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Introduction

This report is a compilation of analyses and studies conducted by applying five years of
data from the birth of J-REITs and is based on the research results of the Association for
Real Estate Securitization’s (ARES) J-REIT Product Property Study Group (J-REIT
Study Group).

The J-REIT Study Group was founded in fiscal 2002 with the objective of clarifying the
product properties of J-REITs. The first listed J-REITs listed in September 2001 and
the J-REIT Study Group conducts qualitative analyses of the differences and
similarities of J-REITs with other financial products explicitly to promote investment in
J-REITs. In accordance with this, ARES filled a supportive role for the research
activities of Professor Kazuhiko Ohashi of the Graduate School of International
Corporate Strategy (ICS) at Hitotsubashi University that he conducted as a guest
researcher of the Policy Research Institute for Land, Infrastructure, Transport and
Tourism of the Ministry of Land, Infrastructure, Transport and Tourism. After three
years of support over fiscal 2002, 2003 and 2004, ARES has continued researching this
area but as its own independent project since fiscal 2005. Past research results have
been published in the Study and Research Results Report of the Policy Research
Institute for Land, Infrastructure, Transport and Tourism and the ARES Bulletin titled
ARES.

One of the major characteristics of the J-REIT Study Group is that it has conducted
verification analysis using real data regarding J-REITs and other market related
indices based on financial theory and has done so continuously since the inception of the
J-REIT market. Initially, the data period was short as little time had passed since the
formation of the market and this put large limitations on the analysis. The thinking
was also indicated in the process of forming the J-REIT Study Group that is also our
ultimate conclusion that, “There is a need for at least five years’ worth of data on the
J-REIT market to enable precise analyses to be conducted when considering the
correlation with research to date on changes in the economic environment, real estate
market cycles and securities cycles.” Although our analyses used data that only covers
a limited period but that is based on this recognition, the J-REIT Study Group
continued to conduct research that could be conducted at each point. Fortunately, the
verification analyses results on J-REITs reached by the J-REIT Study Group have been

cited in many research papers. We are convinced that this is true because the research



of the J-REIT Study Group is one of the rare cases of research continually conducted

from soon after formation of the J-REIT market.

In September 2006, the J-REIT market celebrated its fifth anniversary and the required
five years of data for precise analyses was accumulated. In other words, an
environment has been established that makes verification analysis using data to
determine the product properties of J-REITs in the Japanese financial and real estate

markets easy to conduct.!

This Report clarifies the transformation of the J-REIT market during its early years
through a combination of interviews of market participants and related data.
Additionally, results of the verification analysis concerning J-REIT product properties
that was conducted using 5 years of data is indicated. The report also provides an
overview of the ARES J-REIT Property Index that became possible through the
accumulation of data related to J-REITs, its future prospects and current status and
future measures related to real estate investment by pension fund. The growth of the
J-REIT market from its inception to today is a historical development for the Japanese
financial and real estate markets and the fact that we are now able to compile a report

such as this is meaningful in and of itself.

We received the assistance and cooperation of many individuals in establishing this
Study Group, conducting continual analyses and compiling this Report. Professor
Kazuhiko Ohashi of the Graduate School of International Corporate Strategy (ICS) at
Hitotsubashi University has handled the analyses since the formation of the Study
Group. He has also provided vast cooperation in the discussions thereafter and the
compiling of this report. Many active market participants also contributed precious
time to held conduct interviews related to the J-REIT Study Group. Further, the
J-REIT Study Group recently had Hiroshi Ishijima of the Graduate School of
International Accounting at Chuo University and Matsushima Junnosuke of the
Department of Innovation of the Graduate School of Engineering Science at Osaka

University worked together to conduct verification analysis of J-REITs based on new

1 Immediately prior to completing this report the following research was conducted
independent of this research that concerned the J-REIT market (Asahara Daisuke, Position
on Deviation in Business Efficiency of J-REITs, 2007, NLI Research Institute Report Volume
46, STB Research Institute, Verification Research of J-REIT Risk Factors, 2007, study
entrusted by Trust Sixty Foundation). We are truly elated that many efforts to spread
knowledge concerning the J-REIT market have emerged and we ask for interested readers
to refer to such research



methods. Their results are indicated in this report. We would like to take this

opportunity to thank all of you.

The J-REIT market will continue to face a myriad of circumstances and continue to
change. We would be pleased if this record of the formative years of the J-REIT

market can be used for a lengthy period into the future by you.

October 2007
J-REIT Product Property Study Group

Association for Real Estate Securitization
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Foreword Overview of Japanese Real Estate Investment Trusts

1. The Birth of Listed J-REITs

Real Estate Investment Trusts are commonly called REITs after their acronym. REITs
were introduced all over the world beginning in the U.S. in the 1960s and more than 20
countries globally already have REIT systems in place. At the very least ten of these

countries have listed J-REITs being traded.

The revision to the Securities Investment Trust Law in 2000 in Japan added real estate
to the assets that could be managed by an investment trust, which traditionally was
primarily limited to negotiable securities, and this enabled the origination of REITSs.

Eventually REITs in Japan began to be referred to as J-REITs.

On September 10, 2001 two J-REITs were listed for the first time on the Tokyo Stock
Exchange — Nippon Building Fund and Japan Real Estate. This was the birth of the
listed J-REIT market.

2. Structure of J-REITs

THE J-REIT system is regulated based on the Investment Trust Law (ITL). ITL
regulates two systems — the investment trust system and the investment corporation
system and the investment trust system is further categorized into the Investment
Trust Fund with instruction by trustor and the Investment Trust Fund without
instruction by trustor (Figure-1). When the investment asset is broadly speaking real
estate the product is referred to as a J-REIT. However, caution is necessary because

the laws governing REITs differ by country.

Figure-1 Overview of the Investment Trust System
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Prepared by ARES

Presently, all listed J-REITs have been established based on the investment corporation
system of the ITL. The overview of the investment corporation system is presented in
Figure-2. There are no listed J-REITs based on the investment trust system as of now.

Figure-2 Overview of Investment Corporation System
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Prepared by ARES

Generally, both the open end and closed end model can be used when utilizing the
investment trust system. The open-end model is a structure where money is refunded
to the investor when the investor demands it and the closed end model is a structure in
which there are no refunds. Since before many of the securities investment trust
products utilized the open end structure of the investment trust system due to historical
developments, product design and other perspectives. In contrast, all of the listed
J-REITs are presently using the closed-end structure (Figure-3).

Figure-3 Types of Investment Trusts and Investment Corporations

Investment trust (contract) Investment corporation (company)

Closed end | Securities investment trust (unlisted)/ETF (listed) | J-REIT (listed)

Open end Securities investment trust (unlisted) -

Prepared by ARES

J-REITs use the closed end structure because it is difficult to dynamically sell and
monetize real estate, the asset managed by J-REITs. If a J-REIT were to use the

open-end structure, a need would emerge for the J-REIT to immediately sell the real




estate, the investment asset, and refund the investor, to meet the refund demand of the
investor. However, the liquidity of real estate is low and there is no guarantee that it
can be converted to money immediately, meaning there are potential obstacles to
handling demands for refunds from investors. This is why J-REITs use the closed end
structure where there is no need for cash to refund investors and the market converts

the investment into cash.

Figure-2 clearly shows that J-REITs outsource general administrative affairs, asset
custodianship and asset management rather than conduct these itself. The J-REITs

have the obligation to outsource these operations to a third party.

However, it must be noted that it is not a widely opened practice for REITs to have
structures that require outsourcing of operations. For example, U.S. REITs are
allowed to manage their on assets and are known as internally managed REITs. On
the other hand, when REITS don't conduct their own asset management they entrust

the work to the outside and are known as externally managed REITs.

3. Avoiding Double Taxation

J-REITs are corporations by definition and thus in principle should be subject to
corporation taxation. In addition, investors that have received distributions from
J-REITs are additionally charged on these distributions. If this general principle is
followed to its conclusion, investment into J-REITs results in double taxation at the
J-REIT stage as a corporation and at the investor stage. This leads to the issue that
the returns for investors are smaller than that which can be obtained by directly
investing into real estate. The operations of J-REITs are limited, though. They
include decisions and practical affairs related to acquiring, selling, leasing and
managing real estate and the J-REITs can conduct other business simultaneously as
long as these have been filed with the government and approved. However, the
concurrent operations are limited to those listed as not potentially harming investors.
Therefore, despite the fact that investment in J-REITs is very similar to investment in
real estate, if there is a double taxation problem like that mentioned before a major
disparity in levied taxes emerges between direct investment in real estate and
investment in J-REITs. Consequently, a number of conditions have been established
that if fulfilled function as a means to avoid double taxation and allows distributions to

be accounted for as expenses and a structure to be formed where corporation taxes are



in reality not paid. There are a number of conditions that must be met for
distributions to be recorded as expenses but the main condition is that over 90% of
profit can be distributed must be distributed. Presently J-REITs are in fact
distributing roughly 100% of this profit and in reality corporation taxes are not being
levied on J-REITs. Thus the issue of double taxation with J-REITs has in fact been

avoided.



Chapter 1 Metamorphosis of the J-REIT Market

This chapter provides an overview on the metamorphosis of the J-REIT market since its
founding. The J-REIT market began as a completely new market and this chapter will
reveal the trends of J-REITs since the founding period by looking back on how it
expanded, trends of new J-REIT IPOs, progression of diversification, and changes in
market related indices such as J-REIT prices. The chapter will also study present
issues and future prospects of the J-REIT market.

1. Expansion of the Market

Upon the listing of the first two J-REITs on September 10, 2001, the total market size
was about 260 billion yen and this had grown to 41 J-REITs and a market cap of about
6.3 trillion yen by the end of March 2007. In less than five years the J-REIT market

had grown a remarkable more than 20 times its initial size (Figures 1-1 and 1-2).

Figure 1-1 Comparing the History of J-REIT Market Capitalization and Total TOPIX
Market Capitalization

Prepared by ARES from ARES J-REIT View




Figures 1-2 Comparing the History of J-REIT Market Capitalization and Market Cap of
Real Estate Companies on the First Tier of the TSE

Prepared by ARES from ARES J-REIT View

In a comparison with the stock market the total market cap of J-REITs as of the end of
March 2007 amounted to about 1.15% of the total market cap of the first tier of the TSE
and about 33.82% of the total market cap of real estate companies on the first tier of
TSE. Both of the comparisons decreased in the latter part of 2005 but had advanced
phenomenally compared to the original start of the market (Figures 1-1 and 1-2. Also
this decrease is not necessarily due to a slow down in the expansion of the J-REIT
market but due to the buoyancy of the stock market itself.) There has been steady

growth in the market presence of J-REITs.

This growth in the market cap of J-REITs is a result of 1) the increase in the number of
J-REITs, 2) the growth in the asset size of each J-REIT, and 3) the rise in price of
investment units. The following is an analysis of how these individual factors
contributed to increasing the market cap of J-REITs.

2. Evolving Quantity of Listed J-REITs

Figure 1-3 indicates the historic evolution in the quantity of listed J-REITs.



Figure 1-3 Historic Evolution in the Quantity of Listed J-REITs

Prepared by ARES using published data of the Tokyo Stock Exchange.

There was a particularly conspicuous growth in the quantity of listed J-REITs in fiscal
2005 and 2006.

This however does not mean that the growth in the new listing of J-REITs has always
been steady. A glance back at the period soon after formation of the market reveals
that there were no new IPOs over the year from the listing of the sixth J-REIT on
September 10, 2002. The new listing of J-REITs could instead be seen as stagnating

with the number locked on six.

On September 10, 2003 the seventh J-REIT finally sited and since then there has been a
steady quantity of new J-REIT IPOs. The J-REIT market had escaped from the period
of stagnation and entered a period of growth. Further, since July 2005 the pace of new

IPOs grew rapidly and a listing rush developed.

There are many industry analysts who point out however that it is not as if the founders
of the J-REITs have actually timed their listings. Therefore, the concentration of so
many IPOs at this point of time is not necessarily a result of the strategies of each
J-REIT. This is because there are too many factors that impact or can impact the
timing of a new IPO including conditions surrounding the founder of the J-REIT,

market conditions, various problems that emerge in the process of listing a J-REIT, etc.



There were reasons behind the founding of each of the J-REITs and the various
conditions that led to these reasons resulted in situations where it was not necessarily

possible for the J-REIT founders to control the situation.

Even so the conditions behind the J-REITs that listed in the early period after the
market formation must have been very different from today. At the time, J-REITs
were in part perceived as a new non-asset business due to the deteriorating financial
conditions of the time and the difficulty in procuring capital due to dropping ratings and
consequently many J-REIT founders possibly saw them as a new way to divide
businesses in which they would develop properties and have the J-REITs buy and own
them. Consideration of this type of condition that the companies in the financial and
real estate worlds was in can lead to the conclusion that entry into the business of
J-REITs with its new possibilities was only natural. However, it is also a fact that at
that time the product properties to be indicated by J-REITs were unclear, as were how

they would be accepted by investors.

Within these conditions, trends emerged among corporates of renting rather than
owning real estate and of monetizing the property they held to reduce liabilities in line
with demands from financial institutions. This also led to the social phenomenon of a
need to have a receptacle for the real estate. These factors combined with the fact that
players in the industry sought to fulfill their mission of meeting various societal
demands such as contributing to an economic recovery and the emerging shift in the
approach of individuals regarding money from savings to investing provided a
groundwork for J-REITs to be formed. This sense of duty provided the impetus to
forming the market and has served as one of the platforms for the market's

developments since.

3. Metamorphosis of the J-REIT Market

Compared to traditional financial products, the frequency of transactions involving the
underlying real estate were fewer and it was difficult to grasp the market value of real
estate. Real estate prices also tended to be determined through negotiated
transactions. However, with the appearance of J-REITs as a new listed real estate
securitization product, it has become possible for even greater numbers of investors to
participate in transactions through securities exchanges and J-REITs also made it

possible to view the actual transaction price. Market prices that can be viewed serve



as a signal for market participants and the dissemination of price information by the
market enables the market price of risk to be grasped. This is very important in the
aspect that it generates into action the adjustment and coordination function of the
market. The fluctuation of J-REIT prices also serves to define the product properties
of J-REITs and is a vital index for indicating market trends including being a factor

behind the changing market cap that indicates market trends.

The following looks on the history of J-REIT pricing based on this type of issue

awareness.

3. Price Stagnation at the Inception of the Market

The prices of J-REITs slumped when the first J-REITs were listed in 2001. One of the
perceived reasons for the slump was the lack of clarity about the extent of distributions
to be realized from J-REITs, as they were a new product. There was also the fear of a
deterioration in the supply and demand relationship within the real estate market due
to the influx of major buildings expected in 2003 (the first J-REITs were primarily office
J-REITs).

There was also the issue of the institutional investors and banks that were to become
the primary investors in J-REITs not yet having platforms for investing in them (this

report will later cover how this platform was developed).

In reflection of the price slump of investment units at this time, the P-NAV2 of each
J-REIT initially fell below 1. In other words, the listed market judged the value of the
J-REITs to be less than its dissolution price and the J-REITs had failed at gaining a
positive valuation from the market. The start of the J-REITs was difficult to say the

least.

3.2 Rise In Price Accompanying Elimination of Anxiety Regarding J-REITs

After the first J-REITs listed, Nippon Building Fund and Japan Real Estate became the

first to announce their accounts for the first fiscal period with the former announcing

2 This is calculated by dividing the investment unit price by the NAV per unit (gross asset
value/outstanding investment units). Although it is a concept that is similar to PBR, PBR
is an index based on the book value, NAV is based on the market value



them in March 2002 (the results of the first fiscal period ended in December 2001) and
the latter announcing them in May 2002 (the results of the first fiscal period ended in
March 2002). These announcements represented the first ever announcement of
J-REIT management performance and the information replaced the vacuum of
information that had existed regarding management performance. These reports
announced distributions that were greater than initially forecast and led to a further
understanding of J-REITs. An analysis of the PBRs of each of the initial J-REITs
reveal that they recaptured a PBR of 1 over the year from their listing. This reflects

the reaction of investors to the first announcement of results.

Later it became clear that the initially feared 2003 problem had almost no negative
influence on the assets owned by J-REITs and the J-REITs continued to chalk up
reports on new periods’ accounts. These served to further deepen the understanding of

J-REITs.

Figure 1-4 indicates the TSE REIT index that has been published since March 2003.

Figure 1-4 Historic Fluctuation of the TSE REIT Index

Prepared by ARES using data disclosed by the Tokyo Stock Exchange
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The Tokyo Stock Exchange (TSE) REIT Index is an index calculated by the TSE
according to the method used for the TOPIX that applies to all REITs listed on the TSE
(the index doesn’t incorporate REITs into TOPIX but calculates the REITs separately as
their own index). The index indicates pricing trends with March 31, 2003 calculated as
1,000. This indices indicates the average movement since April 2003 of investment
unit pries for J-REITs and it is evident that since its introduction in April 2003, through
around mid-July 2005 the investment unit prices have more or less climbed
continuously. The prices of J-REITs have clearly escaped from the original price
stagnation to increase. This is also the time when the number of J-REITs also began to
increase. The reasons behind this were that the new IPOs of J-REITs and their prices
experienced positive developments for J-REITs through the stagnant period ending in
September 2003. The following chronological table indicates the primary

developments.

November 2000 Revision to the Investment Trust Law makes it possible to

incorporate J-REITs

March 2001 TSE creates the J-REIT market

September 2001 Nippon Building Fund and Japan Real Estate list on the TSE

March 2002 Japan Retail Fund lists

June 2002 Both ORIX JREIT and Japan Prime Realty listed on the TSE
The QICK REIT Index is developed

September 2002 Premier REIT lists on the TSE

December 2002 Announcement of outline of Tax Reform (transfer tax and dividend
tax becomes 10% from April 2003)

Japanese Bankers Association issues a circular on accounting for
J-REITs to all member banks

11



(becomes possible to account for J-REIT earnings as net operating

profit of banks)

April 2003 Revisions to the tax system
Announcement of the TSE REIT index

May 2003 MSCI uses two J-REIT companies for the index

July 2003 REITs can now be placed in funds of funds

September 2003 | Tokyu REIT and Global One Real Estate list (first J-REIT listings

in about 1 year)

Prepared by ARES

In particular, the announcement in the outline of Tax Reform that the tax rate on both
dividends and the transfer tax would be lowered form 20% to 10% had a significant
impact. Another key development that spurred investment in J-REITs by banks was
the circular from the Japanese Bankers Association to member banks that stipulated
regarding the accounting of J-REITs that their profit could be recorded as net operating
profit of the bank.

In addition to the TSE REIT Index being announced beginning in April 2003, Morgan
Stanley Capital International conducted a review of the MSCI Japan Index issues,
which serves as the benchmark for overseas pension funds, and for the first time
incorporated two J-REITs — Nippon Building Fund and Japan Real Estate — in the index.
This further deepened the understanding among pension funds and other domestic and
overseas institutional investors concerning J-REITs. In all of these cases the

developments served to greatly heighten the recognition of J-REITs among investors.

The self-governing rules of the Japan Investment Trusts Association were also amended
in July 2003 to make it possible for funds of funds to invest in J-REITs. The opening of
investment into funds of funds not only made it possible to invest in J-REITs through
an amount of only around 10,000 yen, the environment was put in place for allowing the

selection of J-REIT issues to be left to investment professionals. The fact that many
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funds of funds were created that invested into J-REITs and that these become popular is
also a dramatic contributor to the expansion of the J-REIT market. Lying behind these
developments is the fact that the respective J-REIT companies were realizing steady
dividends without fail (see Figure 1-5 through 1-9)

Figure 1-5 History of Distributions per Unit (Nippon Building Fund)

Prepared by ARES using the securities report of Nippon Building Fund

Figure 1-6 History of Distributions per Unit (Japan Real Estate)

Prepared by ARES using the securities report of Japan Real Estate
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Figure 1-7 History of Distributions per Unit (Japan Retail Fund)

Prepared by ARES using securities reports of Japan Retail Fund

Figure 1-8 History of Distributions per Unit (ORIX REIT)

Prepared by ARES using securities reports of ORIX OREIT
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Figure 1-9 History of Distributions per Unit (Japan Prime Realty)

Prepared by ARES using securities reports of Japan Prime Realty

The acceptance of J-REITs as a safer asset by investors resulted in an increase in
investors who can invest despite a low return and this in turn explains the rise in the
price of investment units. In other words, the reason behind the rise in J-REIT prices
during this time is that the elimination of anxiety concerning J-REITs led to a greater
awareness that “J-REITs are a safer asset than first thought.”

3.3 Stable Pricing Level of Movement within a Range of a Spread of about 2%

Figure 1-10 indicates the dividend return of J-REITs, 10-year Japan government bond
return and the spread between the two.

15



Figure 1-10 Historic Path of Spread between J-REIT Dividend Returns and 10-year
Japan Government Bonds

Prepared by ARES using materials from Bloomberg

Figure 1-10 indicates that after the spread between the dividend returns of J-REITs and
the 10-year JGB return initially surpassed 4%, it largely decreased over time. The
greater the spread indicates that the dividend return is greater than the 10-year JGB,
which is a safe asset and indicates that to investors the product is judged to be a high
risk product. The drop in spread between the latter half of 2002 and early 2004 can be

interpreted to be the process of the gradual elimination of anxiety concerning J-REITs.

On the other hand, in the ensuing period with a stead price the spread has generally
fluctuated at around 2%. When the spread falls below 2% accompanying a rise in the
prices, a brake is engaged against the price rise in what appears to be a mechanism that
is keeping the spread at around 2%. Based on this, it can be determined that the
excessive assessment of risk regarding J-REITs was eliminated around mid 2007 and a
feeling spread within the market that a spread of around 2% was and is appropriate.

This feeling appears to have continued through around the end of 2005.

The fluctuation in the TSE REIT Index indicated in Figure 1-4 shows that initially the
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prices of J-REITs continued to rise but that they entered a period of price stability from
around mid July 2005. The reason why the prices of J-REITs stopped rising at this
point can with consideration paid to the spread fluctuation be deemed to be a result of
the awareness that anxiety concerning J-REITs had already been eliminated and a

feeling had emerged that J-REIT prices were no longer at a discount.

3.4 Rise in Prices due to Improved Fundamentals of the Real Estate Market

Beginning in 2006, the prices of J-REITs began to rise again. This is the period when
statistics on central Tokyo began to reveal dropping vacancy rates and increasingly
expensive advertised rents. Additionally, this is also the period when some areas
began to show a rise in prices again. These improvements in the fundamentals of the

real estate market are what contributed to the rising prices of J-REITs.
Figure 1-11 shows a comparison of the TSE REIT index and TSE Real Estate Index.
The improved fundamentals of the real estate market are reflected in the major rise in

the TSE Real Estate index beginning in the latter half of 2005.

Figure 1-11 A Comparison with the TSE Real Estate Index (index values)

AV

Prepared by ARES from ARES J-REIT View
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Along with the rise in the prices of J-REITs, the level of the spread continued to fall and

in May 2007 a situation developed where the spread fell to below 1%.

In this manner the improved fundamentals of the real estate market were positive for
the prices of J-REITs but also made external growth difficult because it was now more
difficult for J-REITs to obtain real estate. The rise in real estate prices reduced the
returns from real estate because there were more cases in which the expected returns of
J-REIT investors could not be attained. Of course, from the perspective of price
formation a structure is desirable in which real estate acquisitions are suppressed when
the prices of real estate rise. However, from the perspective of the costs related to
management and the stability of management, it is impossible to deny that growth in
the portfolio of J-REITs to a certain level will lead to the advantage of enjoying the

merits of scale.

Presently, the small J-REITs are still unable to enjoy the merits of scale and in some
cases a possible situation that may ensure is that an investor acquires the investment
units of J-REITs that it judges to be undervalued by the market and then acquires the
assets of other J-REITs through an M&A. As will be described later, however, a large
volume acquisition of J-REIT investment units may lead to the loss of recognition as a
conduit, which is one of the largest merits of being a J-REIT. The fact is that the

expansion of assets through this type of a strategy is not necessarily simple.

4. Recent Trends

4.1 Diversification is Growing

Diversification has grown along with the increase in listed J-REITs. Figure 1-12
indicates the types of J-REITs by property type and it is evident that there has been an
increase in the number of J-REITs that are both specialized J-REITs investing in a
single property type, mixed J-REITs that are investing in multiple property types
(diversified investment in two or more types of real estate) and diversified J-REITs

which have no limit on the types of properties that they invest in.
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Figure 1-12 Classification of J-REITs by Property Type

Specialized in offices

Specialized in retail/commercial

Specialized J-REIT Specialized in residential
Specialized in logistics centers
J-REIT Specialized in hotel and leisure
properties

Invests in 2 types of real estate

Invests in multiple types (combined J-REIT)
of real estate Invests in unlimited types of

J-REITs (diversified J-REIT)

Prepared by ARES

A situation has developed lately in which the rising real estate prices have begun to
make it difficult to both secure a return and expand the portfolio of J-REITs. There are
also movements to originate J-REITs for new asset types with few participants. There
is also a growing diversification in the subject of investments with regards to the region
of the investment real estate including J-REITs limited to properties in central Tokyo,
J-REITs targeting regional cities throughout Japan and J-REITs focused on only a

specific region.

On the other hand most J-REITs have limited their leverage to a low ceiling; whereas,
most private funds have high leverage ceilings. This is believed to be based on the
policy of J-REITs to suppress interest risk caused by leverage. However, J-REITs have
the obligation of distributing a large proportion of their profits to their investors each
settlement period in order to secure tax treatment as a conduit. This forces them to
depend on external capital through debt or equity when they raise capital.
Additionally, it is easy to raise capital through borrowings when raising capital in line
with the acquisition of properties and so there are many cases of LTVs rising along with
the acquisition of properties. On the other hand, since many J-REITs have specified a
ceiling on LTVs in their management policies, each of the J-REITs tends to conduct
equity financing to lower its LTV after considering market conditions. One of the
factors behind the diversity of the raising of capital by J-REITs is that equity financing
can be done through a variety of timings. From the perspective of the investor, the

diversification of J-REITs has enlarged the choices available for investment and as a
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result there is a growing possibility of reduced risk through the diversification of
investment. This makes it possible to efficiently manage assets. The diversification

of J-REITs thus has merits for both the real estate and financial markets.

4.2 J-REIT Performance within Rising Interest Rates

The recent trend within the continuing prolonged ultra low interest rates was the
expectation of a rise in interest rates and a gradual increase in interest levels. Finally
in July 2006 the Bank of Japan ended its zero interest policy. There was also the
potential of another interest rate hike in the near future. Within this period of interest

rate hikes, industry people repeatedly pointed out the risk of J-REIT prices falling.

Among the reasons why a hike in interest rakes would lead to J-REIT prices falling are
the decrease in distributions from investment units caused by an increase in interest
payments on liabilities as a result of the interest rate hikes and growing appeal in safe
assets caused by the interest rate hikes leading to a relative decrease in investment
demand for J-REITs.

However, even after entering 2006 there have been periods where J-REIT prices also

increased along with interest rates (Figure 1-13).

Figure 1-13 Comparison of TSE REIT Index and JGB Returns

Prepared by ARES from ARES J-REIT View
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It is hypothesized that this is a result of the positive effects on J-REIT prices of an
improvement in the fundamentals of the real estate market being greater than the

negative effects on prices of the interest rate hikes.

Since J-REITs are a financial product it is undeniable that any interest rate hike will
also have a negative impact on the product. However, this is also the same as cases
with other financial products. What is important is to determine the relative extent to
which interest rates impact J-REITs compared to other financial products and ARES

will study this by compiling even more market data.

4.3 Investor Trends

Figure 1-14 indicates the historic change in the net purchasing of J-REITs by major
investment sectors. This figure was created using trading volume of J-REITs by
investor type (monetary base) announced by the TSE. This statistic contributes to

understanding buying and selling trends of investors.

Figure 1-14 Trading Volume of J-REITs by Investor Type (Net trading on the TSE;
monetary base) unit: thousand yen

Prepared by ARES based on published data of the TSE
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Until this point banks and financial institutions have almost all been new buyers and
individuals have almost all been net sellers (However, the funds of individuals are
flowing into the market through funds of funds that invest in J-REITs. The buying of
J-REITs by funds of funds are accounted for as purchases by financial institutions that
are there managers and thus caution is needed regarding this statistic.). Since
entering 2006 financial institutions have tended to sell rather than buy. In the past
J-REITs were appealing investment targets for financial institutions within the
environment of low interest rates and slumping stock prices. Nevertheless the recent
rise in stock prices and rising interest rates potentially will relatively lower the appeal
of J-REITs.

Additionally, foreign investors since May 2005 have switched from the consistent
position of a net seller to become a drastic net buyer. This is evidence of an awareness
among foreign investors that J-REITs are an attractive investment destination but this
dramatic shift in investment attitude has also had a huge impact on the J-REIT market.
Within the globalization of the real estate investment market, the Japanese real estate

market is drawing even more attention from overseas.

5. Future Prospects and a Proposal

Taking into consideration the fact that there has been a huge increase in the number of
J-REITs, it is unavoidable that there will be a big difference in the performance of each
J-REIT as a result of market competition. Further, simultaneous to the greater
investment into J-REITs of foreign investors there has also been an increase in
investments into overseas REITs via funds of funds by Japanese investors and these
two facts point to an inevitable globalization of the competition J-REITs are facing.
The performance of J-REITs is impacted not only by market conditions in Japan but

also by conditions in overseas markets.

However, the emergence of disparities among J-REITs is not necessarily something that
should be lamented. It is rather something that is desirable in the event that
appropriate competition is occurring in the market with superior J-REITs and players
winning and inferior J-REITs and players disappearing. The important point is the
development of a market environment in which competition is appropriately conducted.
This makes it absolutely essential to eliminate unfair transactions. It also means that

information on J-REITs must be properly, widely and commonly disclosed at the same
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timing. Legal compliance will only increase in importance hereafter.

If the fact is taken into consideration that a disparity in performance is already
emerging amongst the listed J-REITs, a conclusion can be reached that the market has
begun to prepare the environment for selecting individual J-REIT “victors.”
Nonetheless the track record of J-REIT data remains poor compared to their financial
products it can be said that the market assessment is under a certain set of restrictions
with regard to information. With regards to this point, the precision of assessments
concerning J-REIT product properties and individual J-REITs is expected to grow as
market data is accumulated further and data are analyzed in a variety of different

forms.

Another vital development for desirable market competition to be realized is a structure
in which the market appropriately evaluates desirable management results while also
forcing those generating results that are not highly appraised by the market out of the
market. This would place each market participant in competition and give them the
incentive to do their best. For example, in the stock market joint stock companies
whose management is poorly evaluated becomes the subject of stockholder proposals to
the management and even makes those companies the subject of M&As when their
stock prices have dropped alarmingly. As a result, discipline formed by investors can
be expected to act. Yet within the present J-REIT system, it is necessary for a J-REIT
to not be deemed an associated company at the end of the business year if the
distributions are to be recorded as expenses. Associated companies are cases where
investors and their affiliates (individuals and companies with special relationships with
the stockholder, etc.) are recognized as forming a single group and the total amount of
stocks or equity owned by three of these groups accounts for 50% or more of all
outstanding stocks or equity of said company. Therefore there are barriers to
executing M&As through the mass acquisition of J-REIT investment units. This is
because when a specific investor invests much into acquiring J-REIT investment units,
the conduit characteristic of the J-REIT is lost and there is the potential that the tax
merit of the J-REIT will be lost.

From now on there will probably be a searching within current conditions of what it will
take to realize appropriate competition. The conducting of appropriate competition
should lead to an adjustment of the management of existing J-REITs in the ideal

direction and possibly the emergence of a new type of J-REIT that is desired by the era.
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The environment surrounding the J-REITs in their fifth year is that they have entered a
new era in which the J-REIT market is not only expanding its market size but also

facing an emphasis on the securing of market quality.
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