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Industrial Real Estate Pricing:

Let the Good Times Roll or Time to Roll Out?

Industrial real estate has been the darling of real
estate investors this cycle and for good reason:
it has outperformed other property types in
the current cycle, driven by the increasing
demand for newer high-quality state-of-the-
art facilities to meet the increasingly strong
technological needs of the e-commerce boom
and the shift from inventory storage to “last
mile” logistics in key demographic locations.
ARA recognized this coming trend early and
our investment strategy has benefited from
transactions that have overweighted our
portfolios to the asset class.

However, as they say, “nothing lasts forever”.
There have been opinions voiced that industrial
may have run its course in the current cycle and
the opportunity for attractive returns is over.
Based on strong income growth, favorable
property fundamentals, and significant yield
premiums, we disagree.

Pricing Drivers - what is behind the numbers?

Pricing for top tier industrial assets of $25
million and larger has increased nationwide by
68% in the current recovery, climbing from an
average of $91/psf in 2007 to $153/psf today.
While this number may jump off the page
to some, it is not surprising, as it is clearly
supported by the increase in income during
the same period. Industrial income growth
grew an impressive 33% over this period driven
by favorable property fundamentals benefiting
from the evolution of consumer shopping
patterns to include greater online purchases.

Increasing online purchases created the need
for new distribution networks able to meet the
delivery demands of online purchases including
next day and same day delivery. Vacancy rates
decreased from a very respectable 8.0% in the
second quarter of 2007 to 4.7% as of Q2 2019
- a substantial decline.
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Not surprisingly, as vacancy rates declined
rent growth increased significantly more than
doubling. The average industrial rent growth
went from an average of 2.5% during the 2005
to 2007 period to an average of 5.4% during the
2017 to 2019 time-frame.

Capital Flows

Investors have taken note and made industrial
the property of choice in their portfolios,
seeking the asset type’s strong income and low
volatility resulting in pushing up sales volume
and pushing down cap rates. Trailing twelve-
month sales volume increased from $19.6 billion
in the second quarter of 2007 to nearly $51
billon as of the second quarter of 2019.

Similarly, the number of industrial properties
sold doubled over the same period.

Yields

Increased capital flows have led to cap rate
compression with industrials cap rates now 95
basis points below the prior cycle’s low. However,
with fixed income yield down significantly more
(200 - 300 bps) the relative industrial spread to
bonds continues to look very attractive.

Period Yields

Q2 2007 | 6.84% 5.03% 5.46% 6.29%
Q3 2019 | 5.37% 1.80% 2.58% 3.39%
Change -147 -323 -288 -290

Source: St. Louis Federal Reserve, NCREIF
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What lies ahead?
Period Yield Premiums

Everyone agrees that industrial pricing has

T:ga-zl??i;s AAA BBB enjoyed substantial gains during this cycle's

extended recovery but so has industrial income

Q2 2007 181 138 55 and income growth, which gives us confidence
that current pricing is based on fundamentals.

While a recession or more immediate trade

Q3 2019 357 279 198 uncertainty may temper near term demand, we
Premium expect t_he Ionger_—term drivers, espe_cially f_or
e R 176 141 143 newer higher-quality and well-leased industrial

assets will continue to support income growth.

Source: St. Louis Federal Reserve, NCREIF

With a favorable spread over Treasuries and

The difference is magnified when looking at expectationsofhealthylong-termincome growth,
vield premia on a percentage basis. Today’s 357 we anticipate industrial returns that outperform
basis point yield premium to Treasuries is even other asset types and that can provide investors
more desirable considering that the 10-year with a stable anchor in balancing overall portfolio
Treasury is only 1.8%. risk.

Disclaimer

The information in this newsletter is as of October 2019 and is for your informational and educational purposes only, is not intended to be relied on to make
any investment decisions, and is neither an offer to sell nor a solicitation of an offer to buy any securities or financial instruments in any jurisdiction. This
newsletter expresses the views of the author as of the date indicated and such views are subject to change without notice. The information in this newsletter
has been obtained or derived from sources believed by ARA to be reliable but ARA does not represent that this information is accurate or complete and has not
independently verified the accuracy or completeness of such information or assumptions on which such information is based. Models used in any analysis may
be proprietary, making the results difficult for any third party to reproduce. Past performance of any kind referenced in the information above in connection
with any particular strategy should not be taken as an indicator of future results of such strategies. It is important to understand that investments of the type
referenced in the information above pose the potential for loss of capital over any time period. This newsletter is proprietary to ARA and may not be copied,
reproduced, republished, or posted in whole or in part, in any form and may not be circulated or redelivered to any person without the prior written consent
of ARA.

Forward-Looking Statements

This newsletter contains forward-looking statements within the meaning of federal securities laws. Forward-looking statements are statements that do not
represent historical facts and are based on our beliefs, assumptions made by us, and information currently available to us. Forward-looking statements in this
newsletter are based on our current expectations as of the date of this newsletter, which could change or not materialize as expected. Actual results may
differ materially due to a variety of uncertainties and risk factors. Except as required by law, ARA assumes no obligation to update any such forward-looking
statements.
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