Self-Storage Valuation ¢ Section 14

personalities to be accountants. An adage in the form

of a joke told for decades in the profession points out
the risks of giving opinions of value as a way to make a liv-
ing. In self-storage, appraisal has evolved as the asset class
has become significantly more sophisticated in recent years.
Therefore, the focus of this section is key points to analyze
when appraising or arriving at an opinion of value.

A ppraisers like to work with numbers, but don’t have the

In self-storage, appraisal has
evolved as the asset class has
become significantly more
sophisticated in recent years.
Therefore, the focus of this section is
key points to analyze when appraising

or arriving at an opinion of value.

flow. As a result, the income capitalization approach is em-
phasized in self-storage valuation and will be analyzed first.

The Income Capitalization Approach

The income capitalization approach reflects the subject’s
income-producing capabilities. This approach is based on
the assumption that value is created by the expectation of
benefits to be derived in the future. Specifically estimated
is the amount an investor would be willing to pay to receive
an income stream plus reversion value from a property over
a period of time. The two common valuation techniques as-
sociated with the income capitalization approach are direct
capitalization and the discounted cash flow (DCF) analysis.

The basis of an income forecast for valuation is in the
market conditions of the subject trade area, the historical
trends of the subject property, and comparable data. As
to market conditions, a determination should be made if
a trade area (often defined as a three-mile radius, but this
can be tested by ZIP code studies of existing customers) is
under-supplied, over-supplied, or at equilibrium. This can
be done qualitatively by analyzing the occupancy of all the

Table 14.1 - Demand Forecast
Existing Calculated Demand Total
Average  Existing  Supply Demand - Supply Unsatisfied
Total % of Household Household  Supply (SF) 1 (SF)/ (SF) / Demand
Population Renters  Size (Avg.) Income (SF) Capita Capita Capita (SF)
3-Mile Radius 117,762 31.9 3.41 $99,437 649,734 5.52 7.66 214 252,267
Source: Compiled by NKF
Appraisal History
A self-storage appraisal is simply the economic model or methodol- Table 14.2 -
ogy of developing an opinion of value. The economic concepts of value Self-Storage Market Equilibrium
have been evolving for thousands of years, but the economic model 3-Mile
of real estate appraisal was first codified in the 1930s by The American Senfe
Institute of Real Estate Appraisers (now the Appraisal Institute) and the
publication of the first edition of “The Appraisal of Real Estate” in 1951. Existing Supply 649,734
The components of the valuation process can be outlined as: New Construction 79,989
+ ldentification of the Problem (for appraisal, VBEIN ) 729,123
usually identifying the assignment) Less: Occupied Square Feet -596,869
+ Scope of Work Determination Available Supply 132,854
« Data ColIectjon and Property Description Less: Market Vacancy (5 percent) 32,487
+ Data Analysis -
+ Application of the Approaches to Value Subtotal (Remaining Supply) -100,368
Unsatisfied Demand 252,267
There are three specific approaches to value that reflect distinct e
methods of data analysis: the Cost Approach, the Sales Comparison Demand Less Remaining Supply 151,899
Approach, and the Income Capitalization Approach. The use of two or Equilibrium Forecast Under-Supplied
three of these approaches are ther\ reconciled |r)to a fln.al opinion of val- S Gosyal
ue. For self-storage, the primary investment criterion is based on cash
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Section 14 - Self-Storage Valuation

competition. For example, as a guide, a trade area that has
occupancy in the 90 percent or more range might reason-
ably be considered under-supplied. Benchmarks, such as
the total square footage of self-storage per person, can be
compared in a particular trade area to data published in the
Self-storage Almanac or other resources. For example, the
2019 Self-Storage Almanac indicates a national average of 5.4
square feet per person, but the CBSA data indicates a range
by CBSA (Core Based Statistical Area) from 2.62 square feet
per person in New York-Newark-Jersey City, NY-NJ-PA CBSA
to 12.99 square feet per person in Boise City, ldaho, CBSA. So,
if occupancy is 90 percent, and the square feet per person is
below the CBSA average and national average, a reasonable,
qualitative conclusion may be under-supply. Quantitative
models based on demographics and comparable data may
rely on hedonic regression models or simple algorithms to
determine stabilized demand in a trade area and compare
forecast demand to existing supply. An example is shown in
Tables 14.1 and 14.2 on page 127.

In these examples, the trade area shows physical oc-
cupancy of 92 percent and existing supply of 5.52 square
feet per person, suggesting under-supply. An econometric
model quantifies and corroborates the qualitative model
and reflects stabilized demand near the CBSA average of 7.76
square feet per person.

As to historical trends, a review of the subject property
financials is best. An example is presented in Table 14.3.

Notice the pattern of Effective Gross Income or EGI. From
2016 to 2017, it increased $55,528, an increase of 4.3 percent.
In 2017 to 2018, EGI increased $37,031 or 2.75 percent. The
trailing 12 months (TTM) is not as good an indicator as cal-
endar years, due to seasonality, can be skewed. Given this
history, an increase of $65,144 or 3.98 percent is concluded in
the Year One Forecast. This may appear robust, however also
notice the actual rent on occupied units. In this case, it nearly
matches the 2018 total EGI.

2016 Actuals 2017 Actuals
Total $ISF Total $ISF Total

Self-Storage Income
Actual Rent (Occupied)
Plus Market Rent (Vacant)

$1,217767 $1510  $1,266,084 $15.70

Table 14.3 — Historical Revenue/Expense & Year 1 Forecast

2018 Actuals 2019

$1,309,095 §16.23

TTM Ending July
2019 Budget Year 1 Forecast
$ISF Total $ISF Total $ISF Total $ISF

$1,324,856 §1643  $1,362570 §16.89 $1,368,050  §16.96

§62,580  90.78

Potential Self-Storage Income  $1,217,767 $15.10  $1,266,084 $15.70

$1,309,095 $16.23

$1,324,856 §16.43  $1,362,570 §16.89 $1,430,630 §17.74

Billboard & Cell Tower Income ~ $0 §0 %0 0 $0 0

Parking Income %0 %0 $0 0 %0 0

Other Rental Income $0 $0 %0 0 $0 0

Ancillary Income $73472 091 $80,683  1.00 $74703 093 73,632 091 $77562  0.96 78,685 0.98
Total Potential Gross Income ~ $1,291,239 $16.01  $1,346,767 $16.70  $1,383798 $17.16  $1,308488 $17.34  $1,440132 $17.85 $1,509,315  $18.1

Economic Vacancy (960373)  (80.75)
Effective Gross Income $1,291,239 $16.01  $1,346,767 $16.70  $1,383,798 $17.16  $1,398,488 $17.34  $1440132 $17.85 $1,448.942  $17.96
Operating Expenses

Real Estate Taxes §75359  $093  §78474  $0.97 81544  §101  $82213  $1.02 $83162  $1.03 $197922  $245

Property Insurance $22773 028 $24831 0.3 $20955 026 22604 0.8 $22004 0.2 23,000 0.29

Utilities $34471 043 $30094 0.37 $25341  0.31 25,580 0.32 $27300 0.3 28,000 0.35

Repairs & Maintenance $20764 021  $19415 0.4 $20651  0.26 26,481 0.33 $26990  0.33 30,000 0.37

Administration $38760 048  $4531 0.5t $46611 058 46257 057 $60,210 075 50,000 0.62

Off-Site Management

(Percent of EGI) $65545 081 968403 085  $69,689 (.86 70082 087 $72160  0.89 79,692 0.99

On-Site Management $98,098 122  $101026 125  $102874 1.8 100893 125 $10793 137 105000 130

Advertising $17829 022  §18982 024  $20569 026 20681 026 $28152  0.35 23,000 0.29

Miscellaneous $0 $0 $0 0 $0 1,000 0.01
Total Operating Expenses $374599  $4.64  $382,756 9475  $388,234 9481  $3947M  $4.89 $430,831  $5.34 $537614  $6.67
Expense Ratio 29.01% 28.42% 28.06% 28.23% 29.92% 3710%

Net Operating Income §916,640 $11.36  §964011 §11.95 §995564 $12.34  §1,003,747 $12.44  §$1,000301 $12.51 §911,329  §11.30

Source: Compiled by NKF
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This modeling underscores the importance of distin-
guishing between economic and physical vacancy. Due to
rent loss or nonpayment, there is usually credit loss on top
of physical vacancy. Plus, concessions for new move-ins
increases economic occupancy over physical occupancy.
However, in recent years complex revenue enhancement
models (or the ability to raise rents on existing tenants) have
offset much of the credit and concession loss. Typically, a
revenue enhancement model will raise rents on an existing
tenant from seven percent to nine percent within the first
nine months of occupancy.

Operating expenses historically at the
subject property should be compared to
national data, such as the Self-Storage
Expense Guidebook (also published by
MiniCo) and expense comparables.

Another test of reasonableness to forecasting collected
income or EGI is the Cost of Occupancy (COO). The COO is
the average annual rent of a unit (total rent collected divided
by occupied units) compared to average annual household

income. In general, a ratio near two percent suggests rent
upside. Alternatively, a ratio above 2.5 percent suggests less
upside. In this case, the COO is 2.33 percent but demographic
data forecasts significant increases in average household in-
come in the subject trade area. As one person noted, some
people have bar tabs higher than the COO of a self-storage
unit. So, who would bother to spend a Saturday moving a
unit for a savings of seven percent to nine percent?

Operating expenses historically at the subject property
should be compared to national data, such as the Self-Storage
Expense Guidebook (also published by MiniCo) and expense
comparables. Data should be analyzed by square footage
and as a ratio of EGI. An example is presented in Table 14.4.

The data indicates that the subject expenses as a $/SF are
high and as a ratio are within the indicated range. It isimpor-
tant to note that in this case, real estate taxes are forecast
to increase substantially due to local taxation laws and the
definition of market value that assumes a sale. Real estate
taxes have been rising in the sector, so a careful review of
data and local taxation ordinances are warranted. Similarly,
insurance, on-site management, and advertising costs have
been rising in the sector and should be carefully consid-
ered when forecasting into the future. Now that a year one

Table 14.4 — Expense Comparables
Stable
West Comp 1 Comp?2 Comp 3 Year
National  Pacific CA Colton, CA  Pomona, CA  El Sequndo, CA 2016 Actuals 2017 Actuals ~ 2018 Actuals  Forecast
Units 648 684 686 483 857 1,077 613
Rentable SF 67518 67095 67505 44,458 74,940 94,394 80,660
Expense Year 2018 2018 2018 2018 2018 2018 Year 1
Income
Effective Gross Income $1678  $1920 §$1953  $13.28 $15.83 $30.69 $16.01 $16.70 $17.16 $17.96
Operating Expenses
Real Estate Taxes $1.63 $133  §135  §1.28 $1.21 $2.07 $0.93 $0.97 $1.01 $2.45
Property Insurance $0.18 $029  $0.29 0.5 $0.25 $0.36 $0.28 $0.31 $0.26 $0.29
Utilities $0.31 5028 9029  $0.28 9047 $0.27 $043 $0.37 $0.31 $0.35
Repairs & Maintenance ~~ $0.40 9039 $042  §0.52 $0.29 $0.32 $0.27 $0.24 $0.26 $0.37
Administration $0.66 $065 9067 9056 $0.49 $1.03 $0.48 $0.51 $0.58 $0.62
Off-Site Management $0.89 $100  $1.02 9076 $0.90 $1.75 $0.81 $0.85 $0.86 $0.99
On-Site Management $1.22 $129  $130  $1.36 $1.45 $1.08 $1.22 $1.25 $1.28 $1.30
Advertising $0.32 $030 9030  $0.35 $0.43 $0.27 $0.22 $0.24 $0.26 $0.29
Miscellaneous $0.00  $0.00  -80.03  $0.00 $0.00 $0.00 * ' b $0.01
Ground Lease $000  $000  $0.00  $0.00 $0.00 $0.00 * * b $0.00
Total Operating Expenses ~ $5.61 $5.53 9561  $5.36 $5.9 $745 $4.64 $4.75 $4.81 $6.67
Operating Expense Ratio ~ 3345%  28.81%  28.73%  40.34% 32.80% 23.32% 29.01% 28.42% 28.06% 3710%
Off-Site Management
(Percent of EGI) 52%%  528%  523%  575% 5.69% 5.71% 5.08% 5.08% 5.04% 5.50%
* Data not available Source: Compiled by NKF
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forecast is concluded, a direct capitalization and yield capitaliza-
tion are appropriate and shown in Tables 14.5, 14.6, and 14.7 on
page 132.

* Relationships - A 10-year discounted cash flow model is
the primary decision maker in over 75 percent of investors
surveyed (3Q Investor Survey by NKF). As outlined earlier, this
is because of the increasing sophistication of the self-storage
sector. It accounts for both cash flow (equity dividend) and
appreciation (yield) during a typical 10-year holding period.

* The relationship of the cap rate and Internal Rate of Return
(IRR) or discount rate should be within 50 basis points of
the compound rate of the net operating income during the

Table 14.5 - Direct Capitalization Method

Summary of Stabilized Net Operating Income Year 1
Item Description $/SF  Total $
Self-Storage Income

Actual Rent (Occupied) $16.96  $1,368,050

Plus Market Rent (Vacant) $078  $62,580
Potential Self-Storage Income $17.74  $1,430,630

Billboard & Cell Tower Income 0.00 0

Parking Income 0.00 0

Other Rental Income 0.00 0

Ancillary Income 0.98 78,685
Total Potential Gross Income $18.71  $1,509,315

Economic Vacancy 4%  ($0.75)  ($60,373)
Effective Gross Income $17.06  $1,448,942
Operating Expenses

Real Estate Taxes $245  $197,922

Property Insurance 0.29 23,000

Utilities 0.35 28,000

Repairs & Maintenance 0.37 30,000

Administration 0.62 50,000

Off-Site Management (Percent of EGI) 0.99 79,692

On-Site Management 1.30 105,000

Advertising 0.29 23,000

Miscellaneous 0.01 1,000
Total Operating Expenses $6.67  $537,614
Expense Ratio 3710%
Net Operating Income $11.30  $911,329
0AR 5.00%
Indicated As Is Value $18,226,571

Less Capital Expenditure 0
Indicated As Is Value (Rounded) $18,200,000
Value Per SF $225.64
Source: Compiled by NKF
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holding period. In this example, the net operating
income is forecast to increase at 3.87 percent. With
a cap rate of five percent, an IRR of 8.5 percent is
within the 50 bps parameter.

As a test of reasonableness, the relationship of cash
flow to appreciation can be examined. In this exam-
ple, the reversion or appreciation component repre-
sents 61.62 percent of total value, with the balance
being attributed to cash flow. In an ideal market, the
balance is 50 percent/50 percent. But in appreciating
sectors and markets like this self-storage example,
the reversion or appreciation component may be as
much as 65 percent. Conversely, in down markets,
the cash flow may be emphasized as much as 65
percent with only 35 percent of total value being
attributable to appreciation.

The Sales Comparison Approach

The sales comparison approach utilizes sales of compa-
rable properties, adjusted for differences, to indicate a
value for the subject. Valuation is typically accomplished
using physical units of comparison such as price per
square foot or economic units of comparison such as the
effective gross income multiplier. Adjustments are ap-
plied to the property units of comparison derived from
the comparable sale. The unit of comparison chosen for
the subject is then used to yield a total value.

Unit of Analysis - The appropriate unit for compari-
son in the sales comparison approach is the price

per square foot of rentable area. For self-storage, the
price per unit can be easily skewed due to variances
in unit mix. For example, a price per unit analysis
shows a higher range. Therefore, the price per square
foot of rentable area is considered most credible.

Economic Characteristics - One of the most under-
utilized adjustments particular to self-storage is
Economics Characteristics. Since cash flow is the
driver of investment decisions in the asset class,
economic characteristics should be among the

most important adjustments. Economic character-
istics include attributes associated with a trade area
beyond the location adjustment. For self-storage,
this adjustment considers whether the conditions

of the comparable trade area can be classified as
oversupplied, undersupplied, or at equilibrium.

Net operating income per square foot can be one
benchmark tool; however, it is not a mathemati-

cal relationship and must be used with great care.
Another measure of this variable relates to unit rent.
For example, the operation of the business generates
the net operating income applied to the real estate.
In general, there is a correlation between higher rent
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and higher value. As a result, an adjustment for economic
conditions is considered. Unfortunately, precise data and
a direct relationship are difficult to isolate. Looking at net
operating income as a benchmark, and considering the
other adjustments, an adjustment can be derived.

* Adjustment Summary - The total range of adjustments
should always decline after the adjustment process, or
what is the point of the exercise? In the following example,
the range is narrowed from 90 percent to 15 percent. An
example is presented in Table 14.8.

* Effective Gross Income Multiplier (EGIM) - The EGIM tests
the reasonableness of the forecast year one cash flow to
the concluded cap rate. Using the formula 1-expense ratio/
EGIM (or value divided by effective gross income), expense
ratios can be compared to concluded cap rates. In general,
the lower the expense ratio the higher the cap rate.

* Secondary Approach - For self-storage, the sales com-
parison approach is secondary. Because of the emphasis
and impact of cash flow and relatively low sales volume
in many markets, the price elasticity of self-storage can be

Table 14.7 — Valuation Matrix
Internal Rate of Return

Exit Cap. 8.25percent  8.50 percent  8.75 percent
5.00% $18,751,717 $18,400,304 $18,057,082
5.25% $18,188,938 $17,850,358 $17,519,649
5.50% $17,677,320 $17,350,408 $17,031,073

General Cash Flow Assumptions
Valuation Scenario: Asls
Cash Flow Start Date: 9/16/2019
Investment Holding Period: 10 Years
Analysis Projection Period: Years 1- 11

Indicated Market Value (Rounded): $17,900,000
Cost of Sale 2.00%
Percentage Residual 61.62%
Indicated Market Value ($/SF) $221.92

Source: Compiled by NKF

Table 14.8 — Sales Adjustment Summary

Price Per Square Foot Low High Average
Unadjusted Range $124.05 $235.98 $174.88
Adjusted Range $193.52 $223.00 $214.21
Concluded Improved Sale Indication (S/SF) $222.00
Value Indication (Rounded) $17.900,000

Source: Compiled by NKF
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very large. As previously discussed, the market empha-
sizes cash flow and the income approach significantly
more than the sales comparison approach.

The Cost Approach

The cost approach is based on the proposition that the in-
formed purchaser would pay no more for the subject than
the cost to produce a substitute property with equivalent
utility. This approach is particularly applicable when the
property being appraised involves relatively new improve-
ments that represent the highest and best use of the land,
or whenitis improved with relatively unique or specialized
improvements for which there exist few sales or rents of
comparable properties.

* Applicable and Relevant - The cost approach is best
used for newer properties due to the challenges of
estimating depreciation. However, some lenders want
an estimate of remaining economic life to ensure the
building is economically viable during the amortiza-
tion period of a loan. This can create challenges and
highest and best use questions of a self-storage prop-
erty. Some investors like to purchase below replace-
ment cost, but this metric can be difficult to quantify
due to the wide range of replacement cost estimates.
Therefore, the applicability and the relevance of the
cost approach warrants careful consideration to a
credible opinion of value.

Land Valuation - Self-storage land can be difficult to
entitle or obtain zoning approval. Municipalities prefer
other property types that generate more jobs or retail
sales tax revenue. Therefore, if land sales utilized in an
appraisal are not purchased and entitled for self-
storage, the land component of self-storage can be
under-valued. In general, self-storage land approxi-
mates a range of 10 percent to 40 percent of total
property value but is typically in a narrower range

of 25 percent to 35 percent.

A cost approach for self-storage typically represents

a value upon completion. Depending upon the local
market, it may be appropriate to add absorption costs
for stabilization (rent loss and some profit for time dur-
ing lease-up).

These guidelines can help a layperson review an opin-
ion of value. Self-storage is a unique asset class and an
opinion of value should carefully review and consider
these characteristics. If reviewing a value conclusion, these
points can be utilized to consider the credibility of an opin-
ion of value. M




