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The self storage sector has been the top performing
property type in 2 of the past 5 calendar years. In
fact, the Bloomberg Self Storage REIT Index
(Bloomberg: BBREPBST Index) has outperformed
the MSCI US REIT Index (Bloomberg: RMS G)
every calendar year since 2010, averaging 1,200 ba-
sis points (or bps; 1bp = 0.01%) better per year.
While some of the outperformance may be due to
the sector finally getting respect for some of its in-

herent attributes, cash flow growth was also superior

to other REIT property types over the same period,
thereby justifying the performance. However, the
self storage sector is underperforming the RMS by
1,977 bps year to date as of August 29, 2016. While
sector cash flow growth is decelerating, the sector is
still projected to be the top same store net operating
income (SSNOI) grower from 2016-2020, on aver-
age. The recent pullback is unjustified in our view
and presents a buying opportunity in a sector that
has appeared expensive for more than a year.

Figure 1: Green Street Commercial Property Price Index
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As we are now seven years into the current real es-
tate cycle, all sectors have benefited from the US
economic recovery coming out of the Great Reces-
sion. However, some have seen values rise more
than others. According to the Green Street Advi-
sors Commercial Property Price Index as shown in
Figure 1, the value of REIT-owned self storage fa-
cilities has risen 77% from the 2007 peak to July
31, 2016, more than 3,400 bps higher than the clos-
est sector (regional malls). In fact, self storage has
had an unprecedented value increase this cycle:
prior to 2007, self storage traded at an average dis-

count to other sectors based on price / AFFO (Ad-
justed Funds From Operations) multiples. Self
storage REITSs traded at an average AFFO multiple
of 17.9x from 2003-2007, while all REITs (includ-
ing self storage) traded at an average AFFO multi-
ple of 19.1x, implying a difference of 1.2x as
shown in Figure 2. However, from January 2008
to June 2016, the self storage sector traded at an
average 0.5x multiple premium to all REITSs (in-
cluding self storage), as well as averaging a whop-
ping 4.7x average multiple premium from January
to June 2016. So, what made this cycle different
for self storage?

Figure 2: AFFO Multiple Spread Between Self Storage and All Equity REITs
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This cycle produced especially impressive returns
for self storage due to the unprecedented cash flow
growth and cap rate compression from a broader
acceptance of the sector as an institutional invest-
ment. Self storage rent and occupancy growth
were essentially supercharged due to the large
companies’ ability to use the internet and call cen-
ters to squash competition. Not surprisingly, cap
rate compression followed, but at a level that was
unforeseen by many investors (and likely owners
too!). The combination of these two produced rec-
ord valuations for self storage.

Admittedly, we underestimated the growth in occu-
pancy and rent that the sector posted for the past
few years. Looking back to our October 2014
REIT outlook titled “The Self Storage Playbook™,
we boasted 2015 and 2016 SSNOI growth forecasts
of +4.9% and +3.9%, respectively. The actual
2015 average SSNOI growth for the self storage
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REITs was +9.3%, and the average guidance mid-
point for 2016 is +8.7% (does not include Public
Storage (NYSE: PSA), which does not give guid-
ance). Previous occupancy records have been
beaten in each of the past 3 years, and 2016 looks
to set another record high.

In addition to initially underestimating the occu-
pancy growth and resulting pricing power for land-
lords, cap rate compression was much more robust,
even including what we would have expected as a
direct result from the precipitous fall in interest
rates. Again referring to the October 2014 REIT
outlook, we said that there was a possibility that
several portfolios could garner cap rates below 5%,
which compared to Wall Street applied cap rates
above 6%. While we vehemently disagreed with
the cap rates applied to the REITs by Wall Street,
even we didn’t see cap rates going into the low
4%’s as they traded at the peak in March 2016.

“...as of August 30, 2016, the
sector premium has fallen to
0.5%, and two self storage REITs
are even trading at a discount to
NAV.”

Self Storage Versus Apartments

Comparing self storage to the apartment sector is
one useful tool to determine how an incremental
investor may be looking at sectors that share simi-
lar attributes. Both of them are heavily influenced
by population growth, location, and relatively short
lease terms. They also benefit from a lower home-
ownership rate, provide monthly cash flow, and
have low maintenance capital expenditures com-
pared to other sectors. According to data from
Green Street Advisors, apartments traded at an im-
plied cap rate (the cap rate implied by a company’s
current stock price) 60 bps lower than self storage
REITs from 1998-2007, with only 7 months where
self storage was at a lower cap rate. From January
2008 to July 2016, apartments averaged an implied
cap rate 10 bps higher than self storage REITs. In
fact, self storage has traded at a lower implied cap
rate every month since October 2011!

In our view, self storage should trade at a lower cap
rate than apartments. Though new supply can be
an issue, the REITs have a significant advantage
over their competitors in self storage, something
that cannot necessarily be said about the apartment
sector which is littered with successful private de-
velopers and owners. As a result, we project the
sector will grow SSNOI at 4.5% compounded for
the next 5 years, versus only 3% for the apartment
sector. Also, the capital expenditures are the low-
est among all sectors that own and operate com-

mercial real estate. Finally, there is a portfolio pre-
mium that should be applied in self storage due to
the benefits of scale on operating margins and the
fragmented ownership that exists nationwide.

A Long Term Consolidation Opportunity

Self storage REITSs traded at an average premium
to NAV (Net Asset Value) of 26.0% over the past
five years through August 2016 according to Green
Street Advisors. However, as of August 30, 2016,
the sector premium has fallen to 0.5%, and two self
storage REITs are even trading at a discount to
NAV. We believe that, despite decelerating funda-
mentals, the self storage REITs should trade at pre-
miums to NAV, albeit less than recent history, due
to excellent external growth opportunities, opera-
tional advantages over smaller competitors, and a
low cost of capital.

From 2011 to June 30, 2016, the storage REITs ac-
quired over 1,250 properties for a total of $11.5 bil-
lion. Recently, Extra Space (NYSE: EXR) ac-
quired SmartStop for $1.3 billion, and Sovran Self
Storage (how known as Life Storage (NYSE: LSI))
acquired Life Storage also for $1.3 billion. Itis
rare for large portfolio opportunities like these to
arise, and as a result, pricing is often highly com-
petitive. The REITSs must have a distinguished
platform value in order for the numbers to make
sense. In these instances, both companies expect to
gain efficiencies from additional scale as well as
enhance the operations of the newly purchased
portfolios, which should result in an average in-
crease of 75 basis points in yield within the first
year (with additional improvement expected in the
outer years). Though a humber of other sizeable
portfolio acquisition opportunities exist, most of
the long-term external growth will come from
“one-off” transactions.

Figure 3: Self Storage Market Share
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The 2016 Self Storage Almanac estimates the US
contains 51,000 self storage facilities, with 41,000
facilities naming storage as the primary business.
The largest owner is Public Storage with 6% of the
industry, while the top 10 operators control 15% of
the market. However, as seen in Figure 3, the fol-
lowing 90 operators only add an additional 4% in
market share. The highly-fragmented nature of the
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industry gives the self storage REITs an oppor-
tunity to grow through consolidation.

According to EXR, about 46% of the self storage
market is of institutional quality and not owned by
the REITs. We estimate this equates to about $200
billion in acquisition opportunities. If acquired by
the REITS, this would expand the Enterprise Value
of the storage REIT sector from about $70 billion
today to $270 billion, an increase of over 185%!

“The highly-fragmented nature of
the industry gives the self storage
REITs an opportunity to grow
through consolidation.”

The Best in the Business

Operational advantages have played an instrumen-
tal role in the consolidation of the storage industry
by the REITs. Because 85% of the industry is
owned by small operators of three or fewer facili-
ties, the typical private owner without an internet
presence or revenue management system is at a
major disadvantage. According to data compiled
by REIS, a real estate research firm, large self stor-
age operators (REITs and large operating compa-
nies like U-Haul (NASDAQ: UHAL)) from 2013-
2015 on average achieved occupancy rates 200 ba-
sis points higher and rent growth 50 bps higher
than smaller peers.

Figure 4: REIT Data Integration

Web

Revenue Dot Customer Call

Management Center
ammi

of 0gramming ,?647

"5/)/- Construction

% Management

%
oPmper:ty ?"\c
perating QQ
Systems @
Custom
internal development
allows for system Audit
integration between
departments

Accounting &
Finance

Information &

¢ 5, Legal
Technol & L
ogy /,}’ S

o
8, Q
Drag: S
Risk Stion with 53
Management

Executive

EETTy Leadership

Intranet /
Training Portal

Source: Life Sterage company documents

Much of the difference in performance can be at-
tributed to the quality of management that the
REITs are able to provide. The REITs’ size and
scale have made it affordable to invest in superior
operational technology as the companies are able to
disperse the costs across hundreds or even thou-
sands of properties. In particular, each REIT has
invested heavily to create customized platforms
that allow data from all departments to be inte-
grated seamlessly into a pricing system (Figure 4).
To put it into perspective, Life Storage’s revenue
management system has 56 different inputs!

Enterprising companies have tried to help smaller
operators close the gap, but problems still arise.

Small operators have individual applications avail-
able to them that address separate aspects of the
business, but a seamless program that allows the
data to be fully integrated (like the REITS’ sys-
tems) is almost non-existent. As it stands today,
the REITs have an immense operational advantage
and they are continuously reinvesting in their sys-
tems in order to remain the industry leaders far into
the future.

The Next Marketing Frontier

The internet is the fastest growing source of traffic
for self storage leasing, which makes a web pres-
ence crucial to gaining and maintaining market
share. Smaller companies without the ability to
create a website internally can use a “make-a-web-
site” company at a lower cost, but these websites
are not sufficient to meet the convenience needs of
today’s renter. Some of the common features on
self storage REIT websites are: location-based
property search functions, property-specific details,
up-to-date inventory and pricing, online chat, an
online reservation system, and a mobile version or

app.

Extra Space has found that 80% of customers use
their phone to search for a self storage unit; more
than the computer, tablet, call center, or any other
medium. Additionally, customers respond differ-
ently to the presentation of mobile data, and in or-
der to stay ahead of increasingly sophisticated
competition, mobile websites need to be more than
just “mobile-friendly”. As a result, EXR has made
mobile improvement one of its biggest priorities
for 2016.

Search engine optimization, also known as “paid
search”, creates yet another advantage for the
REITs over their competitors. Paid search is not as
simple as paying top dollar to be the first listing on
a google search. There is an art to it, and often the
optimal choice is to pay just enough to be in the top
handful of listings while targeting a certain demo-
graphic in order to fill a specific unit-type vacancy
within a precise market. The search results can be
so targeted that if two people were to google search
“storage in (city)” at the same time in the same lo-
cation, it is highly unlikely they would receive the
same results. To accomplish this is no simple task,
and EXR has a 100 person team that handles all
their interactive marketing efforts. The costs and
resources required to operate industry-leading web-
sites and attract customers via search engine opti-
mization highlight the disadvantage that smaller
operators have when competing with REITs, and
thus the consolidation opportunity in the years
ahead for REITSs.

Development at a Reasonable Pace

CBRE, a commercial real estate firm, expects 600
facilities to be delivered in 2016 with another 900
due in 2017, equating to 1.2% and 1.8% of existing
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supply, respectively. After factoring in the stand-
ard obsolescence rate of 1%, new supply should
not have a significant negative impact on cash flow
estimates. For comparison, the previous cycle av-
eraged annual new supply of 5.2%!

Assessing supply from a top-down view can put
the numbers in perspective, but it is important to
remember that storage is a localized business. Lo-
cation is often the determining factor for storage
rentals, and as a result, most facilities draw at least
75% of their tenants from within a 3-mile radius.
For the higher-quality REIT portfolios, manage-
ment teams claim the average trade area is closer to
two miles and can even be as low as half a mile in
denser miles. EXR estimates that 46 new facilities
are under construction within their portfolio’s trade
markets with another 26 in the planning phase,
which is only a sliver of the total new supply pro-
jections! The high-quality and well-located nature
of REIT portfolios should help insulate them from
the impact of new supply.

New supply isn’t all negative for the REITs,
though. Development is also a part of the compa-
nies’ expansion plans. As of June 30, 2016, the
self storage REITs had announced $1.5 billion in
planned development projects (includes joint ven-
tures and certificate of occupancy deals), which
equates to 10% of the expected deliveries for 2016-
2017 (assuming average investment of $10 million
per facility). Yields on developments can reach 8-
10% upon stabilization compared to average acqui-
sition yields in the 5-6% range for individual facili-
ties.

The self storage REITs are expected to produce the
highest cash flow per share growth of all REIT sec-
tors in 2016 and the second-most in 2017. Despite
decelerating fundamentals, cash flow and NAV
growth should remain above historical averages as
a result of superior operations and consolidation
opportunities. The self storage sector has proven
resilient in various economic conditions due to the
consistency of its demand drivers: death, divorce,
downsizing, and dislocation (also known as “the 4
D’s”). We view the sector’s current valuation as
one of the best buying opportunities the sector has
seen in recent memory.

Blane T. Cheatham
bcheatham@chiltoncapital.com
(713) 243-3266

Matthew R. Werner, CFA
mwerner@chiltoncapital.com
(713) 243-3234

Bruce G. Garrison, CFA
bgarrison@chiltoncapital.com
(713) 243-3233

An investment cannot be made directly in an index.
The funds consist of securities which vary signifi-
cantly from those in the benchmark indexes listed
above and performance calculation methods may
not be entirely comparable. Accordingly, compar-
ing results shown to those of such indexes may be
of limited use.

The information contained herein should be
considered to be current only as of the date
indicated, and we do not undertake any obligation
to update the information contained herein in light
of later circumstances or events. This publication
may contain forward looking statements and
projections that are based on the current beliefs
and assumptions of Chilton Capital Management
and on information currently available that we
believe to be reasonable, however, such statements
necessarily involve risks, uncertainties and
assumptions, and prospective investors may not put
undue reliance on any of these statements. This
communication is provided for informational
purposes only and does not constitute an offer or a
solicitation to buy, hold, or sell an interest in any
Chilton investment or any other security.
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