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Imagine you are an office manager for a medium sized firm of 20 employees. Under normal circumstances,
you and the staff would occupy around 400 sgm of office accommodation located in the CBD. But these are
not normal circumstances. Lockdown orders mean that all staff are currently working from home.

You are invited to a Zoom call by the CEO. In between regular interruptions of your 10-year-old requesting
you to help print the Storm Boy quiz, it becomes clear the CEO has big changes in mind for the post-COVID
world. You are informed that upon returning to the office, the new company policy will be to allow each
staff member 1 day per week to work from home (WFH). You have been given the task of negotiating with
the landlord the firm’s new office space requirements.

The maths is not as simple as it seems

All staff working from the office 4 instead of 5 days per week implies a 20% reduction in overall office
usage. However, in reality the actual reduction in space is far less.

Assuming the WFH days are not rostered and are available on a random basis, there are potentially days
when a large number of your 20 staff are in the office at the same time. You may even contemplate the
possibility that all 20 are in the office on the same day. If so, the decision will be to either have no reduction
in office space, or risk an uncomfortable and cramped office conditions on random days.

To put some science around the problem, you decide to run a Monte Carlo simulation? to calculate the
maximum number of employees on any given day over 100 days, and the chance (probability) of hitting
that number.

Again, assuming the days working from home are not rostered and generally random (for example, no
preference for Friday or Monday), the probability of at least 1 day (from 100) of each ‘number of staff in
office’ scenario can be estimated as below.
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What the above chart shows is that over 100 work days (approx 4 months), there is an 85% chance that at
least 1 work day will have all 20 employees in the office. Conversely, there is a 15% probability that at most
19 employees will be in. To be clear, there will be other days when there are less — but this analysis is
calculating the maximum workers in the office on any particular day over 100 days, since this is the basis for
the required office accommodation.

1 Monte Carlo simulations are used to model the probability of different outcomes in a process that cannot easily be predicted due
to the intervention of random variables (source: Investopedia).
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As office manager, depending on how un/comfortable an environment you want for your staff, the overall
space reduced will be between 0-5%.

Running similar analysis for 2, 3 and 4 days WFH scenarios results in less needed space (obviously), but the
relationship is far from linear.
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So even under the scenario where employees are allowed 4 (out of 5 days) to randomly work from home,
there is at least 1 day in 100 where 50% of staff will be in on the same day. So office usage is only reduced
by 50% despite 80% days worked from home.

How realistic are our assumptions?

The above analysis relies on the assumption that days taken to WFH are random. Of course, certain days
can be rostered, which will give more certainty about maximum office staff levels (and therefore provide
some certainty for lower space requirements). Alternatively, if there is no roster there could be bias toward
some WFH days (for example, Friday or Monday), which will almost certainly mean there will be no
reduction in office needs between Tuesday and Thursday.

To us, the idea of a rostered WFH day for staff seems unlikely. It seems to fly in the face of ‘flexible work
days’, which is the main attraction of WFH. We think it is more likely there will be biases for preferred days,
which suggests our analysis above is too bearish on overall long-term office demand.

The above analysis also assumes every employee will want to WFH 1 day per week. As the lockdowns
across Australia drag on (6™ time in Melbourne), it is reasonable to think this is an unrealistic assumption.
This would again mean our analysis above is too pessimistic.

Other considerations?

The idea of reducing office accommodation to save costs needs to be balanced with workplace morale. For
example, under the scenario of 2 days WFH, what’s the cost-benefit of reducing office space by 10%?
Assuming rent is (say) $1000/sqm/year (CBD), and the average employee accounts for (say) 20sgm, then
the savings equate to $2,000 per employee per annum ($1000 x 20 x 10%). Relative to the cost of
employment (especially for CBD-based businesses) and the cost of losing and re-hiring staff, is it really
worth it? Especially since, as office manager, you will be blamed for those days when all staff are in the
office and can’t find a desk (e.g. Sydney office during Melbourne Cup).
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Investment considerations

At Quay, we view office property as largely a commodity (with life sciences an obvious exception). Over
time, all commodities are priced at their marginal cost of production — or in real estate terms, replacement
cost. Buying above replacement cost is a sure way to lose money in real terms as newer stock is delivered
to the leasing market at better terms versus your purchase price. Buying below cost is an effective way to
preserve capital, as it is more difficult for new stock to compete.

So, when considering office property as an investment we simply ask ourselves two questions:
e Are the underlying office properties priced below replacement cost?
e Are they worth replacing?

The purpose of this article is to consider the second question.
If the answer to both questions is ‘yes’, an attractive investment opportunity may well exist.

What we don’t know is whether office tenants will ‘experiment’ with WFH scenarios, which will temper
short-term tenant demand — at least for the foreseeable future. In other words, it could take a long time for
values to recover, and the next development cycle to emerge.

But for long-term investors, this shouldn’t matter. Whether the recovery is quick or slow, so long as the
entry point is below cost, then the capital appreciation from the purchase will exceed a rise in building
costs (which should roughly match inflation). If an adequate return on capital is generated in the meantime,
then our investment objective (CPI + 5%) total return is achievable.
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Concluding thoughts

The pandemic has forced many of us to re-evaluate our personal and work life priorities. It is tempting in
the middle of such a disruptive event to extrapolate our current environment into the future; to assume
our behaviour as consumers, as workers, as individuals has changed forever.

Yet, as we have highlighted in previous Investment Perspectives, this is certainly not the case for retail; and
we think we have illustrated it is not likely to be the case for office.

Investing is about finding opportunities or investments priced for a pessimistic outcome that may not
happen. These types of investments can sometimes offer a skewed bet — not much loss if the market was
right, but big gains if wrong. The office sector may harbour such opportunities.
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For more insights from Quay Global Investors, visit quaygi.com

The content contained in this article represents the opinions of the authors. The authors may hold either long or short positions in securities of
various companies discussed in the article. The commentary in this article in no way constitutes a solicitation of business or investment advice. It is
intended solely as an avenue for the authors to express their personal views on investing and for the entertainment of the reader.

This information is issued by Bennelong Funds Management Ltd (ABN 39 111 214 085, AFSL 296806) (BFML) in relation to the Quay Global Real
Estate Fund. The Fund is managed by Quay Global Investors, a Bennelong boutique. This is general information only, and does not constitute
financial, tax or legal advice or an offer or solicitation to subscribe for units in any fund of which BFML is the Trustee or Responsible Entity
(Bennelong Fund). This information has been prepared without taking account of your objectives, financial situation or needs. Before acting on the
information or deciding whether to acquire or hold a product, you should consider the appropriateness of the information based on your own
objectives, financial situation or needs or consult a professional adviser. You should also consider the relevant Information Memorandum (IM) and
or Product Disclosure Statement (PDS) which is available on the BFML website, bennelongfunds.com, or by phoning 1800 895 388 (AU) or 0800 442
304 (NZ). BFML may receive management and or performance fees from the Bennelong Funds, details of which are also set out in the current IM
and or PDS. BFML and the Bennelong Funds, their affiliates and associates accept no liability for any inaccurate, incomplete or omitted information
of any kind or any losses caused by using this information. All investments carry risks. There can be no assurance that any Bennelong Fund will
achieve its targeted rate of return and no guarantee against loss resulting from an investment in any Bennelong Fund. Past fund performance is not
indicative of future performance. Information is current as at the date of this document. Quay Global Investors Pty Ltd (ABN 98 163 911 859) is a
Corporate Authorised Representative of BFML.
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