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Background
Capital markets are increasingly penciling in a higher interest rate scenario as reflected in a
sharp steepening in the Treasury yield curve over the past 30 days. The yield on the 10-year
bond has increased by 40 bps over the past 30 days. Despite dovish messaging from the Fed,
capital markets anticipate a continued increase in benchmark 10-year yield, which has resulted
in elevated volatility in public risk assets as well as growing questions on appropriate risk premia
from illiquid investments. Within real estate, publicly traded REITs have reacted positively to the
steepening in the yield curve as they anticipate improved earnings. While private real estate
markets have not yet provided any meaningful price signals to potentially higher interest rates,
some questions that are being asked are:
• Will higher interest rates equate to lower investment performance going forward?
• Which property types are likely to experience the most pain points from higher interest rates?
• Will spreads between real estate cap rates and bond yields widen in response to higher
interest rates?

Empirical evidence from 40 years of
history

Observations over a 40-year period indicate a
broadly positive relationship between
property returns and interest rates. Our
findings, using NCREIF NPI performance data
since 1980, indicate that interest rate
increases that occurred during periods of
strong economic growth have resulted in
higher total returns. Conversely, investment
performance has declined when interest rates
are lower or fall—particularly during periods
of weaker economic growth. Put another way,

interest rates do not cause lower returns per
se and can, in certain circumstances, signal
conditions that might be conducive to higher
property returns under favorable economic
conditions (i.e., periods of sustained GDP
growth and full employment).
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Exhibit 1: Total return and 10-year treasury yields
All property types: Q1 1980 to Q4 2020
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Source: NCREIF NPI, Federal Reserve, Moody’s Analytics, Principal Real Estate Investors, Q4 2020

Property type divergences evident
The relationship between returns and interest rates varies by property type, but all sectors
exhibit a positive correlation. Apartment has the highest correlation of any property type (0.35),
followed by office (0.23). Hotel has the lowest with a correlation (0.09), while industrial has the
second lowest correlation (0.11). The relative weaker correlation within these two property
types is less a reflection on how well they hold up in periods of higher interest rates, than it is of
the dispersion of performance during periods of economic weakness. Put another way, these
two property types are the most highly sensitive to swings in economic growth.
Exhibit 2: Total return and 10-year treasury yields, %
By property type: Q1 1980 to Q4 2020
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Source: NCREIF NPI, Federal Reserve, Moody’s Analytics, Principal Real Estate Investors, Q4 2020
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Overall, out of the 164 quarters between 1980 and the end of 2020, the NPI All Property
index outperformed the risk-free rate as represented by the 10-year treasury rate 76% of the
time. As mentioned previously, apartment had the highest correlation between returns and
interest rates, but it has also exhibited the most durability, outperforming treasury yields
81% of the time. Industrial was second, outperforming 81% of the time followed by retail at
68%, office at 67% and hotel at 60%.
Exhibit 3: Distribution of annual returns by relative performance to the 10-year treasury, %*
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*Annual NPI total returns by quarter based on a 12-month trailing average, orange bars represent periods where interest
rates exceed total returns, blue bars represent periods where total return exceed interest rates.

Outperformance and underperformance should be put in some perspective. There are three
main periods where property returns were lower than the yield on the 10-year treasury.
• First, between Q2 1982 and Q3 1983, which represented the recessions of the early 1980s
when Paul Volker—then Fed Chairman—rapidly increased policy rates to suppress the
rapid inflation of the late 1970s and early 1980s.
• Second was between Q2 1987 and Q1 1995, following the real estate construction boom
and S&L crisis and recession where returns declined and remained subdued for the better
part of a decade.
• And, finally between Q4 2008 and Q2 2010 during and following the GFC.
In all instances, these were periods of subpar economic or space market fundamental
performance, which had little to do with the levels or movements of interest rates per se.
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Will spreads widen if bond yields
continue to move higher?

An examination of this question needs to
be at a property level given the dispersion
in performance shown earlier as well as
expectations of NOI growth going forward.
At a base level, we expect that a sustained
increase in interest rates is likely to see
investors require a higher risk-premia from
property types where NOI growth is
expected to stay pressured (i.e., rent
growth outlook is challenged). In such
property types, we expect cap rates may
move out in response to higher interest
rates as compensation for increased
investor risk.

At this point, we believe CBD office, hotels,
large format retail and luxury, urban
multifamily are most vulnerable to a
sustained increase in interest rates given
our outlook for softer (or even negative)
rent growth. Conversely, we believe
industrial, suburban office, multifamily, and
niche property types with strong structural
growth drivers such as data centers, cold
storage, single family rentals, and
manufactured housing are better
positioned to absorb a sustained increase
in interest rates given our outlook for
strong rent growth.

Exhibit 4: Long-term spreads by property type, ppt*
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Source: NCREIF NPI, Federal Reserve, Moody’s Analytics, Principal Real Estate Investors, Q4 2020
*Hotel performance data from 1983; all other property types from 1980
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Risk Considerations
Investing involves risk, including possible loss of principal. Past performance is no guarantee of future results. 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.
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.
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 intent for use in: •The United States by Principal Global Investors, LLC, which is regulated by the U.S.
Securities and Exchange Commission. • 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. 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"). 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 •In Dubai 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. This
document is intended for sophisticated institutional and professional investors only. •Singapore by Principal Global Investors
(Singapore)Limited (ACRAReg.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 (Chapter 289). 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 institutional investors only. •Switzerland by Principal Global
Investors (Switzerland) GmbH. •Hong Kong SAR (China) by Principal Global Investors (Hong Kong) 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 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 Funds are distributed by Principal Funds Distributor, Inc.
© 2021 Principal Financial Services, Inc. Principal, Principal and the symbol design and Principal Financial Group are trademarks
and service marks of Principal Financial Services, Inc., a member of the Principal Financial Group. Principal Global Investors is
the asset management arm of the Principal Financial Group. Principal Real Estate Investors is a dedicated real estate
investment management group within Principal Global Investors.
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