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Abstract
Real Option Analysis Under Mean-Reverting Land Prices

In the mid-1990s, Japanese real estate market was suffering from stag-
nancy in terms of both number of transactions and price. Land prices
was falling dramatically and the government reduced the real estate taxes,
but the market still remained sluggish except for some exceptions. This
paper explains this as the result of a rational choice of landowners by
viewing the value of associated real option. And when the price process
is mean-reverting, the option value is further enhanced especially if the
asset is “underpriced.” This paper also analyzes how we could reduce the
owners’ real option premium to realize a better allocation of resources in
the economy.
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