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INTERVIEW: The lessons acquired from 

past mistakes regarding provincial real 

estate investment 
 

It is high time to master the strategy for provincial investments. A study on 

mistakes. 

A plan based upon expectations of unreasonable Cash Flows (CF) 0 is 

dangerous. 

--- By Mr. Tetsufumi Isayama (SPARX Asset Trust & Management) 

 

A SPARX-affiliated AM/FM firm 

Achieved over 50 cases rescued by our Asset Management (AM) 

 

Since its establishment, our company has provided professional investors with 

AM and due diligence including J-REITs. Before the collapse of Lehman 

Brothers, we were mainly engaged in assisting fund creation and providing due 

diligence. Since 2008, we have promoted the revival of the funds that ran into 

difficulties due to the bankruptcy of Asset Management companies or failure to 

refinance, as well as recovering capital by liquidating such funds. Counting only 

what is called “rescue AM”, we have completed more than 50 cases in this 

category. Since establishment, we have managed assets for more than 60 

buildings totaling approximately 110 billion yen. 

 

After experiencing harsh times after the Lehman collapse, the real estate market 

has begun to revive. The price rise of metropolitan real estate has begun to 

direct investors’ funds to suburban cities seeking better returns and is already 

showing signs of overinvestment even in rural areas. In this article, comparing 

the present rural market situation with those of the past, I would like to deliberate 

on the factors to be kept in mind in order to prevent the same mistakes from 

recurring. 

 

The price hike of provincial residential properties is partly due to actual 

demand. 
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Office properties clearly show the survival of the fittest. 

 

Everyone knows that the provincial real estate market has remained in a high 

price range. For instance, rental apartments in major provincial cities such as 

Osaka and Fukuoka are presently trading at 5-6% gross yield. However, the 

situation this time is different from that in the past. Today’s price hike seems 

influenced by actual demand from local investors, supported by the demand 

from high-income people to acquire properties for inheritance measures, or 

riskier financing policy by local financial institutions. Investors who are 

considering provincial investment should carefully analyze whether the market of 

the city is based upon the speculation formed by investors in Tokyo or whether it 

consists of actual demand generated by local investors. 

 

When it comes to office properties, the market clearly exhibits the survival of the 

fittest according to location or properties. Locations with no prospective demand 

have not seen any solution to the problem of vacancy. The decrease in cash flow 

will make it harder to move forward with the option of renovation. You should 

refrain from investing by simply counting on higher return. 

 

The key point is that you should invest only in a location with high demand by 

prospective end tenants, especially in provincial areas. This is true not only for 

offices, but also for residential properties. As long as the location is excellent, 

you can manage to find buyers, such as enterprises looking for property for 

company use, even when the investment market crashes. After the Lehman 

collapse, I can clearly remember many ordinary local corporations began to 

purchase properties, apartments and offices, and saying, “We have wanted to 

buy some properties for so long but they were too expensive. We can afford to 

buy now at this price.” 

 

It may sound obvious, but when the market overheats, capital moves from urban 

areas to suburban areas, from metropolis to second and third-tier cities, leaving 

many investors “isolated at the frontlines.” When it comes to provincial 

investment, it is important that you acquire a property with an attractive location, 

asset type and price so that local enterprises will be willing to purchase it during 

times of crisis. 
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Loan terms and LTV should be well within your affordability. 

Prepare exit strategies in addition to REITs. 

 

You should take into careful consideration financial aspects as well as carefully 

choose investment properties. Simply put, nothing is more important than these 

two items: leverage and loan terms. 

 

Before and after the Lehman collapse, many newly established AM companies 

and developers went bankrupt. Why? It was because the price of real estate 

nosedived due to rapid changes in economic circumstances. Nonetheless, it is 

true that many defaults could have been avoided if only their investments had 

been made with more affordable LTV and loan terms. 

 

Cautions raised by Mr. Isayama for provincial investment. 

 

1 Regarding office or 

residential properties: can 

you expect demand from 

local enterprises or locals 

with high income? 

 

You should of course purchase property which 

is in strong demand by prospective tenants. At 

the time of the market crash, the buyers of last 

resort were local enterprises or locals with high 

income. When you acquire property, you 

should make sure its location, asset type, and 

price are attractive enough to make local 

enterprises want to purchase it.  

2 Are your leverage and 

loan terms set within your 

affordability? 

 

If only LTV had been conservatively estimated, 

or loan terms had been set longer, many 

defaults after the crisis could have been saved 

when the market later revived. The more 

favorable the market is, the more your 

decisions should be prudent. 

 

3 Is your investment plan 

too optimistic and 

expecting unreasonable 

CF? 

 

You should invest in an apartment with 

abundant services attached or a capsule hotel, 

aiming for high returns after successful 

operation. However, you should not put the 

cart before the horse. You should not use high 

returns as an excuse to justify your purchasing 
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of highly priced property. This type of asset 

usually lacks operational flexibility so that cash 

flows will rapidly decrease once the market 

starts nosediving. 

 

 

Although it may not make sense to present this theory now, I still have to say that 

if only they had more conservatively estimated LTV or property values and set 

loan terms much longer, like 5-7 years or even 10 years, they would have been 

able to see their property prices returning to normal by now. The majority of the 

equity and loans could have survived. Investors as well as lenders should allow 

ample room when investing in a market. 

 

While dealing with numerous items, sometimes going through times of financial 

crisis, the element of “ample room” feels like the most important element when 

engaging in investment. 

 

For instance, in metropolitan areas and parts of provincial cities, apartment 

buildings with abundant services are being developed as a means to justify the 

high purchase price of real estate, which will provide a high usage unit price. For 

the same purpose, they are also developing many capsule hotels, which can aim 

at high returns by increasing the number of units. I have no intention of denying 

their business style. We could say that they present very timely investments as 

inbound demand has been increasing. 

 

However, I have something important to point out here. If they are adopting such 

business styles simply for the purpose of squeezing out cash flow, or justifying 

high investment book values, they should beware. This type of asset usually 

lacks operational flexibility. Once the market starts turning, the cash flow will 

rapidly decrease. Less flexible the asset, the more rapidly it will decrease. Even 

in the case of master-lease contracts with fixed rental fees, the same thing will 

happen when the operators go bankrupt. Likewise, when an appraisal company 

gives you a high price, judging from the status quo of the market, you should not 

count on it too much. 

 

In foretelling the real estate market hereafter, the most important key point in my 
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understanding is the trend of J-REITs. The REIT index in the Tokyo Stock 

Exchange is slowly going down after marking 2,000 points as its latest top value. 

The REIT index is based upon going concerns, and can be regarded as the 

buyer of last resort. 

 

In order to prepare for a crisis, players should not feel safe just by relying on 

REIT exit opportunities. They should also prepare other flexible investment 

scenarios. Take new developments as an example. If the market situation 

requires them to do so, developers should be ready to switch to holding some 

shares of their own companies after completion of a development. Investment is 

not a game of chicken. We should carve this deeply in our minds. 
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