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“Asset Management in Japan: Ten Years Behind Sweden?”

(BRD7EYh-IRCA——ZAI—T o LKYT10ELEBNTINS ?)

By Dr. Patricia A Nelson
Contributing Editor, The Economist Intelligence Unit

Good evening. Thank you for inviting me to speak tonight. It is an honor to be here to speak to you. Tonight I am
going to talk about asset management in Japan with reference to Sweden and other member countries of the

Organization for Economic Cooperation and Development (OECD).

I will cover five main areas in my talk. First [ will address the current situation in world markets, then I will present
an overview of assets including household savings, stocks, insurance and real estate and then move on to a specific
discussion of pensions and social security. Next I will consider the outlook for the future, and then end by

answering the question: Is Japan 10 years behind Sweden?

This talk is based primarily on my research for the Economist Intelligence Unit (EIU) in March and April this year.
The main objective was to understand current patterns of asset management in Japan and a secondary objective
was to examine the current investment environment in Japan. Our client, who sponsored the special report, wanted
to understand the specific challenges and opportunities in Japan’ s asset management industry, because Japan is
the world’ s second largest economy and clearly one of the key world financial markets. The report forms the

foundation for this presentation (Nelson and Line, 2009).

Because you are all very familiar with the situation of asset management in Japan and as members of JISS you are
all interested in Sweden, I have been asked today to compare Japan with Sweden (and Scandinavia). I will also
make comparisons with the OECD member countries. | hope this data will help put this subject in perspective for

you.

The World Market Situation

First, I will begin with some background data on the world economic situation (see Figure 1 below). According to the
United Nations, Figure 1 indicates population aging in Japan (yellow) and Sweden (green) relative to other 23 high—
income OECD countries (red), the United Kingdom (light blue) and the United States of America (dark blue) over
the period 1950-2050. The figures are projected based on the UN’ s simulations of future population growth. Figure

1 was calculated based on the number of people aged 50 and over relative to the total population.

Compared to the 23 high—income OECD country average, Japan and Sweden have something in common: they
appear to be approaching each other by 2050. Further, along with the UK Japan and Sweden the aging population is
above the OECD average virtually throughout the whole period, 1950-2050. The US average age of the population
is kept low due to immigration and a higher average birth rate. Thus as we can see in Figure 1, the percent of the
aging population relative to the whole population in the US falls below the 23 high—-income OECD average.
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Figure 1: Population Aging in Japan, Sweden, the UK and USA

Relative to the 23 High—Income OECD Nations, 1950-2050
(Percent of people 50 years and older relative to the total population)
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Source: Walker, 2003, p. 3. UN data; 2030 — 2050 are projected.

Figure 2: Age—Related Dependency Ratio in Japan, Sweden, UK and USA
Relative to the 23 High—Income OECD Nations, 1950-2050
(Percent of elderly population relative to the working—age population)
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Figure 2 indicates the ‘elderly dependency ratio’ or the percent of elderly people who are considered by the

United Nations (UN) to be dependent on a nation’ s entire population of working-age adults. This calculation

includes elderly people who are dependent on the state for their pensions. Japan (yellow) is the highest of the

countries shown here with Sweden (green) coming in very close behind, with the UK (light blue) and the US (dark

blue) coming somewhat below. Again the US is below the 23 high-income OECD average (red), while Japan, Sweden

and the UK are at or above the OECD average. While all 23 high-income OECD countries will experience an

increase by 2050, Japan’ s rate of increase is the fastest of all, starting at the bottom in 1950 and rising ? ever
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more steeply after 2000 or so ? to the top by 2050.

Clearly the pressure on Japan to provide state pensions and support an increasingly elderly population is very high.
This is the starting point for a discussion of asset management, in particular, how people need to plan ahead for
their future economic welfare. With the world’ s financial markets in their current state, it is important for us to
understand ? to the extent that this is possible ? how we can best manage our futures. We can do this by learning
what asset management is and how we can best prepare for the future.

Figure 3: Stock Market Performance in the US, Euro Area and Emerging Markets, 1993-2008
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Source: Thomson Financial Data Stream as cited in OECD, 2009.

Before moving on, I would like to note the impact of the stock market crash on assets (and their management)
since September 2008 (see Figure 3). According to the OECD, the stock market crash affected assets badly and
the situation of pensions, in particular, was not positive, in fact, they were cause for concern. According to an
OECD report on pensions in OECD countries, by October 2008 the total assets of all pension funds in the OECD
had declined by nearly 20 percent relative to December 2007 or by ca. USD 3.3 trillion. If other private assets with
a retirement element ? those that are not strictly considered to be pension assets ? are included, such as the
individual retirement accounts used in the US and in other countries, the total loss increases to roughly USD 5
trillion. (OECD, 2009)

Let’ s now turn briefly to the issue of financial assets held by pension funds in Japan compared with the US.
Between the end of December 2005 and the end of December 2008, the value of pension fund holdings in the US
held steady at just over USD 8 trillion. In Japan by comparison, pension heldings fell from JPY 117.7 trillion to JPY
94.1 trillion over the same period. In Japan, the share of risky assets (that is shares and equities which are directly
hit by stock market fluctuations) was reduced dramatically from 34.8 percent to 13.1 percent over the three—year
period. A conservative feeling developed among people who became concerned that the state would not be able to
live up to its promises regarding the state pension. This led to a shift to ‘safer’ assets including bonds and

currency deposits and investment trusts and away from stock markets.

In the US, there was also a reduction in risky assets over that period, but it was far less dramatic from 42.7
percent to 36.6 percent. On the whole, the assets of US pension funds did not change much over the 2005-2008
period. In short, we can say that Japanese pension fund investments became more conservative in their approach
since 2005 than American pension and private investments. The consequence of this was that the stock market
crash of September 2008 hit US assets very hard while Japanese investors ? in particular pension investments ?
were somewhat more buffered.

http://www.sweden-jiss.com/jiss/2009.09.30/1 1.html 3 2009/11/02
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Putting this two—country comparison into a wider context, as of December 2007, 13 of 22 OECD countries ? for
which information is available ? held a majority of their assets in bonds of which 60 percent were held in
government bonds, or the safest of the safe. Although the stock market performed poorly recently, pensions were
protected from the storm somewhat due to the high ratio of bonds, and in particular, government bonds. The US,
UK, Australia and Ireland were four of the hardest hit countries by the stock market crash because over a third of
total assets (in nominal terms) were invested in equities. In Ireland’ s case, 66 percent of their assets were tied up

in stocks.

In such a bleak situation, it is imperative that companies, governments and average citizens are aware of the
impact of financial markets on future welfare. Moreover, it is ever more essential than in the past that we all ponder
how to best manage our money whether it be in government—managed pensions, corporate pensions, or private
investments such as real estate, stocks, bonds and currency. In short, it is not wise to be ignorant of how assets

are managed in the financial markets.

The research I am presenting today is based on over 20 interviews with Japanese and international asset managers
in the public and private sectors and with government officials and representatives of non—governmental

organizations. The interviews were carried out in March and April 2009. [ will briefly summarize the main findings of
this research with reference to data on other advanced industrialized nations including Sweden, the US and the UK.

Overview of Asset Types

Let" s now turn to the management of household assets including savings, real estate and currency deposits.
Japanese households tend to keep more of their assets in currency and bank deposits than Americans. Real estate
has not been attractive for some time, as many are simply holding on to investments made during the bubble in
hopes that their real estate investment will one day pay off. Similar to Japan, in the European Union (EU), the
household savings rate is higher than in the US. However, in the EU (again like Japan) average income is lower than
in the US.

In the Euro currency area the household savings rate is 13.9 percent, while within the EU itself it is 10.8 percent. In
contrast, in the US household savings is only 5.2 percent. The highest saving rates are in Switzerland (17.1
percent), Germany (16.7 percent), Slovenia (16.4 percent), Austria (16.3 percent) and France (15.6 percent) while
the lowest saving rates in the Baltic countries and the UK (2.2 percent each). Sweden comes in at about 12

percent, or above the EU average. (Leetmaa, Rennie and Thiry, 2009, p. 1.)

Lying at opposite ends of the spectrum, Japan and the US offer the strongest contrast in household savings
behavior, that is the choices regarding how to hold one’ s assets. Sweden ? along with most of the EU ? falls
somewhere in between the two (Ynesta, 2008). Remembering that Japan is the world’ s second largest economy, a

comparison with the US reveals some important differences in investment practices.

First, as noted above, over 30 percent of US households have investments in the stock market through purchases
of shares and equities, or ‘risky’ assets. As a consequence of the downturn since September 2008, many
Americans experienced a direct impact on their household wealth. In comparison, only six percent of Japanese
households hold shares and equities. Another striking difference can be found in their holdings of investment trusts:
Americans hold nearly 12 percent of their savings in investment trusts while Japanese households keep just over
three percent in them. With regard to other types of savings, including insurance and pension reserves, Japanese

and Americans hold nearly the same percentages.

Given the data above, it is not surprising that the US has the largest institutional investor sector in the world.
Between 2006 and 2007, institutional investors’ total assets increased by 11 percent. However, pension funds’
assets rose only by more than 7 percent. Assets held by insurance companies and investment funds ? mainly
driven by steady growth in retirement and other wealth accumulation products ? grew by nearly 13 percent each.
Mutual funds are also playing a growing role in the asset management industry. The expansion of new instruments

and new outlets for funds can be explained by the growth in defined contribution (DC) pension plans influenced by

http://www.sweden-jiss.com/jiss/2009.09.30/1_1.html §[ 2009/11/02
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their explosion in the US. I will discuss pension plans in more detail shortly.

The top asset management companies in Japan, ranked by their pension fund assets under management in
December 2008 is quite a diverse group including the world leaders, Barclays, Nomura, State Street, BlackRock and
Morgan Stanley. On the whole, the largest investors who are managing our assets are investment funds, insurance
companies and pension funds. These are ‘traditional’ institutional investors. Institutional investors also invest ?
although at a much smaller scale ? in public pension reserve funds, sovereign wealth funds, private equity funds,
and hedge funds. A large proportion of the assets managed by private equity firms and hedge funds is owned by
pension funds and insurance companies. This means that pension funds (private and public) and insurance

companies tend to have a great deal of clout in global capital markets.

Insurance companies also act as key players in many countries’ private pension systems, although they are still
small players in Japan. Pension funds and insurance companies use investment funds as vehicles to channel their
investments, and the financial assets held by investors tend to be heavily pension oriented. The performance of the
stock market in the short term is not closely linked to the performance of long—term oriented pension funds.
Pension fund managers therefore have the luxury of thinking longer-term than institutional investors who usually do

not deal in pensions.

According to a recent OECD report, while the traditional institutional investors contribute to the financing of
pension benefits, pension funds have lost some importance. Nonetheless, the main purpose of roughly 60 percent of
the total volume of assets held by institutional investors worldwide is to finance retirement (OECD, 2009). Clearly
when it comes to asset management, pension investments are key. Now I will turn to a detailed discussion of

pensions, both private and state.

Pensions and Social Security

There are two types of pension fund plans, defined benefit (DB) and defined contribution (DC) plans. DB plans are
increasingly seen as old fashioned and unsustainable for companies. This is because the company provides a set
pension benefit to the retiree throughout the retiree’ s life, and often to the spouse as well. DC plans make no such
promises partly because companies have realized that as people live longer, DB plans can become quite expensive
for them. Under DC plans, the employee takes responsibility for calculating what pension will be needed after
retirement. To meet projected goals, the employee contributes a specific amount each year until retirement. The

amount that has accumulated is the pension.

In both Sweden and Japan, DC features are included in the employer—provided pension system. Further, in Sweden
DC features are included in the national, or state, pension system. The main features of both systems are the basic
state pension to which everyone has a right, the employment—based pension and the private pension. In Sweden,
the system is relatively straightforward, and a portion of the pension has a guaranteed element so that everyone is
covered to some degree. In Japan, the type of pension is very much determined by the employer’ s arrangements.
In other words, in Japan, government officials have a certain type of pension, which is different from educators and
other types of public sector workers. In short, the Japanese system is highly complex and does not lend itself

easily to generalization.

The trend across advanced industrialized nations is to increase the DC element in pensions. This is mainly due to
the risk factor. With DB plans, the risk is with the company while with DC plans the risk is with the employee. DC
plans mean that the company takes less risk than with DB plans; it makes no difference to the company ? or to its
bottom line ? how long the former employee lives. Under DB plans, the length of the retired employee’ s life
determines how much the company pays out in pension benefits. With DB plans, the company must carefully invest
to achieve the required pension benefits that have been promised to the employee. With DC plans, the risk of
accruing a reasonable pay off from the pension investment is with the employee. The employee takes responsibility
for how the money is invested: it is the employee’s risk and s/he must determine how to manage situations

if/when investments turn sour.

Pension plans whether DB or DC are long—term investments. Pension asset managers look for reasonable returns

http://www.sweden-jiss.com/jiss/2009.09.30/1_1.html 5— 2009/11/02
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over the long term, not quick up—ticks in gains. Asset managers’ targets in Japan are for 70 to 80 percent ‘safe’
investments and for 20-30 percent ‘risky’ investments. In the US and the EU, safe range is from 40 to 50 percent
and the risky range from 50 to 60 percent. From a growth perspective, Japanese asset managers are looking a
long—term slow and stable growth, while Americans and Europeans tend to look for more volatility over the long
term. Private pensions and other instruments such as individual retirement accounts are more likely to be a
combination of short—term (higher risk) and long—term (lower risk) investments. The age of the individual determines

the potential for future pay off of his/her assets.

For those nearing retirement now, the recent crash is of great concern. If an employee is part of a DB scheme
(generally a corporate scheme) and the company goes bankrupt, then that scheme is in trouble. Companies may
still have to pay out pension benefits even if there are few assets left in the company. For the employee who is
nearing retirement, corporate bankruptcy will clearly affect him/her more acutely than the employee who was
recently hired and has a longer working life ahead of him/her. On the other hand, recent hires are less likely to

have access to DB schemes as companies are increasingly under pressure to develop and expand DC schemes.

Increasingly members of DB plans may experience benefit cuts, especially if the employer (or former employer) has
financial troubles and cannot place adequate funds into the plans or as noted above goes bankrupt. If the employee
loses his/her job before the vesting period is completed, s/he can lose all of his/her pension benefits. Further if DB
plans are not protected against inflation or hedged against stock market fluctuations, their plans can lose value. In
short, for those who are paying into DC pension funds, the impact of the current crisis depends critically on how

the fund’ s assets are allocated and on the employee’ s age.

Germany, Sweden, the United Kingdom and the United States and some other OECD countries have guarantee
funds that insure benefits (usually up to a certain level) against these risks. However, when there are large and
increasing numbers of corporate failures, there is concerned whether these funds will be able to meet a large
number of claims arising all at once. In such cases, governments may be forced to be the guarantor of the

guarantee funds.

In Sweden’ s case, insured pension plans amounted to 66 percent of the total in 1995, but this dropped to 57
percent in 2006. The government has made an effort to shift responsibility to the private sector away from the
government and away from the burden of guaranteeing pensions. In particular, pension plans managed by non—
autonomous pension funds reached 23 percent in 1995 but had dropped to nine percent in 2006, and 77 percent of
the latter were DC plans. Pension plans managed by autonomous pension funds were 10 percent in 1995 and had
grown to 34 percent in 2006, and of the latter 90 percent were DB plans (Ynesta, 2008). These figures indicate the

shift of responsibility to the individual, away from, for example, the company and government.

Outlook for the Future
For young people, the current slump in the stock market is less relevant to the long—term performance of their
pensions and other assets than to older people. However, especially in Japan, the young tend to have rather few

assets. The typical pattern of Japanese asset holdings according to age group is very revealing.

For the group aged 80 and over, there is generally littie to worry about regarding the future and their retirement.
They are among the wealthiest in Japan. However, for the group aged 50 and over, there is need for concern as
this group will be the first to experience the effects of a changing pension system both at the state and corporate
levels. Those who are younger than age 50 still have some years to adjust to the new financial realities and in all
likelihood their assets will recover from the current financial turmoil in time for their retirement. Perhaps the group
at most risk in Japan is comprised of those under age 29 because they have few assets and few places to put
them as bank interest rates are so low. Those who were affected by the hiring ‘ice age’ of the 1990s (aged 30 and
over) are also at risk as they tend to have rather large liabilities. Clearly Japan is a market where asset

management will expand to account for expected future shortcomings.

One area that could use improvement is the skill and savvy with which assets are managed today. For example,
Japan’ s Government Pension Insurance Fund (GPIF) is the largest pension fund in the world. According to experts,
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it is imperative that the GPIF develop better investment strategies that will bring appropriate results to cover
future needs. Unfortunately, it is generally held that the skill base of asset management firms in Japan lags behind
the US and Europe. If the GPIF, for example, is going to be capable of providing benefits as expected, then asset
managers need to become more market oriented and less political. In a similar vein, it is clear that the state
pension system needs simplifying as multiple and complex systems are costly and less effective than a simple ?
perhaps unified ? system. Market knowledge not political power is what is needed to manage assets well for the

future in Japan.

In Sweden, a number of efforts have been made to improve the pension system. First, there is expanded flexibility
in when and how pension benefits are taken; second, the government is increasing the mandatory retirement age
gradually; third, the government is encouraging the elimination of age discrimination in employment; and fourth,
‘quality of worklife’ issues are being explored. In Japan, the government is providing job search assistance and
employment earnings incentives to workers and employers and is continuing to increase the age of worker eligibility
for benefits. Both Japan and Sweden are improving the training of older workers, and revised the benefit calculation
formulas to encourage continued work and/or discourage early retirement. In short, Japan is moving forward but

not as rapidly as Sweden.

When it comes to Public Pension Reserve Funds (PPRF), the OECD notes that these grew rapidly until 2007 while
portfolios became increasingly diversified (OECD, 2009). Experts expect that PPRFs will have an important role in
the future financing of public pension systems in that they have the potential to alleviate the impact of population
ageing on state budgets. A government or social security institution can draw on the assets of the PPRFs to cover
a portion of the rising cost of the public pension system. When we consider how Japan and Sweden fare in PPRF
comparison data, both appear to have adequate reserves for the present, but the future is not so certain. While the
short-term impact of the current financial crisis has been negative, pension funds in particular work on the basis of

a long time horizon. In short it is not too early to begin planning for the future.

Is Japan Ten Years Behind Sweden?

When I conducted the interviews with asset management specialists, they said repeatedly that Japan is about 10
years behind Sweden, the European Union and the United States. In fact, Japan is farther behind the US and the
UK than the majority of the OECD member countries. Whether it is five or ten years, Japan is definitely behind, and

needs to support the strengthening of the financial markets to prepare for the future.

In Japan people still prefer to have cash easily to hand. Many it seems prefer to have it stashed at home under the
carpet or under the bed rather than in the bank or a long—term investment. Despite the fact that people know that
money needs time to grow into a ‘nest egg’ in a bank or elsewhere, most Japanese prefer to hold short—term (one
year or perhaps a bit longer) investments. And they prefer to have a monthly or bi-monthly income from their
investments, even if it means that in the long term the asset decreases in value. The interviewees noted that on
average Japanese people do not understand how to manage their assets. Furthermore, they are skeptical of
investment houses, preferring to rely on their local banker as a source of information regarding how to manage their

investments.

While these points are certainly valid, it is clear that in Japan as in other OECD countries, pensions are the main
issue regarding asset management for the majority of the people. Trust of financial markets is clearly an issue, as is
dealing with financial matters in an arm’ s—length manner. In that sense, Sweden is ahead of Japan. Sweden is also
ahead in the increased interest among the general population in playing the stock market. As more people have
learned about DC pensions, they have become more engaged in understanding how the market works and how to
play the market. Given the direction of Japan’ s pension system, it is likely that those who become comfortable

with hands—on management of their own DC pensions will also move in this direction.
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