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Japan has been a market plagued by volatility since the middle of 2015. The Bank of

Japan (BOJ) instituted a new policy of negative interest rates in early 20161 that many

would have thought would weaken the yen, but instead it has strengthened2. Does that mean

the new policy is a failure? Not all of Japan has been trading so negatively. In

particular, one area of Japan’s market stands out: real estate. This discussion with

Scott Callon , Chairman of Ichigo (a publicly traded real estate company), highlights

why we think Japanese real estate could be a valuable portfolio allocation.   Scott,

tell us about the operating environment you are seeing at Ichigo, a Japanese           

real estate company which runs a Japanese hotel        real estate investment trust  

(REIT), and an office REIT.     I believe it is an extraordinary time to own Japanese

real estate. For one, the BOJ’s negative interest rate policy is helping a lot. One of

the biggest costs for a real estate company is the cost of debt. Because real estate

offers secure cash flows, you can take out loans against those cash flows. Real estate

companies use these loans to buy real estate, just like people buy homes with mortgages.

The BOJ’s negative interest rate policy has brought down the interest rate on these

loans to less than 1% for Ichigo and other big Japanese real estate companies3. This is

unprecedented. What’s so interesting is that while the operating environment for

Japanese real estate companies is extraordinarily positive, sentiment is pretty negative

—or at best cautiously positive. It is not so much what is happening in Japan that is

causing worries-people here are very concerned about Europe, about China and about the

U.S. elections. To be fair, there are some Japan-specific worries—Is “Abenomics” ok? Are

negative rates working?—but the real push-back on bullishness comes from global

uncertainty. In fact, this gap between Japanese real estate fundamentals, which are

extraordinarily positive, and sentiment, which is very cautious, is the biggest I have

seen in my career. And it is this gap which is creating investment opportunities.

Downbeat sentiment is driving down prices below where we believe they should be, given

the high and quite stable returns available.   Ichigo’s weighted average interest 

rate on its debt has dropped from 2.5% for fiscal year 2012 to 1.41% as of              

fiscal year 2016, while the duration of its loans has extended from 3.6 years to

8.7 years 4. Scott, do you see being able to continue to bring duration longer           

and rates lower at rates closer to zero?        Yes. And yes. We are doing both. It has

literally never been a better time to be a borrower, in my view.I believe the right way

to take advantage of the current low-interest-rate environment is to work with the banks

to lock in the low rates. So, the conversations we are having are: “We love borrowing

from you at 0.5% and feel no need to go lower. Instead, let’s lengthen the duration of

the loan.” Taking out very long-term loans (10 years or more) gives us certainty about

having extraordinarily low borrowing costs for a long period of time. By the way, when I

say we have one of the best operating environments in the history of Japanese real

estate, it is not just low funding costs. It is also that rents are going up. The

challenge in Japan over the last couple of decades is that, for example, you could

invest to earn a 5% real estate yield (aka cap rate) but that yield shrank over time,

because rents were going down. So at day one you may have been earning 5% on your
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investment, but 10 years out it likely shrank to just 4%. Your total return was not what

you got at start, but the one you got over time, which was lower. And the lower return

meant that the resale value of the real estate also dropped. What has changed is that

now rents are turning up after grinding down since the collapse of the Japanese bubble

economy in the early 1990s. There were a few periods where rents ticked higher before—

going into the financial crisis, rents had been rising in 2005, 2006, 20075. But the

long-term story for Japanese rents has been secular decline, and that appears to have

turned. And this is in a context where Japanese real estate today already gives you a

huge yield advantage over government bonds. The Tokyo Stock Exchange's REIT dividend

yield is currently 3.01%. The 10-year Japanese government bond (JGB) yield is -11 bps.

Therefore, the average Japanese REIT picks up 312 bps ahead of JGB. In 2003, the JGB was

at 136 bps and REITs were yielding 4.26%, so the pick up over the JGB was 290 bps. Today

it is 312. The key difference between then and now is that rents in 2003 were in secular

decline and today rents are going up. Today rents are going up due to replacement costs

going up. What has happened the last three years now, post-Kuroda, is that we had three

years of very aggressive monetary policy to break the back of deflation and take us to

mildly positive inflation. This shift to inflation is important to the economics of

owning real estate. Rents tend not to go up in a market where wages are declining and

the cost of goods is declining. Construction costs manifestly declined during Japan’s

deflationary period. If a building owner tried to raise rents, tenants would go next

door to a new building built at a lower cost and thus with lower rents. Now, however,

construction costs are increasing. Over a period of several decades, the Japanese

government has managed down the size of Japan’s construction sector, and there is now a

severe shortage of labor in construction. There are also strong and positive government

requirements for on-site safety, which means that you can’t have understaffed

construction sites. Construction costs have gone up 20% to 30% versus pre-Abenomics

levels. These construction costs are the best forecast of future rents. If buildings

cost more to build, the only way to get back the extra costs is to charge a higher rent.

Indeed, if you look at Tokyo rental data for mid-size offices, the average asking rent

as of April was up 8% year-over-year . This was not due to a cyclical upswing in the

Japanese economy over the last year. There was not one. It was due to the shift that is

occurring from real estate deflation to real estate inflation.         1Source:

“Introduction of Quantitative and Qualitative Monetary Easing with a Negative Interest

Rate,” Bank of Japan, 1/29/16. 2Source: Bloomberg, from 1/29/16 to 6/3/16 against the

U.S. dollar. 3Source: Ichigo proprietary data regarding loan portfolio. 4Source: Ichigo

proprietary data regarding loan portfolio. 5Source: Japan Real Estate Institute Home

Price Index (Tokyo). Data from 6/30/1993 to 3/31/2016.

Important Risks Related to this Article

Investments focused in Japan increase the impact of events and developments associated

with the region, which can adversely affect performance.

Investments in real estate involve additional special risks, such as credit risk,

interest rate fluctuations and the effect of varied economic conditions. Please read the

Fund’s prospectus for specific details regarding the Fund’s risk profile.

 

For standardized performance and the most recent month-end performance click here NOTE,

this material is intended for electronic use only. Individuals who intend to print and

physically deliver to an investor must print the monthly performance report to accompany

this blog.

For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. investors only: Click    here to obtain a WisdomTree ETF prospectus which      

contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign

investing involves currency, political and economic risk. Funds focusing on a single

country, sector and/or funds that emphasize investments in smaller companies may

experience greater price volatility. Investments in emerging markets, currency, fixed

income and alternative investments include additional risks. Please see prospectus for

discussion of risks.

 

Past performance is not indicative of future results. This material contains the

opinions of the author, which are subject to change, and should not to be considered or

interpreted as a recommendation to participate in any particular trading strategy, or

deemed to be an offer or sale of any investment product and it should not be relied on

as such. There is no guarantee that any strategies discussed will work under all market

conditions. This material represents an assessment of the market environment at a

specific time and is not intended to be a forecast of future events or a guarantee of

future results. This material should not be relied upon as research or investment advice

regarding any security in particular. The user of this information assumes the entire

risk of any use made of the information provided herein. Neither WisdomTree nor its

affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal

advice. Investors seeking tax or legal advice should consult their tax or legal advisor.

Unless expressly stated otherwise the opinions, interpretations or findings expressed

herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or

re-disseminated in any form and may not be used as a basis for or component of any

financial instruments or products or indexes. None of the MSCI information is intended

to constitute investment advice or a recommendation to make (or refrain from making) any

kind of investment decision and may not be relied on as such. Historical data and

analysis should not be taken as an indication or guarantee of any future performance

analysis, forecast or prediction. The MSCI information is provided on an “as is” basis

and the user of this information assumes the entire risk of any use made of this

information. MSCI, each of its affiliates and each entity involved in compiling,

computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly

disclaims all warranties. With respect to this information, in no event shall any MSCI

Party have any liability for any direct, indirect, special, incidental, punitive,

consequential (including loss profits) or any other damages (www.msci.com)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom,

Tripp Zimmerman, Michael Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph

Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel, Ryan Krystopowicz, Jianing Wu,

and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

Volatility : A measure of the dispersion of actual returns around a particular average

level.&nbsp.

Interest rates : The rate at which interest is paid by a borrower for the use of money.

Real estate investment trust (REIT)      : Investment structure containing a basket of

different exposures to real estate, be it directly in properties or in mortgages.

Returns predominantly relate to changes in property values and income from rental

payments.

Cash flows : a measure of how much cash a business generates after taking into account

all the necessary expenses, including net capital expenditures.

Abenomics  : Series of policies enacted after the election of Japanese Prime Minister

Shinzo Abe on December 16, 2012 aimed at stimulating Japan’s economic growth.

Fundamentals  : Attributes related to a company’s actual operations and production as

opposed to changes in share price.

Weighted Average Interest Rate : Cost of borrowing for multiple different liabilities

undertaken, scaled by the relative size of those liabilities, meaning that the cost of

borrowing for the largest liability is more influential than the cost of borrowing on

the smallest.

Duration : A measure of a bond’s sensitivity to changes in interest rates. The weighted

average accounts for the various durations of the bonds purchased as well as the

proportion of the total government bond portfolio that they make up.

Secular Decline   : Long term negative trend where the longer-term negative movements

cancel out any shorter-term positive movements.

Tokyo Stock Exchange REIT Index      : A market capitalization-weighted measure of the

performance of all real estate investment trusts listed on the Tokyo Stock Exchange.

Dividend yield : A financial ratio that shows how much a company pays out in dividends

each year relative to its share price.

Japanese Government Bond (JGB)     : A bond issued by the government of Japan. The

government pays interest on the bond until the maturity date. At the maturity date, the

full price of the bond is returned to the bondholder. Japanese government bonds play a

key role in the financial securities market in Japan.

Basis point : 1/100th of 1 percent.

Monetary policy   : Actions of a central bank or other regulatory committee that

determine the size and rate of growth of the money supply, which in turn affects

interest rates.

Deflation : The opposite of inflation, characterized by falling price levels.

Inflation : Characterized by rising price levels.
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