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I. DETERMINANTS OF OFFICE INVESTMENT PERFORMANCE

I ntroduction

In recent years, conventional wisdom about the Japanese real estate market has frequently been off the
mark. For example, the so-called 12003 problemo, as announced, did not result in the complete collapse
of the Tokyo office market, nor did it result in the lower-end of therental structure becoming fidead stocko.
On the contrary, we observed that most of the adjustmentsin rents have taken place only at the higher end
of the rental structure, with the middie and lower ends showing a remarkable resilience to the supply

shock.

A deep-seated belief within the Japanese investors community relates to the preferences of tenants with
respect to the location and the physical characteristics of an office building. This axiom summarizes
tenants) preferences by the following axiom: fiNew, Close, Larged. This expression means that tenants
will favor first and foremost finewo, then fiwell locatedd and eventually filarged office spaces. Although
when devising a long-term investment strategy, the determination of which properties are and will be in

demand is fundamental, no serious research as been carried out on this subject in Japan.

In thisreport, we intend to challenge this fibeliefo by analyzing the impact of the age, the location and the
size of an office building on its performance, and discuss the implications of the results on the investment
decision. This report is not simply an fiacademic demonstrationo, but presents fievidenced that tends to

support our own view.
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1. Objective and Method of the Survey

1.1. The Objective

The objective of this study is to answer two questions.

V  Question 1. Are the factors fiaged, filocationo and fisized factors that determine the level and the
stability of the fiperformanced of an office building?

V  Quedtion 2: What are the contributions of each determining factor to the level and to the stability of

the fiperformanced of an office building?

In our analysis, we choose the fioccupancy rated as an indicator of fiperformanced, due to the importance
of its contribution to thelevel and to the stability of the cash flow delivered by a property. Indeed, when a
property becomes out of favor, thefirst indicator of such a situation isthefall in its occupancy rate. Then,

once the occupancy rate has fallen under a given threshold, rents usually begin to fall in turn.

1.2. The Sample and the Data

This survey is conformed to the anaysis of the 5 central wards of the Tokyo office market (Chiyoda,
Chuo, Minato, Shinjuku, Shibuya) and focuses upon properties with a gross floor-plate area of 100 tsubo
(approximately 3,558 square feet) or more. The 5 central wards of Tokyo are the main business digricts
and represent approximately 80% of the rental office space located in the 23 wards. The occupancy rates
for buildings in these wards have been available for the year from 1990 to 2003.

1.3. TheMethod

In this report, we use an intuitive analytical framework, as our readers may not be familiar with hedonic
modds. We use two levels of aggregation, one at the fisub-marketo level (here the Western area of
Shinjuku ward named fiNishi-Shinjukud), and another at the overall market level (Tokyods 5 central

wards).

Within those two levels of aggregation we performed two sets of analysis. The first set, based on the
andysis of the long-term average of the occupancy rate (year 1990 to year 2003), is designed to estimate
the influence of the age, the location and the size on the long-term average of the occupancy rate (here
after filong-term occupancy rated). The second set, based on the analysis of the long-term evolution of the
occupancy rate, is designed to assess the impact of the same factors (age, location and size) on the

fivolatility of the occupancy rated. These results are then graphically presented.

For the purpose of our analysis we have broken down the properties into classes according to their age,

location and size.
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1.31. Age-based Classfication

Fig. 1 represents the digtribution of the gross building area by per period of completion. It shows that the
proportion of buildings completed before 1979 in the overall stock is quite high (40%). Despite their
dominating market share, most of the analysts reports do not consider these buildings for the mere reason
they are fioldo. In thisanalysis, we do not set any restriction with respect to the age of the properties to be

included in the sample.

Fig. 1 Didribution of the Office Stock in Tokyo's 5 Central Wards by Completion
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as of June 2004 are not included.

For the purpose of our analysis, we divided our sample into 3 groups according to their completion dates:
V  Buildings completed before 1979
V  Buildings completed between 1980 and 1989
V  Buildings completed after 1990

1.32. Location-based Classification
We divided our sample into 3 classes based on the locations of the buildings. The quality of the location
of an office building is measured by the time required to walk from the platform of the nearest termina
station to the considered building. The classes are defined as follows:

V  Buildings within a 5-minute walk to the station

V  Buildings between a 6 and a 10-minute walk to the station

V  Buildings between a 11 and a 15-minute walk to the station

1.33. Size-based Classification
As mentioned above, our sample contains only buildings with a floor plate area of 100 tsubo

(approximately 3,558 square feet) and more.

We divided the sample into 3 groups according to the size of the gross floor plate:
V  Buildings with a floor plate area comprised between 100 and 199 tsubo (approximately
3,558~7,080 square feet)
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V  Buildings with a floor plate area comprised between 200 and 299 tsubo (approximately
7,116~10,638 sguare feet)

V  Buildings with afloor plate area larger than 300 tsubo (approximately more than 10,674
square feet)

2. Factor Analysis at the Sub-market L evel (Nishi-Shinjuku)
Owing to the difficulty of measuring the quality of the location for all buildings in the 5 central wards
(approximately 2,700 buildings), we selected 3 sub-markets for this analysis. Shimbashi (in Minato),
Shin-Nihonbashi (in Chuo) and Nishi-Shinjuku (in Shinjuku). The reason of these choices is that all
display the following characteristics:
V  They are of asignificant size,
V  They are comprised of buildings with completion dates ranging through the 3 completion
age-based classes (from 19506s to present),
V  And they enable us to samplelocations, in which quality is mostly influenced by the proximity
to one dominant terminal station, which allows us to use the distance to this sole station as a
metric of quality.
In this report, we present details of the results obtained from our work on the sub-market of
Nishi-Shinjuku.

2.1. Impact of the Factor fiL ocationd
Firg, we studied the impact of location on the level of long-term occupancy rate of buildings located in
the Nishi-Shinjuku area. Theresult of this analysisis represented on the following Figures.

Fig. 2-1: Impact of the Distance to the Station on the Long-Term Occupancy Rate
(Nishi-Shinjuku, 1990 2003
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Let us have a look at the thick red line that represents the average through classes of the long-term
occupancy rate. We can observe first that, contrary to our expectations, the level of the occupancy rate
does not change much between buildings located within a i5S-minute walko and those in the i6-10 minute
walko to the station; Second, performance falls significantly between buildings located in the fi6-10
minute walko and those located in the i11-15 minute walko to the station.
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We believe that the first and unexpected observation (no change in the occupancy rate between the
fiwithin 5 minute walko and fi 6-10 minute walko locations) is due to the fact although we use an objective
measure of the distance to the station, tenants in practice do not. Their appreciation of the quality of a
location is related to their fiperceptiono of the distance. This perception is, for example, determined by
elements like the possibility to see the fitargeto (the building) from the station, and the time required for
walking to the fitargetd once outside the station, which give to the tenant an illusive feeling of proximity.
Typically the sub-market of Nishi-Shinjuku contains the conditions that induce such an fillusive feging

of proximityo.

Indeed, a very extensive network of underground corridors, spreading to a 5-minute walk radius,
surrounds the station of Shinjuku. Thus, once exiting from one of these corridors to the street, tenants
only have a fiwithin 5-minute walko from the exit to buildings located in the fi6-10 minute walko, which
gives them the feeling that those buildings are as close to the station as those truly located in the fiwithin
5-minute walko range. Taking into account this particularity, we here can say that as the subjective time to

the station increases, the long-term occupancy rate decreases.

Fig. 2-2 Changein the Overall Occupancy Rate in Nishi-Shinjuku (Per Class of Distance
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Let us now consider not the long-term average but the fivolatilityd of this occupancy rate through time
(between 1990 and 2004). Fig. 2-2 shows that although there is no significant difference in level, the
occupancy rate of buildings in the fiwithin 5-minute walko category is more stable than the occupancy
rate at buildings located in a fi6-10 minute walko. The stability of the occupancy rate at buildings located
in the fiwithin 5-minute walko is especially remarkable when considering the period 1993-1995. Although
occupancy rates plunged al over the board due to a massive new supply of large buildings, the magnitude

of the decrease is much smaller on the buildings located in the fiwithin 5-minute walko category.
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2.2. Impact of the Factor fiSized

Using the same methodology, we analyzed the effect of the size of a building (measured as the floor plate

area) on the long-term average occupancy rate. Results are presented on Fig. 3-1.

Fig. 3-1: Impact of the Size on the Long-Term Occupancy Rate Nishi-Shinjuku, 1990 2003
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This graph shows no significant change between the performance of buildings with a floor plate area of
100-199 tsubo (read fibetween 100 and 199 tsubod) and those with a floor plate area of 200-299 tsubo.

However, performance increases between the class of 200-299 tsubo and the class of 300" tsubo. Thus,

although the relation between size and occupancy rate is apparently not linear, we can reasonably

consider that when size increases over a certain hurdle (somewhere between 200 and 300 tsubo), it has a

positive effect on the long-term occupancy rate.

Let us now consider the impact of the size on the stability of the occupancy rate over time. The 3

following figures (3-2, 3-3, 3-4) should be considered as a fisetd. They represent the evolution of the

stahility of each size-based class when the quality of the location decreases (i.e., when the distance to the

station increases).
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Fig. 3-2  Changein the Occupancy Rate Within a 5-Minute Walk to the Station
(Nishi-Shinjuku, Per Class of Size)
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Fig3-3 Changein the Occupancy Rate Within a 6 to 10-Minute Walk to the Station
(Nishi-Shinjuku, Per Classof Size)
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Fig3-4 Changein the Occupancy Rate Within a 11 to 15-Minute Walk to the Sation
~ (Nishi-Shinjuku, Per Class of Size)
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Both in Fig. 3-2 and 3-3 (i.e., when buildings are located in a fiwithin 5-minute walko and a fi6-10 minute
walko to the station), large-scale buildings (300" tsubo) resulted in an occupancy rate that is more stable
through time than the other classes with smaller floor plate areas. However, in Fig. 3-4, when it comes to
buildings located in a fil1-15 minute walko to the station, the variability in the occupancy rate increases
and differences become non-significant between size-based classes. Thus, in the category of
fi11-15minute walko, the positive impact of an increase in size is offset by the negative impact of a
decrease in the quality of the location. In other words, the contribution of the factor filocationo to the

stability of the occupancy rate seemsto be fistrongerd than the contribution of the factor fisizeo.

2.3. Impact of the Factor iAged
Firg, Fig. 4-1 shows that as the age decreases, the long-term occupancy rate falls.

Fig 4-1: Impact of the Age on the Long-Term Occupancy Rate Nishi-Shinjuku, 1990 2003
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Second, in Fig. 4-2 through 4-4, we observe the stability of the occupancy rate per age-based classes
when the time to the station increases. In al cases, buildings (completed in 1979 and before) present a
lower variability than newer buildings. Although it does not mean that fiolder is bettero, it is clearly in
contradiction with the view that new buildings will necessarily deliver a higher and more stable

performance than older buildings.
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Fig4-2 Changein the Occupancy Rate Within a 5-Minute Walk to the Sation
(Nishi-Shinjuku, Per Class of Age)
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Fig4-3 Changein the Occupancy Rate within a 6 to 10-min Walk to the Sation
(Nishi-Shinjuku, Per Class of Age)
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Fig 44 Change in the Occupancy Rate Within an 11 to 15-MinuteWalk to the Sation
~ (Nishi-Shinjuku, Per Class of Age)
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Let us summarize. Thefactor analysis of the occupancy rate in the Nishi-Shinjuku sub-market shows that:
V  From the perspective of the long-term occupancy rate analysis, better locations and larger floor
sizes have a positive impact on the long-term occupancy rate, and contrary to the fitraditional

beliefd, the factor fiaged also ddlivers a positive impact on the occupancy rateif it is fiolder ageo.
Note related to . In fact, although we observed very similar effects for the factors fiszed and filocationo in the other 2
markets (Shimbashi and Shin-Nihonbashi), the effect of the factor fiaged was different (unstable) through those two
sub-markets. In one sub-market, the impact of the factor fiaged was the opposite of Nishi-Shinjuku (the older the building, the
lower the long-term average vacancy rate) and in another sub-market it was neutral.

V  From the analysis of the volatility of the occupancy rate perspective, location and floor size
have positive effects on the stability of the occupancy rates; the effect of the location is stronger
than that of the floor size; contrary to the fitraditional bdliefo, age in this sub-market has a
positive effect on the stability of the occupancy rate if the age is older.

As a conclusion of this first set of anaysis, we can state that the age is not a determining factor of the
long-term occupancy rate and of the dability of the occupancy rate at the sub-market level. As a
conseguence, the age of an office building should not be adopted as a criterion when deciding upon an

investment. Does this conclusion changes at the market level ?

3. Factor Analysis at the Market L evel (Tokyo 5 Central wards)

This analysis is dedicated to effect of the factor fiaged on the occupancy rate at large-scale buildings (see
definition hereafter). We sdlect this segment asiit is precisely considered as fiingtitutional graded by most
of the investors. This part presents the result of our analysis regarding the long-term changes in the

occupancy rate, and our view regarding changes that occurred during thelast 5 years (from 2000 to 2004).

3.1. The Sample

Buildings included in the sample are located in the 5 central wards (Chiyoda, Minato, Shinjuku, Chuo,
Shibuya) and have floor plate areas and gross building areas larger than 300 and 10,000 tsubo
(approximately more than 10,674 sguare feet and 355,800 square feet), respectively. The sample is
comprised of 210 buildings that cumulate a gross building area of approximately 5Smillion tsubo
(approximately 177.9 million square feet), nearly haf of the aggregated gross building area of the 5

central wards.

The sampleis broken down into 3 age-based classes as in the previous anaysis (before 1979, 1980-1989,
and 1990 and after).

3.2. The Results
Results of the analysis are presented in the following 2 graphs (Fig. 5 and 6). The analysis presented on
Fig.5 shows that buildings completed before 1979 not only present a consistently higher level of

occupancy rate, but also a lower volatility than more recent buildings.
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Fig5 Changein the Occupancy Ratein Tokyo 5 Central Wards  Per Class of Age
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Fig. 6: Quality of the location of ingtitutional grade buildingsin Tokyois 5 central wards
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Of course, as we already mentioned, this result does not mean fiolder is bettero but rather finewer is not
necessarily betterd. Indeed, differences in occupancy rates between classes are potentially due not only to

differencesin age of completion, but also to differencesin location and rental rate levels.
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In order to determine whether the factor filocationd can explain the differences in occupancy rates
observed between age-based classes at the 5 central wards level, we have plotted each building, which
enables us to visualize the quality of the location of each building in relation to its proximity to the
nearest terminal station (cf. Fig.6). The figure shows that older buildings (completed before 1979,
represented in red) are mostly grouped in the nearby areas of the main terminal stations (Tokyo, Shinjuku

and Shinagawa); most of more recent buildings are located in less desirable locations.

As a conclusion, we can state that at the 5 central wards level, although the factor fiaged shows a spurious
positive correlation with the level of occupancy rate, an effective and strong determinant of the long-term

performance of institutional grade buildingsis the factor filocationo.

Nonetheless, we believe that the discrepancies in performance observed among age-based classes are not
only due to the factor filocationo. They are also result of the differences caused by the factor fiquality of
the facilitiesd, which is itself determined by different situations that the properties find themsdves in
along their respectivefiLife Cyclesd.

3.3. Relation Between the Perfor mance and the Position along the fiLife Cycled

Looking back at Fig. 5, we can observe that since 2000, athough the performance at buildings completed
in the 806s has been declining, fiold buildingsd* presented a remarkable stability. What happened?

* Completed before 1979.

Between 2000 and 2003, when a massive amount of large-scale buildings were supplied to the Tokyo
office market, mostly in fiprimed locations. As a conseguence, large tenants moved from existing large
buildings to the newly supplied properties. Among the age-based classes of existing buildings that
experienced tenancy losses, the most impacted was the class of properties built in the 806s (1980 ~ 1989).
Substantia tenant movements from these properties can of course be explained by a search for a better

location but also by differencesin building specifications.

In order to support this statement, let us compare the 3 age-based classes though the prism of the Life
Cycle Cogt (LCC) analysis.

The LCC isthe sequence of the expenditures that are required for the maintenance of a property during its
expected lifetime. In Japan, devel opers assume that the life expectancy of an office building is on average
30.5 years; ancther term to decide thisis that buildings are ficonsumable goodso. In such a context, it is
obvious that the quality of the specifications and the newness of a building are consdered as directly
related.

However, thanks to the utilization of the LCC, the life expectancy of a building can be extended, by
properly scheduling the repairing and the upgrading of its facilities, and also by reducing costs and
improving the efficacy of the management. The following graph (Figure 7) provides an illustration of

what could be an LCC on atime period of 60 years.
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Fig.7: Life Cycle Cost Analysis of an office building property
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Red Triangles represent the replacements of the voltage invertors, cooling machines and main ductwork

and imply large capita expenditures. Black Triangles represent the replacements of parts of the facilities.

Although these are frequent, they are not as costly. We have grouped these capital expenditures into 5

major phases.

V fiPhase 10 (Completion ~ year 15): Maintenance of the machines, renewal of the externa and internal
coatings.

V  fiPhase 110 (year 15 ~ year 20): Refurbishment of internal coatings and operations of maintenance on
the machinery.

V fiPhase 110 (year 20 ~ year 25): Renewal of externa coatings and operations of maintenance and
replacement on the machinery.

V  fiPhase V0 (year 25 ~ 30): Large scale refurbishment and replacement of the facilities incompleting
upgrades.

V  PhaseV (year 30 ~ 45): Refurbishment and possible conversion if required by dramatic changes in

the market conditions of the considered property.

The class of the buildings completed before 1979 are on average 30-years old*, thus most of them have
already implemented Phase |V (large scale refurbishment and replacement of the facilities). They did so
mostly due to the pressure of the massive amount of large buildings supplied in the early 906s, when their
occupancy rates fell momentarily. Today these buildings provide competitive specifications and this, in
addition to the factor filocationd, contributesto their continued high level of performance and stability.

* This group contains the oldest building in Japan completed in 1951 and the first high Trise building of Kasumigaseki.

Co.. Lto. NOMURA REAL ESTATE INVESTMENT MANAGEMENT
-16-



Japan Real Estate | nvestment Review - Autumn 2004

On the other hand, buildings completed between 1980 and 1989 were supplied at the beginning of the
filntelligent Buildings Erad (buildings designed to host IT related facilities). Most of those properties are
about to complete only Phase Il of their improvements. Thus, as their specifications have been only
fimaintainedd but not Aimprovedo yet, they have regressed when compared to the finewo buildings
(supplied after 1990) and the fioldo buildings (supplied before 1979). In addition to less desirable
locations, the factor fiquality of the facilitiesd may also contribute to the recent deterioration of the

performance of the buildings of the class 1980 ~ 19809.

What does thisimply from an investment decision standpoint?

4. Implicationsfor the I nvestment Decision
First, the expression fiNew, Close, Larged is not a reiable statement from when sdlecting an office
building, from two aspects.
By mentioning first the age, this statement implicitly attributes the higher contribution to the factor
fiaged in the determination of the performance. Consequently, according to our conclusions related

to the contribution of each factor, this expression should be rewritten asfiClose, Large, Newo.

Second, both at the market and sub-market levels, we found that the factor fiaged is not a
determining factor of the performance. In our opinion, in place of the factor fiageo, a third factor
(after the factors filocationd and fisized) should be added, one which relates to the quality of the
specifications (facilities, etc.) of the property, provided that they are properly managed, old

properties can deliver to the tenants the same modern functions as newer properties.

Second, as an investment manager, we believe that we can ficreate valued for the investors by
adequately planning the operations of maintenance and replacement (including upgrades) of the facilities,
reducing the energy consumption,  improving the external and internal aspects, and if required by
dramatic changes in the market conditions,  converting the office building into its iHighest and Best
Used. We further believe that by maintaining and improving the quality of the existing properties we
answer also to the expectations of todayis Japanese society. The Japanese society is indeed more and
more aware of the negative impacts on the whole society entailed by the destruction of an office building,
not only because of the waste of material and energy it implies, but also because it means that no fisocial
capitald is transmitted to the future generations. As a result of this change in fisocial consciousnessd, we

seein Japan an increasing number of old buildings announcing their renewal or refurbishment.
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. CAPEX BENCHMARKS FROM A REAL ESTATE INVESTMENT
PERSPECTIVE

This research report is based on the presentation*! made at the 2004 Academic Lecture Session of the
Architectural Institute of Japan on August 31, 2004.

Summary
Capita Expenditures (RCAPEX0) are criticaly important in determining the value of a red estate
investment, and their importance grows larger as the lives of properties grow longer.

Necessary CAPEX was caculated for the life (65 years) of the Standard Office Building from the
following perspective: the asset is to be operated over along term with major repairs and renewals to be
properly performed. Furthermore (1) annual CAPEX and (2) specific CAPEX necessary at certain key
points in the propertyds life, starting from the year of completion, should both be set up as aratio to the
replacement value of the asset from areal estate investment perspective.

Older buildings are often viewed as being excessively money consuming with respect to their operation
and maintenance, thus newer buildings are likely preferred for the purpose of asset investment.
However, we have concluded that older assets would in fact be advantageous if proper repairs and
renewals are performed taking their iLCCo (Life Cycle Cost) into consideration.

Aim

CAPEX is defined generally as fian improvement whose effects sustain for one year or longer and
depreciates over useful livest?0. Therefore, al the repairs, renewals and refurbishments that are not
considered as operating costs are called CAPEX.

In this report, we would like to limit CAPEX as the cost of repairs and renewals necessary for the
preservation of the quality and function of a building, and therefore exclude value enhancement
expenditures.

In recent years, typified by the popularity of real estate investment funds, real estate occupies a position
as an investment commodity just like stocks or bonds and establishes a strong presence in the finance
market. It requires the maximization of real estate investment values, which make CAPEX one of the
factorsin determining the value of the real estate investment.

Under circumstances where environment-friendly fisustainable developmentd is required, CAPEX
necessary for the long-term operation and maintenance of a building (especially in Japan, where the
timing of building renewal occurs sooner than in Europe or the U.S.*®) will be compared with its
replacement value, and shown as a benchmark, with the purpose being to extend the useful life of the
building and the asset investment perspective.

NOMURA
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Computation of the Theoretical Value of CAPEX

1. Description of a Building to Serve as an Example

Our CAPEX computation will be performed on a building with the following physical features
(hereinafter referred to as the iStandard Office Buildingo):

Outline of the Standard Office Building:

- Use Office

- Structure; Sed-frame, Ferro-concrete

- Size Onelevel below grade; 10 stories above ground
- Building Area: 1,000m?

- GrossFloor Area:  10,000m?
- Outer Wall Finishing:Tile-setting
- Air-conditioning: Central heat-source system, concurrently using fan coil ducts

- Elevators: 2
- Mechanized
- Parking: For 20 cars

- Replacement Cost:  ¥2.5 hillion

2. Method of Computing CAPEX

CAPEX is computed using the following premises, based on the concept of computing ALCRCO (Life
Cycle Repair Cogt) as shown in Easy-to-Understand Life Cycle Cost in Building Management, the LCC
Manual (fiManuald), by Japan Facility Management Promotion Association**:

- LCRC in the Manual is deemed CAPEX.

- Each partbs cost composition, repair cycle and repair ratio are based on the margina investment
model (where the timing of repairs and renewals are deferred as long as is possible) as shown in
the Manual, and such are used as a base. Where appropriate, modifications are made to such base
to suit the specific features of the Standard Office Building.

- The garting point for each repair is staggered and adjusted in order to level out peaks and valleys
of repair costs, which is presumed to be the goal of asset management.

- Theuseful life of 65 yearsisregarded as the entirelife of abuilding (as per the previous standard
set by the former Ministry of Finance), and CAPEX repairs are put into place, but not renewals,
after the 55th year.

3. Resultsof the CAPEX Computation
- During the whole life of the building, a major repair peak is positioned around 30 years, while
medium-scale repairs peak around 20 to 25 years and 40 years. (See Chart 1: bar graph.)
- The aggregate CAPEX associated with the whole life of the building exceeds the replacement
cost. We calculated a theoretical value of 128% for CAPEX (LCRC) divided by replacement cost.
(See Chart 2: line graph.)
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Establishment of Standard CAPEX Value

An appropriate CAPEX (LCRC) / replacement cost becomes 128%, but the Manual setsthis value using a
broad range of 100% to 200% of the replacement value. Asit isvirtually impossible to collect or evaluate
the building management data from which to derive any actua value, the Manual indicates that a value
computed from the theoretical value should be modified downward and thus be treated as an actual value.
Furthermore, in the Materia*® the actual value exceeds the theoretical value on the relevant chart
although specific numerical values are not presented.

The standard value of CAPEX associated with the whole life of a building is assumed to fall within the
neighborhood of 100% of the replacement cost. In the future, we intend to carefully examine and
deliberate on this further by collecting and analyzing appropriate data.
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CAPEX Benchmarks

The following analyses are based on the computation val ue of above-mentioned CAPEX:

1) Annual CAPEX Cost / Replacement Costs (%) (See Chart 3: bar graph.)
Annual CAPEX cost (being the result of our CAPEX computation for the Standard Office Building),
which presents a ratio to the relevant replacement cost in the bar graph, can be applied to buildings with
different replacement costs. This benchmark allows us to identify peaks of repair cost for each year, and
can be utilized for planning by both property management / maintenance and asset management teams.

2) Annualized Average CAPEX of Gross CAPEX for 12 Years/ Replacement Cost (%)

(See Chart 3: line graph.)
This is the benchmark expressed in an annualized average CAPEX for gross CAPEX required over a
12-year period from acquisition, and reflects the age of the building to the time of investment judgment (a
typical period for computation of long-term repair cost as commonly used in engineering reports during
due diligence) as aratio of the relevant replacement cost. It is an important benchmark in determining
value for the purpose of selecting investments.
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Chronological Tendency of CAPEX

Generally speaking, obsolescence of a building starts upon its completion, and repairs and renewals
follow each other repetitively at certain points, and then the building completes its life. On the other hand,
annual performance of CAPEX would project a false image of steadily rising along with the passage of
years (or progression of chronological obsolescence) and is often thought of as cumulative repair costs.

In reality, CAPEX in terms of the benchmark under fi1)0 above concentrates in the neighborhoods of 30
and 40 years. (See Chart 3: bar graph.) The benchmark under fi2)0 above T one that is important in
investment judgment -- rises gradually with the passage of time during the initid years, remains flat
between 20 and 35 years, and then the value declines from 40 years. (See Chart 3: line graph.)

Although old buildings are generally thought of as being excessively money-consuming in their
operations and newer buildings are likely preferred from the perspective of the asset investment, this
study shows that such is not the case if proper repairs and renewals are performed taking their LCC into
consideration.
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Let UsWeave CAPEX into Building Planning

Further growth of rea estateis acceptance as a financial product is expected, thus we believe more
importance has to be attached to effective fixed asset investment planning that utilizes CAPEX
benchmarks. We should focus more on CAPEX at the building planning stage and thereby more actively
employ a planning method that would allow us to consider CAPEX with LCC.

We believe that the concept of LCC is beginning to weigh more heavily in the building planning process,
but its degree of contribution to asset management or property management / maintenance is still difficult
to assess. Because of this, there is an ever-increasing importance of thinking of real estate as an
investment commaodity and promoting investment efficiency when considering CAPEX.

In Closing
In this report, we were able to derive CAPEX benchmarks from theoretical values, and identify their
chronological tendencies.

When observing some of the buildings that have been invested in by Nomura Real Estate Devel opment
Co., Ltd. asareference, we note that the actual value (according to repair- and renewal-cost computations
in engineering reports prepared by a third party) of CAPEX benchmark under 2) for each of the buildings
at the time of acquisition, is lower than the relevant theoretical value. (See Chart 3. diamond-shaped
mark.)

Hereafter, we plan to add proof to the above with data based on actua cases, and to establish the sandard
values of CAPEX that would reflect realistic underwriting standards. We also expect to apply this
approach not only to office buildings but to properties with different uses, such as residentia
condominiums and commercial facilities.

[Reference Material s

% 1.

Yasuo Ushiyama, Yujiro Sekine, Fumio Nishimura

2004 Academic Lecture Session of the Architectural Institute of Japan, AiCapex Benchmarks from a red estate
investment perspectived

* 2.

Jack P. Freidman, Jack C. Harris, J. Bruce Lindeman

fiDictionary of Real Estate Terms, Fourth Edition, Barronis Educational Series, Inc. 19970

*3.

Kiyobobu Kaido

fiCompact Cityo, Gakugei Publishing Company 20010, P.16

x4,

Japan Facility Management Promotion Association

0Easy-to-Understand Life Cycle Cost in Building Management, LCC Manual Version 1 2000.60
x4,

Same as above P.77 Diagram 14.8.3

fiEvaluation of the theoretical value of life repair cost and the actual valued

NOMURA
REAL ESTATE

Co.. Lto. NOMURA REAL ESTATE INVESTMENT MANAGEMENT
-22-



Japan Real Estate | nvestment Review - Autumn 2004

I1l. Market Watch

1. Trendsin the Condo M ar ket

Trends in the Number of Sales
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Source Real Estate Economic Institute

According to the Real Estate Economic Institute, the number of condominiums sold in
July 2004 was approximately 7,228 units, up 8.2% from the same month the year
before.
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Source Real Estate Economic Institute

Some 2,663 condominiums were sold in the Kinki Area in July 2004. Comparing this
to last yearfs sales, they were down 4.9% from the same month of the year before.
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Source Real Estate Economic Institute

The year-on-year change of the contract ratio for July 2004 has remained at a satisfactory
level of 82.8%. Moreover, it representsa 2.1 increase from the same month of the year
before.
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Source Real Estate Economic Institute

The contract ratio for July 2004 was 76.4%, the second consecutive month in which a
year-on-year increase from the same month was recorded.

The inventory at the end of July decreased to 4,742 units (down 25.8% from the same
month of the year before). Within the year, it is the 5 consecutive month of decrease.
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2. Trends in the Second-hand Housing M ar ket
Trends in Average Contract Price
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According to the Real Estate Information Network for East Japan, the average price of
condominiums sold in July 2004 was ¥20.43 million, the highest level in 3 years.
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Source: Real Estate Information Network System

According to the Real Estate Information Network for Kinki Region, the average price of
condominiums sold in July 2004 in the Keihanshin Area was ¥14.74 million.

However, the average price of detached houses was ¥21.14 million, down 5.2% from the
same month of the year before.
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