Valuation

elf-storage is an increas-

ingly complex asset class,

Investment by Wall Street

institutional investors as

well as Main Street bank-
ars has increased the importance of
seif-storage economics and appraisal, Seti-
storage economics requires a quantified
forecast of demand, compared to existing
supply, as the basis of the conclusion of
market conditions in the local trade area:
over-supplied, under-supplied, or equilib-
rium. The conclusion of market conditions
is the foundation of an objective, impartial,
and unbiased opinion of value.

Simply stated, appraisal is the process
of formulating an opinion of value of real
estate as of a given date. The appraisal
is an economic model that analyzes all
factors that bear upon the value or worth
of real estate. The problem Is defined,
the property described, and the data
involved are acquired, classified, ana-
lyzed, and interpreted into an opinion of
value. All property is analyzed according
to the highest and best use of the prop-
erty as though vacant and as improved.
Threa primary valuation approaches have
evoived in the appraisal process, summa-
rized as iollows:

1. The cost approach — considers the value
of the land as vacant, plus the cost of
the improvemnents including profit, less
accrued depreciation from physical,
functional, and external causes.

2. The sales comparison approach
—considers the recent seling price
of similar properties compared to the
subject, broken down Into common
units of comparison, with adjustments
being made for differences.
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3. The income approach—considers the
economic or contract rent (earning
capacity) of the land and improvements,
less vacancy and landlord expeanses,
with the resulting net income stream
being capitalized by an investment yield
or capitalization rate that would be rea-
sonable to a prudent investor,

Each approach is used by the profes-
sional appraiser whenever it is applicable
to the valuation problem. The use of each
approach depends upon the type of prop-
erly, the avallability and suitability of the
market data upon which the approach is
predicated, and other judgment factors,
The use of two or three approaches will
generally result in a range of values for the
subject property, which are correlated to a
final value conclusion.

The highest and best use analysis is
key to the appraisal process and is the
basis of the subject value estimate. It is
defined in The Appraisal of Real Estate
(Twelith Edition, page 305) as follows:

“The reasonably probable and legal uss
of vacant land or an improved property
that is physically possible, appropriately
supported, and financially feasible and
that results in the highest value.”

Highest and best use is analyzed in two
parts: 1) as though the site is vacant, and
2) as improved. There are essentially four

stages of analysis:

1)Physically Possible—consider size,
shape, area, and terrain of the parcel,

2)Legally Permissible—consider zoning
and dead restrictions on the parcel,

3) Financially Feasible— possible and per-
missible uses expected to produce a
positive return,

4) Maximally Productive—amaong feasible
uses, the use that provides tha highast

rate of return or value in terms of the
highest present land worth,

Tha most important concept of highest
and best use is market-based demand.
This involves a detalled analysis of
self-storage market trends with specific
analyses of supply, demand and a conclu-
sion of market equilibriurm, over-supply, or
under-supply.

Trends In Self-Storage

Capital flow, both equity and debt {both
private and public), has increased to real
estate for a few vears due to compara-
tively high returns, Moreover, the appeal
of self-storage compared with other real
estate investment is that costs tend to
be lower and operating results demand a
lower yield. For example, the break-even
occupancy rate for a selff-storage facllity
is approximately 40 percent to 45 per-
cent, compared to 60 percent or more for
apartments. Consequently, self-storage
facilties tend to hold valug better and
recover faster than other assets when real
estate markets sour. Beginning In 1995,
these characteristics were recognized by
Wall Street REITs and began a 12-year
trend of increasing investment in self-
storage. In the year 2000, REITs became
eligible for Standard & Poor’s indexes
increasing investors’ exposure and lend-
ing credibility to the industry. Seeking
relatively safe returns with high dividends,
self-storage REIT prices have increased
over the past four years, These trends
demaonstrate that institutional investors are
seeking self-storage property as a viable
alternative investrment vehicla.

Markets Sour
Financial turmeill is expected to continue
as we delve deeper into 2009, The credit
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crunch that began to unfold in the LS.
last year has evolved into a global financial
crisis. Many market observers equate this
crisis as the greatest challenge facing the
world’s economic health since the Great
Depression. Its effects have already radi-
cally reshaped the financial sector, with
the potential for more to come.

Turmeil in the housing and financial
markets, and the resulting economic
uncertainty, continue to impact the com-
mercial real estate market. In response to
losses suffered and general uncertainty
about the overall economy, and com-
mercial real estate in particular, lenders
are tightening credit standards. This con-
servative tack adopted by financial institu-
tions, combined with the virtual elimination
of Wall Street money, is resulting in a pro-
nounced liquidity contraction,

As market observers who simulate
behavior rather than affect it, we await mar-
ket evidence as to the long-term impact
of the credit crisis. Risk is considerad in
the context of our anticipation of rental
growth and most vividly in our cap and
discount rate selections, Current investor
behavior reflects a higher cost of capital,
concern about the economy, a reduced
pool of investors, and more conserva-
tive rent growth and cash flow modeling
assumptions. We recognize also that the
new market purchasers will have a greater
equity interest and lenders will be working
with more conventional lending margins,
debt, and equity coverage ratios,

Nationally, the impact of continued dif-
ficulties of the for-sale housing market is
unclear for self-storage. Some argue that
reduced household income (the negative
“waalth effect” of diminishing home equity)

SELF-STORAGE REIT STATISTICS AND PERFORMANCE

may cause demand to decrease. Others
argue that downsizing in housing will
increase demand for seli-storage, Owver
the long run, self-storage occupancies on
a national basis have remained relatively
stable (vacancy of less than 20 percent) in
both bull and bear markets.

In an analysis by the Self Storage
Industry Group of Cushman & Wakefield of
nationwide sales trends, the average over-
all capitalization rate increased 18 basis
points (vear end 2007 compared to mid-
year 2008). However, the Investor Survey
{Summer 2008) indicated a 36 basis point
increase in the overall capitalization rate.,

Sales brokers have reported that inves-
tars continue to seek self-storage prop-
erty, although demand for development
sites appears to be declining. A discon-
nect between buyers sellers’ expecta-
tions and buyers' motivation has led to a
decline in transaction volume of at least
negative 20 percent. Industry consolida-
tion is a growing trend now. Transactions
are now involving portfolios over single

assets, reflecting continued investment
interest in the asset class.

These dynamic changes in the financial
market impacts macro market conditions
for self-storage, particularly in valuation.
However, self-storage is unique to most
real estate because demand is generally
local and less impacted by exogenous fac-
tors, For example, most customers come
from a three-mile trade area. Market con-
ditions, measured by over-supply, under-
supply, or market equilibrium in the Seli
Storage Market Analysis section of this
appraisal, are key to valuation parameters.
Both macro and micro conditions are
inherantly considerad in the conclusions of
the appraisal of the subject property.

Although stock prices are not directly
comparable to individual assets, it under-
scores the importance of market dynam-
ics for both equity and real estate because
the value of these companies Is in the real
estate, These public investment param-
eters are generally positive for the asset
class in comparison to other real estate.

l SELF-STORAGE NATIONAL VACANCY TRENDS
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For example, as of November 30, 2008,
self-storage REITS' total return was a loss
of 9.19 percent, the lowest of any REIT.
This demonstrates thal despite negative
market sentiment, self-storage remained
the winner of the “losers.” The reason is
that self-storage is a cash flow business
with strong fundamentals. The perfor-
mance of key self-storage REITs are sum-
marized in Table 12,1,

The Self Storage Industry Group of
Cushman & Wakefield utilizes survey
research to track investment criteria for
seif-storage property (Self-Storage Investor
Survey — Summer 2008). Respondents,
including self-storage investors, develop-
ars, managers, brokers, and bankers from
throughout the United States, accounting
for over 100 milion sguare feet of salf-
storage property, are derived primarily
from The Self-Storage Top Operators list
compiled by Mini-Storage Messenger, The
survey highlights key information relating to
general market conditions for self-storage,

B REGRESSION DEMAND PER CAPITA

capitalization rates, financing, optimism
index, and other current, relevant informa-
tion for the asset class. New rules of the
gamea are indicated as market players are
waiting for the capital crises to stabilize.
Consequently, overall capitalization rates
increased to 7.55 percent nationwide,
an increase of plus 36 basis points from
last year (7.19 percant in Summer 2007).
Nevertheless, the chief concem of inves-
tors is financing and over-supply. Clearly,
the credit crunch is impacting overal
capitalization rates and values resulting in
more discipline in investment criteria.
While investors wait for lenders to retumn,
industry conselidation suggests more port-
folio transactions will take place, while bro-
kers raport fewer single-asset transactions.
Investors appear confident in the long-term
performance of the asset class while plan-
ning game strategy in the now uncertain
aconomic and credit market conditions.
Heal estate economists are always
wary of predicting the date or time of

changing market conditions. Therefore,
noting the concerns of the market is good
for self-storage market conditions over the
long run. The current stable to declining
momenturn in self-storage has exceeded
the low tide of commercial-industrial real
estate. Wise investors continue to express
caution in view of these conditions, Self-
storage is a neighborhood-specific asset
with wide variances of market conditions
even within a particular city or metropoli-
tan statistical area (MSA). Therefore, local
research remains the most iImportant tool
to investors.

The data indicates a self-storage mar-
ket characterized by stable returns. Yet,
after years of industry investment and
expansion, the self-storage industry is
increasingly expressing public concern
about the future, particularly relating to
interest rates, the availabiity of capital,
and market conditions. For example, the
Self-Storage Almanac reports a 17-year
cycle with a vacancy rate range from 10.1

oF Occupled Percentage of Average

N Areq Total Renter Occupied Household Household Occupied Demand

W (Square Feet)  Population  Housing Units Size Income Supply  FEstimate

e Subject - 3 Mie fing B03,659 202,725 A9 60% 3.36 $61.717 39 5.39

=g Subject - Polygon 459,766 5,342 A8 80 30 58,802 5% 583

g ol 784,674 148,665 38.10% 30 $68,765 528 4.6
Clay Mesa 1L.200.217 21,710 A410% 334 $06,649 542 473
San Diego 1,547,950 315,240 42.30% 319 $62.257 49 363
Los Viegas Polygon 356,720 52816 A4 78% 247 566,293 700 518
Hawihome 1,067,919 287 400 58.20% 310 574576 372 4,89
Corona 359 B3 111,500 BA% 33 566,391 3.59 4,70
Sanfa Clorita 592,979 147,000 26.26% 05 $81.363 47 197
Wan Nuys 030,850 8553 6d.70% 255 556,187 444 518
Crange 638,520 148,753 36.80% 295 578,297 42 450
Cypress 185.006 2427 B40% 300 $&67.400 4.3 488
Cafon 179,239 44,633 4307% 289 $33,006 402 5.48
Hespenia 314,183 66,1562 25.40% 306 $30978 475 4.39
Foothil Ranch 269 BB 50,663 S0.00% 280 566,383 A76 45 |
Aliso Vieio 406,624 111,145 30.10% 228 552,065 365 33
Posadena 555,080 197,100 53.70% 260 $47.800 405 Iy
Thousand Oaks 456,678 140,975 23.10% 275 $101.085 3.24 354
Cosla Mesa/Newport 766,039 171,200 49 60% 248 549918 A4} 4,38
Sirri Vol 373975 113,067 23.60% 312 578523 331 416
Anaheim 457,785 56,554 58.70% 3.24 547,602 827 6.9
Average 610,903 135,872 39.48% 29 §62,398 465 465
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percent to 18.6 percent with an average
of 14.67 percent nationwide, This trend
demonstrates the cyclical nature of the
industry and underscores the importance
of analysis in each trade area.

Clearly, investor sophistication and
discipline ara increasing in the decision
procass for the self-storage asset class.
Market analysis of seli-storage property
appropriately considers industry trends,
defines the subject trace area, measures
conditions of supply, forecasts demand
based on direct comparison as well as an
econometric model of the subject trade
area, and concludes with a forecast of
market equilibrium. Cumulatively, these
factors should be considered in invast-
ment decisions. Based on the foregoing
analyses of national data and trends, the
conclusion is that the self-storage market
continues to experience demand for finan-
cially viable projects. However, as implied
by the fmited specificity of the analysis,
defining winners and losers in the self-
storage market is very site specific and
increasing in importance.

Measuring Market Demand
Self-storage demand is measured in terms
of square feet per person. An alternate
measure is usage among houssholds.
To be consistent with the longest source
of data, the analysis is based on sguare
fest per person. For example, the 2008
Self-Storage Almanac indicates demand
per person was 6.87 In 2008 nationwide,
an increase exceading 90 percent (or an
annual compound rate of growth of 8.27
percent annually) over 3.31 square fest
per parson reported in 1996, While a good
benchmark, this data does not directly
relate to demand (measured in terms of
square feet) for salf-storage in a local trade
grea. A real trade area is analyzed but
the location remains confidential. In the
subject trade area, occupied supply (one
indication of demand) is 3.96 per person
with average occupancy of 80 percent. It
s noted this is below state and national
averages. Mow, the critical question is:
How much demand is thera?
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One measure Is a simple econometric
model developed by the Self Storage
Industry Group of Cushman & Wakefield.
After mining demographic data for mean-
ingful mathematical relationships for self-
storage, there are four characteristics key
to demand: population, percentage of
renters, average household size, and aver-
age household income. The data is ana-
lyzed in a regression model detalled in
Table 12.2.

Testing for relationships and rank,
these varables indicate moderate cor
refation with a co-efficient of 42436 or
R squared (multiple R of .651431) and
indicates demand of 5.35 square feet of
self-storage per person for the variables
in the three mile trade area (Excel regres-
sion). Comparatively, the polygon (a sepa-
rate, defined trade area utilized as a tast of
reasonableness) indicates new demand of

Element
Existing Supply
Supply Razed
Mew Construction
lotal Supply

TABLE 12.3

Available Supply
Less (Slabilized Vacancy) (10%)
Subtotal (Rermaining Supply)
Demand (Absorption)
Rermnaining UnderSupply
Equilibrium Forecast

Less Occupancy (90% of existing)

0.44 square feet per person. Based on the
three-mile ring, there is demand of 1.39
(5.35 -3.96 = 1.39) square feet of addi-
tional supply or a total of 281,716 square
feet (1.39 SF x 202,725 population), The
research proofs, compared to the subject
trade areas are shown in Table 12.2.

Market Equilibrium

The market appears to be under-supplied
with strong demand characteristics near
the subject (n a three-mile ring) due
to local demographic factors, Clearly, a
careful analysis of existing supply and
competitive position is warranted. The
subject project is newer and has a com-
petitive position above fair share in a
market or trade area described as under-
supplied. These factors are positive
risk elements and must be considered
in valuation,

SELF-STORAGE MARKET EQUILIBRIUM

___Square Feet
894,563

0

75,528

970,091

_ (803.659)
166,432

(89,456)

16,974

281.16

204,740
UnderSupplied

B COST PER SQUARE FOOT

oed Element ~  SeltStorage Cost Budget

M [eference Section 14, Page 28 Ceveloper

M Case 537.18 $53.00

] Elevators - —

y Sprinkiers $2.00 -
Size . - -
Current 109 =
Local 1.15 -
Cost New $49.11 $53.00
Gross Building Area 89397 SF 89307 SF
Component Direct Costs $4.390.287 54,738,041
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Looking at the subject immediate
neighborhood is tempered by overall mar-
ket conditions in the other trade areas.
Accounting for both areas or an inclusive
threa-mile ring, there Is additional demand

for additional self-storage. As self-
storage is a neighborhood-specific asset,
it appears there is sufficient demand for
the new product. Therefore, market con-
ditions are favorable for new develop-
ment. Specifically, the subject trade area
is defined as under-supplied.

Qualitatively, these factors underscore
the importance of market analysis in salf-
storage property and must be considered
in the conclusions of the guantity, quality,
and durability of the income level, Caraful
cash flow {static) modeling Is required to
reflect thase market characteristics. These
factors are also considered in the valu-
ation analysis and conclusions to insure
leng-run viability as an investment class.

Valuation
In this analysis of appraisal, all three
approaches are used in determining the
market value of the subject. The purpose
of the appraisal is to estimate the market
value “as is” at a given date. Market value
is briefly described as the most prob-
able price which a property should bring
in a competitive and open market under
all conditions requisite to a fair sale, the
buyer and seller each acting prudently
and knowledgeably, and assuming the
price is not affected by undue stimulus.
Market value "as is" means an estimate
of the market value of a property in the
condition cbsarved upon inspection and
as it physically and legally exists without
hypothetical conditions, assumptions, or
aualifications as of the date of inspection,
As an asset class, self-storage is gen-
erally not institutional grade (although
REIMTs ara widely traded). Consequenty,

B COST APPROACH SUMMARY

B Diect Costs _

i Self Storoge 54,550,000

M Clice-Apariment 5 0

el Site Improvernents § 250410

Y Subfolal 54,809.410
Indirect Costs (10%) S 480941
Subtetal $6,290,351
Developer's Profit (20%) 51,058.070
Subtatal 6,348,421
Less Depreciotion (2.86%) (181,383)

Deprecialed Value of Improvements
Lond Yolue

56,167,038
53,500,000

Cost Approach Conclusion

Rounded (1o nearest significant number)

e

SUMMARY OF BUILDING SALES DATA

59,667,038
§94485,000

Sale Date Name Price NOI/SF  §/SF
] Sub Curent Subject Example § 59.75 ]
1) 9/2006  Self Storage Comparable A 56,200,000 052 §12302
=y 2) /2006 Seff Slomge Comporoble B $4,580.000 $989 512991
g ) /2006 SeffStoroge Comporoble C - $10400000  §11.25  §14497

4) 300 SefStorage Comparable D $8,200.000 $1031  §12573

5) 5205  SeliStoroge Comparble B 58,300,000 $1008 512618

i Averages  §7,356.000 $1021 12996
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the investment market primarily relies on
direct capitalization in the income capi-
talization approach. For example, key
industry brokers, property owners, and
property managers utilize direct capital-
ization as the primary tool of income
capitalization, yet the use of discounted
cash flow analysis is rising rapidly. These
methodologies are corroborated by sur-
vey research as contained in the Summer
2008 Investor Survey. In fact, the survey
indicates 67 percent of respondents use
direct capitalization as the primary tool
of valuation analysis (33 percent reported
using some discounted cash flow analysis
with an average vield rate or internal rate
of return of 10.5 percent in a range of 10
percent to 11 percent). The cost and sales
comparnison approach are utiized 1o test
the reasonableness of the income capital-
ization approach and are given secondary
consideration in the final value conclusion.

Cost Approach

The cost approach is not often used by
investors as a primarily tool of asset pricing
and is generally given the least emphasis
in the final value conclusion, Nevertheless,
the cost approach is an important bench-
mark to test the highest and best use
conclusions (including market analysis
conclusions of feasibility) and is utilized for
an estimate of the subject land value and
insurable value (land value and insurable
value are not profiled). More recently, some
investors” buy critera is based on a price
below replacement cost,

Direct cost data should be based on
survey research as well as direct cost
comparable data (when avallabla). In this
example, the subject is a newer project
with a recent cost budget. The data is
compared to cost data published by
Marshall Valuation Services. In Section
14, page 28, the subject is estimated fo
be a Class C (concrete, block construc-
tion), good quality mini-warehouse with a
base cost of $49.11 per sguare foot. The
data by component is adjusted for the
following variables: current and local cost
multipliers. Comparatively, the subject
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cost budget at the time of development
indicates direct costs of 353 per square
foot. The data demonstrates a trend
of rising construction costs. Considering
both techniques and the small range,
the average is reasonably concluded for
direct costs of 54,550,000 ($50.90 per
« square foot).

Cost estimates should account for
site improvements such as parking and
landscaping (generally at about 32 to 54
per square foot of land area). Indirect
costs include the following: taxes during
construction, legal and accounting fees,
leasing and marketing expenses, and loan
fees or points. A range of eight percent to
12 percent of direct cost is typical of the
construction industry. The direct cost data
is summarized in Table 12.5.

The cost estimate does not include
developer compensation for overhead or
compensation for time and effort in the
project. As outlined in the Self-Storage
Investor Survey — Summer 2008, an aver-
age profit factor of 15.86 percent is fore-
cast on feasible, self-storage projects
{building costs only, not applied to land
value), In this example, a profit factor of
20 percent applied to improvement cost
is reasonable because of the strong mar-
ket conditions (demand exceeds supply).
Depreciation considers effects from physi-
cal deterioration, functional obsolescence,
and external cbsolescence. Depreciation
is defined as a loss in property value from
any cause. As the subject is relatively
new, nominal depreciation of one year
is estimated with a total economic life of
35 years, suggesting total depreciation of
2.B6 percent. The subject is detalled in the
cost approach summary in Table 12.5.

Sales Comparison Approach

Sometimes called the market approach,
the direct sales comparison approach
involves investigation of recent sales of
similar type properties and comparing
them with the subject to arrive at an indi-
cation of value, This approach is based on
the premise that an informed purchaser
would pay no more for a property than

2007 Sefi-Sloroge Almanac

the cost of acquiring an existing property
with the same utility. The weakness of
the approach is in accurately accounting
for the variables among the self-storage
building =ales. For example, as a test of
reasonableness, several tools of analysis
are warranted, On this basis, the sales
comparison approach is generally given
secondary consideration in the final value
conclusion. A brief analysis is presented,
beginning with comparable sales data in
Table 12.6.

Analysis of the data set centers around
elements of comparison that are the char-
acteristics of properties and transactions
that cause the price paid for real estate to
vary. Thera are 10 common elements of
comparison that should always be con-
sidered in sales comparison analysis (The
Appraisal of Real Estate, Twelfth Edition,
page 426), summarized in Table 12.7.

Units of Analysis

The building sales data indicates a value
range from $123.02 to $144.97 per
square foot with an average of $129.96
per square foot. Moreover, the range of

B ELEMENTS OF COMPARISON
1} Real property nghts conveyed
2) Fnancing terms

3) Conditions of sole
Bxpenditures Made
Immediately After Purchase
5) Market Conditions (Date)

&) Location

7} Phwsical Choracternistics

8) Economic Charachenstics
& Use

TABLE 12,7
L

10) Nonrealty Components

net operating income per square foot is
from $9.52 to $11.25 with an average
of $10.21 per square fool. Two units of
comparison are used in this analysis: the
effective gross incoma multiplier ([EGIM})
and the net operating income per square
foot. Both value indications are correlated
to a final estimate of value of the subject
under the sales comparison approach
with & comparison to the range of price
per unit and price per square foot from
the data set.

EGIM REGRESSION FIGURE

O ey
- ’ Q T—
o NN\
00— - N
A
) R LS
8.40- \J
8.40
8.20-
&00
N s 30 3% %
W EGIM W Estimate

Il EGIM ANALYSIS

= Item EGIM Expense(%)
i 7 0.2 29%
w 0.24 30%
= ) 2.18 30%
ny 1) 8.55 3%
5) 0.22 31%
SUBJECT 8.756 33%

| NOI PER SQUARE FOOT ADJUSTMENT

el Number NOI/SF  Varioance  Price/SF  Adjusted Price/SF
by e 5052 0.95% s123.02 512418
w R 5089 2 83% 51200 512623
E,' Three 211.25 -14 58% 514497 512364
d Four 510.31 4. 79% §125.73 sN7.9

e $1008  466%  $12618 $120.30

I e T X .: B ¥ . 5122‘35
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POTENTIAL GROSS INCOME

o Total Rented Units Units Rent Rent Monthly Annual

:,:j | Units Units  Qutside Inside Outside Inside Rent Rent

— R 77 0 31 46 550 545 $3.620.00 543,440.00

] 5x10 177 0 71 106 $90 585 $15,400,00 $184,800.00

ey 7.5x10 45 0 18 27 s115 5106 $4.905.00 §58,860.00

5y 10010 118 0 a7 71 5145 5135 516,400.00 5196,800.00
10x12.60 3 0 2 | 5170 5160 $500.00 56,000.00
10x15 118 0 47 71 5190 5180 $21,710.00 $260,520,00
10x20 110 0 44 66 5220 5210 $23.540.00 $282,480.00
10x25 32 0 13 19 2260 5250 $8,130.00 597 .5460.00
w30 5 0 & 3 $300 $280 $1,440.00 $17.280.00
Subtotal: 685 0 275 410 0 0 $95,645 $1,147,740.00
16 RV |6 0 16 5115 $1.840.00 $22,080.00
Total: Potential Gross Income $97,485 $1,169,820

COMPARABLE RENT DATA SUMMARY

B Unit  Subject Market One Two Thiee Four Fve S  Average
~ES8 550 x5 5 59 5% M5 S0 S 5
~ gl 500 5x10 84 582 585 60 $0 50 5§83
u 10 5145 0x10 513 5150 5122 5128 5138 §145 5138
oo [ 0x15 S0 5190 514 S17%%  §173 %189 S182
-E 0 520 10x20  S209 5226 5200 5198 5199 AA@ 5208
1025 5260 0x25 S0 5§23 nfo 5260 52/5 5o 520
1630 S300 10530 nfo 533 nfo 5300 S35 530 S35
1) 5115 A nfo  nfo 109 515 5115 8115 A4

NOI Per Square Foot Adjustment

It is very difficult to accurately derive a dol-
lar or percentage adjustment for each vari-
able. For example, the data shows a value
range (unadjusted). Furthermore, the data
does not specifically demonstrate adjust-
ments for all the variables, This technique
compares each sale to the subject based
on the net operating income per square
foot of rentable area. This results in an
absolute difference, accounting for all
the varables, In terms of one percent-
age adjustment. This absolute percentage
variance between the comparable and the
subject is directly applied as a net adjust-
ment to the price per sguare foot. The
analysis is summarized in Table 12.8,

Adjustment

This approach demonstrates the signifi-
cance of the income stream. In this exam-
ple, the subject forecast of net operating

Viluahon

income is essentially corroborated by the
data set. The subject varance (slightly
lower) is becausea of the configuration. The
variance among the data iz also the overall
capitalization rate. The data indicates a
range of 59 basis points with an average
overall capitalization rate of 7.86 percent.
Considering these factors, the subject
warrants a unit value conclusion near
average or $125 per square foot, Under
these parameters, the total value estimate
is calculated as follows:

75,528 squars fest X $125.00 = $9,441,000
Rounded to (nearest significant numbery: 59,450,000

Effective Gross Income Multiplier

The effective gross income multiplier
(EGIM) is based on the sales price divided
by the effective gross income of the
sale (after vacancy). The subject effective
gross income is derived from the estimate

of $1,084,423 with an expense ratio of
33.08 percent as detaled in the income
capitalization approach. The EGIM utilized
o derive a value estimate is selected from
the data range, not adjusted as in other
units of comparison, The EGIM is most
affected by the income characteristics of
the sale. In this regard, an analysis of the
expense ratios (expenses to the effective
gross income) and the corresponding
EGIM is appropriate as analyzed in Tables
12,9 and Chart 12.2.

Litilizing simple linear regression, the
data indicates the subject warrants a unit
value above average with far to strong
correlation (coefficient of -.59). Howeaver,
the data demonstrates that as the expense
ratio decreases, the EGIM increases. This
data set is consistent with market trends
and also suggests an overall capitalization
rate below the average of the data set is
warranted.

LUnder these parameters, the subject
wamants a unit value conclusion above
average. As the income based units of
analysis are impactad by the overall capi-
talization rate not measured in this analy-
sis, a unit value conclusion or an EGIM
of B.75 is concluded. The total value is
calculated as follows:

$1,084423%875= $9,488, 701
Rounded to (nearest significant number): 8,500,000
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Approach Conclusion

The two indications of value for the sub-
ject sales comparison approach ang sum-
marized as follows:

NOWSouare Fool:
Effective Gross Income Multipher:

$9,450,000
$9,500,000

The analysis of the data includes
guantitative and qualitative technigues to
derive reasonable adjustmeants to the data
sat, Quantitative technigues used include
finear regression and paired sales analy-
sis, The primary approach conclusions
indicate a small variance. Such close cor-
relation is good suppert for an approach
conclusion within the indicated range.
Furthermore, the approach conclusion Is
approximately $125.78 per sguare foot
or $13.859 per unit. Comparably, the
data indicates averages of $124.13 and
$13,367, respectively. The varlance is
primarily due to configuration and under-
scores the difficulty of accurately adjust-
ing data solely utilizing these two units of
analysis, Therefore, the approach conclu-
sion is $9,500,000. The sales comparison
approach is given less significant empha-
sis in the final value estimate to reflect the
market of this asset class. The approach
also demonstrates market demand for
self-storage product and Imited avail-
ability of product for sale. Consequently,
pricing is increasing and marketing times
are decreasing in this trade area.

income Capitalization Approach

The income capitalization approach con-
siders the market value of the subject from
the perspective of a typical investor. In this
regard, direct capitalization reflects the

| KEY VARIABLES

1y Lease Bosis

2) Escolation

3) Concessions
Conditions

5) Market conditions (ime)
&) Location

7} Physical Charactenshics

TABLE 12.12
L

market, |t demonstrates the expectations
of the market based on a static (stabilized
scenario) cash flow model, Therefare, the
income capitalization approach conclu-
sion is given primary emphasis in the final
value conclusion to be consistent with the
seff-storage investment market and most
probable buyers.

The potential gross income consists of
rental income and other income. Rental
income is derived from the self-storage
units. The only reliable way to calculate
rental income is by individual unit as out-
ined in Table 12.11. Analyzing rent per
square foot can be very misleading and lead
to emoneous results because rental income
iz dependent on the unit mix. Ancilary
income includes late fees, administrative
fees and retail sales of storage items (from
the office), truck rentals, and other mis-
callaneous tems, In this example, other
income is darved from all these sources
except for truck and equipment rentals.
Ancillary income is typically two percent to
five percent of gross incomea. The forecast
rent roll, detalling potential gross income, is
summarized in Table 12.12,

As a comparison and 1o determing
market rent for the subject, a survey of
similar self-storage properties in and near
the trade area has been conducted. Data
has been researched and analyzed for
the most typical unit sizes. Data specifics

OPERATING EXPENSES

CHART 12. 3

2000%

. Toes 2721%
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E Administation B.A%%
 OreSite Management 20000
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B ANALYSIS OF OPERATING EXPENSES
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concerning the rent rate, basis, term, con-
cessions, and other important parameters
have been verified. The self-storage rental
data indicates a wide value range for the
saeven unit sizes surveyed. As most of the
comparables are within the subject trade
area, most of the variances among the
data sat are due to distinct characteristics,
such as low or high demand for a par
ticular unit size. The data is analyzed to a
base unit size (10-by-10 inside). In cases
of inexact sizing, the most close unit match
is compared to the category. The forego-
ing comparable lease data is summarized
in Tabla 12.11,

Adjustment of comparable rent data is
very difficult because, unlike adjustments
in the other approaches, there is limited
text book methodology. Nevertheless,

rental adjustments should follow a logical
and sequential path to derive reasonable
market rate conclusions. Adjustments
should account for financial aspects of the
lease data, as well as location and physi-
cal characteristics. More Important than
mathematical equivalencies, however, s
actual data. In this regard, data is based
on quoted coupon rates that correlate wall
with specific data. For example, in the sur-
vey of comparable data, managers were
queried as to the actual amount being
paid by recently signed tenants as the
representative rate of the comparable (and
other parameters such as specials, dis-
counts, or other concessions). The seven
key variables that warrant consideration
for adjustment of the comparable data are
summarized in Table 12.12,

I MARKET-DERIVED OVERALL CAPITALIZATION RATES

o Sole Dale Number ~ Name Cap Rate
] Seplember 2006 Une Self Storoge Comparable A 7.74%
il Juiby-2000 Two Seif Storoge Companatie B 7 .61%
el by 2000 Thres Self Storage Compamble C 7.76%
?E March- 2006 Four Seif Storoge Comparable D B.20%
iy Fetruany-2006 Five Self Storoge Compaorabe E 7.99%
Average Overall Capitalization Rate 7.84%
B DIRECT CAPITALIZATION
Rental Income 51.149.620
B Ancillary Income 535095
Fotenliol Gross Incorme $1.20495
Less - Mocancy (10%) 120,491
Effective Gross Income $1.084,423
Less - Bxpenses
Temes S97.6850
Insurance 518,882
Repairs & Maintenance 526,435
Administration $30.211
OnrSite Management 571,752
Off-Site Monagement 554,221
Ltilities 522,658
Advertising 530,211
Miscellaneous 56 798
Total Expenses (32%) ;
Net Cperating Income §725,605 ]
Capitalization Rofe Q0075
Market Vialue Indication _ 59.674,738 |
Subject Conclusion (Rounded) 59.700.000

aluation

After adjustment, the average of the
data set is $138.00 per unit in a range of
$129.00 to $150.00, corroborating the
subject forecast rate of $145.00 per unit
per month, As the subject competitive
position will be high in the trade area, a
unit value conclusion slightly above aver-
age (5.07 percent) is warrantad for the
subject. Potential gross income of the
subject is detalled in Table 12.10 indi-
cating potential gross rental income of
$1,169,820 annually. Ancilary income is
reasonably forecast to be three percent of
rental income or $35,095 annually.

Vacancy

Vacancy is comprised of three main com-
ponents: stabilized or physical vacancy,
collection loss or credit, and rebates. In
the subject analysis, all three compo-
nents are combined to form a long-tarm
vacancy factor, Considering the subject
competitive position and typical turnowver,
a physical vacancy factor of eight percent
is concluded for the subject (this approxi-
mates ona month vacancy for each unit in
one year). As to credit loss, the market will
remain under-supplied. Therafore, a nomi-
nal credit loss of one percent is reasonably
concluded. Rebates, generally for short
terrns and used irregularly, are estimated
at one percent over the long run. Under
these parameters, long term vacancy is
concluded to be 10 percent at the sub-
ject. Such a forecast is consistent with the
forecast of market equilibrium, long-run
vacancy trends and the subject competi-
tive position within the markst.

Operating Expenses
The subject operates on a full-service or

gross basis, meaning all building operating
expensas are paid by the owner includ-
ing fixed and variable expenses. Fixed
expenses do not vary with occupancy
and include real estate taxes and insur-
ance. Variable expenses vary with the level
of occupancy and include the following:
repairs and maintenance; administration;
on-site management; off-site manage-
ment; utiities and advertising; as well
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as miscellaneous. Self-storage property
rarely incurs reserves for replacement.
Due to a relatively low break-even point
with respect to occupancy, seif-storage
expenses tend to be relatively inelastic or
stable (in terms of total amount),

Data is analyzed on the rentable area
» per square foot and as a percentage
of the effective gross income. To assist
in the forecast of operating expenses,
comparable expense data in the form
of survey research and specific expense
comparables are referenced. The sur-
vey research data is compiled from 513
properties nationwide collected in 2008
(based on year-end 2007 data). The data
was published by MiniCo as the 2008
Expense GuideBock for Self-Storage
authored by Cushman & Wakefield, Inc.
The data is detailed on a national and
western region basis and is compared to
the subject forecast,

The difficulty in utlizing survey research
iz that the scope and methods of accu-
mulating data vary for each category.
Consequently, the data can be skewed
by a limited amount of directly compa-
rable data. Moreover, this explains why
there may be large variances in several
categories, but the overall expenses are
generally similar, The function of the com-
parable data Is to provide a foundation for
analyzing the subject operating history as
the basis of the forecast. Expenses can
vary widely, particularly when analyzed
solely on a single unit of analysis such as
per sguare foot of rentable building area.
Therefore, the data is analyzed on both a
per sguare fool basis and expressed as
a ratio of effective gross income as a test
of reasonableness. The subject expense
forecast is summarized in Chart 12.3.
Based on the cumulative analyses, the
subject income and expense forecast are
reasonable as outlined.
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Overall Capitalization Rate

The overall capitalization rate is calculated
by dividing the net operating income by
the sales price. This basic direct capital-
ization formula can simply be described as
IRV {(where | is income, R is capitalization
rate, V is value) or /R =V (The Appraisal
of Real Estate, Twelfth Edition, page 529).
Ideally, the overall capitalization rate is
selected from the market through sales of
similar types of property. The data is sum-
marized in Tabla 12.15.

The data indicates a range of 59 basis
points, suggesting further tools of analysis
are warranted, To assist with understand-
ing the motivations and expectations of
markel participants and to provide a foun-
dation for yield analysis, other techniques
such as debt coverage ratio analysis and
band of investment can be utilized.

In this asset class, however, static or
direct analysis is the preferred capitaliza-
tion methodalogy. For added support, the
Summer 2008 Investor Survey completed
by the Self Storage Industry Group of
Cushman & Wakefield indicates a target
overall capitalization rate in a stabilized pro
forma of 7.55 percent. Typically, the mar-
ket data is emphasized in the conclusion
of the subject overall capitalization rate.
The market data corroborates the survey
research and secondary technigues of
estimating the overall capitalization rate for
the subject. Clearly, the data supports an
overall capitalization rate in a range from
7.25 percent to eight percent for the sub-
ject. Therefore, based on the foregoing, an
overall capitalization rate of 7.5 parcent is
reasonably concluded for the subject.

Direct Capitalization

Direct capitalization considers the income
from one stable year of operation of the
subject and capitalizes it into an indica-
tion of value. Under these parameters,

cienll

the direct capitalization and the income
summary are detailed for the subject in
Table 12.15.

Final Value Conclusion

The significance, applicability and defen-
sibility of each approach conclusion is
weighted in the determination of the final
value conclusion. On this basis, the value
conclusions from the three approaches

are summarized as follows:
Cost Approach: £9,665,000
Sales Comparison Approach; $9,500,000

Income Capitalization Approach;  $9,700,000

In this example, a narrow range of value
is indicated of $200,000 or 2.06 percent.
Maoreover, the data indicates the project
is financially viable as shown by market
analysis (demand) and valuation (income
approach is greater than cost approach).
The small variance in the three approach-
es suggests an approach conclusion any-
where within the range Is reasonable.
However, most investors emphasize the
income capitalization approach.

A powerful economic model, an
appraisal is an excellent tool to deter-
mine the value or worth of an Individual
self-storage asset. Appraisal is complex
and requires experience to understand
and utilize properly, although the model is
simplified for llustration in this example.
As the self-storage asset class has risen
in sophistication, so must the tools to
analyze the market, M
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