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We develop a no-arbitrage pricing model for cancellable leases to study the term structure 

of lease rates. Our model demonstrates that cancellable lease rates always exhibit an 

upward-sloping term structure in a frictionless economy. When we introduce leasing 

frictions such as vacancies arising from market illiquidity, a partially downward-sloping 

structure can be obtained. Our residential lease sample in Japan exhibits a downward-

sloping term structure up to approximately six years, and open-ended lease rates lie 

between the one-year and six-year rates. This empirical term structure is consistent with our 

calibrated model that incorporates large market frictions. (JEL: G12, G13, R31) 
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