INSIGHTS FROM THE

2015 Global Retirement Savings Summit

Japanese and International Experiences

23 APRIL 2015 TOKYO

» Japan’s economy and asset management sector *
» Japanese, UK, and US pension systems *
* DC reforms in Japan

» UK and US experiences with automatic enrolment
and target date funds *

* Financial education and behavioural economics *

!{o:I Global







INSIGHTS FROM THE

2015 Global Retirement Savings Summit

Japanese and International Experiences



ICI Global is the international arm of the Investment Company Institute (ICI). It
serves a fund membership that includes regulated funds publicly offered to investors in
jurisdictions worldwide, with combined assets of US$19.0 trillion.

Copyright © 2015 by ICI Global. All rights reserved.



This report is third in a series of publications about ICI Global’s
retirement savings events. Previous reports include:

Insights from the 2014 Global Retirement Savings Conference:
Common Principles for a Diverse World
Geneva
17-18 June 2014

Insights from the 2013 Global Retirement Savings Conference:
The Role of Investment Funds
Hong Kong
26-27 June 2013

These reports are available at www.iciglobal.org/retirementpublications.






Contents

About ICI Global . .. ... vi

Letter from Dan Waters. . . ... ... .. 1

Dan Waters, Managing Director, ICI Global

Opening Remarks and Reflections on the US Pension System . ............. ... ... iiiiiiiiiiinnnna .. 2

Paul Schott Stevens, President and CEO, Investment Company Institute
Long-Term Savings Reforms in Japan: Asset Allocation, Pensions, and
Defined Contribution Arrangements. . .. ........... ... .ttt 6

Naoyuki Yoshino, Dean, Asian Development Bank Institute; Professor Emeritus, Keio University

The Role of Private Pensions in Retirement Savings—Countries’ Case Studies ......................... 14

Japanese, UK, and US experiences with designing and reforming defined contribution systems

Investment Diversification and Long-Term Savings: Default Fundsand Beyond ........................ 30

How behavioural economics and default funds have helped investors save for retirement

PrO g amme . . . e e 47

Case Studies by Country

Japan
Pages 6-13, 15-17, 38-43

United Kingdom
Pages 21-25, 30-35

United States
Pages 2-5, 17-21, 35-38



ABOUT ICI GLOBAL

The international arm of the Investment Company Institute, ICI Global serves a fund membership
that includes regulated funds publicly offered to investors in jurisdictions worldwide, with com-
bined assets of US$19.0 trillion. ICI Global seeks to advance the common interests and promote
public understanding of regulated investment funds, their managers, and investors. Its policy
agenda focuses on issues of significance to funds in the areas of financial stability, cross-border
regulation, market structure, and pension provision. ICI Global has offices in London, Hong Kong,
and Washington, DC.

ABOUT THE INVESTMENT COMPANY INSTITUTE

The Investment Company Institute (ICI) is a leading, global association of regulated funds,
including mutual funds, exchange-traded funds (ETFs), closed-end funds, and unit investment
trusts (UITs) in the United States, and similar funds offered to investors in jurisdictions worldwide.
ICI seeks to encourage adherence to high ethical standards, promote public understanding, and
otherwise advance the interests of funds, their shareholders, directors, and advisers. ICI’s US fund
members manage total assets of US$17.5 trillion and serve more than 90 million US shareholders.
Members of ICI Global, the international arm of ICI, manage total assets of US$1.5 trillion.

ICI has a deep interest in the retirement system and retirement policy. In the United States, ICI’s
mutual fund members manage roughly half of the US$14.4 trillion in assets in defined contribu-
tion (DC) plans and individual retirement accounts (IRAs). The Institute has a large and active
research programme on retirement trends, economics, and policy issues, and is the primary source
for statistical data and research on retirement plans and the role of mutual funds in helping inves-
tors save for retirement.

TO LEARN MORE

Visit www.iciglobal.org/grsc to access all the materials from the 2015 Global Retirement Savings
Summit, including panellists’ slides, speaker biographies, and video testimonials.

Contact Anna Driggs, associate chief counsel, retirement policy, at anna.driggs@iciglobal.org with
questions about this report or about global long-term savings and retirement.

Go to www.ici.org/retirement to read more about ICI’s retirement research.




Letter from Dan Waters

Managing Director, ICI Global

Economic conditions and demographic
changes are straining government pay-
as-you-go retirement systems worldwide,
which is leading countries to reform their
pension systems. This is particularly true
in Japan, where a rapidly ageing popula-
tion and uneven economic growth have
spurred the government to initiate a series
of reforms, most recently to its defined con-
tribution (DC) system.

Given these developments, Tokyo was
the ideal place for ICI Global to host
its Global Retirement Savings Summit:
Japanese and International Experiences,
which took place on 23 April 2015 and
examined Japanese, US, and UK experi-
ences with retirement reform. The summit
continued a discussion we have pursued
through Global Retirement Savings Confer-
ences in Hong Kong (2013), Geneva (2014),
and Paris (2015).

In Tokyo, ICI President and CEO Paul
Schott Stevens set the stage by discuss-
ing America’s DC system and the role that
investment funds have played in the sys-
tem’s success. Naoyuki Yoshino, dean of the
Asian Development Bank Institute and pro-
fessor emeritus at Keio University, offered
an overview of Japan’s economy, savings
culture, and asset management industry in

his keynote address.

During the first session, Japanese, UK,
and US panellists spoke about each coun-
try’s approach to designing and reforming
their pension systems. For example, the

panellists examined how the United States

and United Kingdom have used automatic
enrolment in different ways to successfully
increase participation. The panellists also
explored the different emphases that their
three countries have placed on behavioural
economics and financial education to
increase engagement: though all three are
expanding financial education, the United
Kingdom and United States have relied on

behavioural economics as well.

The second session focused on appropriate
asset allocation strategies for long-term
savings. In Japan, 60 percent of household
assets are allocated to bank deposits, and
the panellists discussed Japanese savers’
desire and need to have more diversified
portfolios. The panellists also examined
UK and US experiences with defaulting
retirement savers into investment funds
that adjust a participant’s equity and
fixed-income allocations based on the sav-

er’s age.

In each of these instances, and others,
the differing experiences of these three
countries offer fascinating insights, and I
encourage you to read the report for full
details.

Addressing global retirement savings issues
is a daunting challenge, but ICI Global is
committed to advancing the dialogue about
how to improve retirement security world-
wide. I hope the information in this publi-
cation will help foster solutions to meeting
that challenge and that you will share this

report with others.
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Opening Remarks and Reflections on the US Pension System

PAUL SCHOTT STEVENS

President and CEO

Investment Company Institute

United States

Around the world, countries of every size and economic situation are grappling with how they can help

their populations build resources for retirement. The challenge of amassing adequate retirement savings

is an especially critical issue for Japan, given its rapidly ageing population, explained ICI President and

CEO Paul Schott Stevens in his opening remarks for the summit. Stevens discussed ICI and ICI Global’s

work in the global pension space and some of the themes observed, including that more countries are

examining defined contribution (DC) systems and considering how they can help their citizens save for

the future. Using ICI research, Stevens spoke about the success of the US DC system, and the important

role that regulated funds have played in that success.

The following is an edited transcript of his remarks.

Paul Schott Stevens: Good afternoon and
welcome. Thank you for joining us as we
discuss how retirement systems are evolv-
ing around the world and how DC plans
and regulated funds can help build retire-
ment resources. I first came to Tokyo in
1990 as a US-Japan Leadership Fellow.
T’ve had many occasions to return to Japan
since then, but none in recent years, so I
am very happy to be back once again.

Of course, 25 years ago, I could not have
predicted that I would return to Tokyo
to discuss what has become an important
issue for societies around the globe, the
challenge of building adequate retirement
resources—which is an especially crit-
ical issue for Japan. According to a 2013
economic survey by the Organisation for
Economic Co-operation and Development
[OECD], Japan has the oldest population in
the word, and it continues to age rapidly.
Thus, pension reform has a special urgency,
which makes Tokyo an ideal place to hold
a summit on how to create successful
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retirement systems that can help people
in a wide range of jurisdictions build ade-
quate resources.

ICI in the United States and ICI Global
internationally have done a great deal of
work in this space. One of our core mis-
sions is to document the role that DC plans
and regulated funds can and do play in
helping meet retirement savings challenges.
We’ve advanced this mission by studying
the evolution of retirement systems in dif-
ferent countries and promoting dialogues
among regulators, academics, and the
fund industry through our previous global
retirement savings conferences in Hong
Kong and Geneva.

As a result of this work, we have noted many
themes that current national debates over
pension policy have in common. Perhaps
the most important theme is that more and
more countries are examining DC systems
and considering how these systems can
help their citizens save for the future. In



Australia, Chile, New Zealand, the United
Kingdom, and elsewhere, DC systems have
replaced or supplemented government-
provided retirement schemes and defined
benefit [DB] plans.

Why is that, you might ask? What makes
DC plans so attractive? Well, of course,
each country has its own circumstances.
In the United States, DC plans are popu-
lar because they offer retirement savers
many advantages. They empower individ-
uals by helping them build savings over
their working lives. They convey owner-
ship of retirement assets to workers. They
are transparent. They’re also portable and
accrue value throughout a participant’s life.

During our first panel, we will hear about
DC systems. Specifically, we will learn
about the US, UK, and Japanese experi-
ence with these systems and how each
country has designed, integrated, and
reformed them. As our panellists discuss
their experiences, it’s important to keep
in mind that each country’s DC system is
different, because every country has its
own unique history, culture, institutional
framework, domestic economy, and capital
markets, among other factors, all of which
may influence its approach towards retire-
ment planning. Thus, I want to make clear
that the ideas and viewpoints that emerge
from one country’s experience certainly
are not meant to be prescriptions for any

other nation. Instead, they’re meant to be
part of an open dialogue to help us all learn
from one another about how different soci-
eties are meeting the same challenge.

During our second panel, we will talk more
about funds and their role in DC systems.
In particular, we will learn about the Jap-
anese, UK, and US experiences with funds,
including how some funds, such as life-cycle
funds, are helping savers diversify their
investments.

Now the role of regulated funds is an
important part of this dialogue. These
funds, as part of DC plans, can play a cru-
cial role in helping meet global retirement
savings challenges, which I will illustrate
through some ICI research. According to
our data for worldwide total net assets of
regulated funds, there has been a global
increase in those assets of more than 700
percent within the past 20 years [Figure 1.1].
In meetings here in Japan, I've had occasion
to point out that while the United States
and Europe have relatively large fund sec-
tors, the potential in the Asia-Pacific region
is very clear. In relative terms, the current
size is much smaller, certainly much smaller
than it potentially might be.

If you look at worldwide long-term mutual
fund assets by type of fund, excluding
money market funds, there is a fantas-
tic array of what we call hybrid or mixed

About the speaker

Paul Schott Stevens has served as president and CEO of the Investment Company Institute (ICI), a leading,
global association of investment funds, since June 2004. He directed the 2011 launch of ICI Global to respond to
the globalisation of fund investing and regulation, and has consistently championed the role of regulated funds
in retirement savings. Stevens was ICI’s general counsel from 1993 to 1997. Earlier in his career, he served as
special assistant for national security affairs to US President Ronald Reagan.
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FIGURE 1.1
Worldwide Total Net Assets of Regulated Funds Have Increased Nearly 700 Percent in 20 Years
Trillions of US dollars; year-end, 1993-2014
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Prepared by: Paul Schott Stevens, presentation at the 2015 Global Retirement Savings Summit (Tokyo, Japan)

funds, bond funds, and equity funds. The We certainly can see that in the context of
story here is very significantly ‘an equity the US retirement system, where US retire-
investing story’—a story where the growth ment assets have increased by 250 percent
of investments held over a longer period of since 1995. When I say retirement assets, I
time is an important part of the objective am talking about all the assets that Amer-
[Figure 1.2]. icans have put aside for retirement in both

FIGURE 1.2

Composition of Worldwide Long-Term Mutual Fund Assets by Type of Fund
Trillions of US dollars; year-end, 2002-2014
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Prepared by: Paul Schott Stevens, presentation at the 2015 Global Retirement Savings Summit (Tokyo, Japan)
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public and private DB systems, DC systems,
and in individual retirement accounts. Of
the $6.8 trillion in DC plan assets in the
United States, 55 percent are invested in
regulated funds. Fund companies in my
country have a long history of interacting
with investors and can provide valuable
insights to them and to others about how to
reach, educate, and serve retirement savers.

It’s no accident that US investors place so
much confidence in regulated funds as
vehicles for very long-term investments.
ICI has been surveying households for a
long period of time now on these specific
issues, including throughout the financial
crisis, and according to our data, eight
in 10 US households believe that invest-
ing in funds can help them meet their
longest-term financial goals.

Another important aspect of US invest-
ing at large is the effect of strong compe-
tition on shareholder costs. The expenses
incurred by mutual fund investors have
declined substantially since 1990, both
with respect to equity and bond funds
[Figure 1.3]. For example, the average

expense ratio incurred by mutual fund
investors declined from 0.99 percent in
1990 to 0.70 percent in 2014. For bond
funds, the average expense ratio declined
from 0.88 percent in 1990 to 0.57 percent
in 2014. Part of the story about why US
investors have strong confidence in funds
as long-term retirement savings vehicles is
illustrated by the expense ratios incurred
by mutual fund investors in 401(k) retire-
ment funds. These expenses have gone
down even more substantially.

The use of funds as retirement vehicles is
common in other jurisdictions around the
world as well, which provides a global per-
spective that can inform policymakers as
they consider needed reforms to their pen-
sion systems.

These are some perspectives out of the
United States, and we will hear more per-
spectives today from other countries. ICI
and ICI Global are dedicated to continuing
this dialogue in years to come, as the issues
at stake are very important and worthy of
our continuing attention. -

FIGURE 1.3

Expense Ratios Incurred by Mutual Fund Investors Have Declined Substantially Since 1990
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Long-Term Savings Reforms in Japan: Asset Allocation,
Pensions, and Defined Contribution Arrangements

NAOYUKI YOSHINO

Dean, Asian Development Bank Institute
Professor Emeritus, Keio University
Japan

According to a 2013 economic survey by the OECD, Japan has the oldest population in the world—and
continues to age rapidly. In his keynote speech, Naoyuki Yoshino, dean of the Asian Development Bank
Institute and professor emeritus at Keio University, Japan, discussed the country’s economic and long-
term savings challenges as well as how Japan can meet them. Some of his recommendations included
reducing the budget deficit, fostering asset diversification, improving financial education, developing
a robust 401(k)-style system in Japan, and instilling self-responsibility for investment decisions among

Japanese investors.

The following is an edited transcript of his remarks.

Naoyuki Yoshino: Good afternoon and
thank you for having me. The first part
of my presentation will be about the Jap-
anese economy, and the second part will
cover my proposals for Japan’s asset man-
agement industry.

Let me start by discussing household
asset allocation in three countries: Ger-
many, Japan, and the United States [Fig-
ure 2.1]. Japan has the highest percentage
allocated to cash and deposits, close to 60
percent. The United States, by contrast, is
well-balanced between cash and deposits,
insurance and pensions, and securities and
stocks. These differences in asset allocation
led to the different amounts of time that it
took for each country to recover from the
2008 financial crisis. Japan took longer to
recover because banking is the dominant
sector. In the United States, the banking
sector is relatively small. Furthermore, in
the United States, securitised assets were
sold to other countries, so the damage to
the US economy was much smaller com-
pared to Japan. In Japan, we retained 100
percent of the bad loans within the country.
So the US asset allocation model is a very
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good way to diversify assets, and we need
to bring Japan closer to this model.

Let’s discuss Japanese household alloca-
tion of assets over time [Figure 2.2]. Since
the early 1990s, the main investments for
most households have been deposits and
insurance. They have only invested a small
portion in ‘risky assets,” which include
investment trusts. One explanation for
these trends in asset allocation is that a sig-
nificant amount of assets are accumulated
by those who are in their 60s, 70s, and
older. These groups are very conservative,
because they know their futures are short,
so they mainly invest in common bonds.

Furthermore, the Public Opinion Survey on
Household Financial Assets and Liabilities
found that about 50 percent of Japanese
citizens choose financial institutions based
on the ‘reliability and safety of [a] finan-
cial institution.” Few rely on a high rate of
return as a reason for selecting a financial
institution, which is very different from
the United States, where more than 70 per-
cent of people look at the rate of return. So,
there is a big difference between Japanese



FIGURE 2.1

Household Asset Allocation in Three Countries

Trillions of yen, 2010
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investors and other investors. In addition,
it is important to recognise that Japan’s
rate of return is very low compared to
other countries, such as Germany (which
has the highest rate of return), France, and
the United States.

Let’s discuss the Japanese stock market. Its
peak performance was in 1989, but it has

been falling since then. After Prime Minis-
ter Abe came into power, the stock market
slightly recovered, but then its downward
trend continued. Many people say that if
asset management companies continue
to invest in Japan’s domestic market, the
stock market’s performance will remain
very low. Of course, then they should invest
overseas. Unfortunately though, more than

About the speaker

Naoyuki Yoshino is dean of the Asian Development Bank Institute; professor emeritus of Keio University, in
Tokyo, Japan; and senior adviser at the Japan Financial Services Agency’s Financial Research Center. In 2007,
Yoshino was appointed chair of the Financial Planning Standards Board. He also served as chairperson of the
Japanese Ministry of Finance’s Council on Foreign Exchange and its Fiscal System Council. In addition, Yoshino
was a board member of the Deposit Insurance Corporation of Japan, chairperson of the Meeting of Japanese
Government Bond Investors, and was president of the Financial System Council of the government of Japan.
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FIGURE 2.2

Household Asset Allocation in Japan
Trillions of yen

Around 80 percent of households’ financial assets go to safe assets.
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80 percent of Japan’s assets managers spe-
cialise in the Japanese domestic market.
There are very few overseas specialists
compared to domestic specialists. All this
makes Japan’s asset management indus-
try more domestic-market oriented, which
keeps the rate of return low.

Next, let’s talk about Japan’s gross domes-
tic product [GDP]. Again, the peak was
around 1990, and since then, the real GDP
has fallen. In my opinion, the main cause
for this decline comes from the growing
number of older people, many of whom
are no longer working. So that creates a
big problem for Japan. When the Japanese
retirement age was introduced in 1950, 55
was the retirement age. At that time, life
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expectancy was 59 years old, so many
people died four years after they retired.
But now people are retiring at 60 or 65,
and many are living to be 88, 90, and 95
years old. Thus, our system does not work,
partly because politicians are more con-
cerned about getting votes from old peo-
ple. Given that children cannot vote, the
politicians have to be very good to the old
people. This presents a conflict in terms of
budget allocation. Social security for those
65 and older is about one-third of the Jap-
anese budget, and it is only 6 or 7 percent
for education. It should be reversed.

Because of the ageing population, tax
expenditures have been increasing and
tax revenues have been declining. This has



created huge budget deficits for Japan, and
my presentation would not be complete
without discussing Japan’s budget defi-
cit. In terms of debt to GDP ratio, Japan
has the largest, and Greece has the second
largest.

About one-third of Japan’s budget goes to
social security, while 16 percent goes to
central and local government transfers. If
we add these two categories together, we
get about 45 percent. If we could reduce
allocations to these two categories, we
could reduce our budget deficit.

How can we reduce those allocations?
With respect to reducing the social secu-
rity budget, the easiest way is to postpone
the retirement age. As a complement to
that, the wage rate would have to be based
on productivity. Currently, Japan’s wage
rate is mainly a seniority-based system. As
a result, many companies do not want to
keep old people because they are expensive
and their productivity may be lower. So
we need to change to a productivity-based
wage rate and then make people work
much longer. As to transfers from central
to local governments, we could reduce this
component by introducing private-sector
money, especially regional mutual funds
and regional investment trusts.

Let’s turn to the pension asset manage-
ment industry and pension system in Japan,
which is particularly important because
household savings rates have declined.
Japanese people were famous for saving
a lot. The peak savings rate was 23 per-
cent in 1974, but this rate has rapidly and
steadily declined. This is the result of three
main factors: the economic growth rate,
the growth rate of the population, and an
increase in the number of retired people.

I now would like to talk about pension
asset allocation. First, it appears that in
the Japanese asset management industry,
people rotate jobs every two or three years.
So there isn’t a lot of responsibility for the

assets that they’re managing. Second, there
is a lack of a corporate bond market. Cur-
rently, the two asset allocations in Japan
are stocks and government bonds. Unfortu-
nately, corporate bonds do not do well. This
is partly related to the banking business.
Banks want to keep good corporations and
their bank loans, so if good corporations
started to issue corporate bonds, then
banks would lose their good customers.
Therefore, there is not much development
of the corporate bond market. However, to
diversify asset portfolios, developing a cor-
porate bond market is very important.

Another way to diversify pension asset allocation is to bring
both a 401(k)-style pension system and self-responsibility to

Japanese society.

- Naoyuki Yoshino

Another way to diversify pension asset
allocation is to bring both a 401(k)-style
pension system and self-responsibility to
Japanese society. Currently in Japan, the
majority of assets are allocated to govern-
ment bonds. But in the United States, asset
allocation is much more diversified. In
my view, the difference in asset allocation
stems from self-responsibility for invest-
ment decisions in the United States.

An additional reason for the current dif-
ferences in pension asset allocation is the
compensation and bonus system for asset
managers. In Japan, if some asset manag-
ers do well, their bonus is not very large, but
if they do badly compared to others, they
are punished and criticised. So, poor per-
formance has a significant negative down-
side, and good performance does not result
in a significant upside. As a result, every-
one wants to perform the same. So Japa-
nese asset managers are always looking at
the benchmark. For this reason, we have to
change the performance-based salary sys-
tem and we need to create incentives for
asset managers. Otherwise, people will tend
to just invest in government bonds.
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It is important to mention that to fully
introduce a 401(k)-type system in Japan,
we need to improve our financial education.
T'm really working hard in this area, but
T’ve found that in Japan, most of the finan-
cial education classes are taught in the
context of homemaking courses. Teachers
instruct students how to cook and repair
clothes, and those are the courses they
teach as ‘financial education.” We have to
introduce some better financial education
into primary and secondary schools so that
people can decide for themselves how to
allocate their assets. Our government is
taking steps in the right direction. The
Financial Services Agency [FSA] organ-
ised a study group on financial education
in November 2012. In addition, the Central
Bank of Japan is working on financial edu-
cation reform, and I am chairing that effort.

Next, I would like to talk about how Basel
capital requirements created opportunities
for mutual funds. Basel capital require-
ments say that if a bank wants to make a
loan to riskier sectors, then it must increase
its capital. Before the Basel requirements,
Japanese banks made a wide range of loans,
including loans to venture businesses and
riskier sectors. But after the Basel require-
ments were introduced, banks became very
conservative in making loans. So banks no
longer provide capital to start-ups or risky
businesses.

As a result, the number of start-ups in
Japan is very low, and that is another
cause of the slow growth in Japan. So we
need some channels to bring our assets to
start-ups and small businesses, which can
be funded by mutual funds or hometown
investment trusts.

There are two kinds of investment trusts.
One is a well-known and standard invest-
ment trust, which is nationwide. Another
one is often used locally, and we call it the
hometown investment trust. In Japanese,
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it is called furusato téshi fund. Prime Min-
ister Abe is now trying to use these home-
town investment trust funds to develop
rural regions and local areas. In my book,
Hometown Investment Trust Funds, I give
several examples of how these funds work.
One example is from the fishing industry.
After the tsunami and earthquakes, many
fishermen lost their ships. They had to
repair them, but the banks wouldn’t lend
them the money. So many people helped
the fishermen by investing in hometown
investment trust funds. The fishermen
repaired their boats, started to catch fish,
and dividends are coming from their prof-
its. So this system is working very well.
Other examples of how home trust funds
are used include businesses devoted to the
production of solar power panels, Japa-
nese sake, and seaweed products. These
are start-ups and they are not financed by
bank loans, but by hometown investment
trust funds from various individuals.

So I think there are two kinds of invest-
ment categories for investors: local proj-
ects or businesses and large projects or
businesses. Mutual funds may be more
appropriate for large projects, while home-
town investment trust funds could finance
smaller projects and regional infrastruc-
ture, such as a local airport.

T would now like to talk about turnover in
mutual funds. In Japan, turnover within
mutual funds occurs almost once every
two years. Thus, the holding period is very
short. If Japanese people invested more
for the long term, the rate of return would
improve significantly. For example, if an
individual did not make any transactions
from 2000 to 2013, the net return would
have been 10.7 percent. Switching funds
every two years during the same period
would result in a net rate of return of -0.26.
We have to make people invest for the
long term rather than for the short term.
To do so, we need to solve some issues



surrounding commissions and fee struc-
tures, and we need to move away from
encouraging frequent selling and reselling.

T’d also like to make a point about ‘pur-
poseful’ investing and investing for the
longer term [Figure 2.3]. In Japan, the larg-
est number of mutual fund investors [36.7
percent]| gave no specific reason for their
investment; the investment was simply
recommended by retailers. By contrast, in
the United States, most of the mutual fund
investors had a specific purpose for invest-
ing: retirement, tax reasons, an emergency,
and so on. So US mutual fund investors
are very purpose-oriented, whereas Jap-
anese investors are not nearly as oriented
to their own needs. Another part of this
story is how long investors hold mutual
funds. In the United States, 42 percent of

shareholders hold funds for longer than
10 years. In Japan, 40 percent of investors
do not hold funds for any specific period,
21 percent hold funds for three to five
years, and 14 percent hold funds for two
to three years. To summarise, Japanese
investors either hold mutual funds with-
out any specific purpose, or they hold the
funds for short periods. I believe that Jap-
anese people need to have their own rea-
sons to invest, and that we also have to
start investing for the longer term.

T’d now like to conclude my remarks by
summarising my suggestions for Japan’s
professional investment management
industry and for the economy overall.
First, the industry needs to change and
we also need to change its bonus and sal-
ary systems. Second, the industry needs

FIGURE 2.3

Purpose of Holding Mutual Funds
Survey 2014

USA 91% Retirement
49% Reduce taxable income
49% Emergency
Japan 36.7% No specific reason, recommended by retailers
30.4% Prepare for after retirement
17.7% Asset diversification

Period of Holding Mutual Funds
Survey 2014

USA 42% Longer than 10 years
27% 6-10 years
27% 1-5 years

Japan 40.7% No specific period
21.0% 3-5years
14.8% 2-3 years

Prepared by: Naoyuki Yoshino, presentation at the 2015 Global Retirement Savings Summit (Tokyo, Japan)
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to develop expertise in investing overseas.
Third, Japan needs to improve the rate of
return on both financial and human capi-
tal. Fourth, we need a performance-based
wage rate and people should work longer.
Finally, we need to create incentives for
product retailers and asset managers. As
long as Japanese people have goals and
objectives, Japan will be very strong. Thus,
we need to bring all of our minds together
to improve our economy, and that will cre-
ate a recovery of the Japanese economy.
Thank you very much.

Dan Waters: My name is Dan Waters, and
I’'m the managing director of ICI Global.
Thank you very much, Professor Yoshino,
and if you don’t mind, we have a couple of
questions for you from the audience. The
first one is this: from the perspective of a
young Japanese person, how should the
pension system change?

Yoshino: 1 think a 401(k)-type system and
self-responsibility will be very important,
because savings rates are diminishing and
the role of the government will be very
important. So first I think we need edu-
cation for young people and then we need
to instill self-responsibility for asset allo-
cation, taking into account longer lives
postretirement.

Waters: As a follow-up of my own on this
one: what is your impression or under-
standing of the risk appetite of young
Japanese people? How do they feel about
investments outside of deposits and guar-
anteed vehicles? Do they have a view?
What’s their approach?
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Yoshino: The FSA compared a portfolio
with the current asset allocation and a bal-
anced portfolio in which one-sixth went to
overseas stocks, one-sixth went to over-
seas bonds, one-sixth went to fixed-income
assets, and the remaining one-sixth went
to domestic bonds, stocks, and fixed assets.
The balanced portfolio performed better
than the portfolio with the current asset
allocation, which teaches us that diversifi-
cation is very important.

Waters: Thank you, and we have another
question. What are the most important
changes that Japan’s asset management
sector needs?

Yoshino: First, distributors have to think
about investor behaviour. That is key. Usu-
ally, when investment trusts are doing well,
Japanese investors tend to sell those good
products. But as we have seen, long-term
investment is always better compared to
short-term investment. So I think educat-
ing people about these topics is import-
ant so we can show them that long-term
investments produce higher rates of return
for individuals. We need to create that con-
fidence, which has been lacking in Japan
for the past 10 to 20 years.

Audience member 1: T understand what
you were saying, but over the past 20 years,
the US equity market or bond market has
performed well for Americans. That prob-
ably resulted in the prosperity of the US
asset management industry. Is it realistic
for the Japanese industry to experience the

same level of success?



Yoshino: The performance of the Japa-
nese economy has been very flat. That’s
why the performance of mutual funds
didn’t do very well. That said, Asia’s econ-
omy is the fastest-growing in the world. I
think China, India, and Southeast Asia will
have very high performance in the next 10
to 30 years. Currently, Asia’s GDP is very
low, but if that growth were to keep going,
about 40 percent of the world’s GDP would
be created from Asia. Japan is very close
to other countries in Asia, so we can get
the information in those countries much
more quickly than US or European inves-
tors can. Thus, we should take advantage
of that proximity and our access to infor-
mation and invest in Asia’s markets. So we
should not just look at the Japanese market,
but at overseas markets and our neighbors’
markets as well.

Audience member 2: 1 was very interested
in your statistics about why people invest
in investment trusts, and it seemed like
some people didn’t know why. With that
in mind, what can asset managers do to
better win retail investors’ trust? Is there
a trust issue? Can they do something to
improve that?

Yoshino: This is my own impression, and
there are no statistics to support it, but in
Japan, retail sellers have a much stronger
position compared to asset management
companies. So they choose the products
that they think are good, but we need much

more information about various financial
products than what we get from retailers.

Asset management companies can adver-
tise their products through the Internet,
and e-commerce, e-banking, and e-trading
will become much more prevalent in Japan.
When that happens, the managers won’t
need to rely on retail sales people. This
could drastically change our portfolio allo-
cation and asset management. So I think we
should utilise e-commerce. That will be the
key for asset management companies.

Audience member 3: In your presentation,
you identified a high turnover ratio as one
of the reasons why investors do not expe-
rience good investment performance. But
how do the fees fit in? In Japan, a fee is
charged against assets under management,
but what is your view about the future?
What kind of an approach would be most
effective?

Yoshino: My own approach to fees and com-
missions is that first, the fixed fee, which
includes the costs for producing a product,
should be charged. Then there are the per-
formance-based commissions. If investors
make a profit, then retailers should also
receive some of that money. But if inves-
tors lose some money, then part of their
loss should be carried by the retail sellers.
So I think fixed costs plus or minus per-
formance-based commissions would be an
effective approach.
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More countries around the world are examining DC systems and considering how to successfully design

them in a way that takes into account each country’s particular history, culture, and economy. During

this session, speakers from three different countries—Japan, the United Kingdom, and the United

States—discussed each region’s experiences with designing and reforming its DC system. The panellists

also talked about some of the common challenges facing each system, including issues surrounding fees,

automatic enrolment, financial education, and income during the decumulation phase.

The following is an edited transcript of the discussion.

Stephen P. Utkus: During this panel, we’re
going to have a comparative discussion
about three countries whose DC systems
are in different states of evolution. First
we’ll discuss Japan, where the system is
at a pivotal point in its evolution, as the
government is thinking about expanding
the DC system to new participants. Next
we’ll examine the United States, where the
system is a mature DC system, and which
10 years ago made a very significant struc-
tural change: a shift away from individual
choice to one based on behavioural eco-
nomics and on defaults set by employers
and asset managers. Finally we will turn
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to the United Kingdom, which has chosen
a very innovative path, including adopting
behavioural economic principles and also
expanding its DC system to the country’s
entire workforce.

I'm pleased to be joined by two expert pan-
ellists: Akiko Nomura from the Nomura
Institute of Capital Markets Research and
Tim Jones, CEO of the NEST programme
in the United Kingdom.

As we begin this discussion, I would like
to remind you to think holistically about
all the elements of a retirement system,



whether you’re using the World Bank
framework or the OECD’s framework.

Let’s briefly discuss the framework of a
typical retirement system. There is a first
pillar state-run pension system that needs
to be considered when thinking about a DC
system. Then there is a second pillar, either
a mandatory or voluntary workplace retire-
ment system. Finally, if applicable, there is
a third pillar, which encompasses house-
hold retirement savings that are indepen-
dent of workplace savings. Our panel will
focus on the design of DC systems, includ-
ing such elements as governance, cover-
age, fees, contribution policies, investment
design, access to money before and during
retirement, and a number of other features
that influence the design of these systems
[Figure 3.1]. So without further ado, I'd like
to invite Akiko to speak.

Akiko Nomura: During my presentation
I will discuss the ongoing reform of the
Japanese DC system and the insights and
lessons that Japan can learn from other
countries, including the United States and
United Kingdom.

Japan is at a turning point, as we are
embarking upon a major reform of the
DC system, and the bill to amend the sys-
tem has been submitted to the Diet for
deliberations by the parliament. Why is
Japan trying to reform its system? In part,
because of changes to the public pen-
sion system. Starting in fiscal year 2015,
the Japanese government implemented a
gradual reduction in public pension pay-
ments in response to Japan’s low birth-
rate and ageing society. Now that public
pensions will be smaller, our citizens will
need to rely more on private pensions to
build their retirement resources, such as
corporate-type DB and DC plans, as well as
individual DB and DC plans.

There are two main components of the
current reform bill [Figure 3.2]. The first
component—under the umbrella of tax
reform—is to expand coverage under the DC
system. This component will make almost
every Japanese citizen eligible to partici-
pate in a DC arrangement. It also will make
benefits more portable. Under the current
system, if a DC participant changes jobs or
gets married and stays at home, then that

About the panellists

Tim Jones is CEO of the NEST Corporation. He has substantial experience in the financial sector, having pre-
viously held a variety of senior positions including non-executive director of Capital One Bank (Europe), chief
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Akiko Nomura is a senior analyst at Nomura Institute of Capital Markets Research. Her research mainly focuses
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office from 1993 to 1995.
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person’s DC assets are frozen and that per-
son is no longer able to contribute to his or
her account. But with the reform, that per-
son will be able to continue to contribute
throughout his or her working life to build
assets for postretirement life.

This expansion in coverage—when it’s
adopted—will be a meaningful accomplish-
ment. Yet, while this reform will positively
impact DC coverage, it also will create
extra complexity to an already complicated
system. So we hope there will be some sim-
plification in the next round of reforms.

The second component of the current
reform relates to investments. At the
moment, even though retirement savers

hold assets for the long term, 60 percent of
assets are in deposits; insurance; and low-
risk, low-return products. DC participants
must be able to invest properly for the long
term. One way to address this issue is to
offer diversified default products. This par-
ticular idea will be discussed in more detail
in the second panel.

In future reforms, we will need to increase
our contribution limits. The contribution
limits in Japan are low, which makes it dif-
ficult to build enough assets for retirement.

I am hopeful that the Japanese reforms
will work, particularly in light of the US
experience with 401(k) plans and IRAs
[individual retirement accounts]. There

FIGURE 3.1

Factors to Consider When Designing a DC System

1. Governance

2. Coverage

>

3. Contributions policy

4. Investment menu

5. Fees

>
6. Pre-retirement liquidity features

7. In-retirement payouts

8. Tax incentives

9. Guarantees

10. Choice architecture and member behaviour

Prepared by: Stephen Utkus, presentation at the 2015 Global Retirement Savings Summit (Tokyo, Japan)
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are similarities between where the United
States used to be in the 1970s and 1980s
versus where we are today in Japan. In the
1980s, public social security reform took
place in the United States. At about the
same time, IRA eligibility was expanded
and 401(k)s grew. So that is an encouraging
lesson for Japan.

The US experience with asset allocation in
IRAs is also telling. Many Japanese think
that Americans have been investing in
mutual funds for decades, but that is not
the case. IRAs used to be mainly invested
in deposits, but changes took place in the
1980s and 1990s, and more assets began to
flow into mutual funds or marketable secu-
rities [Figure 3.3]. So I think the Japanese

DC system, through various institutional
reforms, can change significantly.

Utkus: In the US retirement system, there’s
a first pillar social security system pro-
vided by the federal government and
financed through taxes [Figure 3.4]. The
second pillar is a workplace system that
was previously dominated by DB plans,
but now, for private-sector workers, is the
401(k) system. It is a voluntary system; nei-
ther employers nor employees are required
to contribute to these plans. And 401(k)
assets now total $4.3 trillion, with more
than 80 million accounts.

The unique thing about our third pil-
lar, which encompasses IRAs, is that a

FIGURE 3.2

Overview of DC Reforms in Japan

Tax reform

Source: NICMR

Prepared by: Akiko Nomura, presentation at the 2015 Global Retirement Savings Summit (Tokyo, Japan)
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substantial portion of IRA assets are trans-
fers from 401(k) accounts. In the United
States, when you change jobs or retire, you
can take your entire savings from your
401(k) plan and move it to an TRA at any
regulated financial institution in the United
States. So the 401(k) and IRA systems are
complementary.

The size of the retirement marketplace
is quite substantial. It’s currently at 23
trillion dollars. In the United States, as
Akiko mentioned, we have very gener-
ous tax incentives. For example, if you're
younger than 50 in the United States, an
employee can contribute on a pretax basis
up to 18,000 dollars of his or her own sal-
ary, which is equivalent to 2.1 million yen.

There’s also a higher limit for individuals
who are older than 50. And these are only
employee contribution limits. There are
separate and higher limits for employer
and employee contributions combined.

The other thing I want to focus on is
the significant policy change made in
2006, which adopted the principles of
behavioural economics in pension plan
design and introduced both automatic
enrolment and default investing into retire-
ment plans. The idea behind the default
savings and investment approaches is that
too few people contributed in a meaningful
way, and when they diversified their port-
folios, the portfolios were not profession-
ally diversified.

FIGURE 3.3

Shift from Savings to Investments in IRAs
IRA investments started mainly in deposits. They shifted to mutual funds and other assets during the 1980s and

1990s.
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So let’s start first with automatic enrol-
ment. In a traditional voluntary system,
the employee decides how much to con-
tribute. In an automatic enrolment pro-
gramme, the employee, upon joining the
company, receives a notice saying, ‘You
are hereby automatically enroled in the
retirement plan at a certain percentage of
pay. You can quit if you want to.” What we
overwhelmingly see in these plans is that
individuals tend to stay in an automatic
enrolment plan. Let’s discuss the particu-
lar populations who are least likely to save,
which are young and low-income workers
in the United States. Data show that auto-
matic enrolment substantially increases the
fraction of people who participate among
these lower-wage groups. For example,

for employees younger than 25, automatic
enrolment raises participation rates from
29 percent to 68 percent. And when you
apply this pattern to the overall population,
the effects of automatic enrolment are even
higher.

Now, in the United States, automatic enrol-
ment is a voluntary programme, which
employers can choose to adopt. About
one-third of all plans and half of all large
companies have adopted an automatic
enrolment programme. As a result, about
half of all US workers with a 401(k) plan
are in these arrangements.

The other question, of course, is if you're
going to automatically enrol an employee in

FIGURE 3.4

US Retirement System Today (Private Workers)
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a pension plan, how should the employee’s
assets be diversified? As Akiko pointed out,
there was a substantial structural change
20 years ago in the United States, in which
workers began to hold more equity-oriented
portfolios for retirement. However, one of
the problems with those portfolios is that
they tended to be weakly diversified. For
example, participants would hold short-
term cash deposits and not bonds. They
would hold one equity mutual fund, not
a diversified portfolio. As a result of the
change in the law in 2006, the govern-
ment has encouraged employers working
with asset managers to establish diversified
default portfolios.

Now, overwhelmingly, employers have cho-
sen target date funds for these defaults, and
Vanguard has data that show the growth of
target date funds in the United States [Fig-
ure 3.5]. According to our data, virtually
zero individuals held their entire portfolios
in a single target date fund in 2004-2005;
now it’s about four in 10 participants. Then
there are those who are defaulted into a
target date fund, but who also add another
type of asset or fund to that balanced strat-
egy, which is nearly two-thirds of all inves-
tors. We forecast that within five years, the
substantial majority of all 401(k) investors
in the United States will no longer be mak-
ing portfolio choices, but will be investing

FIGURE 3.5

The Rise of Target Date Funds
Target date fund (TDF) adoption Percentage of Participants Using Target Date Funds

2004-2014

 Participant use of TDFs is the result of o5 64
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NOTE: Investments in target date funds
are subject to the risks of their underlying
funds. The year in the fund name refers to
the approximate year (the target date)
when an investor in the fund would retire
and leave the workforce. The fund will
gradually shift its emphasis from more

Percentage of all participants

aggressive investments to more
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An investment in a target date fund is not
guaranteed at any time, including on or
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Source: Target-Date Fund Adoption in 2014, Young, 2015.
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in target date funds designed by profes-
sional investors or in other asset allocation
strategies available in the United States.

There are two other issues T want to high-
light. First is the question of coverage: who
is in the private DC system? In the United
States, among large firms—large being 100
or more employees—roughly two-thirds
of workers are both offered and partic-
ipate in a plan. But among small firms,
the fraction is substantially less. This is a
well-known phenomenon among voluntary
systems in other counties. It’s the small-
and medium-enterprise problem. In the
United States, there have been a number
of proposals. One is to create a multiple
employer plan where small employers can
join together in a single plan. Let’s call it
the ‘Vanguard Small Employer American
401(k).” And there have been proposals that
individual states within my country create
their own plans. That is its own headache,
because there are 50 states, which means
50 different state-run retirement pro-
grammes. Then there have been proposals
for a universal pension system like ones in
the United Kingdom, Australia, and other
countries.

Finally, another question: as DC systems
mature, how are assets going to be trans-
lated into a regular income stream during
the decumulation or retirement phase?
There are programmes in the United States
and in other countries, from the regulatory
side, designed to encourage lifetime income
programmes. Although there’s a lot of inter-
est in annuitisation, consumer and employer
demand for annuitisation remains low.
One of the most interesting developments
in the private market is the development
of income-management services, where

technology and sophisticated algorithms are
being used to help people guide the draw-
down process. For example, Vanguard offers
such a service, based on a participant’s age
and portfolio allocation. This service gives
the participant a recommended monthly
income to withdraw from his/her account,
which is designed to ensure that his/her
income will last for a long time.

Tim Jones: Good afternoon, ladies and
gentlemen. It’s a great pleasure to be here.
When I became involved in pensions, the
policy debate that I will now briefly go
through was largely concluded. But I
want to spend a few minutes talking about
that policy debate to give you a sense of
the challenges that the United Kingdom
was facing when it adopted the National
Employment Savings Trust [NEST]. The
debate happened in 2005 and 2006, and
it was driven by a Pensions Commis-
sion made up of three people: Lord Adair
Turner, drawn from the centre right; Jean-
nie Drake, drawn from the centre left; and
Professor Sir John Hills, an academic from
the London School of Economics. The Pen-
sions Commission was a Tony Blair initia-
tive, the purpose of which was to create a
commission that would command respect
across the political landscape and that had
a strong intellectual underpinning. And I
think most people in the United Kingdom
believe the commission did a great job. It
issued its report in late 2004 but, of course,
its recommendations were then debated in
detail in 2005 and 2006.

So here we are then, after that commis-
sion and with its recommendations, which
I will come to. What was the policy context
[Figure 3.6]2 Well, the good news is that we
are all living a lot longer, and the bad news
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is that we are all living a lot longer. That
means we are trying to make our retire-
ment savings last to when we are 98 years
old and beyond. It’s not that there are three
or four years after work. For many people,
there are 20, maybe 30 or 40 years. And
although retirement ages around the world
are shifting, the ratio of working adults to
retired adults is changing adversely. So
that’s the first context, which is shared by
Japan, the United Kingdom, and by many
other countries.

Now, the second problem was unique to
the United Kingdom. It had created a very
complicated first pillar of public pension
provision. It also was not very generous,
and it had gradually become less gener-
ous over time. So more people were look-
ing forward to a longer retirement in which
pillar one was not going to do as good a job

of securing their retirement income. Thus,
something had to be done to simplify the
first pillar.

Now, Steve just mentioned this third prob-
lem, which is often shared around the
world. Major corporations and public bod-
ies tend to be quite good at providing pil-
lar two retirement coverage, or workplace
pensions. Smaller firms are not as good,
whether it’s a mom and pop in America,
a hairdresser’s business in London, or a
small business here in Tokyo. The workers
in those firms typically do not benefit from
a workplace pension.

And in the United Kingdom, with pillar
one being weak, this was a particular prob-
lem. Together, these problems led to a risk
that there would be, if nothing was done,
a significant pension problem in years to

FIGURE 3.6

Context of UK Pensions Policy in 2006
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come, with perhaps a 30 percent decline
in incomes over time. So something had
to be done. The Pensions Commission was
very clever. It said, ‘Okay, we now under-
stand what is driving the challenge. As a
society, what do we want to do about it?
Well, here’s something we can do. We can
just tax the smaller working population to
fund a better pillar one for everybody.” But
the tax implications of that were frighten-
ing, because that smaller number of work-
ers was going to have to pay more and more
taxes to support the growing number of
retired people.

The second way of fixing this problem
was to encourage more private saving so
that those workers who were getting older
would bring the wealth that they built
during their working life into their later
life. And this was seen as a strong option.
The third thing you could do was to push
back the age at which people retire, and
that would apply both to pillar one and pil-
lar two.

Of course, the fourth choice was that we
could just have poorer pensioners, but you
won’t find a politician willing to sign up to
that fourth choice. So the commission was
basically able to go round the circle and
say, ‘Okay, what are we going to do: higher
taxes, more savings during the working life,
or push back the retirement age? You don’t
like any of those? Okay, poorer pension-
ers.” ‘No, we don’t want poorer pensioners!’
‘Okay then, what do you want?’ These were
uncomfortable but inevitable choices, and
I think the commission framed the debate
very elegantly and simply said, “We just
have to decide.

So these challenges led to a series of rec-
ommendations from the commission,
and there were two main recommenda-
tions. The first was to reform pillar one
by stopping it from getting any worse by
simplifying it and removing a lot of the
means-tested benefits that were a feature
of the pillar one system. The problem with

the means-tested benefits was that they
made it very difficult to make the case for
people to save in pillar two, because if you
had pillar two savings, your means-tested
benefits went down. And if you didn’t have
them, you got the means-tested benefits,
so why save? So the reform of pillar one
was very important because it created a
baseline pension, which is not a very high
amount. It’s about 145 or 150 pounds in
2013/2014 money. It technically will take
people above the poverty line, but not by
very much, and people recognised that this
level of wealth would not meet the aspira-
tions and desires of most of the workforce.

The second recommendation that was
accepted and is being implemented was to
significantly reform workplace pensions,
which is what I'm going to talk about now.
How do you significantly change the actual
level of savings in the workplace across
society? The answer was automatic enrol-
ment, but there was a challenge: how do
we handle coverage for workers who are
not paid a high amount or who have bro-
ken work experiences? People with broken
work experiences are those who work for
a while, then don’t work, then come back
to the workforce, leave again, and then
maybe work part-time. Viewed from the
private sector’s perspective, this was not
an attractive group of people. But viewed
from the policymaker’s perspective, this
was a critically important group of peo-
ple. So the government came up with two
ideas, and the commission laid these out.
The first was to divide the less attractive
business between private providers, and
the second was to create a pension plan
that would have a legal duty to provide a
pension for any sort of worker from any
sort of employer. The Pensions Commis-
sion went for the idea that the government
should create a plan that would have a duty
to say ‘yes’ to any employer, regardless of
how financially unattractive or attractive
the business was. And the other option was
some kind of sharing of the less attractive
business.
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This debate, called model choice, hap-
pened in 2006 [Figure 3.7]. The government
decided that the commission was right and
that the answer was that the government
would create a pension plan that would be
principally used in the private sector and
a pension plan with a statutory obligation
to say ‘yes’ to any employer that wanted
to use it. The government then became
even cleverer and decided they would get
some idiot from the private sector—whose
fault it would all be if this went wrong—to
build and lead the growth of this pension
plan, and you are looking at that idiot. I
was hired in 2007 to build a pension plan
that would serve roughly five million peo-
ple from half a million employers. The
employers are being subjected to the new
automatic enrolment obligations in stages,
beginning with 2012 for the biggest UK
employers and by 2018 for all employers.
The coverage is so deep that even if you
are a parent employing a nanny to look
after your children, you are technically an
employer, and you are caught by these obli-
gations. And so that’s why we believe we
will have half a million employers in NEST
by 2018. No employer has to choose NEST,
and any employer can choose NEST.

So that’s what NEST is. All of that was set-
tled in 2008-2009, and we built it. There
was a change of government, a centre-left
government replaced by a centre-right
coalition, and the coalition has continued
with these reforms. The commission did a
great job of building a consensus that has
been sustained as politics have taken their
course. But there were a number of very
important issues which, as we came to the
roll out, needed more work. And in hind-
sight, perhaps the right choices were not
made for some issues. So the policy people
got very complicated about who should be
‘in” and who should be ‘out,” and there is an
argument that it would have been better
to have a simpler solution. But I have now
said to the government, ‘Don’t try to sim-
plify it halfway through the rollouts. Let’s
do the rollouts, pause, and then there will
be a review of the policy in 2017

One issue is that the employer is choosing
a scheme, and the employer says, ‘I'm a
plumber. I'm a hairdresser. I run a restau-
rant. I'm a scaffolder. I'm good at that. I
don’t know anything about pensions. It’s
crazy that you are asking me to choose
a scheme.” So there’s the concept of a

FIGURE 3.7
‘Model Choice’ Debate

What should the ‘supply-side’ intervention look like?

Pensions commission model:
single ‘default’ provider to serve
the unpensioned market

VS.

\

Market model: clearinghouse for collection
and reconciliation, with account management and
investment through existing commercial advisers

» Government chose a model closer to the Pensions Commission model:
creation of NEST as a multi-employer plan with a statutory obligation

to accept any business

* But protections are built in for the existing market: NEST is not a ‘default’
but a ‘choice among many,” and it has certain product constraints to focus

it on a lower-income target market

Prepared by: Tim Jones, presentation at the 2015 Global Retirement Savings Summit (Tokyo, Japan)
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qualifying scheme, where the employer
will be okay if it chooses a qualifying
scheme. Another issue revolves around all
of these workers coming into a scheme. If
they only stay in their job for six or nine
months, there’s a little pot of money that’s
created because the employer has to put
the worker into a scheme within three
months of the employee joining the firm.
So we need a way of making these small
pots come together. But unlike banking,
the pensions industry does not have a low-
cost transfer mechanism. So we are now
discussing how we can design and build a
low-cost transfer mechanism to consolidate
the millions of tiny pots that are being cre-
ated as this policy rolls out.

In March 2014, our chancellor of the
exchequer changed the way in which DC
pots are turned into a retirement income
in the United Kingdom. We had a compul-
sory system that required most DC plan
participants to purchase an annuity. They
had to put 75 percent of their pot into an
annuity and could take up to 25 percent as
a tax-free lump sum. That requirement was
abolished in April 2015, and now it’s called
the Freedom in Choice Agenda, which has
opened up a new and lively area of policy
debate in the United Kingdom.

Utkus: Thanks so much, Tim, for your dis-
cussion and we look forward to continued
discussion about the features of NEST. I
now have a question for Akiko though.
One of the interesting questions in Japan
is the size and scale of contributions in DC
plans. And a unique feature in Japan is the
notion that an employee can only contrib-
ute up to the size of the employer contri-
bution. What was the historical reason for
this ‘I can only contribute up to what the
employer puts in?’

Nomura: The short answer to your ques-
tion is we originally only had DB systems
first, and DB plans are based on employer
contributions. The DC system was added
later, but we followed the same pat-
tern. The employer’s contribution always

comes first, because it’s an employer-
provided corporate pension. Afterwards,
the employee contribution was added on.
Thus, because it’s an employer-provided
system, employee contributions are only
up to the employer’s contribution.

However, we are making proposals to abol-
ish that ceiling. Also, the introduction of an
individual DC plan is part of the answer to
this issue, because employees in corporate
DC plans would still be able to make addi-
tional contributions to their individual DC
plans. Also, T would like to point out that
at the moment, the focus is more on how
to increase coverage, and an individual
DC plan would do that. T actually would
like to ask both of you a question though.
Expanding eligibility is one thing. The next
issue or challenge is how do you make peo-
ple take advantage of this opportunity and
join individual DC plans? Because we are
not going to force them. So what are your
thoughts coming from the voluntary sys-
tem? Also, what is the response so far from
employers and employees who have been
automatically enroled into the new system?

Utkus: The behavioural economics are clear
in that you need to set up an automatic
payroll deduction in some way. There have
been a variety of proposals in the United
States to create various types of voluntary
saving schemes for households who don’t
have workplace plans. Those are important
as supplemental, pillar three programmes.
But if you want to deepen coverage in a
substantial way, the question becomes,
how do you connect people’s wage income
to automatic contributions? T think that
seems to be one way to maximise coverage.

Jones: Each of our countries is very differ-
ent, and you have to work within what will
be culturally acceptable. The first thing
that the United Kingdom tried before the
Pensions Commission—so in the late 1990s
and early 2000s—was called ‘Informed
Choice.” The thinking was that we would
put these workers in front of a financial
adviser who would tell them how good
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joining a pension is, and they would join.
They would go in front of the adviser and
come out of the meeting saying, ‘I’ve seen
the light! T will join the plan.” But they
didn’t.

Each of our countries is very different, and you have to work

within what will be culturally acceptable.

~-Tim Jones

26

Pensions are one of the most difficult prod-
ucts in the world to sell because of another
concept in behavioural economics, which
is called hyperbolic discounting. That is
a complicated way of saying that people
massively discount a benefit that won’t
arrive for some time. So you’re 25 years
old. Great news. Buy a pension! ‘When do
I get my money back?” ‘When you’re 70
years old.” ‘No.” It’s the worst product in
the world to try and sell to ordinary people
who’ve got things to do with their money,
so automatic enrolment—not compulsion—
was seen as the only way of creating the
desired amount of coverage. Compulsion
has worked well in many other counties,
so why not in the United Kingdom? Well,
the answer was, ‘It’s a tax!” As soon as you
make it compulsory, the press leap on it as
a tax. So automatic enrolment was seen as
a culturally appropriate way to bring peo-
ple into a workplace pension, but to say to
them, “You can jump out if you want. It’s
not a tax. It’s not compulsory. You’re being
put in, but you can jump out.” What we
found is that when nobody is in the plan
and you allow them to join, 30 percent join.
But when everybody is in the plan and you
allow them to jump out, 30 percent jump
out. Same people, same amount of wealth,
and same attitudes, but you shift the dial
from 30 to 70 percent by changing the
frame in which you’re deciding. So far in
the United Kingdom we have 92 percent
staying in. So 30 percent has gone to 92
percent.
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It’s early days. Our contribution rates are
being phased in. Now it’s only 2 percent.
It’s tiny. So we may have a different expe-
rience as the contribution rates go up. But
what appears to be happening so far is that
for people who would never join a prod-
uct when faced with the opportunity to
come in, there seems to be a small voice
inside those same people saying, ‘T think
this probably is the right thing to do, so
I'm going to stay in.” Thus, we believe that
automatic enrolment is a very powerful
way of achieving coverage.

Utkus: Excellent. Thank you. We have an
interesting question from the audience about
developments in fees and fee structures.

In the United States, there have been two
parallel developments in fees. On the reg-
ulatory side, there have been two substan-
tial reforms. In the pension world, there
has been a shift towards disclosure, a
major disclosure effort to improve both
employers and employees’ knowledge of
fees. Then, in the retail retirement world,
the world of IRAs, there’s been a growing
emphasis on a different model of financial
advice. For example, advisers use low-cost
exchange-traded funds and then wrap that
with advice, which is a more transparent
model of providing investment advice to
retirement investors in the retail market.
So there’s been a meaningful change in
the United States and in other jurisdictions
about disclosure of information in terms of
fees and pensions, as well as retail retire-
ment products.

The other thing is the growing use of
indexing and passive strategies to lower
the cost of investing. So that’s a quick
synopsis of what’s been happening in the
United States, and I’d be curious to get your
reactions, both from a Japanese perspec-
tive and UK perspective.

Nomura: As far as DC plans in Japan are
concerned, the level of fees tend to be very
low because of competition. So, actually, it



tends to be a very good deal for the same
person. If he or she is thinking about
investing in the same type of mutual fund,
then as far as fees are concerned, investing
through a DC plan is much better deal.

Jones: In the United Kingdom, the media
is very active. We are very proud of our
free press. But the media is very harsh in
its criticism of bad practices. Fees are the
subject of a large amount of debate, and I’d
like to make a couple of remarks. First, a
DC plan is a very different from a DB plan.
In a DB plan, the member doesn’t care
what the fees are. It’s the employer paying
them. The employer has made a contrac-
tual commitment to pay a stream of retire-
ment income. Why should I bother about
whether the employer is getting a good
deal? It’s his business. In a DC plan though,
suddenly it’s:

This is my money! How much are you
charging me? Are those all the fees, or
are you hiding some? What about my
performance? Is the performance any
good, or are you just rubbish at your
job? Because it seems to me that you
financial services types take out a lot
of money whether the market goes up
or down. I’'m the person that suffers,
so I want to know what you’re doing
with my money.

So a DC plan brings in a world of greater
transparency and scrutiny, but prospec-
tively it’s a massive market. But it’s not a
market that is really that much different
from selling a variety of other products
to consumers. Holidays, cars, telephones,
televisions—people want to know that
they’re getting value for their money. They
want to know that the people managing
their money are doing a good job, and that
they’re being fairly paid but not overpaid.
Now, in the United Kingdom, this has led
to legislation to reduce or cap the fees in
workplace DC plans, and you have to do
the job for less than 75 basis points.

The other thing is that there is an inter-
esting second dimension to the presence of
NEST. NEST is a government intervention
in a private market. We sit alongside Legal
& General, Standard Life Savings, and a
variety of other players in the market. No
employer has to use us, and any employer
can use us. But we behave extremely well
under UK trust law, and we do the very
best job we can. So that’s another approach.
You can regulate markets, but if as a gov-
ernment you place a provider in a market
that is tasked with transparently doing
the best job it can, then there’s a question
about whether that is also an interesting
and maybe effective way of creating good
outcomes. Certainly our price, which is
equivalent to 50 basis points, seemed to
have a significant impact on the prevailing
prices across the providers of workplace

pensions.

Utkus: My next question is about the rela-
tionship between financial education and
behavioural economics. Yoshino-san made
a fairly forceful statement about the role
of financial education and DC and retire-
ment savings. As many of you know, there
is a substantial body of research litera-
ture emerging around the world that most
households in North America, Europe, and
Asia can’t respond to three basic financial
literacy questions about compound inter-
est, inflation, and diversification. It’s very
famous research on financial literacy. So
we need to improve financial literacy in
the schools. Yet, on the other hand, we
just talked about the role of defaults in
pension plans and said the better choice,
at least with respect to retirement plans,
is to default people into choices that
they’re not really educated about. They’re
informed about them, but not necessar-
ily educated about them. So T’ll pose this
philosophical question. Which is it: edu-
cation or behavioural economics? Are
they at odds with one another or are they

complementary?
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Nomura: At the moment, in Japan, the
financial literacy debate is a very big issue,
as Professor Yoshino pointed out ear-
lier. And, actually, DC plans are seen as
a very important platform for providing
investment education for working peo-
ple. Investment education should not just
be in schools anymore. It’s important to
have a good curriculum for students, but
what about the people who already fin-
ished school? We have to think about them
as well, and in DC plans, employers are
required to make a good effort to provide
financial or investment education to DC
participants. So it’s going to be a very good
platform for providing basic financial and
investment knowledge.

[In Japan,] DC plans are seen as a very important platform for
providing investment education for working people.

-Akiko Nomura

Further, as part of our DC reforms, we are
going to introduce something very simi-
lar to a default product. This means that
we are aware of the global trend, and we
are trying to import something that is not
only good for Japan’s DC system, but also
for Japanese employers and employees. So
we will have both: national literacy and a
default product for DC plans.

Jones: So the evidence in the United
Kingdom was very clear: most people in
the United Kingdom think pensions are
very dull, and they are scared of invest-
ing. They can see all those computers at
Goldman Sachs and Morgan Stanley, and
people know they are designed to take
money off of them and they don’t fancy
their chances. So the attitude of the man
on the street in the United Kingdom will
be to say, ‘It’s your job to do this investing
business. When I go into a garage to buy a
Toyota or a Nissan, they don’t sit me down
and say, “Well, it’s very important that you
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learn how to design the engine and the
braking system. After all, this has to be a
safe car. It has to perform well. It’s your
job. You’re the person driving the car. It’s
your job to design the car.”” It’s ridiculous.
It’s Toyota’s job or Nissan’s job to design
a car that’s safe and the government’s job
to ensure, via regulation, that cars meet a
minimum standard of safety. UK consum-
ers take exactly the same view. They say,
‘I'm a hairdresser. T work in a restaurant.’
In one piece of video, we had a medical
student waving Gray’s Anatomy, which is
a very big textbook of medical knowledge,
saying, ‘I’ve got enough to learn. T don’t
want to learn about your world of invest-
ments. It’s boring. It’s your job to do that
for me, and I will be very cross if you do it
badly. But don’t expect me to do it. I don’t
even know what this word “diversifica-
tion” means in this context, and I have no
desire to learn.

Utkus: So, Tim, I think that’s right. How-
ever, one of the fundamental issues that’s
emerging in the United States is the rec-
ognition that while you can put the pen-
sion product, or the DC plan, on automatic,
there are a wide range of financial choices
in your life that are not automatable and
that will ultimately affect your retirement
security. I can’t put you on autopilot with
credit cards, bank loans, or personal sav-
ings. If you buy too big a house, you're
going to be poor in retirement. If you spend
too much on your children, maybe you’ll
be rich from your children, but there are
a variety of financial choices that are not
automatable.

It seems to me that while the consensus
is that the pension system should be auto-
matic, increasingly our smartphones are
going to help people manage these other
financial decisions. So I think these dig-
ital platforms and other kinds of robo-
advice that Yoshino-san referred to have
the potential to complement pensions.



Jones: T completely agree. My slightly
comedic approach to this is really about
the fiction that you can turn ordinary peo-
ple into investment professionals capable of
doing asset allocation. In the United King-
dom, there is no chance. But what do you
do with this wealth? I mean, you’re com-
pletely right. The family circumstance, the
household circumstance is absolutely spe-
cific. Do you have a partner? Do you have
outstanding debt at the point of retire-
ment? How wealthy are you? How much
risk can you take with this piece of wealth
compared with other pieces of wealth you
have in your household? We will not try to
teach our plan participants to be invest-
ment managers, but we will over a period
of decades—from their forties, when they
start to get interested, through their fif-
ties and sixties—say to them, ‘Look, we’re
building up a substantial pool of wealth
here. So let’s talk about what is right for
you, in your circumstances, so that we can
get the best value out of this pool of wealth
that we are building on your behalf.” So in
that broader sense, if that’s financial liter-
acy, I completely agree.

Nomura: T agree. And also, yes, adding
financial planning for your lifetime is an
important element to the Japanese DC
system.

Utkus: Yes, there seems to be a worldwide
consensus on doing something in schools.
In the United States, we have algebra and
these type of math problems that say, ‘One
train leaves San Francisco at this speed.
Another train leaves New York at this
speed. Where will they meet in the mid-
dle of the United States?’ There has been
this discussion, however, that instead of
doing math problems like those, we should
do compound-interest and risk-return cal-
culations. We have only a few minutes left,
and I want to give each of you at least one

minute to highlight the issues surround-
ing postretirement.

Jones: So the legislative changes in the
United Kingdom really opened up the
debate about what to do with this wealth.
You can take cash; you can have some
form of a drawdown; you could buy a hard
guaranteed product; or you could go into
some pool with soft guarantees, with the
intent to create a revenue stream but with
no actual contractual guarantee to create
a revenue stream. So we have these four
things that you can do with your wealth,
and right now we are in the middle of a
very lively debate about these options. In
addition to deciding what’s right for you
and your family’s circumstances, we need
to get people to engage with the pros and
cons of each of the four options, and it’s a
long journey.

Nomura: Given that Japan’s DC system is
young—it started in 2001—there has not
been significant debate about how to decu-
mulate funds within the DC system. How-
ever, it might be changing, because many
people have been accumulating a certain
amount of funds within the DC system.
Also, one important thing to remember
about the Japanese retirement benefit sys-
tem is that we are a lump-sum culture.
Most people receive a lump sum of money
when they retire, and I think this issue is
going to gain more importance and atten-
tion in Japan.

Utkus: It is an important issue, and one
that will conclude our panel. There’s a lot
to talk about when it comes to postretire-
ment drawdown. For example, in America,
Australia, Canada, the United Kingdom,
and elsewhere, there’s an active debate
about the decumulation phase and how to
successfully translate assets into income
and at a low cost.
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The success of DC systems depends on many factors, including participation rates, contribution rates,

and investment strategies. In this session, panellists from Japan, the United Kingdom, and the United

States discussed how behavioural economics has helped create new tools that have addressed some of

the issues facing voluntary DC systems. Some of those tools include automatic enrolment and target date

funds, and the panellists highlighted the differences in how automatic enrolment and target date funds

could be structured by contrasting US and UK experiences. The session also examined Japan’s growing

need for a more robust DC system, with broader coverage, higher contribution rates, and access to more

diversified investment options.

The following is an edited transcript of the discussion.

David W. Monroe: During this panel, we’re
going to discuss investment diversification
and long-term savings, as well as the use
of default funds. Each panellist will take a
turn speaking and then we’ll have a period
for questions and answers.

Tim Jones: I'm going to briefly talk about
NEST’s default investment approach. First,
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I would like to highlight a big cultural dif-
ference: NEST runs under trust law, which
is very old. It goes back roughly to the 12th
century, when people went off to fight in
the Crusades. The knights that went off to
fight in the Crusades were very wealthy
people. They had significant assets—land,
farm animals, staff—and somebody was
appointed to act as a reasonable manager



of those assets while the knights were
away fighting for years. So that’s the root
of English trust law.

So our job, managing other people’s money
under trust, is to do what a reasonable
man or woman would do with that money.
We’re not required to guarantee that the
principal amount invested is returned
intact. We just have to do a reasonable job
of managing those assets for those people,
and that was a very important driver of our
approach towards designing the default
strategy for NEST. First we went out and
asked our target market about investing.
We defined our target market as people
earning up to 35,000 pounds [US$50,000].
These are not people who are remotely
interested in or competent in investing.
There is no history of these people hav-
ing a stock portfolio. There is more of a
history of that in the United States. The
United Kingdom does not have that, apart
from people buying into government pri-
vatisations as things were denationalised.
That’s the only stock this group tradition-
ally holds.

So we asked our target market about
investing, and this is what they said:

Look, you know, this is your job, okay?
It’s my money, but it’s your job to act
as the reasonable person to look after
it. So don’t expect me to be interested.
T’ll blame you if you get it wrong, but
I’'m not interested in it any more than
T'm interested in designing the engine
for the car I'm going to buy. It’s the
car manufacturer’s job, not mine. I'm
a consumer here. I do what I do, but
I don’t do anything else. But it is my
money, and big ups and downs worry
me. So I'd really like it to be kind of
safe here, because I'm doing a safe
thing. I'm saving for my later life. I'm
not interested in playing the stock mar-
kets like those guys in the city. I don’t
like them, and I don’t trust them. I'm
trying to be safe here. So big ups and
downs are going to trouble me. And of
course I want it to be low-cost, but I
want value for my money. I don’t want
it to be cheap and nasty; I want it to
be cheap and great.
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So that’s what they asked for, and we
knew that we would have volume. We
are designed for about five million mem-
bers, and we could do 10 million. But we
are built, we think, for around five mil-
lion members by 2018. So we then had to
design a default option against that scale.
We looked for a way of carefully manag-
ing these people’s money, and we looked
at target date funds as the best approach.
We looked across the pond to North Amer-
ica, found target date funds, and said, ‘Yes.
That looks like the right approach.” How-
ever, we did not want mechanistic set-
and-forget target date funds. We wanted
dynamically managed target date funds,
because we had seen the criticism that
some US target date funds received during
the 2008 financial crisis.

But because we had scale, and because we
knew that our target market would under-
stand that they get a state pension at a par-
ticular year, we felt it was just simple to say
to them, ‘When you join NEST, we put you

into a target date fund for the year you get
the state pension. There’s one target date
fund for every single year, so we have about
50 of them. We know your date of birth, and
thus, know your state pension eligibility age.
For young people joining today, that age will
be 68, and we work out which year that is.
So you get put into the 2065 target date
fund—or whatever the right year is—and
that simplicity resonates with our members.

How do we cook up our recipe of volatil-
ity and risk for these lovely people? We
do it by having two composites [Figure
4.1]. We have a growth-seeking composite,
and we have an income-seeking compos-
ite. To create the volatility recipe for each
year, we take a different percentage of the
growth composite and the income-seeking
composite. To create these two composite
funds, we have a set of mandates that sit
underneath them. For the growth-seeking
composite, the mandates are global equity,
direct and listed real estate, and emerging
market equities. For the income-seeking

FIGURE 4.1

NEST Retirement Date Funds: Unique, Single-Year Target Date Funds
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composite, the mandates are UK corpo-
rate bonds, sterling cash, gilts, and index-
linked gilts. We decided quite early on that
because we were starting with no funds
under management, there was no busi-
ness case for NEST to run the money. So
we decided that the only sensible thing to
do was to buy asset management capabil-
ity from the industry. We have the world’s
leading asset managers running our man-
dates, and we chose them by running a
competition for each individual mandate.
We specified the mandate in detail, and
then we invited the asset management
industry to bid.

Now, obviously, we engage with the indus-
try. There’s no point in us specifying some-
thing that nobody actually has anything
close to. That would not be sensible. So
as we are looking to add a new asset class,
we engage with the industry and say, ‘We
think we want one of these. Would you be

interested in bidding for something that
looks a bit like this?’ This gives us a sense
as to whether there will be a market of
participants.

We are still very small—-maybe two mil-
lion members, but only 430 million pounds
under management. So NEST, in terms of
funds under management, is still tiny. We’d
love to be invested in infrastructure, but
we don’t have the scale to do that yet. As
we develop that scale, however, we can add
mandates to our composites, which will
make them richer, more sophisticated, and
more complete.

The objective of our retirement date funds
is to exceed inflation by a considerable
margin, and we have three phases [Figure
4.2]. The first is our foundation phase, the
second is our growth phase, and the third
is our consolidation phase. The foundation
phase is quite controversial, because we

FIGURE 4.2
Objective of NEST Retirement Date Funds

Achieve target investment returns well in excess of inflation after all charges over the long term
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tell our target market at the beginning that
we will expose them to less volatility and
risk during the first phase than we will in
the later phases. This came directly from
research with our target market. We asked
these young people, ‘Do you fancy taking
a bit of risk?” And they said, ‘Oh, yeah, I'd
love to take a bit of risk. Bring it on. I'm a
risk kind of person.” Then we did qualita-
tive panels where we introduced them to
this concept over the course of two weeks.
In the first week we said, ‘There’s 100
pounds in your fund.” Then we sent them
a letter halfway through the next week,
saying, ‘I'm sorry, it’s 90 pounds now. You
know that risk you took? Well, I'm sorry, it
was high risk, and you’ve lost some money.’
Finally we brought them back for a sec-
ond panel the following week, and they
said, ‘This is outrageous. Who’s stolen my
money? I want to get out of here. This is
ridiculous. I know I said I’d take risk, but
I didn’t think it would go down.” So their
expressed risk appetite was much higher
than their actual risk tolerance.

Remember, our target market is in their
twenties and they do not have that much
money under management. So even if you
were successful with your high-risk strat-
egy, the total quantum of extra wealth
you’re building is very small. These are not
professional football players or pop stars
that have an inverted income experience
in their life. They start at the bottom and
some of them work their way up. So there’s
no real financial case for taking a lot of risk
early on. It’s more important that they get
used to saving and that they stay in. That’s
the foundation phase. The growth phase is
much more conventional. We’re targeting
the consumer price index [CPI] plus 3 per-
cent after all charges in the context of a
low-charge scheme.

The third phase, the consolidation phase,
is all about getting ready to buy that annu-
ity with three-quarters of your pot. It was
great while that was the law, but we are
right in the middle now of deciding how we
change that third phase to recognise the
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very different landscape that the removal
of compulsory annuitisation has brought
to the UK market. Later this year we will
announce how NEST is going to evolve to
take account of the new freedoms.

In addition to NEST Retirement Date
Funds, we do have some additional choices,
but we don’t expect many people to take
them. The reason we have them is mostly
to do with behavioural economics. The
behavioural scientists said, ‘Look, if you
don’t give people any choice, they will say
that’s very bad. You’re a very bad person.
You’re forcing me to go into this retirement
date structure. I don’t like it.” But if you
give them a small number of choices, they
can say, ‘Well, T considered those other
choices, but I thought I'd stay in the retire-
ment date structure because it looked like
a pretty good structure to me.” So having
the choices there gives them permission
to not make any and to stay in the default
construction and be happy; 99.7 percent of
the two million plus NEST members are
in the default fund, and we are very happy
with that.

The other choices are: the NEST Pre-
Retirement Fund, the NEST Lower Growth
Fund, the NEST Higher Risk Fund, the
NEST Sharia Fund, and the NEST Ethi-
cal Fund. We’ve given two of those invest-
ment choices unattractive names: ‘lower
growth’ and ‘higher risk.” These names
are unattractive on purpose, as the names
are designed to make you not choose that
option. The other two are more serious.
For the Muslim community, we have a
Sharia-compliant fund, and for people that
wish to have an ethically screened fund, we
have an ethical fund. The pre-retirement
fund is a short run that will disappear in a
few years. So that’s it, we do not have 300
fund supermarket choices. That would have
been completely the wrong thing to do.

So what members get from NEST is a very
straightforward experience [Figure 4.3].
They can see the choices if they want to,
and we will tell them what is going on in



great detail. We have fund fact sheets that
set out exactly what we’re doing with their
money, but they don’t have to read them. If
they want to read them and find out, that’s
fine. But if they don’t want to, that’s fine,
too. Our tonality is very welcoming. We’re
not trying to put people off learning about
this. We’re just not requiring them to learn
about it.

And simplicity drives our product as much
as possible. We have one price. We don’t
price the individual fund choices, even
though they do cost us a different amount
of money. Now ‘under the hood’ of the pro-
gramme, we do have quite a lot of sophis-
tication, but we don’t want to or feel the
need to talk to our members about the
details. We do need to talk to the inter-
mediaries, employee benefit consultants,
independent financial advisers, and media
commentators about those details though.
If we didn’t or if they couldn’t review the
details, they would say, ‘Well, this is a
pretty poor-quality product.” So there is
an audience for that level of sophistication,
but that audience is not our members.

John Rekenthaler: In my presentation, I'll
tell you a little bit about target date funds,
which are the main way in which default
investments occur in 401(k) plans in the

United States. I’'m going to talk more
about the background, including how we
got there.

Most target date funds tend to look pretty
similar for investors that are a long ways
away from retirement. So in general terms,
from one US provider to the next, the 2050,
2055, and 2060 funds will look largely sim-
ilar. A high percentage of the fund will
mainly be invested in equities, mostly
mainly US equities, because we certainly
have a home bias in the United States.
In fact, we often have trouble recognis-
ing that there are other countries outside
of the United States. Then over time, the
asset allocation to equities declines. Actu-
ally, the funds differ the most when they
mature and reach their target date, because
some providers become very conservative
and basically invest the fund’s assets in
cash and short-term, fixed-income portfo-
lios. Others believe in having a fairly signif-
icant portion invested in equities with the
idea that the person will continue to own
this fund for maybe another 20 or 30 years
and needs inflation protection. So US tar-
get date funds don’t differ that much at the
beginning, but they do quite a bit at the end.
And they’re diversified. They do have some
international securities and some things
like Treasury inflation protected securities,

FIGURE 4.3

The NEST Experience
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or TIPS, which adjust to inflation and so
forth. But they’re largely invested in basic
US large cap stocks, Treasury bonds, and
cash. That’s mostly what they’re made of.

So how did we get there? The 401(k) hap-
pened a little bit by accident. It was a vol-
untary savings programme. If employees
wished to use the programme, they could,
and if not, they did not need to partici-
pate. That was the structure. Education
was regarded as the solution to get peo-
ple to participate more. Tim told some sto-
ries, and we certainly can on our side of
the Atlantic as well, about employers bring-
ing in people and having sessions to edu-
cate participants about the principles of
investments, risk return, and so forth. If
you could get the participant to check a box
and do something in that meeting, you got
something done. If they left the meeting
and had not checked a box, they probably
were not going to come back and check a
box and get invested. So it was, much as
Tim said, that most people did not want to
become investors, and they were not going
to become investors based on a one-hour
session.

There were a variety of reasons why the
educational approach was problematic.
It worked well with the older, wealthier
employees who were inclined to invest
anyway. It did not connect with younger
or lower-income workers. As a result, many
401(k) plans had problems, the so-called
issues with nondiscrimination provisions
under the US tax code. The way the non-
discrimination provisions work is that if
you offer a 401(k), you have to get a fairly
broad level of participation in the plan. It
couldn’t just be the senior, highly compen-
sated employees. And plans were having
difficulty because the educational approach
was not getting enough of the younger or
lower-income workers involved.

A natural response would be an automated
enrolment programme to move people
into default funds. If you move people into
investments automatically, you're probably
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going to get higher participation than if
you don’t move them in automatically. In
the late 1990s, there was a lot of research
from major universities—Wharton, Har-
vard, Chicago—looking at 401(k) plans and
making arguments for automated enrol-
ment to improve participation rates.

So the academic community—although
they were not the only ones—certainly had
an effect on changing the discussion about
how to get people to save.

This argument in the 1990s was really
about trying to get retirement savings right
for the masses. Since then, automatic enrol-
ment has really grown. The percentage of
401(k) plans that had automatic enrolment
in 2002 was 7 percent. By 2013, about half
of the 401(k) plans offered automatic enrol-
ment. Automatic enrolment is particularly
popular with large plans.

The first default solution in the United
States was cash. For a long time, employ-
ers viewed it as the ‘legally’ safest alter-
native. If an employer put an employee in
some other product and the product lost
money, the employer was concerned about
potential litigation. So cash was seen as the
least likely to cause employee concerns or
complaints.

The academic community, again, was quite
involved in this and criticised the notion of
the cash solution. They said, “Well, you're
getting low expected returns, the lowest
expected return of any asset out of cash.
Once defaulted, most employees tended to
stay in that asset. They were slow to move
from cash to other assets. The academics
pointed out that the very inertia that keeps
people in a plan once you default them
keeps them from moving out of whatever
investment that you first put them into. So
maybe you should put them into something
that’s better and more suitable because
they may not leave. Also, most employees
tended not to increase their contribution
rates or were slow to increase their contri-
bution rates after being defaulted.



FIGURE 4.4

Target Date Funds
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The response to these arguments was tar-
get date funds [Figure 4.4]. Target date
funds are legally permitted to be used as
default investments by the Pension Protec-
tion Act of 2006 and the regulations that
implemented the act. That was a signifi-
cant act, because it said you could default
people into riskier assets than cash. It’s
important to know, however, that target
date funds are not the only kind of fund
that are permitted by law. You can put peo-
ple into a balanced fund, managed account,
or into competing lifecycle funds, such as
aggressive, conservative, or moderate.

Why did target date funds become the
most popular? Well, if you think about it,
they have an advantage. This comes down
to product superiority from the investor’s
perspective. If you look at a balanced fund,
there’s one balanced fund for everybody in
the plan. So that doesn’t feel customised.
Target date funds, however, are set up
every five years, so it feels more targeted
to you. Lifecycle funds—such as aggressive,
conservative, or moderate—require the
investor to make a decision. ‘Am I aggres-
sive, conservative, or moderate?” We want
to put up the fewest barriers possible for
investment, so when it comes to default-
ing someone into a balanced fund, how do
you decide? Do you just drop them into the
moderate? Then everybody gets the same
fund, just like a balanced fund. If you're
giving them a choice, which sometimes
happens when you’re getting a lineup of
funds, then you’re forcing a choice on them.

And in a managed account, it’s more of a
custom and expensive option.

So with target date funds, you feel like
you have the best of both worlds. You have
something that feels more customised but
it’s the cost of a non-custom product. It’s
priced the same as other funds. And target
date funds have run away with the field,
as Vanguard data from 2013 show. Indeed,
of the Vanguard 401(k) plans that desig-
nated a default option, 91 percent used tar-
get date funds.

It is important to note that target date
funds do not solve the problem of low con-
tribution rates. However, other innova-
tions—such as automatic increases—are
being adopted by employers, in combina-
tion with the use of automatic enrolment.
Auto-increase means that an employee’s
contribution automatically increases, usu-
ally on an annual basis. For example, an
employer could begin an employee with a
3 percent contribution, and can then adjust
the contribution rate to 4 or 5 percent the
next year, 6 or 7 percent the following year,
and so forth. As with plan participation in
general, an employee can always opt out,
which is critical. An employee can opt out
of participating in a plan, and an employee
can opt out of a default fund and move to
another fund. An employee can also opt out
of the auto-increase. Yet most people, once
you put them on a path, tend to stay there.
And this is where we are right now in terms
of the development of default funds.
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In conclusion, from my perspective, the
401(k) plan has clearly changed over time.
Plan costs have come down. The creation
of default programmes, development of tar-
get date funds, and implementation of auto-
matic enrolment and automatic savings are
all improvements that have helped people
using 401(k) plans achieve better results
than they were 10, 15, or 20 years ago. But
this is largely true with large company
plans. The small company plans have not
adopted these changes in the same way.
The economics of serving small plans are
more difficult, and they’re generally not as
strong for the employee as the large plans.
So that’s where we are right now in the
United States.

Douglas L. Hymas: Good afternoon, every-
one. It’s a pleasure for me to be here. I
work with BNY Mellon here in Japan, and
T’'m also the chairman of the Investment
Management Committee of the American
Chamber of Commerce in Japan. That lat-
ter role is probably more relevant since I
have been involved in discussions with
certain government entities and organi-
sations about the development of pension
programmes, including DC programmes.

First, I'd like to retrace some of the his-
tory of the DC system here in Japan. I was
working for an investment management
company back in 2001 when the DC sys-
tem was first introduced. It was called
Japan Version 401(k), and we were all
excited about it. Our company was one of
many that invested in a new entity that was
supposed to take advantage of the 401(k)
business, and we were all excited about
the system. Unfortunately, at the last hour,
contribution limits were cut, and I think
that inhibited some of the developments
and some of the impact of the 401(k) pro-
gramme. Over time, those limits have been
increased by small amounts, and that’s
helped. Yet we continue to advocate for
higher contribution limits across the board
for all DC programmes. That brings me to
one of my fundamental points: we should
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continue to advocate for a robust DC pro-
gramme here in Japan.

Unfortunately, we always run up against
the Tax Agency in Japan. It’s a formida-
ble barrier, and for today’s discussion, I’d
like to put the issue of contribution limits
aside and talk about the structure and the
history of the DC system outside of contri-
bution limits.

First, I'd like to discuss Japan’s pen-
sion structure [Figure 4.5]. Japan often
describes itself as having a three-tiered
pension structure. The base is the national
pension, the basic pension. This is the
national pension programme to which
every Japanese citizen is expected to
contribute and from which they should
get something back at some point in the
future. Because of the low birth rate and
ageing society problems, there’s a lot of
distrust and fear surrounding this pro-
gramme. Specifically, there are concerns
that the younger generations won’t benefit
as much from it in the future. So that has
put pressure on both the government and
employers to improve the amount of bene-
fits available in the other layers of the pen-
sion structure.

The second tier consists of several com-
ponents that cover different groups of
workers: the employee’s pension insurance
is for private-sector salaried workers and
the mutual aid pension is for public ser-
vants. This second tier doesn’t cover all cit-
izens in Japan. So, to put this in context by
types of workers, public servants are cov-
ered both under the first tier [the national
pension programme] and the mutual aid
pension programme that is part of the sec-
ond tier. Then they also have access to a
third layer, an ‘occupational addition.’

For private-sector salaried workers, they’re
covered by the first tier [the national pen-
sion programme]| and the second tier [the
employee’s pension insurance programme],
which usually comes from mutual aid



associations offering some type of pension
programme. Then, on top of that, individ-
ual companies are allowed to offer employ-
ees certain tax preferred or tax benefited
programmes, in the form of what we call
a pension programme. That pension pro-
gramme is the third tier, and the gov-
ernment introduced the DC system into
this third tier in 2001. And it’s a fairly
small portion of the entire pension sys-
tem. According to data from the Japanese
Ministry of Health, Labour, and Welfare,
4.39 million subscribers are currently in
DC pension corporate type plans. There
are about 7.96 million in DB and approved
retirement programmes, and 4.2 million
in the Employees’ Pension Fund, which is
another type of pension programme that
actually is being phased out. So, in this
context, the number of employees covered
by DC plans is quite small.

There’s another slice of DC plans. It is
in both the second and third tiers, and
it’s titled ‘defined contribution pension-
personal type.” Currently, it’s quite small,
with only about 0.16 million subscribers.
The American Chamber of Commerce of
Japan has been advocating for the expan-
sion of this programme for some time, in
the form of both increasing the contribu-
tion limits and expanding it to more sub-
scribers. Our first recommendation was to
expand it to government workers. It was
our view that if government workers had
a programme available to them, then that
would become a standard for the rest of
society. I'm pleased to say that in the latest
round of reform proposals that are coming
out, the government included our proposal
and it also went further.

FIGURE 4.5

Structure of Japan’s Pension System
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Currently, dependent spouses of employees
are only covered by the national pension
programme. There is no other programme
available to them. Under the current
reform proposals, the government has pro-
posed expanding the personal DC plan to
cover those spouses. The expansion also
will include the self-employed and those
who work for companies that either do not
offer DC plans or perhaps offer DC plans
but not to the full extent. In other words,
the goal is to expand the personal DC plan
as much as possible to allow all Japanese
people to have some sort of programme
available to them if they would like. This
proposal is enormous, and we think it will
create a sea change in the way the DC sys-
tem works in Japan. We think it will also
increase the level of dialogue about how
investing and Japan’s pension programmes
work. Indeed, it could be quite a catalyst
for addressing the pension crisis.

I believe the DC programme was weakened
because it became an alternative for com-
panies offering DB plans. So the emphasis
was more often on helping companies avoid
their pension liabilities, and not really
on improving the pension situation for
employees. I think that’s been recognised,
and I think people are trying to rectify it
now. Also, contribution limits were set so
low that they were less than meaningful
in denting the pension problem. Another
weakness that we saw was that companies
were given the responsibility to contribute
to the DC programme. Now I say that’s a
weakness because in my experience in the
United States, employees were responsi-
ble for designating how much money they
would put in their DC accounts and it made
them feel personally responsible for their
investments. It helped increase the level
of investor education in the United States,
and T believe studies have shown that since
the early 1980s, the level of investor edu-
cation in the United States has exploded. A

Japan is at a point now where the risk of inaction—keeping huge contributor to that development was

investors in cash and deposits—has become greater than the the introduction of 401(k) programmes.

risk of taking action and putting investors into riskier assets.

-Doug Hymas

Now, again, let’s go back through history
a little bit. In 2001, some of the motiva-
tions for introducing the DC programme
came from companies that wanted to take
pension liabilities off their books and put
them on individuals. There was a bit of a
selfish motivation there for companies, but
it seemed to work well for everyone. So
at least we got the DC programme intro-
duced at that point. At the time, people
recognised that the low birth rate com-
bined with Japan’s ageing society meant a
change needed to take place in the pension
system, and a DC system was one of the
reform measures adopted to help that sit-
uation. Now, the 401(k) should have made
a big dent in the problem, but there were
several weaknesses in the version that was
introduced.
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I think Japan hindered the development
of investor education in Japan by having
companies initially contribute to the pro-
gramme. Another weakness was that it
wasn’t clear who had responsibility for
product selection, and that problem still
persists. I’'ve had many discussions with
Japanese asset management companies,
foreign asset management companies, and
employers about who bears the responsi-
bility for choosing products. This lack of
clarity often hindered companies’ willing-
ness to provide risky products or to encour-
age their employees to consider investing
in riskier assets.

Now we are at a time where Japan’s invest-
ment psychology must change [Figure 4.6].
Data from 2014 fund flows from the Bank
of Japan show what will happen with the
868 trillion yen in personal assets that Jap-
anese households are holding in cash and
deposits under two scenarios. The data for



the first scenario show what will happen to
that 868 trillion yen if the economy reaches
the government’s target of 2 percent infla-
tion. The data for the second scenario show
what will happen to that 868 trillion yen if
deflation of 1 percent continues. If Japan
reaches the 2 percent inflation rate, indi-
vidual assets will drop significantly in
value as inflation goes up. The data show
that if we don’t put households’ money in
riskier assets, then those households are
going to lose money. However, if defla-
tion continues, the assets will continue to
increase. The message behind this data is
that it has not been such a bad thing for
households to have been invested in cash
over the past 10 or 15 years because it has
been during a deflationary period. But now
the environment is changing. The gov-
ernment’s and Bank of Japan’s efforts to
increase inflation is actually showing some
effectiveness. Kuroda-san, the governor of
the Bank of Japan, recently mentioned that
he feels like he is halfway to the 2 percent

inflation target. It’s pulled back a little bit,
but he expects it’s going to continue.

So the deflation scenario no longer applies,
and we’re now looking at the inflation
scenario. If we’re going to help Japanese
workers, individuals, and pensioners pre-
pare for retirement, we have to start focus-
ing on riskier investments. Thus, Japan is
at a point now where the risk of inaction—
keeping investors in cash and deposits—
has become greater than the risk of taking
action and putting investors into riskier
assets. The risk of inaction now is very real,
and T think it should continue to drive the
discussion about introducing riskier assets.

As in other markets, responsibility for
long-term savings and investment is shift-
ing away from the government and institu-
tions and towards individuals. Institutions
have been increasingly unable or unwill-
ing to bear the risks of market downturns
and inflation against their fixed payment

FIGURE 4.6
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obligations. In most markets, investor edu-
cation is expanding to help individuals take
responsibility for their retirement savings.
In Japan, however, individuals’ knowledge
about true long-term investment remains
low. Despite efforts to convert individuals
from savers to investors, the percentage
of individual assets and deposits remains
high while the percentage of investments
stays low. Even participants in 401(k)
plans are shielded from decisionmaking
and protected from the exposure to invest-
ment risks and rewards, which keeps them
from choosing to invest in riskier assets. In
Japan, 60 percent of 401(k) assets remain
in cash or guaranteed products. I believe
the current rate is about 40 percent in cash
and 20 percent in guaranteed products. So
60 percent of the assets are not growing
in the way they are intended to under a
401(k) programme, and that’s what needs
to change given the inflationary environ-
ment that is coming into play.

We need better education in Japan—not only for investors, but
also for both those who provide the plans and for employers
so they can understand how they should be looking out for

employees and pensioners.

-Doug Hymas

As an advocate for DC and 401(k) pro-
grammes and for introducing riskier assets,
T’d like to share just a few recommenda-
tions for reform. The new individual DC
programme that will be introduced hasn’t
been given a name yet, so I'd like to take
the liberty of giving it the name that T
think it should have: My-DC Account. So
the following are my recommendations to
those who can implement policies for the
new individual DC programme.

First, we need to increase contribution lim-
its. Second, we need structural improve-
ments to enhance usability, which need
to include better default options. We were
asked by the FSA to give them our views on
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default options, and we pointed to a legal
change in the United States that specifi-
cally said that default options may include
target date funds. The FSA was quite inter-
ested in that section of the law. Who knows,
we might see that being introduced fairly
soon, but I think that’s the level of pro-
tection that we need to avoid the issue of
responsibility for product decisions. In that
context, I would also recommend elimi-
nating the mandatory capital preservation
option. I've spoken with many participants,
including those involved in the DC system
who say that having the capital preserva-
tion option as a mandatory requirement
actually inhibits investors from choos-
ing something else because they’re so risk
adverse. So we should consider eliminating
that option or at least downplaying it.

My third recommendation is that we need
better portability and continuity. The
model that’s being used to formulate the
new policy for My-DC is women in the
workplace, which dovetails nicely with
the Womenomics Programme by the Abe
Administration. The proposed reform is
addressing the situation in which women
work for a number of years, quit to bear
children, and then come back to the work-
force. Currently, most DC programmes
don’t allow women to maintain their
DC programme after they quit a com-
pany. There’s not enough portability. It
may be legally allowed, but most of the
programmes don’t allow such continuity
from a technical and practical perspec-
tive. Therefore, women have to cash out or
somehow convert their savings to some-
thing else. Then when women go back
to the workforce, there’s no way to bring
those savings back into the workforce. So
the idea is to find a way to allow a typical
woman to build her retirement assets while
she’s working, allow that money to grow
tax-free and in a tax preferenced environ-
ment while she’s away from the workplace,
and then come back into the workplace and



enjoy continuity. That’s an important sce-
nario. And let me just say, it’s not just for
women, it could be for men who are also
taking time off to raise a child.

The last recommendation is that we need
better education in Japan—not only for
investors, but also for both those who pro-
vide the plans and for employers so they
can understand how they should be looking
out for employees and pensioners. That can
only come through experience, dialogue,
and by looking more closely at how things
are done offshore. And I think we’ve seen
some great examples here today.

Finally, we spoke mostly about DC plans
today, but I’'m also excited about the suc-
cess of the Nippon Individual Savings
Account [NISA] programme. NISA has also
helped people focus on longer-term sav-
ings. As many of you may know, the NISA
version is modeled after the United King-
dom’s Individual Savings Account [ISA].
After ISAs were introduced, they were
eventually made permanent. We believe
that the Japan version should become per-
manent to encourage longer-term savings
through NISA.

Monroe: Thank you, Doug. Now we have
some questions from the audience, and
T’ll start with this one. ‘It’s very interest-
ing to hear about the role of behavioural
finance, and we heard about that in bits
and pieces. Can you summarise the role
that behavioural finance has played in your
jurisdiction?’

Jones: Well, it really depends on the whole
of the policy shift. In the United King-
dom, the view was that only changing the
frame from ‘do nothing and you’re out’ to
‘do nothing and you’re in’ would signifi-
cantly change coverage. But the decision
to apply the law to all employers—the law
that said an employer must provide a plan
and enrol most workers in it—was actually

very important as well. It took a lot of polit-
ical courage to drive coverage down to
the small- and medium-enterprise sector,
which has nothing to do with behavioural
economics. I think excitement has arisen
from behavioural economics, because
it had such startling results. We had the
same people with the same attitudes and
the same level of wealth, and the different
frame seemed to shift the dial from a 30
percent participation rate to a participation
rate in the 90s.

It’s surprising to me to hear that in the both the United States
and United Kingdom, simply trying to educate people didn’t

automatically turn them into investors.

-Doug Hymas

Rekenthaler: T think the academic com-
munity had a large effect on changing
the focus of the discussion in the 1990s.
When asset managers used to talk about
retirement savings, they tended to dis-
cuss who had the best widgets. And their
focus was on higher net worth individu-
als—the senior people in the company—and
how to attract and retain wealthy clients.
Well, the academic community was look-
ing at a very different kind of problem,
which is how to address America’s broad
retirement solution. The academic commu-
nity came in, and a lot of the asset man-
agers looked at the research, took it, and
ran with it. So the academics also affected
how asset managers were thinking about
the retirement savings challenge. It was, in
my mind, a very healthy collaboration that
ended up with two different viewpoints
coming together. There are a lot of asset
managers that now have think tanks and
research that are moving into policy terri-
tory. Indeed, this kind of conference is an
example of this trend.

Hymas: 1 think behavioural finance is
sort of a new area in Japan, and I think
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there’s a lot of fertile ground for discus-
sion here. Thinking over the 401(k) expe-
rience, we’re only learning now how people
respond. We’ve basically confirmed that
they won’t move towards risky investments
on their own. I think Japan can learn a
lot from behavioural finance, and I think
the resources and the tools are here. I just
think it needs to be employed and followed.
I don’t think it’s worked its way into policy
yet, and I think the UK and US models are
great for us to follow.

Monroe: After hearing about the effect of
implementing some of the conclusions of
behavioural economics, are you surprised
that Japan’s approach of ‘education, edu-
cation’ hasn’t really resulted in the kind of
investing hoped for?

Hymas: It’s actually almost comforting
to hear that the reason it hasn’t taken off
here may be the same as in the United
States. It’s surprising to me to hear that
in the both the United States and United
Kingdom, simply trying to educate people
didn’t automatically turn them into inves-
tors. The government here in Japan has
made a valiant effort to try to encourage
people to move from being savers to inves-
tors, and it just hasn’t worked that well.
The examples here suggest that there’s
nothing unique about that.

Rekenthaler: Education is a partial solu-
tion, but I just don’t see how education is
going to be the complete answer. That was
the experience in the US marketplace.

Hymas: And that’s good to learn so we
can maybe skip over some of the steps and
problems that the United States and United
Kingdom experienced and get right to the
solution.

Jones: We’ve recently done some research
with NEST members, and even in a quali-
tative panel, when you take them through
the investment process over 90 minutes, a
number of them still prefer to be in a very
low-risk product that will expose them to
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inflation risk. Now, because of trust law,
we can override that in the name of their
best interests and put them into a riskier
solution. But it’s not because you talk to
them in detail, and then they see the light
and become diversified investors. When
you talk to them in detail, they actually
massively overplay downside risk against
upside risk. They get worried, and they say,
‘No, no, I'll just protect my capital.” T think
the prognosis for taking people who have
chosen not to join the investment industry
and pretend that somehow they’re going to
turn into sophisticated investors through
education certainly is not borne out by the
United Kingdom.

Rekenthaler: It can be a little bit tricky
territory because there can be a coer-
cive element to new tools that result from
behavioural economics. T use the word
‘nudge,” which is a popular word, but it
doesn’t take too much further to go from
nudge to push. And that’s an issue as well.

Hymas: May I ask you both a question?
From a Japanese perspective, I think there
is a reluctance to push people too hard and
too far, because we end up taking respon-
sibility for that push. How has that been
handled? Do companies and policymakers
feel responsible if the investments don’t go
the way they expected? Are there claims
and, if so, how are those handled?

Jones: In the United Kingdom, the invest-
ment responsibility lies with a scheme pro-
vider. An employer is simply responsible for
selecting a ‘qualifying scheme.” The worker
looks to the scheme’s performance, not to
the employer. Working lives in the United
Kingdom are becoming much more split
up into a large number of smaller employ-
ments. It’s not as if you’ve got a cradle-
to-grave employment relationship anymore.
Currently, the average number of employ-
ments is 11. People in their twenties may
well have 15 or 20 employments by the time
they reach 70 years old. So we feel that it
makes much more sense to look to the plan
provider as the person with responsibility,



because of those 20 employers, which ones
are you going to look to if it didn’t go well?

Rekenthaler: On the issue of liability, it’s
worth pointing out that the Pension Pro-
tection Act was passed in 2006, which per-
mitted the adoption of target date funds
as a default investment option. Then in
2008, we had an unpleasant market. In
2009, there was a lot of blame going around
about the performance of target date funds
during the crisis. So the debate was not
about, ‘Should we be defaulting people
into risk, and is it wrong to default people
and have these default programmes?’ No,
the debate was about whether target date
funds were getting it wrong. Generally, that
debate ended with the conclusion that for
the most part, target date funds did okay,
so the United States didn’t put new rules
in place to change what target date funds
were doing. But that was the discussion. It
was never a question about not putting peo-
ple into them. Yet as we know, the United
States has a long tradition of stocks going
up, so people got more comfortable with
the notion that they would go up again.

Monroe: It is also quite interesting that
even in the United States, there was a
reluctance to put people into the default
product until 2006, when the Pension Pro-
tection Act created this safe harbour for
employers to protect them from liability
for selecting a default investment.

So a question for Doug is, given that Japan
has had a different economic experience
than the United States, wouldn’t employers
be very reluctant to set a default product
that was investing in equities and riskier
products without a safe harbour?

Hymas: I would actually go back to what
Yoshino-sensei said earlier, that there are
other asset classes out there besides equity.
I believe a lot of inexperienced investors
think that if they’re investing, that means
they’re investing in Japanese stocks, which
have gone down over the past 20 years.
They’ve bounced back recently, but will

they continue to go up, or will they go
down? That’s a good question, and we’re
not sure. But that’s only one asset class,
only one option. The investment world has
many asset classes, and there’s so many
that are much less risky than equities. A
target date fund, for example, might have a
slice of Japanese equities, but it should also
have plenty of other asset classes.

It’s not a good idea for an investor or
employee to be in cash instead of being
exposed to a diverse range of investment
products. I think that’s the level of educa-
tion that we need—not necessarily learning
or knowing about how each stock moves
but teaching them that generally, over time,
a properly managed diversified portfolio
offers better returns than keeping money
in cash.

NEST research has shown that the financial benefit of putting
participants into higher volatility investments in the early

stage of their career is very low.

Monroe: We have a question from the audi-
ence for Tim, and the question is, ‘It seems
that NEST’s conservative approach for
phase one must have a dramatic effect on
the lifetime performance of the fund.’ Tim,
I’'m sure NEST modeled that, and you’ve
decided that this is the right approach.
Please talk about it, because it is a very
interesting approach.

Jones: The premise of the question is false,
because the premise is that the conser-
vative start has a dramatic effect. In our
modeling, the effect was a maximum of 3
percent. Why was it so low? It’s because
these low-to-moderate earners at the
beginning of their careers don’t earn much.
Therefore, there’s not much money in their
fund in their twenties. If you do 3 percent
better, you're adding 3 percent to a small
amount, which doesn’t make much differ-
ence. We take people out of that conserva-
tive start in their late twenties. By the time
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they’re 31 or 32 years old, they’re in the
CPI plus 3 growth fund. I think there was
a supplement to the question, which said,
‘Will you revisit this start as the matu-
rity and understanding of the UK mar-
kets develop?’ In short, yes. Whether we’ll
change it is another matter, but we’ll abso-
lutely review it. It came from research with
our members about the difference between
their risk appetite and risk tolerance. Now,
if that were to change, then we might
change our approach to phase one. NEST
research has shown that the financial ben-
efit of putting participants into higher vola-
tility investments in the early stage of their
career is very low.

Monroe: Very interesting. Another topic
that has come up quite a bit is choice and
how much choice to give. Tim, again you’ve
taken a very interesting approach. Could
you talk about how you came up with lim-
ited choice?

Jones: Well, we went to Sweden and they
said, “We have 700 fund choices. Please
don’t do that.” We then consulted one of the
greatest philosophers of the 20th century—
that would be Bruce Springsteen—who
famously said, ‘57 channels and nothing on.’
Fifty-seven channels and nothing on is per-
haps a reflection of the quality of Ameri-
can television, but it also goes to this issue
of choice. What on earth are you going to
do if you're confronted with 57 choices?
You’re just mesmerised. You haven’t a clue
whether that far eastern Asia opportunity
fund is better than that emerging market
smart beta fund. It’s all gibberish to ordi-
nary investors, so how do you translate that
gibberish very easily?

So we again used behavioural economists
to help us, and we’ve used them many
times. It’s not just in the automatic enrol-
ment. The behavioural economists said:

You should provide a small number of
fund choices—not because you want
people to take them, but because you

46 | INSIGHTS FROM THE 2015 GLOBAL RETIREMENT SAVINGS SUMMIT

want people to feel they had a choice,
which they then choose not to exer-
cise. Then they end up in the retire-
ment default fund, which you make as
high quality as possible so that you can
do a fantastic job on their behalf.

Rekenthaler: Morningstar’s experience in
tracking how investors use funds—which
ends up being how advisers use funds—is
that if you give people more choice and
more specialised funds, they find more
ways of making mistakes. So I would echo
what NEST is doing, to strongly push peo-
ple towards the most broadly diversified
portfolio you have, and then hope that
they don’t use the other funds. I think that
would give investors the best experience
over the long term.

Hymas: When 1 first came to Japan and
went to a restaurant, I was intrigued by the
menus. Everything is already set: the soup,
the rice, the fish, everything. You have
three choices, but each choice includes a
menu of options within that choice. I think
that’s very natural for Japanese people, and
I think that would be very comfortable for
most Japanese people who are not that
sophisticated with respect to investing. I
think they would find that optimal.

Monroe: But there is a behavioural eco-
nomics theory that says if you give peo-
ple more than three choices on anything,
they start to feel overwhelmed. Oftentimes,
there’s an enormous number of options in
your Japanese 401(k). When you have peo-
ple who are struggling to understand dif-
ferences between asset classes, they must
feel overwhelmed. So maybe part of the
solution is less choice, less options.

Hymas: I think that’s precisely the area
where behavioural finance and behavioural
economics can come into play here in
Japan. They can use that as justification for
trimming down the number of options and

maybe refining what those options should
be.



Programme
23 APRIL 2015

Welcoming Remarks

Paul Schott Stevens
President and CEO
Investment Company Institute
United States

Keynote Speech: Long-Term Savings
Reforms in Japan: Asset Allocation,
Pensions, and Defined Contribution
Arrangements

Naoyuki Yoshino

Dean, Asian Development Bank Institute
(ADB Institute)

Professor Emeritus, Keio University, Japan

PANEL1

Role of Private Pensions in
Retirement Savings—Countries’ Case
Studies

Stephen P. Utkus, Moderator

Principal, Vanguard Center for Retirement
Research

The Vanguard Group

United States

Tim Jones

CEO

NEST Corporation
United Kingdom

Akiko Nomura

Senior Analyst, Research Department
Nomura Institute of Capital Markets
Research

Japan

TEA/COFFEE BREAK

PANEL 2

Investment Diversification and Long-
Term Savings—Default Funds and
Beyond

David W. Monroe, Moderator
General Counsel

Matthews International Capital
Management, LLC

United States

Douglas L. Hymas

Managing Director, Japan Country
Executive

BNY Mellon

Japan

Tim Jones

CEO

NEST Corporation
United Kingdom

John Rekenthaler

Vice President, Research
Morningstar, Inc.
United States

CLOSING REMARKS

Dan Waters
Managing Director
ICI Global

United Kingdom

NETWORKING RECEPTION

INSIGHTS FROM THE 2015 GLOBAL RETIREMENT SAVINGS SUMMIT | 47















!{o:I Global

110 Bishopsgate, 19th Floor
Suites 19-06 and 19-07
London, EC2N 4AY
United Kingdom

+44 (0) 207 961 0830
www.iciglobal.org

Suite 715-717, Level 7
Two Exchange Square
8 Connaught Place
Central, Hong Kong
+852 2168 0882

1401 H Street, NW
Suite 1200
Washington, DC 20005
United States

+001 202 326 5800
www.ici.org



