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nvestment trusts have existed in Ja-
I pan since before the Second World
War, but the foundations of today’s
investment trust market were laid in the
1950s. The Securities Investment Trust Act
(the predecessor of today’s Act on Invest-
ment Trusts and Investment Corporations,
hereafter the “Investment Trust Act”) was
enacted in 1951 to establish investment
trusts as a receptacle for the large supply
of equity stocks created by the postwar
dismantling of Japan’s zaibatsu (fami-
ly-owned business conglomerates) and by
stock’s use as payment in kind for property
tax. The act was also seen as one means for
promoting the democratization of securi-
ties investment in Japan. In addition, in-
vestment management companies entered
into contracts with trust banks to oversee
their assets under management (AUM) and
protect investors. The act’s enactment led
Japan’s four major securities companies to
register as securities investment trust man-
agement companies. In 1957, the Securities
Investment Trusts Association (now called
the Investment Trusts Association, Japan)

was established. In 1959, the Ordinance for
Enforcement of the Securities Investment
Trust Act was revised, requiring invest-
ment trust management companies to be
separate entities from securities compa-
nies. As a result, Japan’s four major secu-
rities companies spun off their investment
trust businesses into separate companies.
This can be considered as laying the foun-
dation for today’s investment trust indus-
try in Japan.

Over the next 60 years, investment
trusts in Japan have weathered several
setbacks in the external environment, such
as the slump following the bursting of Ja-
pan’s economic bubble in the 1990s and a

steep dropoff during the global financial
crisis, and continued to expand, with the
outstanding balance of AUM invested in
publicly offered investment trusts reach-
ing JPY 126.3 trillion as of end-September
2019 (Figure 1). As of end-June 2019, house-
holds’ assets invested in investment trusts
amounted to JPY 70.3 trillion, or just 3.8%
of total household financial assets. While
Japanese households’ investment in invest-
ment trusts has expanded, its share of total
household financial assets is much smaller
than in the U.S., where households' invest-
ment in mutual funds (including Money
Market Funds (MMFs)) as of end-June 2019
totaled USD 9.8 trillion, or 11.6% of total

Figure 1: Outstanding Balance of Publicly Offered Investment Trusts
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U.S. household financial assets. This data
indicates that investment trusts are not
considered a core tool for asset formation
by Japanese households, which can be
considered a major issue for Japan’s invest-
ment trust industry.

With Japan's birthrate declining and
population aging at a rapid pace unseen
elsewhere in the world, the importance of
investment trusts as a repository for house-
holds' stock of financial assets should only
increase. Many Asian countries are expect-
ed to face similar challenges in the future,
as their birthrates decline and populations
age. It may therefore be useful to look back
at the history of the development of Japan’s
investment trust industry, its successful
initiatives, and issues remaining to be re-
solved.

Product Diversification

From closed-end funds to open-end
funds

The first investment trusts offered
in Japan were closed-end funds. As noted
earlier, Japan’s postwar investment trust
framework was created as a receptacle for
a sudden increase in the supply of equity
shares. To facilitate sales to individuals,
new closed-end funds were established ev-
ery month. For example, new funds with
a two-year trust period and a one-month
public-offering period were established
each month. Japan’s initial investment
trusts were essentially limited-time sav-
ings products sold every month under the
premise that stock prices would rise during
that period. However, this model’s premise
became untenable after the collapse of Ja-
pan’s bubble economy and stock market
crash in 1990.*

As a result, the investment fund
market began to see increased issuance
of open-end funds, which were already
the mainstream in the U.S. and Europe.
Open-end funds have fluctuating prices
and accept new investments and with-
drawals at any time. The number of open-
end funds surpassed that of closed-end
funds in 1999 and their AUM exceeded
that of closed-end funds in 2003. Today,
open-end funds account for about 90% of

the outstanding balance of all investment
trusts in Japan.

Introduction of real estate investment
trusts

An amendment of the Investment
Trust Act in 2000 removed the ban on real
estate as an eligible asset for investment
trusts, leading to the establishment of real
estate investment trusts in Japan (J-REITS).
J-REITs were established to provide small-
lot investors with access to real estate in-
vestment and to increase the supply of risk
money into the real estate market. J-REITS
mainly take the form of an investment com-
pany (a corporate type investment trust)
that lists on the securities exchange and
operates a closed-end fund. By this struc-
ture, REITs can avoid fire-selling illiquid
real estate assets in response to an increase
in investor withdrawals, and investors can
liquidate their holdings by selling their
shares in stock exchanges. REITs must also
distribute more than 90% of distributable
income to investors as dividends, which
are considered as an expense, thus reduc-
ing the REIT’s taxable income.

The J-REIT market began with the
listing of two REITs on the Tokyo Stock Ex-
change. The market has since expanded,
supported by the development of REIT in-
dices, the establishment of REIT Exchange
Traded Funds (ETFs), and the Bank of Ja-
pan’s purchase of REITS as part of its quan-
titative easing policy since 2010. J-REITS’
investments initially centered on office
buildings and commercial facilities but
have since diversified to include housing,
logistics facilities, and more recently re-
sort and healthcare facilities. In 2015, the
J-REIT total market value surpassed that

in Australia to become the world’s second
largest REIT market, after the U.S. market.
As of end-2018, Japan had 61 listed J-REITs
with a net asset value of JPY 9.6 trillion (Fig-
ure 2).

Introduction of ETFs

Japan’s first ETFs appeared in 2001,
when in-kind contribution type stock in-
dex-linked ETFs were listed on the Tokyo
and Osaka stock exchanges.*> The 2001
structural reform of Japan’s securities mar-
ket enacted as part of the Japanese gov-
ernment’s emergency economic measures
included revising ETF-related systems to
promote long-term stable shareholding
by individual investors. Since then, ETF
offerings have become more diversified,
with the listing of industry-specific ETFs
followed by the lifting of the ban on com-
modity ETFs when the Investment Trust
Act was amended in 2007 and the listing of
leveraged ETFs and inverse ETFs in 2012.
In addition, the Bank of Japan began pur-
chasing ETFs in 2010.

This product diversification has
supported the expansion of Japan’s ETF
market, with the net asset value of listed
ETFs surpassing JPY 10 trillion in 2014 and
continuing to rise sharply thereafter. As of
end-2018, 183 listed ETFs had a net asset
value of JPY 33.6 trillion (Figure 2). ETFs
have become a popular investment tool for
investors because they can be bought and
sold at market prices during market trad-
ing hours and, perhaps even more impor-
tantly, because of their low costs. However,
it has also been pointed out that the Bank
of Japan’s purchases of ETFs, which began
in 2010 and now total around JPY 6 trillion
a year, may be causing market distortions.

Figure 2: Net Asset Value of REITs and ETFs in Japan
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Diversification of Sales
Channels

Bank sales channel

In 1996, the government of then-
Prime Minister Ryutaro Hashimoto un-
veiled its plan for the “Structural Reform
of the Japanese Financial Market: Towards
the Revival of the Tokyo Market by the Year
2001” and implemented what has been
called “Japan’s Financial Big Bang.” This re-
form intended to promote more effective
investment of Japanese households’ finan-
cial assets, which at the time amounted to
more than JPY 1,300 trillion, and make bet-
ter use of those assets in the Japanese econ-
omy. One of the reforms was the lifting of
the ban on direct over-the-counter sales of
investment trusts by banks and insurance
companies in 1998.*

After the ban’s lifting, bank sales of
investment trusts were mostly at the ma-
jor city banks, but over-the-counter sales
gradually spread to Japan’s regional finan-
cial institutions as well. Under the current
ultra-low interest rate environment in Ja-
pan, banks are having difficulty generating
income through traditional deposit and
lending activities. Accordingly, expanding
fee and commission income has become
an important issue for the banks. Japanese

Figure 3: Sales of Publicly Offered Investment Trusts by

banks therefore have been strengthening
their investment-related services, with a
focus on the sale of investment trusts. In
2005, post offices also began selling invest-
ment trusts.*™

Bank sales of investment trusts ex-
panded steadily after the lifting of the ban
on direct sales by banks, thanks in part to
the high level of public confidence in the
banks. However, bank sales of investment
trusts have slowed since the global finan-
cial crisis (Figure 3). One reason for this
slowdown may be that bank employees,
which were relatively unfamiliar with cap-
ital at risk products, had trouble explaining
the product to customers when faced with
sudden market fluctuations.

Wrap accounts

In recent years, wrap accounts have
become an increasingly important channel
for investment trust sales in Japan.*> Wrap
accounts consist of a portfolio of multiple
investment trusts provided to individual
investors by securities companies and sim-
ilar institutions that have registered as an
investment adviser. Wrap accounts were
first developed in the U.S.*¢ and later im-
ported into Japan. In addition to traditional
securities companies, wrap accounts now
are provided to investors by trust banks,
independent financial advisers (IFAs) and
robo-advisers (see below). In most cases,
wrap accounts serve as a platform enabling
individual investors to access investment
trusts managed by multiple third-party
asset managers. Wrap accounts therefore
provide asset management companies
with a means for increasing fund inflows.

Asset managers’ recognition of the

Securities Companies and Banks and Each Channel’s

Share of Overall Sales

need to shift to so-called “fee-based model”,
where their fees are based on investors’
AUM, has supported the growth of wrap ac-
counts. Instead of the traditional model by
which asset managers generate a commis-
sion for each trade conducted for their cli-
ents, wrap account fees are based on the to-
tal AUM of the client’s portfolio and assume
goal-based financial planning. Accordingly,
increases in portfolio value benefit both
the investor and the asset manager, thus
aligning their interests. Japan’s Financial
Services Agency has positively evaluated
this “fee-based model”, which is now be-
coming increasingly popular among in-
dividual investors. Investment trust sales
companies also are increasingly aware of
the need to shift from conventional broker-
age services that use a commission-based
model to “fee-based model” that generate
stable income as their clients’ assets grow.
Wrap accounts have therefore increased
notably since 2015, with total AUM reach-
ing JPY 8.8 trillion as of end-March 2019
(Figure 4).

New sales channels: Robo-advisers and
IFAs

Recent years have seen the emer-
gence of two new channels for investment
trust sales — robo-advisers and IFAs. Ro-
bo-advisers are platforms that provide
online discretionary investment services.
Robo-advisers in Japan are modeled after
the platforms developed in the U.S. and
Europe. Online brokerage companies in
Japan have expanded since the complete
liberalization of stock trading commissions
in 1999, but their expansion is limited be-
cause they essentially serve do-it-yourself

Figure 4: Wrap Account Numbers and AUM

JPY Trillion == AUM (lhs) —s=— No.of Accounts (rhs) Million
10 1.0
=== Securities Companies (lhs) === Banks (lhs) 9 0.9
Trillion —=— Share of Securities Companies (ths) Share of Banks (rhs) %
8 0.8
120 100
90 7 0.7
100
80 6 0.6
70
80
60 5 0.5
60 . l I 50 4 0.4
40 n n 40 3 03
I I B 4 ig 2 0.2
20
' I I I 10 1 0.1
0 0 0 0.0
DO - AN MNMTITULONNO —ANMS N WO O I~ 00 O O «— N M < 1 W ™~ 0 O
N0 00000000 — = = — & — — — — S O O O v m e e e e e e e e
HNeNeeolololNolololNelolNollololNollolNollolNo o) O O O O O O O O O o o o o o
—ANANAN AN AN AN AN NN NN NN NN N AN AN AN AN AN AN AN AN NN N NN

Note: The graph does not include direct sales by asset management companies.
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(DIY) investors capable of making all their
own investment decisions. Robo-advisers
provide investors with more in-depth sup-
port than that available from online bro-
kers. Robo-advisers provide investors with
an investment portfolio based on their an-
swers to a questionnaire that asks about
their risk tolerance, investment timeframe,
and other investment-related topics. Port-
folios mainly consist of low cost funds such
as ETFs. This utilization of low cost funds,
together with customer interface without
human advisors, amounts to the most im-
portant feature of robo-advisers, which is
to provide low-cost discretionary invest-
ment services. Robo-advisers are still in its
infancy in Japan and have yet to achieve
any widespread usage by Japanese inves-
tors. One possible reason for Japanese in-
vestors’ hesitancy to use robo-advisers may
be the lack of proactive recommendations
in the online robo-adviser business model.

IFAs are companies and/or individ-
uals who are not employees of traditional
securities companies or other financial
institutions and provide their clients with
unbiased investment advice from an inde-
pendent position. In Japan, IFAs are mod-
eled after registered investment advisers
(RIAs) in the U.S. and traditional IFAs in the
U.K.. In the Japanese system, IFAs are regis-
tered financial products intermediary who
are then entrusted to provide investment
advice to clients by a financial instruments
business operator, such as a securities com-
pany. Account management and compen-
sation for losses are the responsibility of
the securities company. Although IFAs are
expected to be independent and neutral,
the IFA role is still rather new and there
remains wide differences in the sophistica-
tion and expertise of the practitioners.

Measures to Promote
Greater Use of
Investment Trusts:
Preferential Tax
Treatment

Defined contribution pensions

Japan introduced defined contribu-
tion (DC) pensions in 2001. Contributions
to and investments made in DC pensions
are tax exempt, with taxation occurring
only when the individual receives the pen-

sion benefits. The individual establishes a
personal account and gives instructions on
how the funds are to be invested. In gen-
eral, investment options include various
investment trusts. DC pensions have there-
fore become another sales channel for in-
vestment trusts. The U.S. 401(k) plans and
Individual Retirement Accounts (IRAs) that
served as a reference point for Japan’s DC
pensions helped drive growth of the U.S.
mutual fund market in the 1990s and stim-
ulate investment education.

Although the investment of pension
funds should focus on diversified invest-
ment that leads to asset accumulation over
the long term, about half of Japan's DC pen-
sion assets are allocated to bank deposits
and insurance products that focus on prin-
cipal protection. Although employers have
an obligation to provide employees with
investment education and many financial
institutions that serve as pension fund
managers also provide investment edu-
cation to plan participants, current asset
allocation indicates that these efforts have
not been very successful. In 2017, Japanese
version of DC default fund was introduced
to establish a default fund to be used when
plan participants do not specify how their
pension contributions should be invested.
However, a survey conducted about a half
year after the method was introduced re-
vealed that 70% of pension funds were still
using bank deposits and insurance prod-
ucts as their default investment products.

Since Japan’s introduction of DC
pensions in 2001, plan participants have
steadily increased, with the total reaching
8.47 million as of end-June 2019. In 2017,
eligibility for participation in individual DC

plans, called iDeCo for short, was expand-
ed to include non-employed stay-at-home
spouses (male or female) and public em-
ployees.

DC pension plan AUM totaled JPY 14.4
trillion as of end-March 2019 (Figure 5).
This is a rather small figure compared with
the JPY 77.5 trillion AUM in Japan’s defined
benefit (DB) pension plans,*” even when
considering the relatively short history of
DC plans. DC plan contribution limits have
been gradually raised since DC plans were
first introduced, and personal contributions
to corporate DC plans were introduced in
2012. Nonetheless, further expansion of
the DC system is desirable. The current
contribution limit is too low and needs to
be raised for DC plans to play an important
role in asset formation for retirement.*®

NISA

In 2014, Japan introduced a small-lot
tax-exempt investment system for indi-
viduals modeled after the U.K. Individual
Savings Account (ISA). The Nippon ISA, or
NISA, is intended to support household as-
set formation and strengthen the supply
of growth money. Under NISA, individuals
can invest up to JPY 1.2 million a year in
stocks, investment trusts, and other finan-
cial products. Dividends and other distri-
butions as well as gains from the sale or
transfer of assets in the account are not
taxed for the maximum account holding
period of five years (which allows individ-
uals to invest up to JPY 6 million in a NISA
account). Accounts for NISA can be opened
for a limited time, from 2014 to 2023.

Two derivative types of NISA have
also been established. The first is the Junior

Figure 5: DC Pension Plans’ AUM and Participant Numbers
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NISA, established in 2016 and modeled af-
ter the U.K. Junior ISA. The Junior NISA was
created to support asset formation for chil-
dren’s future. Tax exemption and the five-
year holding period for accounts opened
by 2023 are the same as for general NISA.
However, the accounts must be opened
in the name of minors 19 years of age or
younger, and the annual investment limit
is JPY 800,000 (for a total investment of JPY
4 million over five years). In addition, in
principle funds cannot be withdrawn from
the account until the account holder is 18
years of age.

The other derivative NISA is the in-
stallment-type NISA, introduced in 2018.
These accounts encourage long-term in-
vestment based on regular monthly con-
tributions of a fixed amount. While annual
investment is limited to JPY 400,000 (ap-
proximately JPY 33,000 yen per month),
new contributions can be made from 2018
to 2037 and maximum holding period has
been extended to 20 years. Eligible in-
vestment products are limited to low-cost
investment trusts. For example, equity
investment trusts must be no-load funds
with management fees below a certain
level (0.5% for investment trusts linked
to a domestic equity index). In addition,
monthly distributions are not allowed.

As of end-June 2019, the number of
accounts for general NISA was about 13.09
million with cumulative contributions to-
taling JPY 17.6 trillion. While these figures
are small relative to the potential market
size, they represent steady growth over the
five years since NISA was first introduced.

The future expansion of the NISA
system as an asset-building tool that can be
easily accessed by a wide range of people
is highly desirable. The main impediment
to further expansion is the current limited
timeframe for this initiative. Users of the
U.K. ISA expanded after the system was
made permanent. Similarly, Japan’s finan-
cial industry has been asking the nation’s
tax authority to make NISA a permanent
system.

Japan’s Experience
a Useful Point of
Reference

In recent years, the middle class in Asian
countries has been expanding. As their fi-

nancial assets expand, so will their need
for effective investment instruments,
including diversification into overseas
investments. Expanding the supply of
growth money to domestic and regional
industries also will be important. Invest-
ment trusts can play a very important
role as a tool to realize these goals. Ex-
pansion of investment trusts as major
institutional investors also is important
for the sophistication of Asian securities
markets.

Asian countries also are expected to
experience further aging of their popula-
tions. While Asian societies are still young
and in a growth phase, it will be import-
ant for them to establish systems that
support long-term, diversified, install-
ment-type investments. Diversification of
investment products and system reforms
that include beneficial tax measures merit
careful consideration as means to achieve
this goal. Asian countries also will need to
keep pace with the digitalization of finan-
cial services that is occurring in the more
advanced economies of North America
and Europe. The lack of legacy systems
should facilitate rapid change in Asian
countries.

Of course, while we refer to “Asian
countries” as a single group, they are ac-
tually a highly diverse group of countries
with many differences. Some Asian coun-
tries are already expanding the use of
DC pension plans, while REITs and ETFs
are already available in some countries.
The key points for development of the
investment trust market in each county
therefore will be different. The strong and
weak points to be found in Japan’s experi-
ence should provide a useful reference for
Asian countries.

Notes

*1  Sugita, Koji. Hossoku kara man 60-nen wo
mukaeru Nihon no toshi shintaku - sono
kiseki genjo to kongo no kadai - (Japanese
only, unofficial translation: Investment
trusts in japan - a history of the first 60
years, current situation and future issues),
May 18, 2011.

*2  Nikkei 300 Index Exchange Traded Fund
was traded on the Tokyo and Osaka stock
exchange since 1995, but the nature of
these investment trusts was different from
today’s ETFs and transaction volume was
smaller as they were not allowed to use
in-kind contributions and additional fund
establishment was limited.

*3  The ban on over-the-counter sales of in-
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*4

*5

*6

*7

*8

vestment trusts by investment trust man-
agement companies renting space at banks
was lifted in 1997.

Today, post offices sell financial products,
including investment trusts, as a financial
products intermediary for Japan Post Bank.

Rather than being a sales channel similar
to securities companies and banks, wrap
accounts actually are a product or service
provided by securities companies and oth-
er financial institutions. However, for the
sake of convenience, they are treated as a
sales channel in this article.

In the U.S., “managed account” is a gener-
al term that includes wrap accounts and
various other individual accounts such
as “rep as advisors” and “rep as portfolio
managers”. Japan also has several types of
managed accounts, which are collectively
referred to as “wrap accounts” in this arti-
cle.

According to data as of end-March 2019
announced by the Investment Trusts Asso-
ciation, Japan and including pension plans
managed by the investment trust industry,
the life insurance industry, and the Nation-
al Mutual Insurance Federation of Agricul-
tural Associations (JA Kyosairen).

For example, an employee participating in
a corporate DB pension plan can contribute
JPY 27,500 a month; individuals participat-
ing in an individual-type DC corporate plan
can contribute JPY 20,000 a month; and
participants in other corporate pension
plans and public employees can contribute
only JPY 12,000 a month.
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