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Introduction

As a result of the Coronavirus pandemic, many corporations
adopted work from home arrangements to allow their employees to
safely navigate the turbulent period. As vaccines and boosters have
become more prevalent, companies are evaluating the policies they
adapted during the past two years to determine how to best utilize
office space moving forward.

While we believe this reevaluation of the use of office space will
certainly lead to companies offering more hybrid work
environments (i.e., both weom-home and ioffice work), we

also expect to see a parallel flight to quality within the office sector.
More specifically, we expect to see a major bifurcation in leasing
and investment performance for Class A office properties relative
to Class B and C office properties.

Prior to the pandemic, the office sector was already experiencing a
significant shift toward Class A modern office properties. The
growth in the technology sector led to an increase in demand for
newly constructed, Class A office space that featured open floor
plans, collaborative design elements, numerous amenities and ESG
(environmental, social and governance) friendly infrastructure. As
other sectors competed with the tech sector for top level talent,
more corporations began viewing office space as an investment to
attract and retain employees.

Looking forward, we believe the changes experienced over the last
two years will only accelerate this trend. We expect newly
constructed, Class A office space to see significant growth in
demand from corporations due to its ability to attract employees to
the office within a hybrid work environment. Class A office space
will allow corporations to continue to drive collaboration within
their workforces without mandating a completebffice work
environment.

Conversely, we believe Class B and Class C office properties will
suffer in the new office environment. When companies decide to
shutter office properties, we believe they will focus on closing
outdated Class B and C office properties that do not foster
collaboration and innovation and often fail to meet the increasingly
stringent ESG standards tenants have adopted in recent years.
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National Office Market Update

Office Fundamentals During the Pandemic

As shown in Exhibit | below, prior to the pandemic, the U.S. office market was
experiencing positive fundamentals with vacancy at 9.7%, annual rent growth of 3.7%
and annual net absorption of 46.3 million square feet (net absorption is the sum of square
feet that became occupied less the sum of square feet that became vacant over a given
period of time).

The impact of the pandemic started to become evident in the third quarter of 2020, and
the full impact on office leasing occurred in the first and second quarters of 2021 when
vacancy rose to 12.2%, rental rates declined by 1.6% and trailing twelve month net
absorption was negative 128.7 million square feet. However, office fundamentals have
shown signs of improvement in 2022 with absorption and rental growth turning positive.
With the rollout of vaccines and boosters across the country, we believe the positive
trends evidenced in the first quarter of 2022 indicate the office market will likely show
further signs of stabilization beginning in the third quarter of 2022.

Exhibit I Office Fundamentals (Q4-19- Q1-22)
o Tra/;(//;g[j'z;eolszggm‘h Tra////;% /Z;ngiy %/onz‘h Vacancy Rate
Q4-19 46.3 M SF 3.7% 9.7%
Q1-20 42.9 M SF 3.0% 9.7%
Q2-20 15.2 M SF 1.5% 10.0%
Q3-20 -27.7 M SF -0.5% 10.5%
Q4-20 -74.9 M SF -1.6% 11.1%
Q1-21 -122.2 M SF -2.1% 11.8%
Q2-21 -128.7 M SF -1.6% 12.2%
Q321 -88.8 M SF -0.3% 12.2%
Q4-21 -38.9 M SF 0.1% 12.2%
Q122 11.0 M SF 1.0% 12.4%

Source: Costar

While the figures above accurately portray the performance of the office sector as a whole
during the pandemic, we believe they do not showcase the differentiation in performance
within the sector. More specifically, newly constructed Class A properties experienced
favorable leasing trends relative to the overall sector, and many large organizations
announced significant letegm commitments to Class A properties during the
pandemic.

We will dive into this trend in further detail on the following pages as well as explain why
we believe the outperformance of Class A properties during the pandemic is
representative of lorigrm shifts occurring within the office sector.
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Overview of Class A vs. Class B & C Office Properties

Before discussing the performance of Class A properties and our forward looking
expectations, we have first summarized the characteristics and benefits of Class A office
properties relative to Class B and C office properties below.

Review of Office Classifications

Within the commercial real estate sector, office properties are generally classified as Class
A, B or C properties, which is indicative of the quality of the property.

Class A properties are typically newly constructed (or recently redevelompdlitiiigh
properties that incorporate the highest construction and design standards in the industry.
They often feature higdnd tenant improvements, fickiss architectural finishes, ESG

friendly infrastructure, open floor plans, modern HVAC and electrical systems, desirable
locations, and statdé-the-art technological capabilities. They also typically house
numerous amenities (e.g., full serviced lobbies, concierge services, dining options, cafes,
covered parking, fithess centers, and lounges) and offerdi@ss maintenance and

service to tenants.

Additionally, Class A properties are typically located in attractive locations that offer a

Ol warlepl ay 6 environment with proximity to rest
other lifestyle features. Class A properties are often located within close access to
transportation infrastructure, which provide ease of transportation for employees. As a

result of these characteristics, Class A properties typically attract the highest quality

tenants (i.e., credit worthy Fortune 500 companies) and garner the highest rents.

Class B properties are generally more outdated properties relative to Class A properties
and often do not feature the numerous amenities and modern design characteristics that
Class A properties offer. Additionally, Class B properties typically have more congested
floor plans relative to the opdasign, collaborative floor plans within Class A
properties. The locations of Class B properties are often less desirable than Class A
properties with less convenient access to restaurants, lodging and transportation
infrastructure. Due to these characteristics, Class B properties are often utilized for back
office operations while Class A properties are often used as headquarters or front office
operations. We believe this differentiation in use for Class A properties versus Class B
properties will result in further outperformance for Class A office properties from a
leasing perspective given headquarters and front office operations typically-require in
person collaboration and interaction while back office operations can often be completed
remotely.

Class C properties are typically older, outdated properties that do not feature amenities or
modern design characteristics. Class C properties are often not maintained to the same
standard as Class A or Class B properties, and many Class C properties feature outdated
infrastructure that can result in significant capital expenditure requirements for landlords.
As a result of the weaknesses of Class C properties, the user base for these properties is
much more limited than Class A and B properties, and Class C properties charge the
lowest rents in the market. We believe Class C properties are most likely to see increased
vacancy levels moving forward due to their inferior characteristics.

Page 3 ELMTREE FUNDS



Class A Office Performance During the Pandemic

Below, we have summarized the performance of Class A office properties during the
pandemic, and, on the following pages, we will discuss why we believe this relative
outperformance for Class A properties will continue moving forward.

Class A Properties Benefit from the Flight to Quality

Industry experts have generally reported that office users have historically favored Class
A office space over Class B or C office space due to the higher quality nature of Class A
properties offsetting the lower occupancy costs of Class B and C properties. We believe
this trend accelerated during the pandemic as a result of companies seeking high quality
office space that can offer employees an attractive alternative to remote working.

Exhibit Il below, which summarizes leasing data for office properties by year built,
highlights this trend. As shown in the exhibit, office occupiers generally favored office
properties built between 2015 and 2021 (which generally constitute Class A properties
while older facilities are generally categorized as Class B and C facilities), with this subset
of office properties generating positive 52 million square feet of net absorption over the
seven quarter period beginning in the second quarter of 2020 and ending in the fourth
quarter of 2021. The subset of office properties constructed prior to 2014 delivered much
weaker performance over the same period, which highlights the bifurcation in tenant
demand for Class A properties and Class B and C properties during the pandemic.

Exhibit II: 7-Quarter Net Absorption by Asset Quality
(Q2'20 to Q4'21)

2015 - 2021 | 52 M SF

2010 - 2014
2000 - 2009

1990 - 1999
-70 M S5F

Year Built

1980 - 1989

1970 - 1979

1960 - 1969

< 1960 -29 M SF
| | | | |

T
80MSF 60MSF 40MSF -20MSF 0 M SF 20 M SF 40 M SF 60 M SF

7-Ouarter Net Absorption

Source: JLL Research

Additionally, JLL research indicated the length of office lease terms increased significantly
during the later stages of the pandemic. In the second half of 2021, approximately 45% of
office leases featured lease terms of ten plus years. During the second half of 2020, only
approximately 25% of leases featured lease terms of over ten years. We believe this shift
indicates corporations are back to makingteng commitments to office assets that

can meet their loAgrm strategic plans, which, we believe, primarily represents newly
constructed, Class A properties.
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Outlook for Class A Properties

We believe the favorable leasing trends for Class A properties during the pandemic will
accelerate moving forward. In particular, we believe Class A properties will continue to be
favored by corporate users due to superior design characteristics, attractive amenities and
their ability to meet increasingly stringent ESG standards, all of which are discussed in
more detail below.

Amenities

We believe corporate management teams will view the amenities provided within Class A
properties as critical recruiting tools to attract and retain top talent, particularly in the
current competitive labor market. We also believe management teams will view Class A
properties with modern amenities as ideal for a hybrid work environment. Class A
properties with amenities can incentivize employees to return to the office under an
arrangement where employees have the ability to work in a hybrid environment. By
investing in assets with amenities, employers can ensure employees are motivated to come
to the office, which will allow corporations to maintain institutional training standards
and drive collaboration between employees without mandating that employees have to
return to the office fulime. Furthermore, we believe the various amenities included
within Class A properties can cooperatively create an energizing work environment for
employees that cannot be matched by Class B and C properties. While landlords for Class
B and C properties can invest capital to renovate properties, the underlying infrastructure
for Class B and C properties |Iimits | andlord
typically included within Class A office properties. Thus, we believe Class A properties
will continue to outperform Class B and C properties moving forward from a tenant
demand and leasing perspective.

Examples of amenities typically incorporated within Class A facilities include fitness

centers, outdoor patios and terraces, full service lobbies, concierge services and a variety

of dining options, among others. To showcase the use of these amenities in modern
facilities, we have provided several examples, which are summarized below and on the
foll owing page. The picture below showcases
Charlotte office property (see page 15 for additional details on this property).

Honeywel | 8s modern fitness center in their new Charlotte headquar

Page 5 ELMTREE FUNDS



Outlook for Class A Properties (Continued)

Amenities (Continued)

Facebookds recently constructed office tower
including modern lounges, outdoor patios and cafes to drive employee engagement as
shown below. Additional details on this property are included on page 10 of this paper.

Source: Facebook & Curbed Austin

Googl ebd recent commitments to office space f
companyds under construction St. Johnds Term
feature outdoor dining space and green space:¢
Union office features two full cafeterias, one of which is shown in the right photo below.

Additional details on the first property are included on page 11 of this research paper.
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Left Source: Oxford Properties; Right Source: Seattle Times
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