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We recently highlighted why Japanese real estate is one standout area in Japan that is

benefiting from the record-low interest rate environment in Japan. It has secular, long-

run forces at play, in addition to cyclical forces. The discussion below with Chris

Konstantinos, International Portfolio Manager at RiverFront Investment Group, highlights

why his company is currently attracted to Japanese real estate and how they consider it

in a broader portfolio context.   Chris, why are you optimistic about Japanese real

estate? There are numerous drivers of real estate for Japan. One of the things that is

not well understood is that the quality of commercial real estate in Tokyo is not up to

the standards of other major developed markets. If you go into a boardroom in Tokyo for

a publicly traded corporation—for companies that would be equivalents to Walgreens in

the U.S or Amazon—it seems to me like you are walking into class B office space. The

finishes are run down, there are low ceilings, and you are wondering what is going on.

What is going on: Japan was in a deflationary environment for much of the past two

decades. The desire, or “animal spirits,” to engage in any type of capital expenditures

has been very, very low for a very long period. What is going to turn that around, in my

opinion, is a number of things. Many of these buildings are not built up to seismic

code. In the early 1980s there was a uniform seismic code that was instituted for

commercial real estate,1 and my understanding is that many buildings built before 1985

have yet to be retrofitted. We’ve seen two devastating earthquakes in Japan over the

last five years, including one just very recently. We know that bringing buildings up to

seismic code is very important. We know the Olympics are coming up in 2020, and Tokyo

wants to put its best foot forward to showcase what Japan is capable of. On top of this,

you have very cheap lending rates, and a very tight labor market. This means employment

is expanding in Tokyo, particularly in the urban places, and they are going to need

places to put these people. You put these forces together, and you have a secular growth

trend in earnings for these major Japanese real estate companies.   Let’s talk about 

the fundamentals of Japanese real estate from your perspective, Chris.         Japanese

real estate companies are the only segment of the world we monitor—among 40 groups of

global markets—that actually grew earnings year-over-year in our analysis.2 This feat was

not true for the S&P 500, for the Eurozone3 or the UK4, and it was not true for Japanese

exporters.5 It was just true for Japanese real estate companies. If you look out ahead

for 2016, we believe we could see 5%-plus earnings-per-share (EPS) growth for Japanese

real estate when many indexes are struggling to see earnings growth.6 From a relative

perspective, it was particularly stunning that this group could generate positive

earnings when that was nowhere to be found. The average EPS number beat the consensus

estimates for this latest quarter also by 5%, at a time when positive EPS surprises were

hard to find.7   Chris, how does Tokyo real estate compare to global real estate

opportunities? I will make a broad comment and then a specific one: We are in a

low-interest-rate environment in general across the developed world. All else being

equal, that should be good for real estate. However, in the U.S., we feel that ship has

sailed. U.S. real estate investment trusts (REITs) had a tremendous few years when

interest rates first plunged with quantitative easing. People were scrambling for yield,
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and the value of hard assets was driven up. But now with the Federal Reserve on the path

toward raising rates, we believe U.S. REITs are yesterday’s story. Another place with a

lot of real estate is the United Kingdom. We feel the UK is also closer to the end of

its easing cycle than the beginning, and real estate, particularly in the urban areas of

the UK, has been bid up to almost crazy levels. We are starting to see signs of

weakening there in the London housing market. So to RiverFront, global real estate is an

interesting theme, but Japanese real estate looks the most attractive among global

opportunities.   How would Japanese real estate fit into your global portfolio        

allocations? Looking at our all-equity portfolio, developed international makes up

approximately half our portfolio. That may look radical to a U.S. investor, but if you

look at a market cap-weighted index, the U.S. makes up half of the global markets, so

that is just reflecting a neutral allocation. The reason we have that type of allocation

to developed international is that there is significantly more upside to developed

international than the U.S. This is not to say we think the U.S. is dramatically

overvalued or is set to crash, but rather we are just predicting average returns over

inflation for U.S. stocks. We are seeing several-percentage-points-above-inflation

better returns available in international markets and see that as a better pond to be

fishing from looking forward. Real estate may be a smaller part of allocations; we view

it almost as an alternative asset class. But Japanese real estate now makes up 2% to 4%

of our entire global equity portfolios and is making up the majority of our Japanese

exposure. We happen to be under-weight Japan relative to a world benchmark, but we are

over-weight Japanese publicly traded real estate.         1Sources: RiverFront and James

Simms, “Japan’s Authorities Move to Impose Tougher Building Standards.” FT.com, 4/26/15.

2Source: RiverFront Investment Group proprietary research. 3MSCI EMU Index universe.

4FTSE 100 Index universe. 5Source: Bloomberg, for period from 5/31/15 to 5/31/16 for the

S&P 500, MSCI EMU, FTSE 100 and WisdomTree Japan Dividend Index universes. 6Source:

RiverFront Investment Group proprietary research. 7Source: RiverFront Investment Group

proprietary research.

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

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

Capital expenditures   : Spending by a company typically made to enhance longer-term

productive capacity.

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

opposed to changes in share price.

S&P 500 Index : Market capitalization-weighted benchmark of 500 stocks selected by the

Standard and Poor’s Index Committee designed to represent the performance of the leading

industries in the United States economy.

Eurozone (EZ)   : Consists of the following 18 countries that have adopted the euro as

their currency: Austria, Belgium, Cyprus, Estonia, Finland, France, Germany, Greece,

Ireland, Italy, Latvia, Luxembourg, Malta, the Netherlands, Portugal, Slovakia, Slovenia

and Spain (source: European Central Bank, 2014).

Earnings per share    : Total earnings divided by the number of shares outstanding.

Measured as a percentage change as of the annual Index screening date compared to the

prior 12 months. Higher values indicate greater growth orientation.

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.

Quantitative Easing (QE) : A government monetary policy occasionally used to increase

the money supply by buying government securities or other securities from the market.

Quantitative easing increases the money supply by flooding financial institutions with

capital, in an effort to promote increased lending and liquidity.

Yield : The income return on an investment. Refers to the interest or dividends received

from a security that is typically expressed annually as a percentage of the market or

face value.

Market capitalization-weighting   : Market cap = share prices x number of shares

outstanding. Firms with the highest values receive the highest weights in approaches

designed to weight firms by market cap.

Inflation : Characterized by rising price levels.
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