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I. Executive Summary

Overview

Why Cap-Ex Is Important

Inflationary-Like NOI Growth Does Not Come Cheap: The public apartment REITs have
spent, on average, 16% of NOI annually on total cap-ex over the past 15 years to generate
NOI growth of 2.5%-3%. Private market findings based on NCREIF data are similar. These
two data sets together represent nearly 800,000 apartment units.

True “Organic” NOI Growth Lags Inflation: Apartment assets become physically and
functionally obsolete over time as technology, consumer tastes, and consumer demands
change. Without periodic and meaningful renovations and enhancements (i.e., revenue-
enhancing cap-ex) — such as kitchen and bath upgrades — organic, long-term NOI growth
will lag inflation.

Suitable Cap-Ex Reserves are Big: An appropriate annual maintenance cap-ex reserve
for the average public apartment REIT is $940 / unit or 10-12% of NOI. Incorporating such
a reserve generates long-term NOI growth of 1.75% (assuming long-term inflation = 2.5%).

The Market Convention Can Be Misleading: The market tends to quote cap rates that
incorporate a $300-$500 / unit cap-ex reserve. This convention helps to normalize pricing,
but is unrealistically low for a long-term holder.

Cap-Ex Can Have a Dramatic Impact on Returns: Underwriting inflationary long-term
NOI growth and only maintenance cap-ex (i.e., excluding revenue-enhancing cap-ex) can
artificially inflate total unlevered return expectations by 50-100bps.

“Bought” Growth Complicates Results: REITs sometimes invest material revenue-
enhancing dollars in their properties, but do not remove these properties from same-store
pools. Therefore, some reported NOI growth is "bought" via these extra capital infusions,
making reported NOI growth not directly comparable across companies.

What about the "Greater Fool"?: Because cap-ex is routinely misunderstood and its
impact underappreciated, buyers and sellers may benefit from the existence of “greater
fools” in the market. That said, investors will be better served in the long-run to fully
account for cap-ex in cash flow estimates and / or residual values if they expect to hit their
return targets.
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II. Apartment Cap-Ex 101

Different Flavors: The upkeep and improvement of apartment assets can be expensed on the income statement or
capitalized to the balance sheet. Items that are capitalized generally come in three varieties: (1) recurring, (2)
infrequent or "non-recurring", and (3) revenue-enhancing. As defined in this report, Green Street's maintenance
cap-ex reserve incorporates both recurring and infrequent costs; total cap-ex includes all three components.

Capital Expenditures

Repair and Maintenance

1. Recurring 2. Infrequent / "Non- 3. Revenue-enhancing
Expenses A
Recurring
Description
Small dollar jobs and Expenditures that exceed a Non-recurring is a Money spent beyond
projects. Most turnover certain dollar amount are misnomer; infrequent is a recurring cap-ex that
costs fall into this bucket. capitalized to an asset's better descriptor. This improves an asset's
gross carrying value. Most  bucket generally consists of competitive position.
REITs have different big-ticket items with longer
policies and dollar triggers. useful lives.

| Expenditures That Are Typically Included |

Interior painting, Floor coverings, New roofs, parking lot Kitchen and bath upgrades,
landscaping, snow removal, appliances, cabinetry and paving, HVAC and window televisions, extensive
misc. small dollar building exterior painting. replacement. exterior / interior work, new
repairs. amenities.

| Accounted For By |

Operating Expenses Green Street's Cap-Ex Reserve NOI Adjustment

This excerpt is from Green Street Advisors’ Residential Sector Report, March 25, 2011. www.greenstreetadvisors.com © 2011, Green Street Advisors, Inc.
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ITI. Historical Cap-Ex Spend in the Public and Private Markets

Inflationary Growth at a Price: From 1995 to 2010, the public apartment REITSs reported average NOI growth of
2.6% and spent an average of 16% of NOI annually on total cap-ex. Data imbedded in the NCREIF property indices
over the same time period shows private operators spent similar amounts of cap-ex for comparable NOI growth.
Taken together, this historical data casts substantial doubt on the cap-ex figures commonly cited by many market
participants.

Public Apartment REIT Capital Expenditures and NOI Growth

mmmm Cap-Ex as % of NOI (It axis) ==@=Reported NOI Growth (rt axis)
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NCREIF Multifamily Capital Expenditures and NOI Growth

Cap-Ex as % of NOI (It axis) ==@=Reported NOI Growth (rt axis)
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IV. Cap-Ex Components and Expected Returns

Proper Underwriting Matters: Most apartment REITs need to spend maintenance / recurring cap-ex dollars and
revenue-enhancing dollars to maintain inflationary-like long-term NOI growth. If NOI growth is augmented by

incremental investment, the cost of that investment should be fully matched against that growth. Failing to do so,
while still underwriting inflationary-like long-term NOI growth, can dramatically inflate total return expectations.

The Make-up of Long-Term NOI Growth for the Unlevered Return Expectations Under Various
3.0% i . 1
Public Apartment REITs Cap-Ex and LT NOI Growth Assumptions‘"
Market Convention: Unrealistic
2w g manoso-2e ... 7/ 8.2% -
$350 / unit or /
5% of NOI Ignoring "bought" growth: Still a Stretch
o 8.0% -

2.0% - /
7.8% - Appropriate

1.5% $1290 / unit or

16% of NOI
7.6% +
$940 / unit or

1.0% - 11% of NOI

7.4% +
7.4% 7.4%

0.5%
7.2% +

0.0% - T 1 7.0% - T T 1

Organic Long-Term NOI "Bought" Long-Term Reported SS NOI Growth $400/unit, 2.5% LT  $950/unit, 2.5% LT  $950/unit, 1.75% LT $1300/unit, 2.5% LT
Growth Growth 1995-2010 NOI Growth NOI Growth NOI Growth NOI Growth
(1) Based on Green Street's published NOI growth estimates from '12-'16 and an average apartment asset with an initial economic yield of 5.3%.
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Green Street’s methodology and additional appendices

with charts and tables of cap-ex results by company are for client view only.
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s 20% 2000 53.4% 28.9% 5.9% 29.6%
o\o 1999 12.3% -9.0% -20.5% -6.9%
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