Viewpoint

EHXREBIZEZMERSE

NEFE LIGREFEFTOR S EIC
EI51RE

Recommendation to Reform of Foreign
Exchange Traded Fund Regulation

KREEMAEZER
Investment Management Committee

2025F2BFTEX
Valid through February 2025
REEIEX

EBKEBISEF / The American Chamber of Commerce in Japan
T105-6415 RREBBEXE /I 1-17-1, B/ I AEYRR YT —15
Toranomon Hills Business Tower 15F, 1-17-1 Toranomon, Minato-ku, Tokyo
105-6415

external@accj.or.jp

http://www.accj.or.jp/advocacy-papers



ACCJ Viewpoint

RECOMMENDATION

The American Chamber of Commerce in Japan
(ACCJ) recommends that the Government of Ja-
pan (GOJ) update and reform regulation pertaining
to distribution and marketing of foreign domiciled
exchange traded funds (Foreign ETFs) in Japan by
expanding eligibility for exemption from certain
notification requirements, eliminating conditions
to qualified institutional investor (QIIs) taking po-
sitions in Foreign ETFs, reducing administrative
burdens on ETFs, and exempt Foreign ETFs from
a translation requirement under the Proviso to Ar-
ticle 2 of the Regulation for Enforcement of the
Investment Trust Act.

This recommendation is intended to help investors
in Japan access a broader range of products to
better manage risks and meet long-term invest-
ment goals. While we very much appreciate the
recommendation in the final report of the Invest-
ment Management Task Force that the FSA should
introduce a new type of registration for the “Inter-
mediary for Professional Investors Business”, it is
still important to eliminate these non-tariff barri-
ers to foreign investment products to increase the
attractiveness of the Japanese investment market
to the global investment management community,
establish Tokyo as a Global Financial Center and
encourage new entries to the financial markets in
Japan.

BACKGROUND AND ISSUES

ETFs have become a key investment tool
around the world.

ETFs have grown in importance to Japanese in-
vestors over the past 20 years. ETFs, including
Foreign ETFs, play a key role enabling individual
and institutional investors to meet their invest-
ment objectives. Certain structural issues with the
existing Foreign ETF framework, however, hinder
Japanese investors from fully utilizing the advan-
tages offered by Foreign ETFs.

Efficient Investment Tools: Individual inves-
tors, utilizing investment strategies such as dollar
cost averaging, use ETFs including Foreign ETFs,
as low-cost and efficient investment vehicles to
build diversified portfolios. Foreign ETFs can be ac-
cessed indirectly through mutual funds that hold
Foreign ETFs, but this fund-of-ETF approach often
results in higher costs and less flexibility for the
end investors.
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Thematic & Sector Specific Investments: The-
matic and sector specific investments (e.g., ESG,
technology stocks, and AI) are popular among in-
dividual investors, but such funds that are offered
in Japan tend to be limited and high in cost. With
the large number of such ETFs available outside
Japan, Foreign ETFs provide a low-cost way for in-
vestors to capitalize on a wide variety of trending
investment opportunities.

Investment Advice: The availability of Foreign
ETFs as investment tools to independent financial
advisors and “robo” advisors, by expanding the
product mix is expected to improve the quality of
such services for Japanese investors, encouraging
long-term asset formation for individual investors in
Japan and by meeting those needs, providing a new
pillar of growth in the financial advice space.

Institutional Investor Usage: Foreign ETFs are
utilized extensively by institutional investors as
building blocks for portfolio construction and as
quick and efficient trading vehicles to access broad
and diversified exposures. Thematic and sector-
specific ETFs are also important tools used by in-
stitutional investors to meet the growing demand
for customized solutions that often cannot be de-
livered in a timely manner via separately managed
accounts or local fund offerings.

Regulatory Issues Hindering Foreign ETF
Usage in Japan

Utilization of Foreign ETFs in Japan has been hin-
dered by several technical requirements that we
believe can be addressed relatively easily.

A. Notification Requirement: Under the Act
on Investment Trusts and Investment Cor-
porations (hereinafter the “Investment Trust
Act”), the issuer of a foreign investment trust
(which is one type of Foreign ETF) is required
(i) to make a filing to the Financial Services
Agency (FSA) about the details of the ETF; (ii)
to notify the FSA of any change of the trust
deed (and as a practical matter, any material
changes of the trust deed); (iii) to prepare
and deliver investment reports to known in-
vestors; and (iv) to file prepared investment
management reports to the FSA. In practice,
a Type I Financial Instruments Business Op-
erator only deals with Foreign ETFs of which
notifications under the Investment Trust Act
have been filed. There is an exemption from
this notification requirement, but the regula-
tions provide that only Foreign ETFs that track
stock indices and operate under a fully “in-
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kind” creation and redemption model are eli-
gible for the exemption (see Article 94 of the
Regulation for Enforcement of the Investment
Trust Act and Article 12, item (ii) of the Or-
der for Enforcement of the Investment Trust
Act). Foreign ETFs tracking indices other than
stocks, non-index-linked Foreign ETFs and
Foreign ETFs that allow cash and in-kind cre-
ations and redemptions do not qualify. Since
the vast majority of Foreign ETFs are created
and can be redeemed via the hybrid cash and
in-kind model, virtually no Foreign ETFs are
eligible for this exemption.

. Confirmation of FSA Notification: Before
commencing sales of Foreign ETFs to indi-
vidual investors, securities companies must
confirm that notification of the Foreign ETF
has been made to the FSA. As noted in the
prior paragraph, few if any Foreign ETFs are
eligible for the exemption from this notifica-
tion requirement. Since the notifications of
the Foreign ETFs are not made public, the
only practical way for securities companies
to confirm that notification has been made
is to contact the Foreign ETF issuer’s affiliate
investment management company in Japan.
Considering that securities companies typi-
cally do not have contractual agreements with
the Foreign ETF issuers, whether the securi-
ties companies can rely on informal commu-
nication to commence sales of such products
may become a legal challenge and a barrier
for Foreign ETF distribution to individual in-
vestors.

. Restrictions on QIIs: Qualified institutional
investors (QIIs) can take positions in Foreign
ETFs that have not provided the FSA notifica-
tion, under the condition that the QII agrees
via written agreement to accept restrictions
pertaining to trading such positions (the po-
sition can only be sold on the exchange via
agency trade or via OTC back to the broker-
dealer who facilitated the purchase of the ini-
tial position). QIIs are hesitant to purchase
Foreign ETFs because (a) the QIlIs feel bur-
dened by the process of submitting a written
agreement to the securities company to limit
their trading options and (b) a QII may not
be able to trade at the best execution price
because the QII is unable to trade OTC with
a broker-dealer other than the broker-dealer
the QII used to acquire its position.
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D.Operational Burden & Regulatory Obli-
gations: Foreign ETF issuers are disincentiv-
ized from making any new notifications for
the following reasons:

i. There are currently over 9,000 Foreign
ETFs subject to notification

ii. There is a heavy operational burden and
cost associated with filing translated in-
vestment reports and material changes
after a notification has been made

iii.The current Japanese regulatory frame-
work does not allow fund providers to
deregister funds and cease associated fil-
ings, even if the Foreign ETF is not being

actively sold and marketed in Japan

The above situation has resulted in affiliated for-
eign investment management companies limiting
their activities in Japan to what would be consid-
ered outside the scope of “solicitation” to insti-
tutional investors to avoid regulatory breach. It
should also be noted that the distinction between
activities considered “solicitation” and “provision
of information” is not clear.

E. Investor Needs: Despite strong and growing
demand for new Foreign ETFs from both end
investors and securities companies, foreign
investment management companies (Foreign
IMCs) have become reluctant to file new noti-
fications, given the onerous nature of the cur-
rent filing process and associated resources
mentioned in section D. For this reason, many
Foreign ETFs in high demand elsewhere in the
world are not made available to individual and
institutional investors in Japan.

F. Investment Reports: The issuers of Foreign
ETFs are obligated to prepare investment re-
ports, deliver them to known unitholders
(Investment Trust Act, Article 14, Paragraph
(1) as applied mutatis mutandis pursuant to
Article 59 thereof), and file the investment
reports with the FSA (Investment Trust Act
Article 59 and Article 14, Paragraph (6)).
Such investment reports must be prepared
in Japanese, as they are not exempt from the
requirement under the Proviso to Article 2 of
the Regulation for Enforcement of the Invest-
ment Trust Act).
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Recommendations to Reform the Regulatory
Framework

1. Expansion of Notification Exemptions

The notification exemption should be extended to
cover all Foreign ETFs, including those that track
non-equity indices, and accept creation and re-
demptions in cash. We believe there is no need to
limit exemptions to funds tracking a specific index
or using a specific creation/redemption mechanism.

2. Distribution in line with Guidelines for
Financial Instrument Business Operators
Many ETFs listed on stock exchanges around the
world are efficient tools for building diversified
portfolios and managing risks. Some Foreign ETFs,
such as those employing inverse or leveraged
strategies, are helpful in managing short-term
portfolio risk. While these are generally considered
inappropriate for individual investors, they can be
effective risk management tools for experienced
institutional investors. According to the Compre-
hensive Guidelines for Supervision of Financial In-
struments Business Operators, etc., distributors of
financial products must:

e Be equipped to understand the investment
characteristics and risks associated with any
financial instrument as a prerequisite to mar-
keting or sales of such securities, and

e Evaluate whether such financial product is in
line with the clients’ profile and investment ob-
jectives prior to any solicitation or sales

Once an appropriate investment solicitation
framework considering the customer’s profile and
investment objective is established by securities
firms or intermediaries, we do not believe that
there should be a need for a separate notification
process for Foreign ETFs.

If eliminating the need for notification of Foreign
ETFs outright is difficult, setting minimum require-
ments to address key concerns of the supervisory
authority should suffice, and only those Foreign
ETFs that trigger those concerns should be sub-
ject to the notification requirement. Furthermore,
eliminating the need to file investment reports in
Japanese would significantly reduce the resource
burden, including out-of-pocket costs, associated
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with filing notifications. We would expect this to
result in an increased number of Foreign ETFs be-
ing prepared to submit notifications and therefore
more investment opportunities for both individual
and institutional investors in Japan.

3. Elimination of Investment Report Filings

Issuers of notified Foreign ETFs are required to
prepare and deliver an investment report to known
investors on a regular basis. However, since the
issuers of Foreign ETFs are located overseas, we
believe that this is impossible in practice. We be-
lieve that it is sufficient for an overseas issuer to
disclose the relevant materials on its website in
English. This would be consistent with the require-
ments imposed on domestic ETFs, for which the
preparation of investment reports is not required.

4. Procedures for Withdrawing Notifications
As noted above, currently there is no process to
allow for the withdrawal of notifications. The ACCJ
urges that such procedures be established in order
to reduce unnecessary administrative burden.

CONCLUSION

ETFs, including Foreign ETFs, have become indis-
pensable investment tools for investors around
the world. Implementing the proposals above, by
reducing the administrative burden, will allow the
greater availability of Foreign ETFs in Japan, facili-
tating a better way for individual and institutional
investors to manage risks and build efficient, low-
cost portfolios for long term asset growth. It is in
the best interest of the GOJ to expand both par-
ticipation by Foreign ETF issuers in the Japanese
financial markets, and Japanese investors’ choices
of low-cost products.
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