of
capital but also open the opportunity set to non-bank lenders to expand their footprint. While an
increase in non-bank lending would be helpful to real estate, it would not be enough to bridge the gap if
there is a material decline in loan activity by commercial banks.

The banking system should remain resilient but more emphasis on risk management is likely

We are confident that the issue with small/regional banks or even global banks is unlikely to lead to
systemic contagion issues given the swift steps taken by regulators and central banks. However, we do
expect a greater focus on risk management going forward including increased scrutiny of existing debt and
future underwriting tied to commercial real estate. Since real estate has been a material part of bank
lending portfolios, we do expect some pullback and greater selectivity on loan profiles which is likely to
accelerate the process of price discovery in stressed assets, particularly in the office 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.

Important Information

This material covers generalinformation 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 specificinvestment 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. Investing involves risk, including possible loss of principal.

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 materialis 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 (EU) Limited, Sobo Works, Windmill Lane, Dublin D02 K156, Ireland. Principal Global Investors (EU)
Limited is regulated 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.

*  United 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”).

*  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.

» 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. This document is intended for sophisticated institutionalinvestors only.

*  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 and is directed exclusively at professionalinvestors 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 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 are 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.

© 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. Principal Asset Managements™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.
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