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     Firms comprising the real estate industry range from major integrated real estate companies 

that are involved in leasing of large-scale office buildings they own, as well as in activities such as 

condominium and other residential property sale, brokerage and property investment fund 

origination and management, to small operators engaged in local brokerage and management 

services. There also are many firms that handle real estate with the aim of achieving effective 

utilization of assets alongside their core operations, or a synergistic effect with their main business. 

R&I applies its real estate rating methodology to companies whose main activity is the 

administration of real estate in Japan and that focus on highly capital intensive businesses 

including building leasing and condominium sale. 

 

I. Evaluation of Business Risk 

1. View of industry risk 

     Real estate is "the business of purchasing properties at as low a price as possible, increasing 

their added value and recovering the investment through property sales or leasing, or the business 

of earning fee income by being involved in properties." Real estate business models can be classified 

into three types, based on whether a firm invests capital and the investment recovery period: "asset 

ownership type" focused on office building leasing, "asset turnover type," which is engaged in the 

sale of residential properties and the acquisition and sale of income producing properties, and "fee 

type," which provides brokerage, property management and fund management. While industry 

characteristics such as customer continuity and the investment cycle differ for each business model, 

as a whole the competitive environment is somewhat challenging. At the same time, however, the 

market is comparatively large and demand is brisk. R&I judges the real estate industry to have a 

medium degree of industry risk. 

     R&I considers the industry risks of each type of business to increase in order of "fee type," 

"asset ownership type" and "asset turnover type." "Asset ownership type" real estate involves the 

investment of substantial capital that is recovered over many years. While subject to the effects of 
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market fluctuations, cash flow is steady when viewed over a medium-term timeframe and the 

certainty of recovery is comparatively high. The "asset turnover type" business assumes recovery of 

invested capital in the short term, and is susceptible to short-term market changes. "Fee type" 

operations do not require the investment of substantial capital, but compared with other models 

produce limited earnings, usually as an activity that supplements overall profits. Even if a real 

estate firm claims to be in the fund management business, it is necessary to note that in some cases, 

firms substantively bear the risk of asset price fluctuations. 

 

(1) Market size, market growth potential and market volatility 

     In terms of work, consumption and housing, real estate is indispensable for people's daily lives 

and the demand trend is inextricably linked to domestic economic activity. The real estate market is 

affected by economic fluctuations including financial conditions, but the size of the market is 

comparatively large and demand is vigorous. R&I considers the market to have somewhat limited 

growth potential, however, as long as society is faced with a population decline and neither 

substantial investment nor population inflows from other countries can be anticipated. 

     Although the office building leasing market that forms the core of the "asset ownership type" 

business is affected by business sentiments and does experience a certain amount of fluctuation in 

occupancy and rents, demand volume itself does not vary significantly and volatility is not high. 

     Demand for residential property sales, which is susceptible to factors such as the income 

environment, the level of interest rates and the tax system, reacts sensitively to changes in sales 

prices. From a supply aspect as well, both the number of condominium units supplied, for example, 

and prices can experience severe swings because of the tendency for firms to dislike long-term 

inventory of unsold units as with the case of freshly made products, while a two to three-year period 

is required from the purchase of a building site to sales and delivery. 

     In the "asset turnover type" real estate business, the volatility of the property investment 

market targeting investors is greater than that of the market for properties sold for residential 

purposes. During periods when investors and financial institutions have a vigorous desire to make 

and finance investments, liquidity increases and prices rise as well. When financing dries up, on the 

other hand, even if real estate under management is generating positive cash flow, investors are 

forced to recover their investments by selling in a market where there has been a noticeable decline 

in liquidity, which may result in a sharp fall in selling prices. 

     For the real estate industry overall, R&I evaluates market volatility to be somewhat high. 
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(2) Industry structure (competitive environment) 

     In both the office building leasing market and the residential property sales market, the 

market share of individual firms is small, making it difficult for any player to exercise strong 

control over prices. Moreover, provided a firm has the necessary funding capacity, barriers to entry 

are low because many of the functions required to manage the business can be outsourced. While 

the major firms may enjoy a relatively dominant position in their funding capacity, the conditions of 

the land they hold, property development skills and brand power, the competition among major 

companies is intense, and price frequently becomes a critical factor. Even when highly individual 

characteristics and little interchangeability of properties are taken into account, R&I evaluates the 

competitive environment to be somewhat challenging. 

 

(3) Customer continuity and stability 

     With built-for-sale residential properties, transactions are one-time sales to individuals and 

rarely lead to a continuing relationship. On the other hand, office tenants frequently continue using 

properties for long periods of time, in order to mitigate the burden of capital investment for items 

such as interior work and moving costs. Major real estate companies can also anticipate firms in the 

same group as stable tenants. While there are factors that encourage tenants to vacate properties, 

including changes in rental market prices and a change in the size of a tenant's business, the clients 

for office building leases are comparatively steady. 

     Because there are no definitive differences in the products and services provided, and there is 

little to prevent a customer from turning to another real estate company, on the whole customer 

continuity and stability appear to be somewhat low. 

 

(4) Capital and inventory investment cycles 

     The investment cycle differs depending on the business category. For "asset turnover type" 

real estate, in the case of condominiums built to be sold the business model is basically to complete 

and sell an inventory of units in about 2-3 years. Because it is always necessary to maintain an 

inventory of properties to record sales beyond two years, the inventory burden is comparatively 

heavy. For "asset ownership type" real estate, on the other hand, firms invest large amounts in 

property development and acquisition and recover their investment from relatively stable rental 

income over many years. Although continuous maintenance and upgrade expenditures are required 

in order to maintain property competitiveness, this burden is limited when compared with the 

initial investment, and the capital investment cycle can be said to be fairly long. When earnings 
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sources are biased toward a small number of existing properties, however, a firm may have 

difficulties reversing the decline in a building's competitiveness or replacing such a property. 

Continuous investment in new property development is therefore essential to maintain and 

strengthen the competitiveness of the business as a whole. 

 

(5) Protection, regulations and public aspects 

     Real estate has strong public aspects, and various regulations are in place from viewpoints 

such as the efficient, effective use of land, consideration of the ambient environment and ensuring 

the fairness of transactions. Real estate fund management is also subject to regulations such as the 

Financial Instruments and Exchange Act. That is not to say, however, that laws and regulations 

offer protection to existing firms, and their effect on industry risk is neutral. 

 

(6) Cost structure 

     The main costs incurred by real estate companies are land acquisition costs and construction 

costs, and few costs can be controlled once the investment decision has been made. The cost 

structure is rigid. 

 

2. View of individual firm risk 

     In contrast to industry risk, which highlights the standard risks of the industry of which the 

subject firms are a part, the business risk of each company will differ depending on the individual 

firm risk as explained below. 

 

(1) Business profile 

     If the "asset ownership type" business accounts for a high percentage of operations as an 

earnings stream and a firm has prepared its base in that business, R&I can evaluate the business 

risk of an individual firm to be relatively small. While it is difficult for the "fee type" business to 

serve as the mainstay of a firm's earnings, provided this business has reached a certain size and the 

firm has been able to build a strong business base, this will help to mitigate business risk. 

 

(2) Business development capabilities 

     R&I looks not only at activities such as office building leasing and residential property sales, 

but also evaluates whether a company has created a business base in areas such as development 

and leasing of properties with different uses such as retailing and logistics, or in "fee type" 
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operations including brokerage, property management and fund management. While these 

business categories may present significant industry risk compared with the leasing of office 

buildings, being involved in a wide range of businesses strengthens a firm's ability to gather 

information and provides ample room to utilize know-how from one segment for other business 

formats. This leads to improving the accuracy of investment decision-making and enhancing land 

purchasing and property leasing and sales skills as a result, and helps to mitigate business risk. 

 

(3) Strength of existing leasing business base 

     Securing stable earnings sources is important not only as a means of generating funds for debt 

repayments but also for executing the investments needed for growth. R&I carefully examines the 

cash flow from existing lease properties from the viewpoint of size, stability and continuity, and 

evaluates the competitiveness of individual properties and the quality of the entire portfolio. When 

a firm cannot avoid selling buildings it owns to maintain its financial health, but is likely to impair 

the earnings base of its leasing business as a result, this will have an adverse effect on R&I's 

evaluation of business risk. 

 

(4) Ability to develop lease properties and increase value 

     To maintain and strengthen the earnings base in the leasing business, continuous, new 

investments are indispensable. Although utilizing land purchased at a low price is extremely 

effective for mitigating risks, new opportunities to acquire comparatively low-priced land parcels in 

good locations where large-scale property can be developed are limited. Urban redevelopment that 

increases land value by combining multiple land parcels and putting them to the highest use is an 

effective means of site acquisition, but given the difficulty of coordinating land-related rights, and 

the extremely long business time horizon, the number of firms that can manage redevelopment 

projects is limited. R&I evaluates whether a company has capabilities to execute development in a 

way that boosts the value of the real estate instead of simply obtaining large-scale sites and putting 

up buildings. Its portfolio can also enjoy high yields from leasing properties if a company is able to 

enhance the added value of existing properties through renovation, for instance. 

 

(5) Ability to manage property development and sales business 

     The residential property sales market experiences cyclical fluctuations. In light of this fact, 

having a strong willingness to continue purchasing land according to certain self-standards without 

being influenced by fluctuations in the market, together with a solid base in every phase from site 
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acquisition to profit management, planning and sales, is a must for controlling inventory risk and 

stably generating earnings. R&I evaluates this willingness and capabilities comprehensively as a 

firm's ability to manage its residential property sales business. Even when a firm sells income 

producing properties it developed or increased value for, the capacity to rein in the risk of 

purchasing properties at higher prices, fanned by an acquisition race, is essential. 

 

II. Evaluation of Financial Risk 

     In addition to quantitative factors in the form of financial data, R&I evaluates a company's 

funding structure in its analysis of financial risk. For the real estate industry, R&I emphasizes the 

following financial indicators based on the industry's business characteristics. Note that R&I 

assumes some breadth in the financial reference values it uses when assessing financial risk, which 

it employs to reflect the characteristics of each business category. 

 

(1) Earning capacity 

ROA (return on assets), EBITDA (earnings before interest, taxes, depreciation and 

amortization)/average total assets, operating margin 

     Because it requires large-scale, continuous investment, real estate tends to rely heavily on 

debt, making business continuity difficult if a firm cannot ensure profits exceed its cost to procure 

funds. Consequently R&I emphasizes a return on total assets from the viewpoint of business 

continuity as well as profitability. For companies mainly engaged in the "asset turnover type" 

business, R&I additionally evaluates the operating margin. 

 

(2) Scale and investment capacity 

EBITDA, equity capital 

     A continuous capital investment burden is essential for stably managing a business over the 

long-term. R&I evaluates whether a company can stably obtain cash flow sufficient to enable 

continuous investments that will strengthen the earnings base. To exclude the effect of property 

inventory changes, R&I uses EBITDA rather than cash flows from operating activities. In addition, 

as the capacity to absorb the financial burden from large-scale investments that cannot be financed 

from a single fiscal year's cash flow, R&I focuses on the amount of equity capital. R&I does not 

include unrealized gains on investment and rental properties in its evaluation. Such profits are 

considered in the financial profile evaluation as a buffer against the risk of a decline in asset value. 
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(3) Debt redemption period 

Net debt to EBITDA ratio 

     R&I will evaluate a firm's debt burden relative to cash flow. For companies primarily involved 

in the "asset turnover type" business, the net debt to EBITDA ratio will not be considered important 

because in many cases debt swings widely according to changes in the balance of real estate held for 

sale and is less linked to EBITDA. 

 

(4) Financial profile 

Equity ratio, net D/E ratio (ratio of net debt to equity capital) 

     R&I places special emphasis on the equity ratio from the viewpoint of evaluating how much of 

a buffer a company has provided against the risk of a decline in asset values. While basically R&I 

uses the equity ratio on a book value basis, it also takes into consideration the information on 

market prices of investment and rental properties disclosed in the notes to the consolidated 

financial statements because for assets with unrealized gains, it is difficult for circumstances to 

arise immediately in which the market price falls below book value and erodes equity capital. 

     While companies have consolidated important special purpose companies (SPC), there are 

many instances of firms investing in non-consolidated SPC through means such as joint 

investments. R&I judges such cases by seeking to understand, as much as feasible, the extent to 

which a real estate company bears the substantive risks and benefits as an investor in a SPC and 

how the SPC utilizes leverage, then adding a commensurate amount to the company's assets and 

liabilities if necessary to reflect its substantive share of the risks and benefits. 

     R&I also looks at the net D/E ratio to assess how the company is leveraged. 

 

(5) Funding structure 

     Because firms require a large amount of funds over a long term, R&I also takes note of a firm's 

relationship with financial institutions and the stability of its funding structure that may be 

measured by borrowing periods, the diversification of debt maturities and the conversion of interest 

from floating to fixed rates. For issuers with low creditworthiness, R&I in some instances will 

emphasize factors such as fund raising capacity and the status of cash on hand and deposits. In 

particular, pledge of real estate properties as collateral will be examined. 
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III. Rating for Real Estate Industry 

 

 

 

 

 

 

 

 

 

 

 

* This report replaces all previous versions that have been released to date. 

Importance Indicator Importance
Business profile ◎ Earning capacity ROA △

Business development capabilities ◎ EBITDA/average total assets △

Strength of existing leasing business base ◎ Operating margin *1
Ability to develop lease properties and
increase value

◎ EBITDA ◎

Equity capital ◎

Financial profile Equity ratio ◎
Net D/E ratio △

Funding structure ◎

 *1 Asset turnover-type firms: △  Others: ×
 *2 Asset turnover-type firms: ×   Others: ○

Note) Importance is indicated by ◎: extremely important, ○: important, or △: relatively important.

Issuer Rating

Industry Risk: Medium

Individual Firm Risk Financial Risk

Net debt to EBITDA ratio *2

Scale and
investment capacity

Debt redemption
period

Ability to manage property development and
sales business ◎

The Rating Determination Policy and the Rating Methodologies R&I uses in connection with evaluation of creditworthiness (collectively, the 
"Rating Determination Policy and Methodologies") are R&I's opinions prepared based on R&I's own analysis and research, and R&I makes no 
representation or warranty, express or implied, as to the accuracy, timeliness, adequacy, completeness, merchantability, fitness for any particular 
purpose, or any other matter with respect to the Rating Determination Policy and Methodologies.  Further, disclosure of the Rating 
Determination Policy and Methodologies by R&I does not constitute any form of advice regarding investment decisions or financial matters or 
comment on the suitability of any investment for any party.  R&I is not liable in any way for any damage arising in respect of a user or other 
third party in relation to the content or the use of the Rating Determination Policy and Methodologies, regardless of the reason for the claim, and 
irrespective of negligence or fault of R&I.  All rights and interests (including patent rights, copyrights, other intellectual property rights, and 
know-how) regarding the Rating Determination Policy and Methodologies belong to R&I.  Use of the Rating Determination Policy and 
Methodologies, in whole or in part, for purposes beyond personal use (including reproducing, amending, sending, distributing, transferring, 
lending, translating, or adapting the information), and storing the Rating Determination Policy and Methodologies for subsequent use, is 
prohibited without R&I's prior written permission. 
 
Japanese is the official language of this material and if there are any inconsistencies or discrepancies between the information written in 
Japanese and the information written in languages other than Japanese the information written in Japanese will take precedence. 


