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Highlights:

* In the goods sector, Japan’s Trade Specialisation Index (TSI) indicates
comparative advantages in autos, steel, machinery and related areas,
suggesting that the international competitiveness of Japanese manufacturing
remains solid.

* Innovation is accelerating in automotive electrification and humanoid
robotics, and global competition is intensifying as Chinese companies
strengthen their capabilities. Even so, Japanese companies still have scope
to regain momentum through business-model adjustments.

* In the services sector, the TSI shows a standout comparative advantage in
travel, with inbound demand supporting Japan’s earning power. The digital
category, by contrast, shows a significant comparative disadvantage. Going
forward, the key will be to raise value added and improve monetisation in
areas of strength such as content, while making effective use of overseas

technology.

+ Japanese companies’ overseas expansion is translating into earnings, with

Japan’s outward Foreign Direct Investment (FDI) rate of return remaining
high relative to major economies. With the domestic business environment
also improving, opportunities for Japanese firms to capitalise on their

potential appear to be expanding.
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With the new year underway, | revisit the international competitiveness
of Japanese companies from macro and sector-level perspectives, as
part of assessing the outlook for Japan’s economy and equities in 2026.

To gauge Japan’s international competitiveness, | track the Trade
Specialisation Index (TSI) on a regular basis. TSI is calculated using
export and import values for each sector or product category as (exports
- imports) divided by (exports + imports). Readings closer to +1
indicate a comparative advantage, while readings closer to -1 indicate
a comparative disadvantage. By comparing TSI over time across major
regions and key traded products, we can capture one aspect of how the
global competitive landscape is evolving.
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Japan retains comparative advantages in autos and steel

Using internationally comparable Organisation for Economic Co-operation and Development (OECD)
data based on the (HS2) classification system, Japan’s TSI by major goods sectors for Jan—Oct 2025
ranks as follows (Figures 1-4): autos at +0.71, steel at +0.56, precious metals at +0.31, machinery at
+0.22, plastics and plastic products at +0.21, and optical and precision instruments at +0.11. These
figures confirm Japan’s comparative advantages in areas such as autos and steel.

Figure 1: U.S. Trade Specialisation Index (Top 10 Items) Figure 2: Japan Trade Specialisation Index (Top 10 Iltems)
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Source: SMDAM, OECD and Trade map. Source: SMDAM, OECD and Trade map.
Figure 3: Germany Trade Specialisation Index (Top 10) Figure 4: China Trade Specialisation Index (Top 10 ltems)
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That said, excluding precious metals, Japan’s TSI has been trending down across these sectors,
suggesting that Japan’s manufacturing comparative advantages have gradually weakened. This
likely reflects an increasingly tough global competitive environment for manufacturing. For example,
comparing China’s TSI between 2004 and 2025, autos rose from -0.05 to +0.66 and machinery from
+0.13 to +0.41, indicating that China has strengthened its comparative position in higher value-added
sectors as well (Figure 4). Even so, Japan’s TSlIs for autos, steel and machinery remain meaningfully
positive, and Japanese manufacturing can still be said to retain strong comparative advantages.
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A comeback in robotics is worth monitoring

In autos, there had been concern that Japanese companies might fall behind the global shift toward
Electric Vehicles (EVs) and lose comparative advantage. Recently, however, EV demand has shown
mixed momentum across regions, and hybrids—an area of strength for Japanese automakers—have
been regaining traction.

Even in EVs, the rapid rise of Chinese players has been widely discussed, particularly in China, where
Japanese companies have faced headwinds. That said, some Japanese companies are seeking a
turnaround by adjusting their business models, for example by increasing local sourcing to respond
more quickly tolocal needs.

Beyond autos, attention is also turning to humanoid robots within the broader robotics space. US and
Chinese companies are often seen as leading in this area, particularly in Al integration. Still, robotics
is a field where Japanese companies have long had strong technical capabilities, and it is reasonable
to expect that they may regain momentum.

In services, travel is a strength while digital remains a weakness

Next, | look at Japan’s Trade Specialisation Index (TSI) across key services categories. For services,
| constructed TSI by classifying services trade into six categories—transport and related, Intellectual
Property (IP) and related, travel, digital, finance, and other—based on the definitions in the note below.

Note: Definitions used for the services-trade classification

* Transport and related: freight transport + manufacturing services on physical inputs owned by
others + maintenance and repair services

* [P and related: charges for the use of intellectual property + Research & Development (R&D)
services + technical, trade-related and other business services

* Travel: passenger transport + travel

* Digital: charges for the use of copyrights and related rights + telecommunications services +
computer services + information services + professional and management consulting services

* Finance: insurance and pension services + financial services

* Other: construction + personal, cultural and recreational services + government goods and
services, n.i.e.

Japan’s TSI for key services between Jan—Oct 2025 is as follows (Figures 5-8): travel at +0.47, IP and
related at +0.06, other at +0.05, transport and related at -0.21, finance at -0.30, and digital at -0.42.
With inbound tourism continuing to recover, travel shows a large positive reading. Meanwhile, as widely
noted, digital shows a large negative reading, indicating a substantial comparative disadvantage.
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Figure 5: U.S. Services Trade Specialisation Index Figure 6: Japan Services Trade Specialisation Index
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Figure 7: Germany Services Trade Specialisation Index Figure 8: China Services Trade Specialisation Index
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Japan’s TSl is also negative for transport and related, and for finance. For transport and related, part
of the negative reading may reflect statistical, technical factors: Japanese shipping companies’ use
of overseas subsidiaries can result in payments to those subsidiaries being recorded as services
imports, while the subsidiaries’ earnings are recorded under primary income rather than the services
balance. For finance, payments to overseas reinsurers appear to be a contributing factor.

Digital’s comparative disadvantage and how to think about it

Japan’s digital comparative disadvantage, often discussed as Japan’s “digital deficit”, appears
to be driven largely by items such as payments for web advertising, cloud-service fees, software
downloads, and various licensing fees associated with music and video streaming, reflecting reliance
on US platform providers (Figure 5).

However, attempting to eliminate the digital deficit by reducing reliance on US platforms and reducing
their use could in fact weaken Japan’s competitiveness and reduce overall economic benefits. Rather
than treating the digital deficit as a problem in itself, Japan should focus on using platforms effectively,
improving productivity, fostering innovation, and nurturing new competitive fields.



Sumitomo Mitsui DS Asset Management

Potential in the content industry

As many have already pointed out, there is still room to raise Japan’s earning power by further
strengthening the competitiveness of Japan’s content industry often viewed as one of Japan’s
comparative advantages (Figures 9 and 10). With continued growth in emerging economies that
have large populations, and with economies tending to shift toward services as they mature, the
potential of the content market looks significant. Al can also make multilingual rollout and localisation
faster and easier, creating ample opportunities to unlock the content industry’s potential.

Figure 9: Export Scale of Selected Sectors in Japan Figure 10: Trends in the Overseas Market Scale of Japanese
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Japanese companies remain strong in overseas expansion

Another area | have been focusing on is the strength of Japanese companies’ overseas expansion.
Based on calculations referencing the FY2025 Economic and Fiscal Report, Japan’s outward Foreign
Direct Investment (FDI) rate of return averaged 8.09% over the decade spanning 2015-2024, higher
than the US at 6.38%, the UK at 5.62%, and Germany at 5.04% (Figures 11 and 12).

Figure 11: Return on FDI in Major Countries Figure 12: Japan’s Outward FDI
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There are important caveats. Because capital losses
are not reflected, some argue that returns would not
look as high if losses from unsuccessful investments
were fully taken into account. In the case of the US,
tax-driven structures used by major IT companies—
such as routing profits through conduit countries like
Ireland—may shift profits away from direct investment
income and into services exports, making US direct
investment income appear lower. For these reasons,
the cross-country comparison should be interpreted
with caution. Even so, it would be hard to conclude that
Japan’s outward FDI returns are exceptionally low. The
Cabinet Office offers a positive interpretation, noting
that Japan’s high outward FDI returns reflect overseas
profits being reinvested locally and deployed effectively.

My view is broadly aligned with that of the Cabinet
Office. Against the backdrop of a stronger yen and
a difficult domestic business climate during the
deflationary period, Japanese companies—especially
manufacturers—sought opportunities overseas,
sharpened their competitiveness there, and as a result
raised the returns on outward direct investment.

Looking at Japan’s outward FDI rate of return in 2024
by sector, mining stands at 19.3%, transport equipment
at 12.1%, wholesale and retail at 11.8%, and electrical
machinery and equipment at 9.6%, all above the overall
average (Figure 13). Returns are high both in resource-
related areas and in assembly-type manufacturing. For
manufacturing, returns by region are 16.4% for Thailand,
14.9% for Indonesia, and 14.6% for India—again
above average—suggesting that Japan has effectively
captured Asia’s strong growth, which underpins its high
outward FDI returns (Figure 14).

Figure 13: Figure 14:
Japan Outward FDI Return: Top Industries (2024) Japan Manufacturing Outward FDI Return: Top Regions (2024)
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Expectations for overseas expansion in
services

More recently, even non-manufacturers have
been stepping up expansion into Asia by
leveraging competitiveness honed during Japan’s
deflationary period. This has not been limited to
price competitiveness: for example, Uniglo has
strengthened its “price plus alpha” proposition by
enhancing functionality.

| recently traveled to China and visited stores operated
by Japanese companies such as Uniglo, MUJI and
Sushiro. The trip was short and the visits were limited
to a handful of stores in major cities, but | came away
with the impression that local customers do value the
“plus alpha” appeal offered by Japanese companies.

Japan has largely emerged from deflation, and the
domestic business environment has improved. While
global competition and geopolitics remain challenging,
opportunities for Japanese companies to realise their
potential appear to be expanding, and there seems to
be ample room for upside.
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General disclosure:
The material is intended for professional and institutional investors only.

This material is intended for information purposes only without regard to any particular user’s investment
objectives or financial situation and should not be construed as an offer, solicitation, recommendation, or
advice to buy or sell securities or pursue any investment strategy in any jurisdiction. Any examples used,
charts, and graphs are generic, hypothetical, and for illustration purposes only. Any forecasts, figures,
opinions, or investment techniques and strategies contained are for information purposes only, and are
based on certain assumptions and current market conditions that are subject to change without prior no-
tice. This material does not contain sufficient information to support an investment decision and it should
not be relied upon by you in evaluating the merits of investing in any securities or products. Nothing in
this material constitutes accounting, legal, regulatory, tax or other advice.

No representation or warranty is made as to the accuracy, completeness, fairness or timeliness of the
statements or any information contained herein. This material is not legally binding and no party shall
have any right of action against Sumitomo Mitsui DS Asset Management (UK) Limited, including our affil-
iates, in relation to the accuracy or completeness of the information contained in it or any other written or
oral information made available in connection with it. The views expressed are those of the author at the
time of the writing. The material is correct to the best of our knowledge at the date of issue and subject
to change without notice.

The intellectual property and all rights of the benchmarks/indices belong to the publisher and the author-
ised entities and individuals. All right, title, and interest in this material and any information contained
herein are the exclusive property of Sumitomo Mitsui DS Asset Management (UK) Limited, except as
otherwise stated.

This material is issued by Sumitomo Mitsui DS Asset Management (UK) Limited. Registered in England
and Wales. Registered office: 100 Liverpool Street, London, EC2M 2AT, United Kingdom; registered
number 01660184. Authorised and regulated by the Financial Conduct Authority.

This material and the information contained may not be copied, redistributed, or reproduced in whole or
in part without the prior written approval of Sumitomo Mitsui DS Asset Management (UK) Limited.

Risk warning: Investment involves risk, including possible loss of the principal amount
invested, and the value of your investment may rise or fall. Past performance is not a reliable
indicator of future performance and may not be repeated. An investment’s value and the income
deriving from it may fall, as well as rise, due to market fluctuations. Investors may not get back
the amount originally invested.



