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COVID-19 Spurs Demand for E-Commerce, but Recession Produces
Headwinds for Industrial Real Estate

The U.S. macroeconomic landscape has deteriorated significantly since NAIOP’s February 2020 Industrial Space Demand Forecast. Most notably,
the economy entered a recession that is likely to continue through the end of the year. Although industrial real estate has outperformed other
commercial property types this year due to a surge in e-commerce, broader macroeconomic indicators suggest industrial space absorption
will decline sharply in Q3 2020 and then rebound to positive levels in 02 2021 (see Figure 1).

After spreading quickly within the New York tri-state area, the COVID-19 pandemic moved south and west to states such as Arizona, Florida and
Texas. As of mid-August, U.S. states and municipalities continue to implement a patchwork of public safety orders and partial lockdowns on
business activity. Solutions to this crisis depend on the development and distribution of a successful vaccine; three candidate vaccines will soon
enter large-scale trials.

Prior to the pandemic, CRE was already being disrupted FIGURE 1
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Several indicators present challenging conditions for industrial real estate. First-time (or new) unemployment insurance claims, a weekly
measure, are near 1 million (claims peaked at more than 6.8 million in the early days of the pandemic).* Moreover, market expectations of
long-term inflation, as measured by the 10-year breakeven inflation rate, remain nearly 50 basis points (bps) below the Federal Reserve’s stated
long-term inflation target of 2%.% Since August 2019, the Fed has expanded its balance sheet by nearly 60% to over $6.5 trillion.t

While equity markets have largely recovered, the 10-year U.S. Treasury yield remains at historic lows, having fallen below 100 bps. As a
precautionary measure, investors have moved to cash. Total assets in money-market funds are near $4.5 trillion, exceeding levels last seen
during the global financial crisis of 2007-2009.

The Q2 2020 contraction in Gross Domestic Product (GDP), if annualized, was nearly 33%, rivaling the early years of the Great Depression. The
yield curve, the difference between long- and short-term interest rates and a bellwether of forward-looking expectations of economic growth,
has been below 50 bps (or negative) since January 2019.8 Moreover, real-time indicators of economic activity, as well as academic forecasts of
growth, highlight the headwinds currently facing the U.S. economy.®

Given these unprecedented challenges, industrial net absorption is forecast to decline to negative 141 million square feet in Q3 2020.1°
Net absorption is forecast to remain negative after A3, with negative absorption of approximately 72 million square feet in Q4 2020 and 27
million square feet in Q1 2021. The forecast calls for a return to positive net absorption by Q2 2021. Growth in industrial absorption consistent
with pre-pandemic trends, however, is not forecast to resume until Q1 2022.

For Q3 and Q4 2020, this forecast assumes real GDP will contract by approximately 1.4% per quarter. It also assumes slow economic expansion
with forecast real GDP growth of roughly 1.25% for each quarter in 2021, but quarterly growth of less than 1% for Q1 and Q2 2022. Effects on
employment and inflation are likely to outlast the recession itself. The forecast assumes the average unemployment rate to be 9.3% for 2020,
6.5% for 2021 and 5.5% for 2022. Inflation, as measured by the deflator of Personal Consumption Expenditures, is estimated to be 1% for 2020,
1.5% for 2021 and 1.7% for 2022.

The model that informs this forecast draws from historical data on the economy and industrial real estate absorption to project future demand.
However, since global pandemics are very rare, current economic conditions are not easily comparable with most periods for which data are available.

To address the challenges of limited data and uncertainty about the trajectory of the economy, this forecast allows for much larger error bounds
than previous absorption forecasts (see Figure 1). The upper bound absorption estimate reflects conditions in an optimistic scenario, in which the
pandemic is effectively contained and economic policy errors are avoided. Alternatively, the lower bound may be viewed as a pessimistic scenario
in which the pandemic intensifies or policy errors depress economic activity. See the Key Inputs and Disclaimers section for more information on
the data used to develop this forecast.
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Key Inputs and Disclaimers

The predictive model is funded by the NAIOP Research Foundation and was developed by Guirguis and Dr. Randy Anderson, formerly of the
University of Central Florida. The model, which forecasts demand for industrial space at the national level, utilizes variables that comprise the
entire supply chain and lead the demand for space, resulting in a model that is able to capture the majority of changes in demand.

While leading economic indicators have been able to forecast recessions and expansions, the indices used in this study are constructed to
forecast industrial real estate demand expansions, peaks, declines and troughs. The Industrial Space Demand model was developed using the
Kalman filter approach, where the regression parameters are allowed to vary with time and thus are more appropriate for an unstable industrial
real estate market.

The forecast is based on a process that involves testing more than 40 economic and real estate variables that theoretically relate to demand for
industrial space, including varying measures of employment, GDP, exports and imports, and air, rail and shipping data. Leading indicators that
factor heavily into the model include the Federal Reserve Board’s Index of Manufacturing Output (IMO), the Purchasing Managers Index (PMI)
from the Institute of Supply Management (ISM) and net absorption data from CBRE Econometric Advisors.
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