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Factors Shaping the Trajectory of the Market

Industrial real estate, fueled by the rise of eCommerce, was the standout
real estate property sector over the last decade. This outperformance was
accelerated during COVID as supply chain bottlenecks further accelerated
eCommerce sales and led to just-in-case inventory management.

Over the last couple of years, as a result of higher rents and labor costs,
tenants have consolidated their requirements, especially in the expensive
coastal markets. As a result, market rents have declined by nearly 7%
nationally from peak levels, and by over 40% in the Inland Empire.! At the
same time, construction costs have increased (hard costs, labor, financing).
The confluence of lower rents and higher construction costs (together with
wider yields) have led to a pullback in new supply.

The dramatic decline in new supply (down by nearly -60% nationally and

by more than -75% in certain major target markets) should help support a
recovery in real estate fundamentals and values. Furthermore, we expect new
construction to continue to be depressed given market rents sit 20%+ below
replacement cost rents on a national basis—for the first time since the Great
Financial Crisis (GFC). The substantial discount between market rents and
replacement cost rents should provide the opportunity for rents and values
to increase before the supply-side response kicks in—a bullish indicator for
this cyclical recovery.
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Why does replacement
cost matter?

Replacement cost represents the
estimated all-in expense required

to construct a comparable building,
including land. In practical terms, the
replacement cost rental rate is the
minimum rent necessary to justify new
development and achieve a standard
development profit. While market
rental rates fluctuate with economic
cycles and the balance of supply and
demand, replacement costs remain
relatively stable over time and typically
rise at a modest premium to inflation.
Moreover, prices for construction
materials and labor rarely decline as
sharply as rental rates during periods
of economic stress. Replacement cost
for industrial (and virtually all) real
estate has increased meaningfully

in recent years, propelled by supply
chain disruptions during the Covid-
era, tariffs, labor constraints and

the advent of more technologically
advanced buildings required to meet
evolving occupier preferences.

Land is scarce

Construction costs are driven by
market demand for construction labor
and materials, commodity prices and
supply chain disruptions. Land value

is theoretically a derivative of value
(rents + yields) and construction

costs. In simplest terms, it can be
approximated as the total value of the
finished product less the cost to build
and developer profit margin. However,
in practical and empirical terms, land
values are stickier than what theoretical
value may suggest. Given commercial
land is generally controlled by well
capitalized institutions and individuals,
typically few industrial land sites trade
at the depressed pricing levels implied

by residual (theoretical) land valuations.
Land has become even scarcer over the
past 15 years as 4.5 billion square feet
of industrial product has been delivered,
removing more than 250,000 acres of
buildable industrial land. For example,
industrial land pricing at Exit 7A in New
Jersey increased from $20 per buildable
square foot in 20713 to $40 per square
foot in 2020. Land prices surged

during Covid and by 2023 exceeded
$125 per square foot in New Jersey.

As such, replacement costs today are
approximately $300 per square foot in
Central New Jersey, and approximately
15% above today's market rental

rate.” This upward trend in land
cost—especially in infill locations best
positioned to efficiently serve dense,
affluent populations—is expected to
contribute to higher replacement costs
going forward.

Replacement Cost Impact on
Rents and Values

As with all assets, rents and values
ultimately reflect supply and demand.
Market rents (what price a landlord
can command for space) are a function
of various cyclical and structural
forces. Supply, in turn, reacts to that
demand. As rents rise, developers

add new supply, which absorbs excess
demand, bringing rents down. New
supply however depends on the cost
to build. Replacement cost determines
the financial feasibility of building new
supply and therefore provides strong
indications of the trajectory of supply.
When the cost and barriers to build
are low, new supply can react quickly,
eroding excess rental growth thereby
creating a ceiling on value appreciation.
When the cost to build is high, new
supply is more limited, providing a
runway for rents and values to grow.

Building and locational quality
matter most

Replacement cost provides a guidepost
for future value growth only in markets
where demand is sufficient to justify
development. At one end of the
spectrum, a market like Cleveland has
experienced annual effective rental
growth of 80 basis points® between
2001 to 2020 (underperforming

the Tier 1 markets by more than 250
bps), despite replacement cost rents
remaining consistently above market
rents over that time period. Weak
demand and demographics held back
rental rate growth, notwithstanding
limited new supply. In contrast, a market
like Miami, with robust demand driven
by strong population growth and rising
ecommerce penetration, experienced
market rental growth of 3.2% over

that time period. Market rents in Miami
stayed in-line with replacement cost
rents and quickly rebounded at points
in time where there was a discount.
This bifurcation in market performance
is likely to widen as structural demand
drivers (such as the adoption of
automation and Al technology and
supply chain shifts) diverge across
markets and product types. In markets
with resilient demand, replacement cost
and development economics will largely
determine value appreciation in that
subset of “winning” assets and locations.

Current and Future
Replacement Costs

While industrial rents are stabilizing at
a cyclical low, replacement costs are
expected to keep increasing (albeit at a
slower pace). According to the Turner
Building Cost Index (which includes
materials and labor), year-to-date build
costs increased by 3.5% as of Q3 2025
and are 15% above 2022 levels. Steel
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prices are up 12.4% y/y, cement increased
by 4.6% y/y, and construction wages
increased 4.0-6.0% y/y depending on
skill, according to ENR (as of November).

Beyond the factors driving up basic
construction costs, adoption of
automation technology by industrial
tenants to reduce operating expenses
has further increased costs for modern

industrial facilities. Power and mechanical

equipment now represent 20% of total
construction costs (excluding land), a
threefold increase compared to a decade
ago. While this seismic shift in tenant
demand preferences raises overall build
costs, those developers and property
owners who can provide the enhanced
power infrastructure required to support
these automated systems should gain an
outsized share of tenant demand.

Looking forward, construction costs
are expected to remain elevated in
the industrial sector, primarily due

to the added complexity of newer
buildings, while they may moderate

in the residential sector, due to lower
margins, which is helping to offset still
elevated input costs (from tariffs) and
wage costs (from immigration curbs).
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Spread between Replacement
Cost and Market Rent is Similar
to Post-GFC Dynamic

In the wake of the Global Financial
Crisis, peak-to-trough market rents fell
by approximately 30% across the main
industrial markets in the United States.
By contrast, replacement cost rents
were more durable. Construction labor
and commodity prices (e.g., concrete
and steel) were relatively stable and
overall build costs fell by only 12%*
through 2010. This was primarily driven
by a pullback in general contractor (GO

Concrete
15%

—— Steel
15%

Labor
20%

margins, as many GC's chose to build

at lower margins to stay employed. In
addition, while theoretical residual land
valuations declined materially during
the GFC, actual land value did not.
Following the GFC, the gap between
market rent and replacement cost rent
converged within approximately five
years (as depicted by the first chart).
Additionally, there is a strong correlation
(approximately 70%) between industrial
value appreciation and the spread
between industrial market rents and
replacement cost rents.
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Comparing the rent dynamic of the GFC
period to today, current market rents
are nearly 20% below replacement cost
rents on a national basis. Replacement
costs have increased by ~70% since
2020, while market rents have increased
by ~50%, even after adjusting for the
recent pullback over the last 18 months.
Over the same period of time, market
cap rates have expanded by nearly

100 basis points. The combination of
higher costs and lower sale prices have

challenged developer economics, leading
to a significant pullback in construction
starts (down 70% from peak levels in
2023). This lower supply should help
bring market rents up and more in-line
with replacement cost rents over time.

Conclusion

The U.S. industrial market is
approaching an inflection point.
Vacancies appear to be peaking, demand
is gradually improving, and new supply

has slowed across major markets.
Importantly, the gap between market
rent and replacement cost rent is
nearly 20%. In the absence of cap rate
expansion (which we view as unlikely
relative to today's elevated yields), this
wide disconnect between market and
replacement cost rents——coupled with
an expectation that replacement costs
remain sticky or rise further—suggest
strong potential for future outsized
rental and value growth.

IMPORTANT DISCLAIMERS

The document has been prepared solely for information purposes and
does not constitute an offer or a recommendation to buy or sell any
particular security or to adopt any specific investment strategy. The
material contained herein has not been based on a consideration of any
individual client circumstances and is not investment advice, nor should
it be construed in any way as tax, accounting, legal or regulatory advice.
To that end, investors should seek independent legal and financial advice,
including advice as to tax consequences, before making any investment
decision. The information contained herein refers to research but does
not constitute an equity research report and is not from Morgan Stanley
Equity Research.

Unless otherwise indicated, the views expressed are those of the research
and strategy team of Morgan Stanley Real Assets and may differ from
those of Morgan Stanley Equity Research and other Morgan Stanley
affiliates (including others within Morgan Stanley Real Assets). These
views may also differ from investment strategies implemented by
Morgan Stanley Real Assets now or in the future. The information
(including facts, opinions, estimates or projections) contained herein is
based on financial, economic, market and other conditions prevailing as
of the date hereof. As such, it remains subject to change at any time.

By providing such information, Morgan Stanley Real Assets assumes

no obligation to provide any update or supplement to such information
following the date hereof. Although reasonable care has been taken

to ensure that the information (including facts, opinions, estimates or
projections) contained herein is accurate, complete and fair, no warranty,
express or implied, is made as to the accuracy, completeness or fairness
of such information. Certain economic and market information contained
herein may have been obtained from third parties’ sources. While
Morgan Stanley Real Assets believes that such sources are reliable, neither
Morgan Stanley Real Assets nor any other Morgan Stanley affiliate has
independently verified such information or assumes any responsibility or
liability for the accuracy, completeness or fairness of such information or
any omission of information.

There is no guarantee that any investment strategy will work under all
market conditions, and each investor should evaluate their ability to
invest for the long-term, especially during periods of downturn in the
market. There are important differences in how the strategy is carried
out in each of the investment vehicles. Your financial professional will be
happy to discuss with you the vehicle most appropriate for you given your
investment objectives, risk tolerance and investment time horizon.

The information contained herein is highly confidential. By accepting
this document, you agree that this document (including any data,
analysis, conclusions, or other information contained herein and all oral
information, if any, provided by Morgan Stanley Real Assets in connection
herewith) may not be photocopied, reproduced or otherwise shared or
distributed to any other persons, in whole or in part, without the prior
consent of Morgan Stanley Real Assets. Notwithstanding the foregoing,
this document and information may be provided to (a) your legal, tax,
financial and other advisors who agree to maintain this document in
confidence and (b) a government official to the extent necessary to
comply with a judicial or governmental order.
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Except as otherwise indicated herein, the views and opinions expressed
herein are those of Morgan Stanley Real Assets, are based on matters
as they exist as of the date of preparation and not as of any future date
and will not be updated or otherwise revised to reflect information that
subsequently becomes available or circumstances existing, or changes
occurring, after the date hereof.

Historical information is not indicative of future results, and the historical
information in this Presentation should not be viewed as an indicator of
any future performance that may be achieved as a result of implementing
an investment strategy substantially identical or similar to that described
in this Presentation.

Certain information contained in this Presentation constitutes “forward
looking statements,” which can be identified by the use of forward-looking
terminology such as “may,” “will,” “should,” “expect,” “anticipate,” “target,”
‘estimate,” “intend,” “continue,” or “believe,” or the negatives thereof or
other variations thereon or comparable terminology. Due to various risks
and uncertainties, actual events or results or the actual performance may
differ materially from those reflected or contemplated in such forward
looking statements. Prospective investors should pay close attention to
the assumptions underlying the analyses and forecasts contained in this
Presentation. The analyses and forecasts contained in this Presentation are
based on assumptions believed to be reasonable in light of the information
presently available. Such assumptions (and the resulting analyses and
forecasts) may require modification as additional information becomes
available and as economic and market developments warrant. Any such
modification could be either favorable or adverse. Nothing contained in
this Presentation may be relied upon as a guarantee, promise, assurance or
a representation as to the future.

Any index referred to herein is the intellectual property (including
registered trademarks) of the applicable licensor. Any product based

on an index is in no way sponsored, endorsed, sold or promoted by the
applicable licensor and it shall not have any liability with respect thereto.

Real estate investments are subject to special risks, including interest rate
and property value fluctuations, as well as risks related to general and
economic conditions.

Morgan Stanley, its affiliates and Morgan Stanley Financial Advisors do
not provide tax, accounting or legal advice. Individuals should consult
their tax advisor for matters involving taxation and tax planning and their
attorney for matters involving legal matters.

Morgan Stanley is not responsible for the information contained on any
third party website or your use or inability to use such site, nor do we
guarantee its accuracy or completeness. The terms, conditions, and privacy
policy on any third party website may be different from those applicable
to your use of any Morgan Stanley website. The opinions expressed by the
author of an article written by a third party are solely his/her own and do
not necessarily reflect those of Morgan Stanley. The information and data
provided by any third-party website of publication is as of the date of the
material when it was written and is subject to change without notice.
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DISTRIBUTION

This communication is only intended for and will only be distributed to
persons resident in jurisdictions where such distribution or availability
would not be contrary to local laws or regulations.

EMEA: This communication was issued and approved in the United
Kingdom by Morgan Stanley Investment Management Limited, 25 Cabot
Square, Canary Wharf, London E14 4QA, authorized and regulated by
the Financial Conduct Authority, for distribution to Professional Clients
only and must not be relied upon or acted upon by Retail Clients (each as
defined in the UK Financial Conduct Authority's rules).

Financial intermediaries are required to satisfy themselves that the
information in this document is suitable for any person to whom they
provide this document in view of that person’s circumstances and purpose.
Morgan Stanley Investment Management shall not be liable for, and
accepts no liability for, the use or misuse of this document by any such
financial intermediary. If such a person considers an investment, she/he
should always ensure that she/he has satisfied herself/himself that she/
he has been properly advised by that financial intermediary about the
suitability of an investment.

This material is for Professional Clients/Accredited Investors only.

In the EU, MSIM and Eaton Vance materials are issued by MSIM Fund
Management (Ireland) Limited ("FMIL"). FMIL is regulated by the Central
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by shares with company registration number 616661 and has its registered
address at 24-26 City Quay, Dublin 2, DO2 NY19, Ireland.

Outside the EU, MSIM materials are issued by Morgan Stanley Investment
Management Limited (MSIM Ltd) is authorised and regulated by the
Financial Conduct Authority. Registered in England. Registered No. 1981121.
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In Switzerland, MSIM materials are issued by Morgan Stanley & Co.
International plc, London (Zurich Branch) Authorised and regulated by
the Eidgendssische Finanzmarktaufsicht (‘FINMA"). Registered Office:
Beethovenstrasse 33, 8002 Zurich, Switzerland.

Outside the US and EU, Eaton Vance materials are issued by Eaton Vance
Management (International) Limited (“EVMI") 125 Old Broad Street,
London, EC2N 1AR, UK, which is authorised and regulated in the United
Kingdom by the Financial Conduct Authority. Italy: MSIM FMIL (Milan
Branch), (Sede Secondaria di Milano) Palazzo Serbelloni Corso Venezia,
16 20121 Milano, Italy. The Netherlands: MSIM FMIL (Amsterdam Branch),
Rembrandt Tower, 11th Floor Amstelplein T1096HA, Netherlands. France:
MSIM FMIL (Paris Branch), 61 rue de Monceau 75008 Paris, France. Spain:
MSIM FMIL (Madrid Branch), Calle Serrano 55, 28006, Madrid, Spain.

MIDDLE EAST

Dubai: MSIM Ltd (Representative Office, Unit Precinct 3-7th Floor-Unit
7071 and 702, Level 7, Gate Precinct Building 3, Dubai International Financial
Centre, Dubai, 506501, United Arab Emirates. Telephone: +97 (0)14 709
7158). In addition, real estate investments are subject to a variety of risks,
including those related to, among other things, the economic climate, both
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nationally and locally, the financial condition of tenants and environmental
regulations. Saudi Arabia. This document is not and does not purport to
be any of the following: (a) a marketing communication, (b) a securities
advertisement, () a financial promotion. Material contained herein has
not been based on a consideration of any individual client circumstances
and is not investment advice, nor should it be construed in any way as tax,
accounting, legal or regulatory advice. To that end, recipients or viewers
of this document should seek independent legal and financial advice,
including advice as to tax consequences, before making any investment
decision. This document may not be distributed in the Kingdom of Saudi
Arabia except to such persons as are permitted under the Rules of
Offering Securities and Continuing Obligations and the Securities Business
Regulations issued by the Capital Market Authority. The disclosure of this
presentation is restricted to sophisticated investors.

The Capital Market Authority does not make any representation as to the
accuracy or completeness of this document, and expressly disclaims any
liability whatsoever for any loss arising from, or incurred in reliance upon,
any part of this document. Prospective purchasers should conduct their
own due diligence on the accuracy of the information in this presentation.
If you do not understand the contents of this document, you should
consult an authorized financial adviser.

Hong Kong: This material is disseminated by Morgan Stanley Asia Limited
for use in Hong Kong and shall only be made available to “professional
investors” as defined under the Securities and Futures Ordinance of Hong
Kong (Cap 571). The contents of this material have not been reviewed

nor approved by any regulatory authority including the Securities and
Futures Commission in Hong Kong. Accordingly, save where an exemption
is available under the relevant law, this material shall not be issued,
circulated, distributed, directed at, or made available to, the publicin
Hong Kong. Singapore: This material is disseminated by Morgan Stanley
Investment Management Company and should not be considered to be
the subject of an invitation for subscription or purchase, whether directly
or indirectly, to the public or any member of the public in Singapore other
than () to an institutional investor under section 304 of the Securities
and Futures Act, Chapter 289 of Singapore (“SFA"); (i) to a “relevant
person” (which includes an accredited investor) pursuant to section 305
of the SFA, and such distribution is in accordance with the conditions
specified in section 305 of the SFA; or (iii) otherwise pursuant to, and in
accordance with the conditions of, any other applicable provision of the
SFA. This publication has not been reviewed by the Monetary Authority
of Singapore. Australia: This material is disseminated in Australia by
Morgan Stanley Investment Management (Australia) Pty Limited ACN:
122040037, AFSL No. 314182, which accept responsibility for its contents.
This publication, and any access to it, is intended only for “wholesale
clients” within the meaning of the Australian Corporations Act. Calvert
Research and Management, ARBN 635 157 434 is regulated by the U.S.
Securities and Exchange Commission under U.S. laws which differ from
Australian laws. Calvert Research and Management is exempt from the
requirement to hold an Australian financial services licence in accordance
with class order 03/1100 in respect of the provision of financial services to
wholesale clients in Australia.
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