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After exactly seven years, the Federal Reserve (Fed) finally decided to raise rates at
their December meeting. In the moments following the meeting, we asked experts
from across the boutiques of Principal Global Investors for their initial reactions about
the impact a rate increase may have on their asset classes.

WITHIN YOUR ASSET CLASS, WHAT STRATEGY OR STRATEGIES
WILL FEEL THE BIGGEST IMPACT FROM A RATE HIKE?

Mustafa Sagun, CIO,
Principal Global Equities

Equities

We do not believe it will pay off
to position portfolios aggressively
to benefit from a U.S. “liftoff,”
especially when that liftoff looks
to have happened already!

Higher short-term rates will impact
rate-sensitive equities, such as REITSs,
and high-dividend-paying stocks that
have low earnings-growth rates, such as
utilities. That said, utilities have already
been underperforming, reflecting

the market’s expectation for the rate
hike. Expensive defensive stocks and
other rate-sensitive areas should also
be avoided. Risk for emerging-market
countries remains high, particularly
those with current account deficits (e.g.,
Brazil and Indonesia) if capital flows out
of those countries.

As always, we continue to focus on
bottom-up stock picking and find
companies with sustainable earnings
growth, irrespective of early or late cycle
earnings beneficiaries.

Shane Johnston,
Senior Portfolio Manager,
Morley Financial Services

MORLEY FINANCIAL
SERVICES, INC.

As the Fed begins tightening monetary policy, the
ability to reinvest at higher yields will have a positive
impact on stable value funds’ crediting rates in the
near term, while the loss associated with the higher
rates will be smoothed out over time.

The goal of stable value is to offer investors preservation of
capital while providing competitive, positive returns. To achieve
these objectives, stable value funds comprise two components,
a short-to-intermediate underlying fixed income portfolio and
stable value investment contracts known as “wrap contracts.”

As with other fixed income vehicles, rising interest rates will
have a negative effect on the absolute return of the fixed
income portion of the stable value portfolio. However, wrap
contracts are designed to help investors achieve positive
performance when other fixed income vehicles might

be experiencing negative performance. Wrap contracts
allow participants to transact at book value (principal plus
interest). This accounting methodology allows a fund to
amortize market value gains and losses over time through
the fund'’s crediting rate, thus providing capital preservation.
Therefore, stable value funds are expected to track interest
rates while smoothing out the market value volatility of the
fixed income portfolio.

Phil Jacoby, CIO, e —
Spectrum Asset Management SPECTRUM

The federal funds rate increase was done

for the right reasons - basically, because of
improved labor market conditions, expanding
domestic spending and rising inflation
expectations. Importantly, the Fed emphasized
that “transitory factors” pressing inflation below
its 2% objective should abate over time and
that future rate increases should be gradual.
The longer-run neutral fed-funds rate is closer to 3.25%,
which is forecasted to be achieved within three years
(by 2019). This is a constructive playbook for hybrid
preferred securities that have fixed-to-floating structures,
such as perpetual U.S. bank preferred stocks. Basically,

if the rate’s path higher plays through as forecasted,

the floating-rate dividends of resetting issues should be
about 150 basis points (0.15%) higher than the current
fixed-rate dividends that prevail today. Another sector
that should benefit is the fixed-to-variable structure

of non-U.S. banks that reset fixed payments off of the
five-year swaps curve every five years. Here, rising rates
should benefit income because these structures can
follow rates higher by adjusting the coupons higher
(which preserves capital too). Indeed, the hybrid market
has defensive elements that may finally shine bright now
that the Fed engaged its long awaited liftoff.

Chris Carter,
Partner,

Origin

Origin Investment ‘
Management

Although as a firm Origin
neither makes nor utilizes
macroeconomic or interest

rate forecasts, we recently
commented that we hoped
that the Fed would just get on
with it, and speculated that
markets would more likely take
it better than worse (it hardly
being a surprise). We also feel
that investors could then get back to
focusing on underlying fundamentals
at the individual company level. In the
medium term, modestly rising interest
rates should not pose a threat to the
highly profitable and fast-growing
companies on which we focus in both
developed and emerging markets.
Such companies, so long as valuations
remain reasonable, should be able to
continue to outperform the average
company through such a cycle.
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The information in this document has been derived from sources believed to be accurate as of December 2015. Information derived from sources other than Principal Global Investors or its affiliates is
believed to be reliable; however we do not independently verify or guarantee its accuracy or validity.

The information in this document contains general information only on investment matters and should not be considered as a comprehensive statement on any matter and should not be relied upon as such
nor should it be construed as specific investment advice, an opinion or recommendation. The general information it contains does not take account of any investor’s investment objectives, particular needs or
financial situation, nor should it be relied upon in any way as a forecast or guarantee of future events regarding a particular investment or the markets in general. All expressions of opinion and predictions in
this document are subject to change without notice. Any reference to a specific investment or security does not constitute a recommendation to buy, sell, or hold such investment or security.

Past performance is not a reliable indicator of future performance and should not be relied upon as a significant basis for an investment decision. You should consider whether an investment fits your
investment objectives, particular needs and financial situation before making any investment decision.

Subject to any contrary provisions of applicable law, no company in the Principal Financial Group nor any of their employees or directors gives any warranty of reliability or accuracy nor accepts any
responsibility arising in any other way (including by reason of negligence) for errors or omissions in this document.

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.
All figures shown in this document are in U.S. dollars unless otherwise noted.

This document is issued in:

« The United States by Principal Global Investors, LLC, which is regulated by the U.S. Securities and Exchange Commission.

¢ The United Kingdom by Principal Global Investors (Europe) Limited, Level 1,1 Wood Street, London EC2V 7JB, registered in England, No. 03819986, which has approved its contents, and which is
authorised and regulated by the Financial Conduct Authority. In the United Kingdom this presentation is directed exclusively at persons who are eligible counterparties or professional clients (as defined
by the rules of the Financial Conduct Authority). In connection with its management of client portfolios, Principal Global Investors (Europe) Limited may delegate management authority to affiliates who
are not authorized and regulated by the FCA. In any such case, the client may not benefit from all the protections afforded by the rules and regulations enacted under the Financial Services and Markets
Act 2000.

« 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 (Chapter 289).

¢ Hong Kong by Principal Global Investors (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.

« 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 issued 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.

« Japan by Principal Global Investors (Japan) Ltd. (Kanto Local Finance Bureau (Kinsho) No. 462, Japan Investment Advisers Association; Membership No. 011-01627).

Insurance products and plan administrative services are provided by Principal Life Insurance Company. Principal Funds, Inc. is distributed by Principal Funds Distributor, Inc. Securities are offered through
Princor Financial Services Corporation, 800-547-7754, Member SIPC and/or independent broker/dealers. Securities sold by a Princor Registered Representative are offered through Princor’. Principal Funds
Distributor, Princor and Principal Life are members of the Principal Financial Group’, Des Moines, IA 50392. Certain investment options may not be available in all states or U.S. commonwealths.

Investing involves risk, including possible loss of principal. Equity investments involve greater risk, including higher volatility, than fixed-income investments. Fixed-income investments are subject to interest
rate risk; as interest rates rise their value will decline. Risks of preferred securities differ from risks inherent in other investments. In particular, in a bankruptcy preferred securities are senior to common stock
but subordinate to other corporate debt. Investing in REITs involves special risks, including interest rate fluctuation, credit risks, and liquidity risks, including interest conditions on real estate values and
occupancy rates. International and global investing involves greater risks such as currency fluctuations, political/social instability and differing accounting standards. Risk is magnified in emerging markets,
which may lack established legal, political, business or social structures to support securities markets.

Stable value funds are structured in various ways, but in general they are composed of high quality, diversified fixed income portfolios that are protected against interest rate volatility by contracts from
banks and insurance companies. While stable value is generally considered a conservative investment option, stable value assets do carry potential risks. Stable value funds may lose value and may be worth
more or less than the original cost when redeemed, and there is no assurance that the fund’s objective will be achieved. Risks include, but are not limited to, 1) Investment Contract risk which includes the
risk of maintaining Book Value Accounting standards and the risk that Investment Contract issuers may default on their obligations under the contract; 2) interest rate risk which includes the potential that
an increase in market interest rates may decrease the value of fixed income securities (bonds); 3) credit risk which reflects the potential that the issuer of fixed income securities will be unable to make the
required payments of interest and/or principal when due.
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