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My wife returns home with her customary announcement of tadaima. Only gone a
matter of hours, she had undergone an MRI scan, received a diagnosis, and began
treatment during an appointment she scheduled yesterday after picking from a range of
specialist clinics dotted within a 10-minute radius of our home. At this moment, the
garbage trucks make their daily rounds — today it is small electrical items and solid
plastic. I await the arrival of the Takkyubin service, due between 1100-1200 (and they
will come on time), to ship my ski luggage to a hotel, saving me the effort of lugging
bulky bags on a cheap, on-time bullet train — all for the price of a London coffee.

If you have ever lived or spent time in
Japan you will know that everything is
clean, works well and runs on time. What
perplexes me is how Japan achieves
this, why it is so cheap and whether it
can continue. Japan’s general
expenditure is partially paid for by debt
each year - is this sustainable? The
Government of Japan has been
searching for an answer to this same
question, and a reformed Japanese
asset management industry may be a
critical piece of the puzzle.
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Japan's vision for a transformed asset management industry

In a strategic move to reshape its financial landscape, the
Japanese government has unveiled an ambitious vision to
elevate its asset management industry into a cornerstone
of the country’s financial system. By encouraging
households to shift their cash savings into investments,
the Government of Japan intends to boost corporate
valuations, enabling increased returns, which can then
lead to further investment and consumption - “a virtuous
cycle”.

Central to this is the government's ambition to double
asset-based income plans and enhance investor returns.
Beneficial changes to the NISA (Nippon Individual Savings
Account) program began in January 2024, with marketing
on the ground more geared towards a younger generation
of Japanese investors.

Concurrently, the Japanese government is advocating for
substantial corporate governance reforms. These aim to
ensure Japanese companies have a more sophisticated
approach to capital deployment and, in turn, deliver
increased shareholder value and consumer confidence. To
attract foreign institutions, the government has created
"special zones for financial and asset management
businesses" in Tokyo, Fukuoka, Hokkaido, and Sapporo.
These zones will feature deregulation and new procedures

that allow companies to be established entirely in English.
These measures signal a genuine belief that business
opportunities can arise from overhauling the financial
sector, attracting foreign capital, increasing retail investor
exposure, and implementing stronger governance.

This promising regulatory tailwind could be a significant
opportunity for material growth across a transformed
Japanese asset management sector. With Japanese
household savings estimated at a staggering $14 trillion,
of which over 50% is held in cash, there is a significant
opportunity for asset managers servicing Japanese
investors to materially grow assets under management
(AUM). Equally as important, Japan’s asset management
industry is expected to play a critical role in preserving the
financial wellbeing of an aging population - the “20m ¥en
problem.” In 2019, the Financial Services Agency (FSA)
reported that the average elderly couple will experience a
¥20-million shortfall to fund a 30-year retirement, and
given current debt levels, there are concerns that the state
will not be able to bridge this gap. Reformed and trusted
institutions will be key to effectively investing Japanese
household assets, driving economic growth, and ensuring
the country’s financial stability for the future.

The Backdrop: Japan’s Economy and Demographics

1) The Japanese Economy - Debt, Interest Rates and Expenditure

In 2022, the Japanese government committed to achieve
a primary surplus for national and local governments by
2025 and reduce the public debt-to-GDP ratio. However,
the government continues to make pronouncements of
increased expenditure, most recently on childcare and a
record defense budget. While this may not be wrong -
Japan needs dual-earner families, and tensions in the
Indo-Pacific region can’t be ignored - it doesn’t change the
fact that Japan is currently borrowing to cover its debt
interest, debt redemptions and general expenditure.

Something has to change if Japan is to achieve a surplus.
The annual cost of servicing Japan’s debt sits at over 20%
of GDP and has been steadily increasing, with nearly half
of the cost attributed to interest payments. The Ministry of
Finance (“MOF”) predicts this could triple by 20331, A

surplus is required to allow the Bank of Japan (“BoJ”) to
even begin reducing its balance sheet.

According to the World Bank, Japan’s debt to GDP ran at
over 216% as of 2022 (see Exhibit 1), with the bond
dependency ratio (bond issuance relative to general
account total expenditure) at around 35%. BoJ owns
nearly half of Japan’s debt and over 100% of the 10-year
JGB market due to monetary easing policies (part of
Abenomics), which has meant mass bond-buying
programs to facilitate a Yield Curve Control program to
target zero yield for the 10-year JGB, +/- 25bps. Given the
disparity in global rates and the swap market, this policy
has been loosened to +/- 100bps in recent months, and
the BoJ has cut back its QE bond buying.
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Exhibit 1: Japan’s Government Debt as a % of GDP
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While BoJ wants to normalize its balance sheet, this will prove challenging. On simple
measures, if BoJ stopped buying JGBs today, it would take nine years to fully unwind,
according to Kenzo Yamamoto?, the former BOJ executive. Any actions to unwind BOJ's
bond position must be carefully signaled to avoid market short sellers, with reports that
the famous “widow maker trade”3 may be in play. One positive to consider is that Japan is
asset-rich, primarily due to social security and bond ownership, which means its net debt-
to-GDP is not so different to the US; noting many of these assets are not liquid?. Ultimately,
however, keeping debt at historically high levels will unfairly burden future generations and
risk the ability to fund social security.

The BoJ has recently dropped its negative/zero interest rate policy (NIRP/ZIRP). This has
been rumored over the last year and with changes carefully orchestrated, given the risk of
unforeseen consequences (e.g., SVB, Truss budget); household mortgages tend to be 25-
30-year floating rate, which is perceived as a potential “known-unknown” risk.

After years of trying to create an inflationary environment, Japan has seen rises (see
Exhibit 2), but beyond its targets and potentially for the wrong reasons. The BoJ has
convinced itself that this is transitory like many other Western central banks, but pressure
has grown to increase rates given the disparity relative to global markets and an extremely
weak Yen (See Exhibit 3 and Exhibit 4).

Exhibit 2: Inflation in Japan 1990 to 2022
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e JAPAN'S ASSET MANAGEMENT VISION

Th e Exhibit 3: Historical Interest Rates - Japan vs Rest of the World
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a. https://tradingeconomics.com/united-states/interest-rate

b. https://www.bankofengland.co.uk/boeapps/database/Bank-Rate.asp

¢. https://tradingeconomics.com/japan/interest-
rate#:~:text=Interest%20Rate%20in%20Japan%20averaged.statistics %2C%20economic%20calend
ar%20and%20news.

d. https://tradingeconomics.com/euro-area/interest-rate

Exhibit 4: JPY:USD Rate 1990 to 2024
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2) Demographics and Servicing the Debt

Japan’s aging population and low birth rate are well-known phenomena. A closer look at

the numbers highlights the challenges Japan will face in growing its GDP, which arguably

would require both material increases in productivity and immigration. This may be why it
is eager to put its current assets to work.

Over the past 60 years, Japan's demographic structure has shifted dramatically, with the
proportion of people over 65 rising from 6% in 1965 to a projected 38% by 2065°.
Concurrently, the population is expected to shrink from 124 million in 2022 to 99 million
by 2065 (see Exhibit 5). As a result, Japan’s working-age population is expected to decline
from 87 million in 1995 to an anticipated 55 million®. Going forward, there will be far
fewer taxpayers and more people dependent on social security.

Exhibit 5: Japan’s Aging and Shrinking Population
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Japan is a broadly homogenous society with limited immigration, with roughly 2.5% of its
current population being foreigners. Given the need to increase the working-age
population, Japan aims to materially increase foreign labour in the coming years, with
more fields becoming eligible for skilled workers visas’. However, there remain material
cultural differences when operating in Japan, with its systems relying on conformity of
behaviour. Then there is the language barrier. School graduates generally know 2000+
kaniji (joyo kanji (& FHiZF)) which are necessary to operate day-to-day in Japan. The
government will require asset management firms to set out policies to rectify Japan’s
unique business practices and adopt English centers - but this will not be
straightforwards.

% population over 65 in thatyear
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Japan’s tax take has barely grown between 1990 and 2022, only increasing from ¥58
The trillion to ¥65 trillion in 32 years. While 1990 was an economic high before the bubble
burst, the lack of growth is still stark and highlights the years of stagnation Japan has
Backdrop: been wrestling with. Conversely, over the same period, expenses have increased from
) ¥65 trillion to ¥108 trillion, primarily due to the increased cost of Social Security and
Japan S national debt (interest and redemptions), up 25% and 10% respectively since 1990 (see
Economy and Exhibit 6).

Demographics

Exhibit 6: Comparison of Japanese Government Revenue and Expenditure, 1990 vs 2022 (¥ tn)
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A Transformed Asset Management Industry: Can Japan achieve a “new
form of capitalism” within this backdrop?

Given this financial backdrop, what are Japan’s primary motives for these changes? It
may be the case that the government needs to release cash reserves to both re-investin
the economy and to create an inflationary environment that erodes debt. However, on the
streets of Tokyo you can’t move for NISA adverts and the focus of attention seems to be
targeted towards younger investors with the digital solutions on offer, not the pensioners
who hold most of the assets (albeit as wealth transfers, this may be to the same end).

Whatever the motives, Prime Minister Kishida’s administration is promoting a “new form
of capitalism that transforms social challenges into engines of growth through public-
private collaboration”®.



https://www.macrotrends.net/
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Specifically,

- Double asset-based income plans - increasing household income from
financial assets leading to further investment capacity and increased consumption.
This is promoted through an enhanced NISA (tax exemption program for retail
investors), the promotion of customer-oriented advice, and the enhancement of
financial and economic education.

- Enhance corporate governance reforms - a framework for structuring, selling,
and managing financial products that serve the best interests of customers. A revised
Stewardship and Corporate Governance Code, to increase the corporate value of
Japanese companies.

-> Reform the asset management sector and asset ownership -
encouraging new domestic and foreign entrants and promoting competition in Japan’s
asset management sector.

In response, Asset Managers have set out their strategic plans to support these changes,
grow their AUM and provide market-leading services to support client experience.

Opportunities for Asset Managers

When Japan’s government gets behind an initiative it tends to happen. There are
opportunities for foreign managers, but even considering reforms, entry into the market
will remain complex. Distribution channels are dominated by banks, which in turn own
large captive managers. Potentially, the best opportunities remain to provide non-
domestic exposure to institutional investors on a growing asset base.

That said, the government does aim to lower the burden for new players, setting up an
Emerging Manager (EM) Program, adjusting Asset Owner principles to include EMs in
manager selections, and deregulating to allow outsourcing of middle- and back-office
activities. Domestic players such as MUFG, recognize the potential opportunity, and is
looking to grow its AuA to ¥100 trillion by 2030, (currently ¥40 trillion)1°.

M&A activity will likely increase. Sumitomo Mitsui Trust Bank plans to invest ¥500 billion
to expand its asset management business by 2030, including acquisitions of boutique
asset management firms (particularly alternatives), the head of the bank told Reuters™,

Itis 5 months on from Kishida’s announcement. Whatever the drivers - “a core pillar of a
major financial center”, or “the 20m Yen problem”, we watch on with interest as activity
will inevitably increase in this regjon.
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