Cap Rate Compression Continues — Newmark Investors Survey Q3 2021
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By The self-storage asset class is now generally considered CORE or CORE+ commercial
real estate, comparable to office, industrial, retail, and apartments based on robust
underwriting criteria in our latest Investor Survey for the sector. Since our last survey six
months ago, cap rates have compressed an astonishing 44 basis points, on average, to an
average cap rate of 4.93 percent based on the Newmark Self-storage Investor Survey for
Q3 2021.

Cap rate compression was most significant for Class-C properties located in secondary and
tertiary markets with a decline of 75 basis points over the last six months, as the
competition to place capital in the sector continues to heat up. In the public REIT markets,
self-storage has continued to soar with YTD Change in stock pricing up 55.7 percent,
compared to S&P 500 increases of “just” 20.83 percent over the same time period (as of
Oct. 15, 2021). Key performance indicators are shown in the following table:

Self-storage rental rates and occupancy levels are at all-time highs, while cap rates are at
all-time lows, resulting in new high benchmarks in single asset and portfolio pricing.
Moreover, new construction is limited by supply chain challenges, leading to uncertainty in
material pricing and delivery dates. As a result of these risk factors, profit factors on new
development have increased. A recent picture off the Port of Long Beach highlights the
challenge.

Our Investor Survey for Q3 2021 not only indicates accelerated compression in cap rates
and increased profit factors on new construction, it also indicates compressing yield rates
and rising terminal cap rates for discounted cash flow (DCF), and DCFs are utilized by 92
percent of investors. This is a fundamental underwriting shift for the sector because it is
more analogous to CORE-based properties. So while cap rates are compressing, yield
rates (discount rate or Internal Rate of Returns) are compressing factor with lower spreads
to cap rates. However, terminal cap rates (at the end of a holding period) are rising at five to
10 bps per year of the holding period. This is to account for future risk. While the modeling
does not fundamentally change valuation conclusions, it demonstrates that the market
views self-storage and makes investment decisions about self-storage more like CORE
properties.

It is also interesting to note that while 10-Year Treasuries continue to rise, self-storage
lending rates have compressed slightly. Equity requirements have also declined for single
assets but remain above publicly traded REIT dividends for the asset class. While the
spread to apartment cap rates narrows for self-storage, the spread between the 10-Year



Treasuries is 334 bps, lower than the 20-year average spread of 3.89 and significantly
above spread lows experienced in 2006 of 254 bps. This helps explain market sentiment of
the market with the highest optimism score ever surveyed at 8.74 (scale 0 to 10). Market
participants also expect cap rates to continue to compress well into 2022 for self-storage.

Due to strong operational and investment performance during the pandemic, new capital
continues to store capital in the sector. Low loan losses, outperforming CORE CRE, has led
to an abundance of debt facilities at wide availability. The public markets (self-storage
REITSs) continue to outperform alternative investments.

The self-storage team at Newmark Valuation & Advisory surveyed market participants about
a wide variety of data points, including the usual cap rate, yield rate, and growth rates.
Survey participants include buyers, brokers, owners (small and large operators including
REITs, national, and regional owners), investors, lenders, and REIT analysts. Most
interviews were by telephone or electronic conferencing. Survey research interviews
referenced in this report occurred primarily in the Q3 2021. Additional information includes
trade area size, absorption time, marketing time, profit on costs, optimism index, and other
metrics. Over 50 market participants were interviewed, bolstered by anecdotal insights
gained from a record number of calls with key market participants. Survey results are
summarized and compared to 10 years of data in the Self-storage Time Series — Survey
Research chart as follows:

Segmentation by Investment Quality - 3Q 2021

ClassA ClassB ClassC
Discount Rate (IRR)
Range 5.00%-7.75% 6.30%-3.25% 7.00%-5.50%
Anerage: 7.00% 7.75% &.40%
Capitalization Rate
Range 400%-475% 4.50%-5.25% 5.00%-550%
Anerage: 4.56% 5.10% 5.50%

Terminal Capitalization Rate
Range 425% -525% 4.75% -5.75% 5.25%-7.00%
Anerage: 5.00% 5.40% 3.95%

Source: Mew mark Sl Storage hwestor Survey, 30 202

Self-storage rental rates and occupancy levels are at all-time highs, while cap rates are at
all-time lows, resulting in new high benchmarks in single asset and portfolio pricing.
Moreover, new construction is limited by supply chain challenges, leading to uncertainty in
material pricing and delivery dates. As a result of these risk factors, profit factors on new
development have increased. A recent picture off the Port of Long Beach highlights the
challenge.



Our Investor Survey for Q3 2021 not only indicates accelerated compression in cap rates
and increased profit factors on new construction, it also indicates compressing yield rates
and rising terminal cap rates for discounted cash flow (DCF), and DCFs are utilized by 92
percent of investors. This is a fundamental underwriting shift for the sector because it is
more analogous to CORE-based properties. So while cap rates are compressing, yield
rates (discount rate or Internal Rate of Returns) are compressing factor with lower spreads
to cap rates. However, terminal cap rates (at the end of a holding period) are rising at five to
10 bps per year of the holding period. This is to account for future risk. While the modeling
does not fundamentally change valuation conclusions, it demonstrates that the market
views self-storage and makes investment decisions about self-storage more like CORE
properties.

It is also interesting to note that while 10-Year Treasuries continue to rise, self-storage
lending rates have compressed slightly. Equity requirements have also declined for single
assets but remain above publicly traded REIT dividends for the asset class. While the
spread to apartment cap rates narrows for self-storage, the spread between the 10-Year
Treasuries is 334 bps, lower than the 20-year average spread of 3.89 and significantly
above spread lows experienced in 2006 of 254 bps. This helps explain market sentiment of
the market with the highest optimism score ever surveyed at 8.74 (scale 0 to 10). Market
participants also expect cap rates to continue to compress well into 2022 for self-storage.

Due to strong operational and investment performance during the pandemic, new capital
continues to store capital in the sector. Low loan losses, outperforming CORE CRE, has led
to an abundance of debt facilities at wide availability. The public markets (self-storage
REITs) continue to outperform alternative investments.

The self-storage team at Newmark Valuation & Advisory surveyed market participants about
a wide variety of data points, including the usual cap rate, yield rate, and growth rates.
Survey patrticipants include buyers, brokers, owners (small and large operators including
REITs, national, and regional owners), investors, lenders, and REIT analysts. Most
interviews were by telephone or electronic conferencing. Survey research interviews
referenced in this report occurred primarily in the Q3 2021. Additional information includes
trade area size, absorption time, marketing time, profit on costs, optimism index, and other
metrics. Over 50 market participants were interviewed, bolstered by anecdotal insights
gained from a record number of calls with key market participants. Survey results are
summarized and compared to 10 years of data in the Self-storage Time Series — Survey
Research chart as follows:



Tracia Araa (R

S oo - 0 A -G Ll 100 -R -l 1000 - oo - -l 1000 - Sl ) Lo BN 1000 - S
EREESE aal e e aal e ate E- gl FE aie g E-)
=i Iim it 1 LR iTa L v ~hld it L L0 " ='W
Doarmarad (ST par Pa )

Fagk e T-& & T-& ‘e - @ -&
EREESE T T. i T T. T T.iE TE

[ L T Tl R =Lt Foo Change LR pdr ' W
Caglolzsden Bam

g il - e 4 -l dalmen i il - w il —aila T il -l allm-a A milha il maala i il TN
EEEIeE i TR il iR Y il i P i Wl T Tilh
g - Bl -1 - - - £l e £ B £ Ty

A boac gt o Thma, (Bl )

g % -t o -t Morha T - Mondra - S M e Ti- e Monda - i e - S M oha Ti- e Monda % -G Marha T S Moha ol - i Meneh e -dbMaTha
EEE N ad E -l E 3 E i) i Ea E ) k-l E ) ) F
g & £ L E-34 1 ti -t Fa Charg &0 i i el

o arkad g Tirw (ko fat)

Fapk I-aNoThe -0 Monda, FRL N I-whonhe - whonda I -eMarha -8 Monda. - whonrie I -eMonha =T Monda. FRLL &~ Monha
Er e e 45 40 [ L) i3 aT 460 ik b a0 ab 4

= hangac [-+] -l N1 o 2 LE -] [ o Chapd F Change 4.0 £e-)
Profie jan Coa Only)

S Sl i Y A -ER Wh- i - -l A - - B W - A - U -0
EREESE e ) Zadla el & dm el ) Faf-t Fal co kGl E

= hangac Pl o) =i 4 il +iTh By W haChargs et L1 " ='W
o e e e (1440

g T -didh - el =N il -0l il el il - el -l - uilal - @i il -l il - Fiidal el - @i
EREESE T [+ T TE T. i W i ut TE T T

b L il TR e Stk =T -Lidh P Shuege leant FE i ' sl
Barbar Coralld ara.

o i e iTa iTa B iTa e iTm L T <im i Dl i

Cr e = e it E i B It L Sl i L) il
g Ll iih < Ll il £ Ll Fil Y iih 40 ey
Sramgy

LT e e <t Lol iTa B i = e e +Th <im
ik Ll ik i i i dika R Fa Faat R ] it
i L i ‘i He Ha E2 - Ea E= i i T
Dezounnad Caah Maw

- aaga Ee Wi e i i = Té ™ et = +
ikelieg Prariot L 0 o0 i ¥ L 0 e 2Pl ¥ L 0 e 2 L i e A Tl 2 L
o J sk e F=d Il il il Il gt il e Il FY Y
ol B (1 B8

RS il - Taa= 0T bl 0 TR R0l -0l RIRet DR RO -tiENe AR
PR S T LT R il e fhia g
Crangs Eml Foluna - 4% = = Bl = o2
Fancsl Grose i Fam

S el - GO 0 gl e - A S - G Eia -G S - S -l S - I Sl - O S -l Sl - s 1. - Rl
EREESE T Gl ol aalnm Gl e daim Sl Eala FE Y FEY
Crangs Eml Foluna = i -5 -t hos Craege - = o = -4 i )

oo et G i AT

g el - & 0l &0l - Rl il - i T - Bl L - Rl il - o O Il -0l Tl -5 0 il - S0 Il -0l il -5 il B
EREESE FRE Sl F= il Sl ol Flab B4 alla il Gl wila
“hargs (REk Folura, o . - i -2 T - oS haps - o o Craepd
Tarrdrad S Bam

g tiam - Tl TR T T -a T TR - w TR LT —aTia Sl il madla aiim-ada sl mila il maalh - T T. i -l
ERE S - Y e EE aalha s H Rl R il T Tl
Chargd (Bmi Polurm £ E--3 4] T " £ £kl A4 “ - g T

i paad o Zap Fack ke Fona 0 = F = i = E3 i = i i 4

R. Christian Sonne, CRE, MAI, FRICS -October 28, 2021

This article is provided courtesy of AZSA with the permission of Mini-Storage Messenger
magazine. © MiniCo Insurance Agency LLC. All Rights Reserved. It is not intended for
further reproduction/distribution without the exclusive permission of MiniCo Insurance
Agency LLC.
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