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PREFACE

On August 27, 1993, on its own motion and pursuant to section 332 (b) of the Tariff Act
of 1930 (19 U.S.C. 1332(b)), the U.S. International Trade Commission (USITC)
instituted investigation No. 332-345, Annual Reports on U.S. Trade Siftsin Selected
Industries. The current report format was developed by the USITC in response to
Congressional interest in establishing a systematic means of examining and reporting on
the significance of major trade shifts, by product, and with leading U.S. trading partners,
in service, agricultural, and manufacturing sectors. A significant amount of the
information contained in this recurring report reflects basic research that is required to
maintain aproficient level of trade expertise. The Commission has found such expertise
to be essentid in its statutory investigations and in apprising its varied customer base of
global industry trends, regional developments, and competitiveness issues.

On December 20, 1994, the Commission on its own motion expanded the scope of this
report to include detailed coverage of serviceindustries. Under the expanded scope, the
Commission publishes two reports annualy, one entitled Shifts in U.S. Merchandise
Trade (July) and the second entitied Recent Trends in U.S. Services Trade' (May).
Servicestrade is presented in a separate report in order to provide more comprehensive
and timely coverage of the sector’s performance.

The current report begins with a statistical overview of U.S. trade in services and a
discussion of key trends. Thereafter, the report presents industry-specific analyses that
focusontrendsin exports, imports, and trade balances during 1992-97. Industry-specific
analyses also identify major trading partners during the subject period. The report
concludes with an examination of the U.S. professional services sector, emphasizing the
sector’'s importance and reviewing recent efforts to liberalize trade in professional
services.

Further USITC analyses of trade in services include a series of reports on U.S. trading
partners’ schedules of commitments under the General Agreement on Trade in Services
(GATS) administered by the World Trade Organization. The schedules of commitments
indicate the extent to which U.S. trading partners grant market access and national
treatment to service providers from other countries, including the United States. The
USITC reports are entitled General Agreement on Trade in Services: Examination of
Major Trading Partners Schedules of Commitments (USITC publication 2940, Dec.
1995), General Agreement on Trade in Services. Examination of South American
Trading Partners' Schedules of Commitments (USITC publication 3007, Dec. 1996),
General Agreement on Trade in Services. Examination of the Schedules of
Commitments Submitted by Asia/Pacific Trading Partners (USITC publication 3053,
Aug. 1997), General Agreement on Tradein Services. Examination of the Schedules of
Commitments Submitted by Eastern Europe, the European Free Trade Association, and
Turkey (USITC publication 3127, Sept. 1998), and General Agreement on Trade in

! Starting with the 1997 issue, the title of the report on services was changed from U.S.
Trade Shiftsin Selected Industries: Servicesto Recent Trendsin U.S. Services Trade.



Services: Examination of the Schedules of Commitments Submitted by African Trading
Partners (forthcoming, 1999).

The information and analysis in this report are for the purpose of this report only.
Nothing in this report should be construed to indicate how the Commission would find in
an investigation conducted under other statutory authority.
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CHAPTER 1
INTRODUCTION

Scope and Purpose

The U.S. International Trade Commission (USITC) routinely monitors trade
developments in the service, agricultural, and manufacturing sectors. This report,
prepared annually, analyzes significant trendsin servicestrade asawhol e, assessestrade
in selected service industries, and identifies mgjor U.S. trading partners. Since a
considerable share of service transactions takes place through affiliates established
abroad, data for both cross-border and affiliate transactions are presented to provide a
comprehensive analysis of the international activities of U.S. service industries.

M ethodological Approach and Organization

Thedata presented herein are drawn primarily from the most recent annual dataavailable
for U.S. trade in services, which are estimated and published by the U.S. Department of
Commerce (USDOC), Bureau of Economic Analysis (BEA).! With the exception of
energy services and environmental services, comparable annual BEA data regarding
cross-border servicestradeareavailablefor the period 1987-97, whereas comparabl e data
pertaining to affiliate transactions are available for the period 1987-96. Since BEA does
not report ontradein energy servicesor environmental services, trade dataregarding these
services were drawn from reports published by the U.S. Department of Energy,? the
Environmental Business Journal,® and industry sources.

Chapter 2 of this report describes the nature of cross-border trade and affiliate
transactions in services and provides an overview of U.S. services trade by industry and
by trading partner. Chapters 3 through 20 discuss U.S. international trade in intangible
intellectual property and selected serviceindustries, including accounting and management
consulting; advertising; architectural, engineering, and construction; audiovisual; banking
and securities; computer and data processing; education; energy; environmental; health
care; insurance; legal; retail; telecommunication; transportation; travel and tourism; and

! Periodically, BEA changes its methodology to enhance annual reporting. Although
BEA made no changes to surveys used to report affiliate trade this year, it made severa
modifications in its survey used to estimate cross-border trade in services, incorporating
industry reclassifications and improvements in source data. For more information, see U.S.
Department of Commerce (USDOC), Bureau of Economic Analysis (BEA), Survey of
Current Business, Oct. 1998, p. 76.

2 U.S. Department of Energy, Office of Fossil Energy, Office of Coal and Energy Systems,
“Electricity Transactions Across International Borders 1996,” found at Internet address
http://www.fe.doe.gov/, retrieved June 30, 1998.

3 Environmental Business Journal, Environmental Business International (EBI).
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Figure 1-1
U.S. cross-border trade volume, by sector, 1997

Goods 78.4%

Services 21.6%

Total trade volume: $2 trillion

Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, Oct. 1898, p. 42.

wholesale services. Each discussion compares cross-border trade performance in 1997
with trends evident during 1992-96, and/or affiliate transactions in 1996 with trends
during 1992-95. These chapters also review the principal factors underlying the volume
and direction of recent trade, and identify factors likely to influence future trade
performance. Outlooksregarding the subject serviceindustries are based on USITC staff
interviews with industry representatives and reviews of secondary sources, such as
industry journals. Chapter 21 of the report examines the U.S. professional services
sector, by discussing the sector’ s importance and reviewing recent efforts to liberalize
trade in professiona services.

U.S. merchandise trade is not discussed in thisreport. As noted in the Preface, it isthe
subject of a separate USITC annual report. However, to put U.S. services trade in
perspective with merchandise trade, cross-border services trade accounted for
22 percent of total U.S. cross-border trade volume in 1997 (figure 1-1).* U.S. cross-
border trade in services generated an $88-billion surplus in 1997, in contrast to a U.S.
merchandise trade deficit of $198 billion.> Further, the service sector accounted for
77 percent of U.S. private-sector gross domestic product (GDP) in 1997 (figure 1-2).5
By comparison, manufacturing accounted for 19 percent of GDP, and mining and
agriculture together accounted for 4 percent. In 1997, the service sector provided
79 percent of total private-sector employment, compared with manufacturing with
19 percent, and mining and agriculture together with 2 percent (figure 1-3).’

“ Total trade volume is the sum of imports and exports.

5 USDOC, BEA, SQurvey of Current Business, Oct. 1998, p. 42.
5 USDOC, BEA, SQurvey of Current Business, Nov. 1998, p. 23.
"USDOC, BEA, Survey of Current Business, Aug. 1998, p. 80.
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Figure 1-2
U.S. private-sector gross domestic product, by sector, 1997

Services' 77.2%

Mining and agriculture 3.5%

Manufacturing 19.3%

Total private-sector GDP: $7.1 trillion

T The services sector consists of distribution, education, financial, transportation, telecommunication, public
utility, travel, and a broad range of business, professional, and technical services.

Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, Nov.
1998, p. 23.

Figure 1-3
U.S. private-sector employment, by sector, 1997

Services 78.8%

Mining & agriculture 2.5%

‘7'///
/ Manufacturing 18.7%

Total full-time equivalent employees: 98.1 million workers

Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, Aug. 1998,
p. 80
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CHAPTER 2
U.S. TRADE IN SERVICES

Nature of Tradein Services

Nations trade services through two principa channels. One channel, cross-border trade,
entails sending individuals, information, or money across national borders. The current
account of the United States' explicitly delineates cross-border exports and imports of
services. The other channel, affiliate transactions, entails selling services through
affiliates established by multinational companiesinforeign markets. The current account
does not list such transactions among exports and imports, but does report direct
investors shares of the profits generated by these affiliates as investment income.

Cross-Border Trade

Theanalysisof cross-border tradein thisreport examines private-sector transactionsonly.
Part of cross-border services trade reported in the current account reflects U.S. public-
sector transactions (e.g., expenditures related to the operations of the military and U.S.
embassies). Public-sector transactions are not considered to reflect U.S. service
industries' competitiveness, and introduce anomalies due to such events asinternational
peace-keeping missions and humanitarian relief operations.

Thevaueof U.S. cross-border service exports, including both public- and private-sector
transactions, has consistently exceeded that of importsin recent years, yielding aservices
trade surplusthat grew to $88 billion in 1997 (figure 2-1) and offsetting 44 percent of the
merchandise trade deficit (figure 2-2).> When public-sector transactions are removed
from the 1997 data, the value of service exports still exceeds that of imports, but the
services trade surplus totals $83 hillion (table 2-1).2

In 1997, private-sector, cross-border service exportsgrew more slowly than cross-border
imports. Exportsincreased by 7 percent, to $239 billion, ower than the average annual
export growth rate of 10 percent experienced during 1988-96. In comparison, private-
sector, cross-border service imports increased by 10 percent in 1997, to $156 billion,
exceeding the 7-percent average annual increase during 1988-96. Consequently, therate

! The current account of the balance of payments reports trade in goods and services,
flows of investment income, and unilateral transfers of funds (e.g., U.S. Government grants,
pensions, and other funds).

2 Values are reported before deductions for expenses and taxes, as gross values are most
directly comparable across countries, industries, and firms. U.S. Department of Commerce
(USDOC), Bureau of Economic Analysis (BEA), Survey of Current Business, June 1992, pp.
68-70.

3 USDOC, BEA, Survey of Current Business, July 1998, pp. 82-86.
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Figure 2-1
U.S. cross-border trade in services: Exports, imports, and trade balance,
1988-97*

300 Billion dollars

D Exports Imports Balance
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* Data are represented as they appear in the current account of the U.S. balance of payments.
Consequently, the services trade balance includes public-sector trade in addition to private-sector trade.

Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, July
1998, pp. 68-69.

Figure 2-2
U.S. merchandise and services trade balances, 1988-97*
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* Data are presented as they appear in the current account of the U.S. balance of payments.
Consequently, the services trade balance includes public-sector trade in addition to private-sector trade.

Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, July
1998, pp. 68-69.
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Table 2-1
Derivation of U.S. private-sector, cross-border services trade balance, 1988-97

(Million dollars)

1988 1989 1990 1991 1992 1993 1994 1995 1996 1997

Total exports . .......... 111,068 127,233 147,922 164,333 176,982 186,385 201,434 219,802 238,792 258,268
Public-sector exports . . . (9,948) (9,152) (10,600)  (11.823) (13,228) (14,354) (13,674) (15573)  (14,579)  (19,053)
Private-sector exports . . . 101,120 118,081 137,322 152,510 163,754 172,031 187,760 204,229 224,213 239,215
Total imports . .......... (99,965) (104,185) (120,021) (121,196) (119,561) (125,715) (136,155) (145,964) (156,029) (170,520)
Public-sector imports . . . 17,524 17,184 19,450 18,524 16,097 14,456 12,852 12,609 13,768 14,284
Private-sector imports . . (82,441) (87,001) (100,571) (102,672) (103,464) (111,259) (123,303) (133,355) (142,261) (156,236)
Private-sector trade balance 18,679 31,080 36,751 49,838 60,290 60,772 64,457 70,874 81,952 82,979

Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, July 1998, pp. 68-69, and Oct. 1998, pp. 86-87.



of growthin the servicestrade surplus, which averaged 20 percent annually during 1988-
96, fell to only a 1-percent increase in 1997.*

Cross-Border Trade by Industry

In 1997, travel and tourism servicesaccounted for 31 percent of U.S. service exports, the
largest share of total service exports by asingle industry. Travel and tourism exports
reflect inbound travelers total expenditures (e.g., food, lodging, recreation, loca
transportation, and gifts) whilein the United States, and have consistently accounted for
alarge part of U.S. service exports. Other services accounting for large shares of total
U.S. exports were services related to intangible intellectual property, representing 14
percent; freight transportation services (including port services), representing 11 percent;
and both passenger fares (airlineand maritime), and business, professional, and technical
services (hereinafter, professiona services), each representing 9 percent (figure 2-3). By
comparison, travel and tourism, freight transportation, and passenger fares also figured
prominently among U.S. serviceimportsin 1997, accounting for 33 percent, 19 percent,
and 12 percent of total service imports, respectively.® Table 2-2 delineates, where
applicable, the activities reflected in official cross-border services trade data.

In 1997, asin most other years, al U.S. service industries registered trade surpluses,
except those providing advertising, freight transportation, telecommunication, and
insurance services. The trade deficits posted by these few service industries, however,
largely reflect accounting conventions and trade estimation methodol ogies, rather than
unfavorable competitive positions. For instance, the shortfall in freight transportation
services mirrors the deficit in U.S. merchandise trade in large part, as payments for
freight transportation are typically made by importersto carriers of exporting countries.
Because the United States imports more merchandise than it exports, U.S. importersare
likely to pay foreign freight carriers more than U.S. freight carriers receive from foreign
importersof U.S. goods. Thedeficit in telecommunication servicesreflectsthereatively
high volume of international calls originating in the United States, and an international
accounting convention whereby carriers providing outbound international calls
compensate the carriers handling inbound calls. Last, the surplus of premiums received
by U.S.insurersover claims paid to foreign policyholders(i.e., net exports by accounting
convention) was less than the surplus of premiums collected by foreign insurers over
clams paid to U.S. policyholders (i.e., net imports by accounting convention), resulting
in across-border deficit.

Royalties and license fees, ssemming from sales of intangible intellectua property,
accounted for 29 percent of the overall servicestrade surplusin 1997, followed by travel
andtourismwith 27 percent, and professional services, such asarchitectural, engineering,
and construction services, with 18 percent.’ Paymentsof royaltiesand licensefeesreflect
avast array of transactions involving proprietary rights over manufacturing processes,
copyrights, broadcast rights, trademarks, and other intangible

4 USDOC, BEA, Qurvey of Current Business, Oct. 1998, pp. 86-87.
® Ibid.
® Ibid.



Figure 2-3
U.S. cross-border service exports and imports,* by industry, 19972

Travel and tourism 30.6%
Ruoyalties and license fees 14.

@

Freight transportation 11.2% NPT F T T

Other 15.7%
Business, professional, and technical 8.9%

Telecommunication 1.6%
Education 3.5%
Finance and insurance 5.6%

Total exports: $239.2 billion

Passenger fares 8.7%

Travel and tourism 32.8%

Freight transportation 18.5%

Passenger fares 11.7% Other 14.9%

Education 0.9%
Business, professional, and technical 4.2%
Telecommunication 5.2%

Total imports: $156.2 billion

Royalties and license fees 6.0%
Finance and insurance 5.8%

! Trade data exclude public-sector trade.
2 Totals may not equal 100 percent due to rounding.

Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, Oct. 1998,
pp. 86-87.
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Table 2-2

Activities captured in official U.S. data on cross-border trade in services, by industry

Service

U.S. Exports

U.S. Imports

Accounting and management
consulting

Includes accounting, auditing,
bookkeeping, management,
consulting, and public relations
services to foreign clients.
Excludes management of health
care facilities, consulting
engineering services related to
actual or proposed construction or
mining services projects, computer
consulting, data processing and
tabulating services, and public
relations services integral to an
advertising campaign.

Same.

Advertising

Includes U.S. advertising firms’
preparation and placement of
advertising in media on behalf of
foreign clients, and U.S. media
firms’ provision of media space and
time for foreign firms’
advertisements.

Includes foreign advertising firms
preparation and placement of
advertising in media on behalf of
U.S. clients, and foreign media
firms’ provision of media space
and time for U.S. firms’
advertisements.

Architectural, engineering, and
construction

Includes construction, engineering,
architectural, and mining services,
including oil and gas field services.
Architectural services include
services mainly for businesses, but
exclude landscape architecture and
graphic design services.
Engineering services relate to
construction and mining services
projects only, and exclude
industrial engineering services,
such as product design services.
Land-surveying services are
included, as are services of general
contractors in the fields of building
and heavy construction, and
construction work by special trade
contractors, such as erection of
structural steel for bridges and
buildings and on-site electrical
work. Data are reported for
services purchased in connection
with proposed projects (i.e.,
feasibility studies) as well as
projects contracted or underway,
but exclude contractors’
expenditures on merchandise and
labor.

Same, except data include
contractors’ expenditures on
merchandise and labor.

Audiovisual

Includes nonresidents’ rentals of
films and tapes from U.S.
residents.

Includes U.S. residents’ rentals of
films and tapes from nonresidents.
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Table 2-2--Continued

Activities captured in official U.S. data on cross-border trade in services, by industry

Service

U.S. Exports

U.S. Imports

Banking and securities

Includes brokerage services,
private placement services,
underwriting services, financial
management services, credit card
services, credit-related services,
financial advisory and custody
services, securities lending
services, and other financial
services.

Same.

Computer and data processing

Includes data entry, processing
(both batch and remote), and
tabulation; computer systems
analysis services, design, and
engineering services; custom
software and programming
services; systems integration
services; and other computer
services (e.g., timesharing,
maintenance, and repair).
Excludes general use computer
software royalties and license fees.

Same.

Education Includes tuition and living expenses | Includes tuition and living expenses
of foreign students enrolled in U.S. | of U.S. students studying in foreign
colleges, universities, and other colleges, universities, and other
institutions of higher education. institutions of higher education

through “study abroad” programs
sponsored by U.S. institutions.

Energy Not available. Not available.

Environmental

Not available.!

Not available.!

Health care

Includes services provided by U.S.
hospitals, clinics, doctors, and
other health care service providers
to foreign residents in the United
States.

Not available.

Insurance

Includes primary and reinsurance
premiums (net of claims paid)
purchased by foreign persons from
U.S. carriers operating in the U.S.
market.

Includes primary and reinsurance
premiums (net of claims receipts)
purchased by U.S. persons from

foreign carriers operating in their

home markets.

See footnotes at end of table.

2-7




Table 2-2--Continued

Activities captured in official U.S. data on cross-border trade in services, by industry

Service

U.S. Exports

U.S. Imports

Intangible intellectual property

Includes management services and
intangible intellectual property to
foreign-based entities.
Management services essentially
include administrative,
professional, and managerial
services rendered by parent
companies to their foreign
affiliates. Intangible intellectual
property consists of four primary
elements: (1) the right to use
patented and unpatented
processes and formulas used in the
production of goods; (2) the right to
use copyrights, trademarks,
franchises, and broadcast rights;
(3) the right to distribute, use, and
reproduce computer software; and
(4) the right to sell products under
a particular trademark, brand
name, or signature.

Same.

Legal

Includes legal advice or other legal
services.

Same.

Retail

Not available.

Not available.

Telecommunication

Predominantly includes net
settlement receipts of U.S. carriers
for terminating inbound foreign
calls. Also includes telex,
telegram, and other basic
telecommunication services; value-
added services, such as electronic
mail, management of data
networks, enhanced facsimile, and
electronic funds transfer;
telecommunication support
services, such as repair, ground
station services; and the launching
of communications satellites.

Same, except predominantly
includes net settlement payments
by U.S. carriers to compensate
foreign carriers for terminating
outbound U.S. calls.

Transportation

Passenger fares

Includes receipts by U.S. ocean
and air carriers from foreign
residents traveling between the
United States and foreign countries
and between two foreign points.

Includes payments to foreign ocean
and air carriers by U.S. residents
traveling between the United States
and foreign countries.

See footnotes at end of table.
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Table 2-2--Continued

Activities captured in official U.S. data on cross-border trade in services, by industry

Service

U.S. Exports

U.S. Imports

Transportation—Continued
Freight

Port

Includes receipts of U.S.-operated
ocean, air, and other carriers for
the international transportation of
U.S. exports; and receipts of U.S.-
operated carriers transporting
foreign freight between foreign
points. “Other” freight services
include transportation of U.S.
merchandise exports to Canada by
truck. Also includes operational
leasing of transportation equipment
with crew.?

Includes goods and services
purchased in U.S. ports by foreign-
operated carriers.

Includes payments to foreign-
operated ocean, air, and other
carriers for international
transportation of U.S. imports.
“Other” freight services include
transportation of U.S. goods
imports from Canada by truck.
Also includes payments for the
operational leasing of equipment
with crew.

Includes goods and services
purchased in foreign ports by U.S.-
operated carriers.

Travel and tourism

Includes expenditures in the United
States by foreign travelers (except
foreign government personnel and
their dependents, and other foreign
citizens residing in the United
States) for lodging, food, and
transportation within the United
States, and recreation and
entertainment, personal purchases,
gifts, and other outlays associated
with travel in the United States.?

Includes expenditures abroad by
U.S. travelers (excluding U.S.
Government personnel and their
dependents, and other U.S. citizens
residing abroad) for lodging, food,
and transportation within foreign
countries, and recreation and
entertainment, personal purchases,
gifts, and other outlays associated
with travel abroad.*

Wholesale

Not available.

Not available.

! Data reported in ch. 11 are from industry sources. Activities included hazardous and solid waste
management services, environmental consulting and engineering services, remediation and industrial services,
analytical services, and water treatment works.

2 With regard to “other transportation” services, the October 1998 Survey of Current Business states that the
estimates for operational leasing of transportation equipment without crew were reclassified from the “other
transportation” accounts to “other private services” accounts. At the same time, operational leasing of
transportation equipment with crew was retained in the “other transportation” account, but was reclassified to the
freight component. Consequently, “other transportation” receipts and payments each now have only two
components, freight services and port services. USDOC, BEA, Survey of Current Business, Oct. 1998, p. 76.

3 Expenditures are estimated by the USDOC, BEA, based on data principally supplied by the USDOC,
International Trade Administration, Tourism Industries, in conjunction with the U.S. Department of Justice,
Immigration and Naturalization Service, and by Statistics Canada and the Banco de Mexico. Officials of BEA and
Tourism Industries, telephone interviews with USITC staff, Oct. 22 and 23, 1998.

4 Ibid.

Sources: USDOC, BEA, U.S. International Transactions in Private Services: A Guide to the Surveys Conducted
by the Bureau of Economic Analysis, Mar. 1998; Environmental Business International (EBI); USDOC,
International Trade Administration, Tourism Industries, in conjunction with the U.S. Department of Justice,
Immigration and Naturalization Service, and Statistics Canada and the Banco de Mexico; and OECD, Services
Statistics on International Transactions, p. 119.
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property. U.S. trade in proprietary rights takes place principally between U.S. parent
companies and their foreign affiliates, reflecting the large volume of U.S. direct
investment abroad, and the strength of U.S. firms as innovators. This trade has
consistently generated large U.S. surpluses, as U.S. parent firms have licensed foreign
affiliates to sell intellectual property abroad, and collected license fees in return, with
these fees registering as exports in the U.S. balance of payments. During 1992-97, the
surplus on trade in proprietary rights accounted for between 26 percent and 33 percent
of the overall cross-border surplus in services trade (figure 2-4).

Since 1989, the surplus on trade in travel and tourism services hasincreased every year,
with the exception of 1994 (figure 2-5). This surplus is sensitive to exchange rate
fluctuation. This sengtivity was demonstrated in 1994-95, when the depreciation of the
Mexican peso severely curtailed tourism to the United States from Mexico. Asaresult
of the peso’s devaluation, U.S. cross-border tourism exports to Mexico dropped from
$5.1 billionin 1993 to $2.9 billion in 1995, while astronger dollar encouraged more U.S.
outboundtourismto Mexico. Consequently, theU.S. deficitin cross-border tourismtrade
with Mexico widened from $43 million in 1993 to $2.5 billion in 1995. This deficit
increased to $3 billion in 1996, and remained at that level in 1997. In thislight, itis
reasonable to expect that the currency crisis in Southeast Asiain 1997 and 1998 will
continue to have an adverse impact on the overall U.S. tourism trade surplusin the near
term. Recent trade data suggest that inbound tourism from Asia declined by about 40
percent between thethird quarter of 1997, when the crisiserupted, and the fourth quarter.
Inbound tourism from theregion appeared to fall by another 12 percent inthefirst quarter
of 1998, before rebounding in the second quarter as summer bookings increased.’

Cross-Border Trade by Trading Partner

In 1997, the European Union (EU) was the largest U.S. partner with respect to cross-
border trade in services, accounting for 31 percent of U.S. exports and 34 percent of
imports (figure 2-6). Japan was second, accounting for 14 percent of exports and 9
percent of imports. Canada was third, with 9 percent of both exports and imports, and
Mexico fourth, with 4 percent of exports and 8 percent of imports. Jointly, these four
major trading partners accounted for 58 percent of U.S. cross-border service exportsand
61 percent of imports.

In 1997, the United States registered cross-border trade surpluses in services with al
major trading partners except Mexico. Surpluses measured $21.6 billion with the EU,
$19.7 billion with Japan, and $6.4 billion with Canada.® For the third consecutive year,
the United States recorded a deficit on cross-border services trade with Mexico, which
amounted to $3.8 billion in 1997. Much of the U.S. services trade deficit with Mexico
stems from lower inbound travel from Mexico since the peso depreciation.

" Datareflect inbound tourism from Asia (minus Japan and Austraia) and Africa, with
the former accounting for $34.6 billion in tourism receiptsin 1997, and the latter for $3.6
billion. USDOC, BEA, Survey of Current Business, Oct. 1997, p. 93; and Oct. 1998, pp. 69
and 88.

8 Ibid.

2-10



Figure 2-4
Royalties and license fees in the U.S. cross-border services trade balance,!
1988-97
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! Trade data exclude public-sector trade.
Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, Oct. 1998, pp. 86-87.

Figure 2-5
Travel and tourism in the U.S. cross-border services trade balance,! 1988-97
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Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, Oct. 1998, pp. 86-87.
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Figure 2-6
U.S. cross-border service exports and imports,* by selected trading partners,
19972

, European Union 31.3%

Other 42.1%

Total exports: $239.2 billion

European Unioh 34.0%

Mexico 8.4%

Other 39.5%
Total imports: $156.2 billion

! Trade data exclude public-sector trade.
2 Totals may not equal 100 percent due to rounding.

Source: U.S. Department of Commerce, Bureau of Echomic Analysis, Survey of Current Business, Oct. 1998,
pp. 88-89.
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Affiliate Transactions

Data on affiliate transactions track majority-owned affiliates sales to unaffiliated
foreignersin the host market.’ The provision of many services requires that the service
provider be proximateto the consumer for practical and regulatory reasons. For example,
thedelivery of certaintravel and tourism services, such aslodging and restaurant services,
is not feasible across borders. Accounting firms prefer to provide services to overseas
clients through foreign affiliates, in part, because regulations may restrict, or render
uneconomic, cross-border transmission of financial data. Similarly, architectural and
engineering firmsfind that establishment of acommercial presencein foreign marketsis
often a necessary prerequisite for obtaining contracts. Consequently, many firms
establish acommercia presence abroad by means of foreign direct investment. Asnoted
earlier, direct investors' shares of profits from sales through affiliates are reported as
investment income in the balance of payments.’

In 1996, sales by foreign-based affiliates of U.S. companies increased by 16 percent,
almost double the 9-percent average annual growth posted during 1990-95 (figure 2-7).
Salesgrew by 21 percent inthe EU, principally in the United Kingdom, Germany, and the
Netherlands. By comparison, purchases from U.S.-based affiliates of foreign firms
increased by 8 percent, slightly faster than the 7-percent average annual rate of growth
during 1990-95. Purchases from affiliates of EU firmsincreased by 5 percent, in large
part due to increased sales by German-owned insurance companiesin the United States.
Overall, sales by foreign-based affiliates of U.S. firms exceeded purchases from U.S.-
based affiliates of foreign firms by $60 billion, about one and one-half timesthe previous
year's level.

Affiliate Transactions by I ndustry

In 1996, sales by U.S.-owned insurance affiliates in foreign countries accounted for 19
percent of total sales by foreign affiliates of U.S. firms, the largest share represented by
any single industry (figure 2-8). The computer and data processing services industry
placed second, accounting for 13 percent of foreign affiliates’ sales* By comparison,
purchases of insurance services from U.S.-based affiliates of foreign parents accounted
for 35 percent of total U.S. purchases from affiliates, reflecting the large presence of
foreign insurance companies in the U.S. market. Purchases of banking and securities

® Majority-owned foreign affiliates of U.S. firms are defined as foreign affiliates for which
the combined direct and indirect ownership interest of all U.S. parents exceeds 50 percent.
Magjority-owned U.S. affiliates of foreign firms are U.S.-based affiliates for which the
combined direct and indirect ownership interest of all foreign parents exceeds 50 percent.
For reporting purposes, the country in which the U.S.-based affiliate’ s “ ultimate beneficial
owner” resides receives credit for salesto U.S. persons. An ultimate beneficial owner of a
U.S. affiliate is the entity, proceeding up the affiliate’ s ownership chain, that is not owned
more than 50 percent by another person.

10 Sales receipts are reported before deductions for expenses and taxes, as gross sales
figures are more directly comparable across countries, industries, and firms. USDOC, BEA,
U.S Direct Investment Abroad: 1994 Benchmark Survey, Final Results, May 1998, p. M-17.

" bid., p. 115.
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Figure 2-7
Affiliate service transactions: U.S. sales, purchases, and balance, 1990-96
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Saurce: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, Oct. 1998, p. 114.

services from U.S. affiliates of foreign firms represented 7 percent of total purchases.’?
Table 2-3 delineates, where applicable, the activities reflected in official data regarding
affiliate transactions.

Affiliate Transactions by Trading Partner

Thegreat majority of U.S. affiliate salesand purchases aretransacted with the EU, Japan,
and Canada, reflecting substantial past flows of direct investment between the United
States and these trading partners. In 1996, U.S.-owned affiliates located in the EU
accounted for 54 percent of sales, while those in Japan and Canada accounted for 10 and
9 percent, respectively (figure2-9). Growthinforeign affiliates’ salesresulted principally
from strong demand for computer services, favorable economic conditionsin Europe, and
acquisitionsof foreign providersof electricity and telecommunication servicesinthewake
of the deregulation and privatization of government-owned entities abroad.® By
comparison, affiliates owned by EU-parent companies accounted for 50 percent of total
U.S. purchases from foreign-owned affiliates, followed by affiliates of Canadian and
Japanesefirms, with 17 percent and 13 percent, respectively.'* Theincreasein purchases
from foreign-owned affiliates mainly resulted from a number of new direct investments
in the United States by foreign firms, rather than from a net increase in sales by
preexisting affiliates.

2 |pid., p. 116.

2 |pid., p. 84.

1 |pid., pp. 136-138.
5 | pid., p. 85.
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Figure 2-8
Affiliate service transactions: U.S. sales and purchases, by industry, 1996!
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Insurance 34.8%
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Hotels and lodging services 4.2%

Motion picture 3.0%
Engineering & architecture 1.8%

Other 37.8%
Total purchases: $161 billion

! Due to rounding, figures may not equal 100 percent.
2 Does not include depository institutions.

Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, Oct. 1998,
pp. 115-1186.

In 1996, U.S.-owned affiliates sales to the EU exceeded purchases from EU-owned
affiliates by $39.9 billion, almost twice that of the previous year. By comparison, U.S.
affiliate sales surpassed purchasesfrom Japanese affiliatesby $1.5 billion, about one-half
that of the previous year. Nevertheless, this contrasted sharply with transactions during
1991-94, when purchases exceeded sdles. |In affiliate transactions with Canada, U.S.
purchases surpassed U.S. salesin 1996 by $6.6 billion, anarrower margin than the $8.1-
billion margin in 1995, but wider than those recorded during 1990-94.
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Table 2-3

Activities captured in official U.S. data on affiliate transactions, by industry

Service

Activities

Accounting and management
consulting

Accounting, bookkeeping, and related auditing services; performing day-
to-day management activities; providing operating counsel and
assistance, including strategic, financial, information systems, and
personnel planning; public relations services; facilities support
management activities; and other business consulting.

Advertising

Advertising preparation and placement services, including outdoor
advertising services, advertising solicitation, and other miscellaneous
advertising activities.

Architectural, engineering, and
construction

Architectural and engineering services, such as civil, electrical, industrial,
mechanical, petroleum, marine, and design engineering; land, water, and
aerial surveying; and construction services, such as building construction,
heavy construction, and construction by specialized trade contractors.

Audiovisual

Motion picture, television tape, and film production, distribution and
associated services; operating motion picture theaters; and video tape
and disk rentals.

Banking and securities

Non-deposit-taking financial services, such as financial leasing; mortgage
banking and broking; securities and commodity broking and dealing;
originating, underwriting, and distributing securities; buying and selling
commodity contracts; operating security and commodity exchanges;
providing clearinghouse services; operating management investment
companies, unit investment trusts, and face-amount certificate offices;
and miscellaneous investment activities.

Computer and data processing

Computer and data processing services, such as processing and
preparing reports using consumer supplied data; providing data entry and
processing services; and providing time-sharing services.

Education Not available.
Energy

Petroleum* Producing, transporting, and distributing petroleum products, such as oil
and gas field service activities; petroleum wholesaling; operating
petroleum tankers; operating petroleum and natural gas pipelines; storing
petroleum for hire; and operating gasoline service stations.

Electricity Generating, transmitting, and/or distributing electrical energy.

Gas Distributing natural gas for sale, except for pipeline transportation of
natural gas from the extracting site, which is captured under petroleum
services.

Sanitary Distributing water for sale, including irrigation systems.

Environmental

Not available.?

Health care

Services by hospitals, nursing, and personal care facilities, medical and
dental laboratories, offices of physicians, etc.; miscellaneous health
services, such as home health care, kidney dialysis, and specialty
outpatient services; and management of hospitals and nursing homes.

See footnotes at end of table.
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Table 2-3--Continued
Activities captured in official U.S. data on affiliate transactions, by industry

Service Activities

Insurance Insurance services, such as providing life, accident, health, fire, marine,
casualty, surety, title, deposit, and share insurance; managing pension,
health, and welfare funds; providing hospital and medical services plans;
and providing other insurance services through brokers, insurance agents,
and independent organizations.

Legal Legal advice or legal services.

Retail Retailing services include selling merchandise to the general public for
personal or household consumption, such as the retailing of general
merchandise; food products; apparel and accessories; prepared food and
drink; and miscellaneous goods, including building materials, mobile
homes, new and used automobiles, boats, and recreational vehicles,
computers and computer software.

Telecommunication Radiotelephone communication services, including cellular telephone,
paging and beeper services; local and long-distance telephone services;
message communication services, including telegraph, cablegram,
electronic mail, and facsimile transmissions; radio and television
broadcasting; and other communication services activities.

Transportation Transportation services, such as providing line-haul railroad operations,
furnishing terminal facilities for rail passenger or freight traffic, and
engaging in the movement of railroad cars; operating vessels for the
transportation of freight or passengers; towing and tugboat services, and
other water transport services, providing air transportation and air courier
services, operating airports and flying fields, and providing terminal
services; arranging passenger tours and transportation, ticketing, and
travel information services; and other transportation services, such as
highway passenger transportation activities, transporting and
warehousing freight, public warehousing and storing, freight forwarding
and arrangement services for freight and cargo.

Travel and tourism Commercial lodging services, including the operation of restaurants, as
provided by hotels and motels, rooming and boarding houses, camps and
recreational vehicle parks, and membership hotels and lodging houses.

Wholesale Wholesale services include selling merchandise to retailers, businesses or
other wholesalers, such as the wholesaling of new and used motor
vehicles and equipment; lumber and construction materials; professional
equipment and supplies; ferrous and nonferrous metal semifinished
products, coal and other minerals and ores; electrical goods; hardware,
and plumbing and heating equipment and supplies; machinery,
equipment, and supplies; other durable goods, including sporting and
recreational goods and supplies, toys and hobby goods and supplies; and
scrap and waste materials, jewelry, watches, and precious stones.

! Petroleum services do not exist as a separate ISI category, but rather incorporate elements of Transportation,
Communication, and Public Utilities (Petroleum tanker operations - ISI 441, Pipelines, petroleum and natural gas - I1SI
461, Petroleum storage for hire - ISI 470); Wholesale Trade (Petroleum and petroleum products -I1SI1 517); and Retail
Trade (Gasoline Services Stations - ISI 554).

2 Data reported in Ch. 11 are from industry sources. Activities include hazardous and solid waste management
services; environmental consulting and engineering services; remediation and industrial services; analytical services;
and water treatment works.

Source: USDOC, BEA, U.S. Direct Investment Abroad: 1989 Benchmark Survey, Final Results, “Guide to Industry and
Foreign Trade Classifications for International Surveys,” Oct. 1992, pp. 1-20.
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Figure 2-9
Affiliate service transactions: U.S. sales and purchases, by selected trading
partners, 1996"

Europeah Union 54.3%

Japan 9.9%
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European Union 49.8%

Canada 17.0%
Other 20.5%

Japan 12.7%
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' Due to rounding, figures may not equal 100 percent.

Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, Oct. 1998,
p. 114
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CHAPTER 3
ACCOUNTING AND MANAGEMENT
CONSULTING SERVICES

| ntr oduction

Trade data on accounting and management consulting services include data for closely
related services such as auditing, bookkeeping, and public relations, as well as for
accounting and management consulting. Internationa trade in accounting and
management consulting servicestakes place on both across-border and an effiliate basis.
Affiliatetransactionsin accounting and management consulting servicesfar exceed cross-
border transactions due to the difficulty of providing such services across borders,? and
the purported advantage of establishing permanent overseas operationsin order to better
evaluate local market conditions and to provide services directly to clients.

Recent Trends

Cross-Border Trade, 1992-97

U.S. cross-border exportsof accounting and management consulting servicestotaled $2.4
billionin 1997, whileimports amounted to $1.1 billion (figure 3-1). Exportsgrew by 24
percent in 1997, dlightly faster than the 21-percent average annua rate of increase during
1992-96, driven by high worldwide demand for management consulting and a broader
array of professional services from accounting firms. Imports increased by 36 percent
in 1997, in line with accelerated annual import growth rates recorded since 1995 and
faster than the 24-percent average annual increaseduring 1992-96. Overall, cross-border
trade of such services generated a U.S. surplus of $1.3 billion in 1997. This was 15
percent higher than the $1.1-billion surplus recorded in 1996, but nonethel ess evidenced
dower growth than that recorded during 1992-96, when the surplus increased by 19
percent per annum, on average.

! For this analysis, cross-border trade data on accounting and management consulting
services are the sum of two categories of data reported by the Bureau of Economic Analysis
(BEA), namely on accounting, auditing, and bookkeeping services, and on management,
consulting, and public relations services. Affiliate transaction data reported by BEA
comprise accounting, research, management, and related services.

2 Usually, there are fewer legal restrictions on servicing clients once an affiliate is
established, than providing such services across borders.

31



Figure 3-1
Accounting and management consulting services: U.S. cross-border exports,
imports, and trade balance, 1992-97
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Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, Oct. 1998,
pp. 86-87.

In 1997, the United Kingdom appeared to be the largest single U.S. export market for
accounting and management consulting services, accounting for 16 percent of exports
(figure 3-2).2 Other major U.S. export markets for such services included Canada and
Japan, with 9 percent and 5 percent of exports, respectively. Aswith its preeminence as
aU.S. export market, the United Kingdom appeared to lead in supplying accounting and
management consulting servicesto the U.S. market in 1997, accounting for 20 percent of
U.S. imports. Other significant foreign suppliers of such imports included Canada (14
percent), Germany (7 percent), and Japan (5 percent). The United States generated a
surplus on trade in such services with each of these trading partnersin 1997.

Affiliate Transactions, 1992-96

In 1996, U.S.-owned foreign affiliatesin accounting and management consulting services
generated sales of $7.5 hillion to foreign consumers, while foreign-owned affiliatesin the
United States sold servicestotaling $1.9 billion to U.S. consumers (figure 3-3). Sales of
accounting and management consulting services by foreign-based affiliates of U.S.
companiesrose by 19 percent in 1996, up from the average increase of 5 percent per year
during 1992-95 (despite a 5-percent declinein 1993). Meanwhile, purchasesfrom U.S.-
based affiliates of foreign companies declined by 20 percent in 1996, reversing a 23-
percent average annual rate of increase during 1992-95. The drop

3 Although cross-border export data by individual foreign markets are not available for
accounting services, the data reported for management consulting services are believed to
identify principal export markets for the combined accounting and management consulting
service industry.
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Figure 3-2
Accounting and management consulting services: U.S. cross-border exports

and trade balance, by major trading partners, 1997*
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* Country-specific trade data are unavailable for accounting services. Data in this figure represent management,
consulting, and public relations services only, and consequently, understate trade volume in the accounting and

management consulting industry overall.
Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, Oct. 1998,

pp. 113.

Figure 3-3
Accounting and management consulting service transactions by majority-

owned affiliates: U.S. sales, purchases, and balance, 1992-96
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pp. 104-105; Nov. 1996, pp. 111-112; Oct. 1997, pp. 137-138; and Oct. 1998, pp. 115-116.



in U.S. purchases in 1996 appears, in part, to reflect consolidation in U.S. affiliate
operations directed by their foreign parentsin the highly competitive U.S. market.

Among foreign-owned affiliatesin the accounting and management consulting industries,
assets in the United States fell by 8 percent and employment declined by 14 percent in
1996.* Moreover, investment outlays fell by 35 percent in 1996, as both acquisitions of
U.S. businesses and the creation of new establishmentsin the U.S. market declined.®> As
a consequence of increased sales and decreased purchasesin 1996, the amount by which
sales exceeded purchases rose by 43 percent, from $3.9 billion in 1995 to $5.6 billionin
1996. Such arapid increase in the excess of sales over purchases in 1996 sharply
contrasted with the trend during 1992-94, when U.S. purchases increased more rapidly
than sales.

With respect to sales by U.S.-owned affiliates, leading foreign marketsin 1996 included
the United Kingdom (18 percent), Germany (15 percent), Canada (10 percent), and
Switzerland (8 percent) (figure 3-4). Asfor U.S. purchasesin 1996, U.S.-based affiliates
owned by British firms supplied the dominant share, 63 percent, followed by affiliates of
Japanese firms, with 11 percent.

Summary and Outlook

U.S. accounting and management consulting firms remained highly competitivein 1997,
accounting for nearly 60 percent of the global industry’s worldwide revenue® Total
revenue at the 100 leading U.S. firms’ rose by 20 percent to $25.5 hillion in 1997,
following a 14-percent increasein 1996.% Management consulting reflected not only the
largest revenue source, but also an increasing share of total revenue, among accounting
and management consulting firmsin 1997. Management consulting revenues accounted
for 43 percent of total revenue in 1997, up from 39 percent in 1996. By comparison,
accounting and auditing servicesand tax servicesaccounted for 33 percent and 24 percent
of revenue, respectively.® Among the 100 leading accounting firms, management
consulting revenue rose by 30 percent in 1997, to $10.9 billion, more than double the 11-
percent increase for accounting and auditing, to $8.4 billion, and also notably faster than
the 19-percent increase for tax services, to $6.1 billion.™

The strength of the U.S. industry is based on traditional tax and auditing expertise, and
onitsexpertisein anumber of new and fast-growing market segments, such as corporate

4 U.S. Department of Commerce (USDOC), BEA, “Foreign Direct Investment in the
United States,” Survey of Current Business, June 1998, pp. 60-61.

5 USDOC, BEA, “Foreign Direct Investment in the United States,” Survey of Current
Business, June 1997, p. 59, and June 1998, p. 57.

® Rick Telberg, “The Top 100: Scorching Growth, But For How Long?’ Accounting
Today, Mar. 23-Apr. 5, 1998, p. 4.

" Rankings for these firms are based on total revenue.

8 Rick Telberg, “The Top 100: Scorching Growth, But For How Long?,” p. 4.

° Ibid.

1 hid.
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Figure 3-4
Accounting and management consulting service transactions by majority-
owned affiliates: U.S. sales and balance, by major trading partners, 1996
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Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, Oct. 1998,
pp. 115-116.

valuations essentia to ng potential mergers and acquisitions,

restructuring, and applying and managing innovationsin information technology.™* This
expertise continues to contribute to large cross-border trade surpluses and high sales
volumes among U.S.-owned affiliates abroad.

The trends toward industry restructuring amid strong growth in management consulting
revenue continued in 1997, as accounting and management consulting firms redefined
operations to adapt to changing circumstances in the business environment. Increasing
privatization of State-owned industriesin foreign markets has created demand by clients
for strategies tailored to nascent free-market competition, as well as comprehensive tax
and audit services. Increasing demand by large multinationa clients for one-stop,
integrated business services has encouraged larger accounting firms to diversify
operations by also providing management consulting and legal services. For example,
U.S. accounting firms have begun to move aggressively to set up corporate law practices
in many foreign countries, either by hiring lawyers directly or by merging with law
firms.®? Such combinations, common to local practice in certain foreign countries (but
not in the United States because of historical codesof professional ethicsadopted by State
bar associations), are likely to proliferate.

1 John Covaleski, “The Hottest Niches: Valuations, Info Tech,” Accounting Today: The
Top 100 Tax and Accounting Firms, p. 8.

2 In France, KPMG Peat Marwick became the country’s largest law firm after hiring a
number of lawyers, while Arthur Andersen and PricewaterhouseCoopers have moved
aggressively to acquire European law firms. “A Glimpse of Our Future: Lawyers,
Accountants, and Management Consultants?” Journal of Management Consulting, found at
Internet address http://progquest.umi.com/, retrieved Nov. 10, 1998.
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The principal means used to diversify the operations of the major accounting firms has
been through mergers and acquisitions to combine specific strengths of various firms.
The latest such combination, namely the union of Coopers & Lybrand and Price
Waterhouse completed in 1998, reduced the number of megafirms to the “Big Five,"*
which together accounted for 84 percent of total worldwide revenue reported by the 100
leading firms.**

Numerous growing markets for accounting and management consulting servicesin Asia,
Eastern Europe, and Latin America have been adversely affected by recent currency,
stock market, and foreign investment fluctuations, and economic turmoil. Slower
economic growth and recessionsindiverseand widely separated foreign marketsarelikely
to lead to anear-term slowdown in revenue growth for U.S. accounting and management
consulting firms.™®

Theoutlook for near-term accounting and management servicestradeisfar from clear and
will depend partly on the rate of recovery of Asian economies. The turmoil of late 1997
that extended and broadened in 1998 appears to have affected industry revenue at least
for thefirst three quarters of 1998, particularly among firmsthat are not heavily involved
in projects related to top-echel on globalization, corporate restructuring, and information
technology.'® Long-term growth prospects for the industry still appear positive, given
continued client emphasi son corporaterestructuring, mergersand acquisition advice, and
adoption of the latest information technology systems.

B The“Big Five" accounting firms are Arthur Andersen, Ernst & Y oung, Deloitte &
Touche, KPMG Peat Marwick, and PricewaterhouseCoopers.

¥ Rick Telberg, “The Top 100: Scorching Growth, But For How Long?,” p. 4.

® Timothy D. Schellhardt, Elizabeth MacDonald, and Raju Narisetti, “ Consulting Firms
Get an Unexpected Taste of Their Own Medicine,” Wall Street Journal, Oct. 20, 1998, p. 1.

% hid.

Y DRI/McGraw-Hill, Standard & Poor’s, USDOC, “Professional Business Services:
Management Consulting and Public Relations,” U.S Industry and Trade Outlook 98 (New
York: McGraw-Hill, 1998), p. 49-4.
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CHAPTER 4
ADVERTISING SERVICES

| ntr oduction

Advertising services include the preparation of advertisements' and their placement in
various media. While preparatory services encompass the development of advertising
plans and the production of creative work, placement servicesinvolvethe negotiation and
purchase of space or time in either print or broadcast media.® The advertising industry
consists of three parties: advertisers, who produce branded products or services; the
media, through which such products and services are advertised; and advertising firms.
The U.S. advertising industry accounts for nearly 48 percent® of all expenditures on
advertising services' worldwide. U.S. firms reportedly are the most competitive
participantsin the international advertising market, given the breadth and caliber of their
creativeskills, mediarel ationsexpertise, and flexibility intail oring advertising campaigns
to targeted audiences.

Tradein thissector comprises both cross-border trade and affiliate transactions. Of these
two delivery channels, affiliate transactions are the predominant mode of trade in
advertising services. This is because firms with a local presence cultivate knowledge
critical to the successful administration of advertising services, including an
understanding of thelocal mediaenvironment, aswell asfamiliarity with consumer tastes,
language, and culture. Consequently, affiliated firms tend to develop a competitive
advantage over agencies attempting to export advertising services from home offices. In
1996, salesby U.S.-owned advertising affiliates abroad equaled no lessthan $5.0 billion,’
compared to $551 million earned through cross-border exports of advertising services.®

Recent Trends

! An advertisement is a paid announcement, delivered through a public medium, that
promotes a particular product, service, or idea.

2 Traditional media comprise printed matter, such as newspapers and magazines, as well
as broadcast media, including television and radio. Added to these are cable and satellite
television, direct mail, outdoor advertising (e.g., billboards), the yellow pages, and the
Internet.

3 Insider’s Report, McCann-Erickson, June 1998.

4 Advertising expenditures comprise the money that advertisers spend to promote their
goods and services.

5 Sales by foreign affiliates of U.S. advertising firms exclude sales by Canadian affiliates
because the Bureau of Economic Analysis (BEA) suppressed such data to avoid disclosing
the operation of individual firms.

5 U.S. Department of Commerce (USDOC), BEA, Survey of Current Business, Oct. 1998,
p. 115.
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Cross-Border Trade, 1992-97

In 1997, U.S. cross-border exports of advertising services reached $581 million, a
5-percent increase from the previous year (figure 4-1). Such growth was approximately
one-third of the 15-percent average annual rate of growth recorded during 1992-96. The
sower growth in U.S. exports of advertising services may be due, in part, to adeclinein
the demand for such services by countries in Asia’ Imports decreased by
12 percent in 1997 to $863 million, a marked contrast to the 21-percent average annual
rate of growth recorded during 1992-96. As aresult, the cross-border trade deficit in
advertising services declined by roughly one-third, from $425 million in 1996 to $282
million in 1997. By comparison, during 1992-96, the U.S. trade deficit in advertising
servicesgrew at an average annual rate of roughly 33 percent (despite narrowing slightly
in 1994). Available country-specific data indicate that the five largest U.S. export
markets for advertising services in 1997 were, in descending order, Canada, the United
Kingdom, Japan, Germany, and Hong Kong. Of these countries, Canada and the United
Kingdom each comprised 17 percent of total U.S. advertising serviceexports, while Japan
accounted for 9 percent. Conversaly, U.S. imports of advertising services were highest
from Japan, accounting for 33 percent; the United Kingdom,
14 percent; Germany, 9 percent; Canada, 6 percent; and France, 5 percent.

The United States posted itslargest cross-border trade deficit in advertising serviceswith
Japan, where U.S. imports surpassed exports by $226 million in 1997 (figure 4-2). The
U.S. trade deficit with Japan represented 80 percent of the total U.S. trade deficit in
advertising services. By comparison, trade deficits with Germany equaled $41 million,
with the United Kingdom, $27 million, and with France, $15 million. U.S. trade deficits
in advertising services with each of those countries decreased in 1997. In particular, the
U.S. trade deficit in advertising services with Japan declined by 14 percent; with
Germany, by 36 percent; with France, by 44 percent, and with the United Kingdom, by
43 percent. At the same time, the United States posted its largest trade surplus in
advertising services with Canada, which reached $49 million.

Affiliate Transactions, 1992-96

Complete datain 1996 pertaining to total sales by foreign-based advertising affiliates of
U.S. firms are not available, but sales excluding only Canada amounted to about $5
billion. In 1996, sales by European-based affiliates are believed to account for the
majority of such transactions.® European affiliates of U.S. firms generated $3.8 billion
insalesin 1996, up 11 percent from 1995. This growth exceeded the 3-percent average
annual rate of growth of advertising sales by European affiliates of U.S. firms during
1992-95. Affiliates in the United Kingdom and Germany generated the most sales,
accounting for $881 million and $856 million, respectively (figure 4-3). By

"Insider’s Report, McCann-Erickson, Dec. 1997.
8 European-based advertising affiliates accounted for 71 percent of all advertising affiliate
salesin 1995. USDOC, BEA, Survey of Current Business, Oct. 1998, p. 115.

4-2



Figure 4-1
Advertising services: U.S. cross-border exports, imports, and trade balance,
1992-97
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Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, Oct. 1998,
pp. 86-87.

Figure 4-2
Advertising services: U.S. cross-border exports and trade balance, by major
trading partners, 1997
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Figure 4-3
Advertising service transactions by majority-owned affiliates: U.S. sales and
balance, by major trading partners, 1996

[] sales ] Balance

Billion dollars

i | | [ '
United Kingdom PITITTIFIIFITFIFIT, ; |

Germany Fr"mmrrr/

France W el

Australia @
0

Japan

-1500 -1000 -500 500 1000

Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, Oct. 1998,
pp. 115-116.

comparison, sales of al affiliates based in the Asia-Pacific region totaled $873 million.
Among these affiliates, those in Austraia, with sales of $215 million, and Japan, with
$179 million, appear to have predominated.

Purchases of advertising servicesfrom foreign-owned affiliatesbased inthe United States
increased by 16 percent to $3.5 billionin 1996. Thiswas higher than the average annual
growth rate of 6 percent during 1992-95. By region, U.S. purchases from advertising
affiliates of European firms were largest, reaching $3.3 billion, or
94 percent of the total. In particular, U.S. purchases from affiliates with parent
companiesin the United Kingdom and France were the most prominent, with the former
amounting to $2.1 billion, or 60 percent of total purchases, and the latter equaling
$1.2 billion, or 34 percent of such purchases. The higher proportion of purchases made
by U.S. companies from British- and French-owned advertising affiliates is most likely
due to the presence of such firms among the top advertising organizations® worldwide.
For example, 4 of the top 20 international advertising organizations are based in the
United Kingdom, whereas 2 such companies are French-owned.”® Overall, the United
States posted its greatest surplus in affiliate transactions with Germany, which reached
$853 millionin 1996, and itslargest deficit with the United Kingdom, which stood at $1.2
billion.

 An advertising organization consists of a holding company and its subsidiaries.
Subsidiaries include individual advertising firms or advertising networks, as well as direct
marketing, sales promotion, and other advertising service firms.

0 “World's Top 50 Advertising Organizations,” Advertising Age, Apr. 27, 1998, p. s10.
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Summary and Outlook

INn1997, cross-border trade in advertising serviceswas marked by thefirst declinein U.S.
imports recorded during the period under review. The decline occurred despite
7-percent overall growth in U.S. advertising expendituresin 1997."* U.S. cross-border
exports of advertising services increased in 1997, asdid U.S. sales through affiliatesin
1996.12

In general, forecasts through the year 2002 indicate that growth in U.S. imports of
advertising services could outpace amoderateincreasein U.S. advertising exports. Sales
by foreign advertising affiliates of U.S. firmsare anticipated to rise steadily and arelikely
to contribute to the advertising revenue growth of U.S. parent firms.™

Economic | ndicators

Because advertising is used to stimulate the purchase of new products and services,
growth in advertising expenditures reflects the overall health of the economy. As such,
spending on advertisementstendsto risein times of economic expans onand shrink during
recessionary periods. Additionaly, advertising expendituresarepositively correlated with
income; expenditures tend to be greatest in countries with high per capita income and
smallest in economies with low per capitaincome.** Moreover, advertising expenditures
typically increase at afaster rate than does growth in national income, a phenomenon that
appears more pronounced in developing than in developed economies.

The tendency of advertisng expenditures to fluctuate with changes in the economic
climate and to reflect a country’s per capitaincome, explain recent occurrences in the
advertising sector. For example, therecessionary effectsof the Asianfinancia crisshave
prompted asignificant declinein ad spending in the economies of Southeast Asia, aswell
as in markets such as China, Korea, and Japan. Korean advertising expendituresin the

" Insider’s Report, McCann-Erickson.

21n 1996, sales by foreign affiliates of U.S. advertising firms, excluding those by
Canadian affiliates, amounted to $5.0 billion. I1n 1995, such sales, including by Canadian
affiliates, totaled $4.9 billion. USDOC, BEA, Survey of Current Business, Oct. 1998,
p. 115, and Oct. 1997, p. 137.

13 “Professional Business Services,” U.S. Industry & Trade Outlook ‘98, pp. 49-7 and
49-8.

¥ For instance, in 1996, per capita ad spending in the United States was $380, or roughly
1 percent of GNP. By comparison, per capita expenditures on advertising in China were
$2.00, or approximately 0.2 percent of the country’s GNP. It should be noted, however, that
countries at relatively the same level of economic development may differ significantly in
their per capita advertising expenditures. Juliana Koranteng, “Top Global Ad Markets,” Ad
Age International, May 11, 1998, pp. 15 and 19, and “Advertising Services: Background
Note by the Secretariat,” World Trade Organization (WTQO), Council for Trade in Services,
July 9, 1998.

5 In devel oping economies, this phenomenon may stem, in part, from the unleashing of
pent-up consumer demand for previously unavailable or unaffordable goods and services.
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major media,'® which accounted for about 2 percent of worldwide advertising spending
in 1997, are forecasted to decline by over 12 percent in 1998. Moreover, advertising
expendituresin Japan, which comprised nearly 13 percent of all major-mediaad spending
in 1997, are expected to fall by at least 3 percent in 1998 *° and to further decrease
through the year 2000.* As aresult, U. S. advertising agencies, in particular, have
experienced a reduction in revenues from their Asian operations. This decline has been
exacerbated by the relative strength of the U.S. dollar againgt Asian currencies.®
Conversdly, advertising expenditures will likely experience a moderate increase in
countriessuch asthe United Kingdom, Germany, and France, where GDPwas anticipated
to grow by roughly 5 percent in 1998.% Furthermore, expenditures on advertising will
likely rise in emerging markets, such asthe Czech Republic, where ad spending grew at
more than three times the rate of GDP in 1997.%

| ndustry-wide Phenomena

Apart from economic factors, industry-wide phenomena have impacted the advertising
industry. These phenomenainclude account consolidation; the clustering of advertising
agencies into multinational organizations; and the growing use of the Internet to carry
advertisements.

Global Branding and Account Consolidation

Increasingly, companies have elected to develop products with international brand
identities, or global brands. Global brands are products which provide the same benefits
to consumers and use similar advertising concepts in each of the geographic marketsin
which they are sold. In some cases, such products may also be adapted to suit local
tastes.* The trend towards global branding, in turn, has led advertisers to consolidate
their advertising accounts among ahandful of international agency networks.”® By doing
so, advertisers gain leverage in negotiating advertising fees and can ensure that their
global brands are marketed consistently worldwide. In 1994, IBM becameone of thefirst
U.S. companies to consolidate its advertising under one agency network, Ogilvy &
Mather, which replaced the more than 40 agencies that had originally handled IBM’s

!¢ Here, the major media include the press, television, radio, cinema, and outdoor
advertising.

7 Advertising Expenditure Forecasts,” news release, Zenith Media Publications, July 9,
1998, found at Internet address http://www.zenithmedia.com/, retrieved Nov. 3, 1998.

8 hid.

¥ Insider’s Report, McCann-Erickson.

2% Advertising Expenditure Forecasts,” news release, Zenith Media Publications.

2 Industry representative, interview by USITC staff, Nov. 4, 1998.

2 One estimate places 1998 GDP growth in the United Kingdom, Germany, and France
at 5.4 percent, 4.7 percent, and 4.1 percent, respectively. The corresponding figures for
1998 growth in advertising are 7 percent for the United Kingdom, 5.5 percent for Germany,
and 5 percent for France. Insider’s Report, McCann-Erickson.

3 Insider’s Report, McCann-Erickson.

% Robert L. Wehling, “Even at P& G, Only 3 Brands Make Truly Global Grade So Far,”
Ad Age International, Jan. 1998, p. 8.

% Here, an agency network refers to a parent advertising firm and its foreign subsidiaries.
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global accounts. Shortly thereafter, companies such as Nestle, Kellogg,*® and Colgate-
Palmolive followed suit.>” Global branding and account consolidation have also altered
the nature of the client-agency relationship. Previoudly, advertising agencies played an
auxiliary role in the marketing of their clients new products, now agencies partner
globally with advertisers to oversee every aspect of a brand’ s management.® The latter
may include, for example, the execution of brand mapping exercises® and the
development of product-positioning strategies.®

The Advent of Advertising Agency Organizations and
Expansion Abroad

Advertising organizations, which comprise a holding company and a collection of direct
marketing, sales, promoation, and other specialty agencies, arerepl acing the independently
owned advertising “shops’ that have traditionally characterized the industry. Such
organizations have the financial capital to be publicly traded and to acquire individua
agencies and associated firms. 1n 1997, advertising organizations purchased over 200
independent ad agencies® In the same year, gross revenues of the top 10 global
advertising organizations, 6 of which wereU.S.-based, increased by 13 percent compared
to 1996.%

Advertising organizations haveincreased their activity abroad by acquiring equity stakes
in overseas firms and/or by establishing foreign affiliates. In particular, advertising
organi zations have established equity interestsin foreign firmsto expand geographically,
access foreign clients, and better navigate foreign media regulations.® For example, in
1998, Omnicom Group, a U.S. advertising organization, acquired an equity stake in a
local Japanese advertising agency, Nippo. The acquisition was reportedly intended to
provide Omnicom with a direct link to Japanese clients and the local media® Japan’'s
Dentsu, the world' s fourth-largest advertising organization, has considered the purchase
of a 20-percent equity stake in the U.S.-based advertising group, Leo Burnett. The

% “Sp What Is All the Fuss About?” The Economist, June 22, 1996, found at Internet
address http://www.economist.com/, retrieved Dec. 17, 1998.

% Non-U.S. advertisers that have consolidated their worl dwide accounts under a few
international agency networks include Honda, L’ Oreal, Nestle, and Shell Oil. “Advertising:
A Passion for Variety,” The Economist, Nov. 30, 1996, found at Internet address
http://www.economist.com/, retrieved Dec. 17, 1998; and Laurel Wentz, “World Brands,”
Ad Age International, Sept. 1997, p. ill.

2 |ndustry representative, interview by USITC staff, Nov. 11, 1998.

# Brand mapping is an exercise used to determine how consumers rate competing brands
across avariety of product attributes (e.g., quality, price, package design).

% Joe Reif and Janet Whittle, Services-The Export of the 21% Century: A Guidebook for
US Service Exporters, A Joint Publication of The Northern California Export Council and
the World Trade Press, 1997, p. 51.

% R. Craig Endicott, “Independent Networks Are Giving Multinationals Run for Their
Money,” Ad Age International, June 8, 1998, p. 22.

% This percentage was calculated using advertising organizations gross income figures
reported in “World's Top 50 Advertising Organizations,” Advertising Age, p. s10.

% Industry representative, interview by USITC staff, Nov. 4, 1998.

% Alexandra Harney, “Japan: A Hard Sell for Arriviste Admen,” Financial Times, Oct. 6,
1998, found at http://www.ft.com/, retrieved Nov. 3, 1998.
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investment could provide Dentsu with a broader presence in both the United States and
Europe.®*® Separately, Young & Rubicam, one of the top five U.S.-based advertising
organizations, has established majority-owned affiliates in many of the leading markets
of Africa, Asia, Europe, and Latin America. In 1997, this advertising organization
derived 43 percent of its worldwide revenues from overseas operations.®

The Internet

Growth in Internet usage® is making online advertising a popular means of advertising
goods and services. Consequently, the Internet is becoming a new source of revenue for
the advertising industry. Although U.S. advertisng expenditures on the Internet
comprised lessthan 1 percent of all consumers advertising spending in the United States
in 1997, industry analysts predict rapid growth of the Internet as a new advertising
medium.® In 1998, U.S. advertising expenditures on the Internet were forecasted to
increase by 50 percent over 1997 expenditures,® compared to a 7-percent growth rate for
advertising in the traditional media®® In foreign markets, Internet advertising revenues
were anticipated to grow with similar vigor, given ongoing telecommunications
deregulation and a subsequent increase in the number of online users. For instance,
Internet advertising expendituresin Canada, which wereroughly $7 millionin 1997, were
expected to more than double in 1998, and to reach
$42 million by 1999.** In the United Kingdom, Internet ad spending in 1998 was
estimated to equal $10 million, and is forecasted to increase to nearly $170 million by

% Sally Beatty, “Japan’s Dentsu Considers Buying a Minority Stake in Leo Burnett,” Wall
Street Journal Interactive Edition, found at Internet address http://www.wsj.com/, posted
and retrieved Dec. 9, 1998, and Julie Steenhuysen, “Burnett Says a Dentsu Alliance Three
Months Away,” Reuters, found on the PointCast Network, posted and retrieved
Dec. 9, 1998.

% On average, the top 10 U.S. advertising agencies by gross income earned approximately
42 percent of their 1997 revenues from foreign operations. “World's Top 50 Advertising
Organizations,” Advertising Age, pp. s14 and s26.

3 In June 1998, more than 70 million adults used the Internet in the United States
compared to 35 million at the end of 1996. The United States reportedly accounts for
roughly half of the total number of global Internet users. Mark Cavallone, “ Computers:
Consumer Services & the Internet,” Standard & Poor’s Industry Surveys, Oct. 15, 1998,
found at Internet address http://www.netadvantage.standardpoor.com/, retrieved Nov. 17,
1998.

% Kate Maddox, “Online Advertising Reaches $544.8 mil, New Report Says,”
Advertising Age, Aug. 3, 1998, p. 28.

% Kate Maddox, “IAB: Ad Revenue Online Projected to Hit $2 billionin *98,”
Advertising Age, Nov. 2, 1998, p. 38.

“ |nternet advertising expenditures were estimated to be approximately $264 millionin
1996, $545 million in 1997, and $2 hillion in 1998. Mary Meeker, The Internet Advertising
Report, Morgan Stanley Dean-Witter, Dec. 1996, p. iii; “Online Advertising Reaches $554.8
million, New Report Says,” Advertising Age; “1AB: Ad Revenue Online Projected to Hit $2
billionin *98,” Advertising Age; and Insider’ s Report, M cCann-Erickson.

“ USDOC, International Trade Administration, National Trade Data Bank,
“Canada—Internet: A Growing Advertising Medium,” Market Research Reports, STAT-USA
Database, found at Internet address http://www.stat-usa.gov/, retrieved Nov. 3, 1998.
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2001.%2 The United Statesis poised to benefit from global growthin Internet advertising,
given the competitive advantage of U.S. Internet firms and their commercial entry into
marketsabroad. For example, Y ahoo!, aU.S. Internet mediaprovider, and DoubleClick,
a U.S. advertising network, both have established a commercial presence in Asia and
Europe.*® Further, Omnicom, thelargest U.S. advertising organization, hasequity stakes
in 4 of the top 15 interactive advertising agencies™ worldwide.*

2 James Mclntosh, “Internet: UK Advertising Predicted to Rise,” Financial Times,
Oct. 28, 1998, found at Internet address http://www.ft.com/, retrieved Nov. 3, 1998. Internet
expenditures, which were expressed as British pounds in this article, were converted to $US
values using exchange rates found at Internet address http://www.stat-usa.gov/.

“ U.S. International Trade Commission, “Internet Advertising,” Industry, Trade, and
Technology Review, USITC publication 3134, Sept. 1998, p. 15.

“ | nteractive advertising agencies help advertisers set up their own sites on the Internet
and aid them in placing advertisements on websites operated by other companies.

“ Saul Hansell, “Deal to Create the Largest Interactive Ad Agency,” The New York
Times, Aug. 3, 1998.
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CHAPTER 5
ARCHITECTURAL, ENGINEERING,
AND CONSTRUCTION SERVICES

| ntr oduction

Architectural, engineering, and construction (AEC) servicescompriseinterrel ated service
activities. Architectura firms provide blueprint designs for buildings and public works
and may oversee the construction of projects.! Engineering firms provide planning,
design, construction, and management services for projects such as civil engineering
works and residential, commercial, industrial, and institutional buildings.? Construction
services include pre-erection work; new construction and repair; and ateration,
restoration, and maintenance work. Such services may be provided by genera
contractors, who oversee al construction work for those awarding the contract, or
specialty subcontractors who perform discrete sections of the construction.

Tradeinarchitectural, engineering, and construction servicesispredominantly undertaken
by affiliates in foreign markets® U.S. firms that engage in international trade in
architectural, engineering, and construction services generally establish some type of
subsidiary, joint venture, or representative office in important foreign markets as local
presence is often a determining factor in contract awards. Cross-border tradein AEC
services is generally limited to transporting across national boundaries items such as
blueprints and designs via mail, telecommunication networks, or other means.

! Architectural services also include preliminary site study, schematic design, design
development, final design, contract administration, and post-construction services.

2 Engineering services also include undertaking preparatory technical feasibility studies
and project impact studies; preparing preliminary and final plans, specifications, and cost
estimates; and delivering various services during the construction phase.

3 Bureau of Economic Analysis (BEA) data on transactions between majority-owned
affiliates of U.S. architectural, engineering, and construction (AEC) firms and nonaffiliated
firms are limited in order to avoid disclosing confidential, proprietary information pertaining
to individual firms. Nevertheless, in 1996, BEA estimated that total sales of architectural,
engineering, and surveying services by foreign affiliates of U.S. parents amounted to $8.6
billion, while purchases from U.S. affiliates of foreign firmstotaled $3 billion. U.S.
Department of Commerce (USDOC), BEA, Survey of Current Business, Oct. 1998, pp. 115-
116.
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Recent Trendsin Cross-Border Trade, 1992-97

In1997, U.S. cross-border exportsof architectural, engineering, and construction services
totaled nearly $4.1 billion, up 15 percent from 1996.* This growth rate, which was
dightly bel ow the 16-percent average annual growth raterecorded during 1992-96 (figure
5-1) dueto adecline in exportsto certain primary markets in Asia, reflected significant
increases in exports to both Canada and Indonesia® By comparison, U.S. cross-border
imports of AEC services dropped by 29 percent to $346 million in 1997, despite strong
domestic demand for such services® Such demand was increasingly met by domestic
firms. 1n 1997, revenues received by U.S. contractors and designers for projectsin the
United States grew by 3 percent and 8 percent, respectively.” By comparison, foreign
firms' billings from projects in the United States declined by 6 percent, due largely to a
26-percent drop in revenues secured by Japanese contractors from construction work in
the United States.® Thedecreasein U.S. importsin 1997 wasin sharp contrast to the 17-
percent average annual growth rate registered during 1992-96 (despite dropping by 12
percent in 1994). As aresult, the United States strengthened its consistent surplus in
cross-border AEC servicestrade. 1n 1997, the surplus on cross-border trade totaled $3.7
billion, up 22 percent from 1996. This rate of increase was notably higher than the 16-
percent average annua growth rate experienced during 1992-96.

Despite economic difficulties in the region, Asia-Pacific nations remained key export
markets for U.S. cross-border architectural, engineering, and construction services in
1997 (figure5-2). Indonesiaremained thetop market for U.S. architectural, engineering,
and construction services, accounting for exports of $424 millionin 1997, up 71 percent
from 1996. Indonesia’'s tota construction expenditures grew dlightly in

“ Data pertaining to cross-border trade in architectural, engineering, and construction
services reflect certain limitations. Data on U.S. exports are reported on a net basis (i.e.,
U.S. contractors’ expenditures on merchandise and labor are excluded), whereas data on
U.S. imports are reported on a gross basis. Asaresult, the U.S. surplus on the architectural,
engineering, and construction services account is understated. In addition, data pertaining to
architectural, engineering, and construction services also reflect trade in mining and
surveying services, which inflates estimated trade volumes.

® The combined increase in exports of $360 million to Canada and Indonesia accounted
for roughly 70 percent of the total risein U.S. cross-border exports of AEC servicesin 1997.

® The U.S. construction market grew by approximately 7 percent in 1997. Thisincrease
represents the sixth straight year of positive growth in the industry, which has been aided by
astrong U.S. economy and low interest rates. “Construction at a Crossroad,” Engineering
News-Record, Nov. 2, 1998, p. 10.

"“The Top 400 Contractors: Markets are Mixed but Advancing Overall,” Engineering
News-Record, May 25, 1998, p. 57; and “The Top 500 Design Firms: Struggling to Retain
Talent,” Engineering News-Record, Apr. 20, 1998, p. 46.

8 “The Top 225 International Contractors: Financing is a Key to Shaky Market,”
Engineering News-Record, Aug. 17, 1998, p. 43; and “The Top 225 International
Contractors. Financing Becomes the Key to Jobs,” Engineering News-Record, Aug. 25,
1997, p. 39.
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Figure 5-1
Architectural, engineering, and construction services: U.S. cross-border
exports, imports, and trade balance, 1992-97
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Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, Oct. 1998,
pp. 86-87.

Figure 5-2
Architectural, engineering, and construction services: U.S. cross-border
exports and trade balance, by major trading partners, 1997*
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1 Data on U.S. exports are reported oh a net basis (i.e., U.S. contractors’ expenditures on merchandise and labor
are excluded), whereas data on U.S. imports are reported on a gross basis. In addition, data pertaining to
architectural, engineering, and construction services also reflect trade in mining and surveying services.

2 The AEC services trade balance with Indonesia is not shown, because data on U.S. imports from Indonesia were
suppressed in order to avoid disclosing information about the operations of individual firms. Nevertheless, it is
believed that such trade with Indonesia resulted in a substantial U.S. surplus in 1897.

Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, Oct. 1998,
p. 113.



1997,° and certain construction sectors, including the oil and gas sector, remained
comparatively strong throughout the year. The substantial increase in exports to
Indonesia may aso reflect revenues collected from projects completed in 1997 but
initiated well beforethenation’ seconomic crisis, and the continuation of projectsfinanced
through private sources, international lending institutions, and multinational interests.
Exports to Korea grew by 52 percent to $208 million in 1997, reflecting a 6-percent
increase in total construction spending in 1997 and the relatively late downturn of the
K orean economy.’® Similarly, insulation from theregion’ sfinancial crisiscombined with
extensive public works projects and strong foreign direct investment™ kept Chinaamong
the principal markets for AEC services in 1997. U.S. cross-border exports of AEC
services to China grew by 22 percent to $202 million in 1997. At the same time, the
Asian economic crisis had a significant adverse effect on foreign demand for U.S.
architectural, engineering, and construction servicesin certain other Asian countries. For
example, exportsto Malaysiaand Japan, which were among the top U.S. export markets
for AEC services in 1996, fell sharply by 70 percent and 59 percent, respectively, in
1997.

Canada and Mexico were other key markets for U.S. cross-border exports of
architectural, engineering, and construction services. U.S. exportsto Canadarose by 188
percent to $282 million in 1997, reflecting strong growth in the Canadian construction
market™? during the year and U.S. providers' dominance among foreign construction and
design firms activein that market.** Exportsto Mexico increased by 62 percent to $139
million, spurred by the country’s continued economic recovery. The Mexican
construction industry grew by over 10 percent in 1997, and sectors such as
infrastructure, power, and housing benefitted from increased private-sector funding and
sizeableloans from international development banks. With respect to imports, available
data indicate that the United Kingdom and Canada remained the top suppliers of U.S.
cross-border imports of AEC servicesin 1997. Imports of $76 million and $45 million
fromthesetwo countries, respectively, accounted for approximately one-third of all cross-
border imports of architectural, engineering, and construction servicesin 1997.

®“World Market Overview,” Engineering News-Record, Nov. 30/Dec. 7, 1998, p. 42.

0 pid., p. 44.

™ The vast mgjority of construction work in China available to foreign AEC firmsis
derived from foreign direct investment. USDOC, ITA, National Trade Data Base, “ China-
Construction & Engineering Services,” Stat-USA Database, found at Internet address
http://www.stat-usa.gov/, posted July 1, 1997, retrieved Jan. 6, 1999.

12 The Canadian construction market grew by 9 percent to approximately $67 billion in
1997.

18 U.S. contractors captured 54 percent of total revenues earned by international
contractorsin Canadain 1997. Likewise, U.S. design firms accounted for nearly 90 percent
of total billingsfor all foreign design firms active in the Canadian market in 1997. “World
Market Overview,” Engineering News-Record, Nov. 30/Dec. 7, 1998, p. 64.

14 “The Mexican Economy: An Overview,” Embassy of Mexico in Canada, found at
Internet address http://www.embamexcan.com/Economy/econ-over.html, retrieved Jan. 8,
1999.
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Summary and Outlook

Thestrong U.S. trade performancein architectural, engineering, and construction services
is sustained by consistent growth in U.S. firms' activities overseas, coupled with a
persistently low level of participation of foreign firms in the U.S. building and design
services sector. In 1997, for example, the total value of overseas contracts secured by
U.S. AEC firmsgrew by over 11 percent, from $28 billionin 1996 to nearly $32 billion.*
By comparison, foreign firms' billings from projects in the United States totaled $15
billion, representing about 2 percent of the total $626 billion spent on construction in the
United States in 1997.* Dynamic growth in developing nations, combined with U.S.
firms' established reputation and years of experience oversess, resulted in U.S. strength
in this service sector. While economic difficulties in several key markets may reduce
export opportunitiesinthe near future, U.S. firmsexpect to maintain aprominent position
in the global market for AEC services due to a resurgence of heretofore stagnant
markets,'” a changing competitive environment, and anticipated strong demand for the
quality and expertise that U.S. firms can offer.

Currently, the decline in construction activity in Asiaas aresult of financia crisisisthe
greatest challenge facing U.S. firms engaged in international trade in architectural,
engineering, and construction services. Indonesia, Thailand, and Maaysia, for example,
have been forced to cancel or delay maor transportation, infrastructure, and power
projects, and overal construction in these countries was expected to decline by
35 percent, 18 percent, and 20 percent, respectively, in 1998.* Public resourcesavailable
for construction have declined drastically, and internationa lending for specific projects
has decreased as funding agencies such as the World Bank target general financia
restructuring over specific infrastructure works.® Further, because of the severe decline
in the value of Asian currencies, U.S. services have become extremely costly, and some
AEC firms report difficulties in collecting fees or covering expenses with payments
received in local currencies.®® Moreover, under encouragement from countries such as
Korea, which wants foreign firms to participate in project finance as well as

5 “The Top 225 International Contractors: Financing is a Key to Shaky Market,”
Engineering News-Record, Aug. 17, 1998, p. 48; and “The Top 200 International Design
Firms: Asian Crisis Curtails Growth,” Engineering News-Record, July 20, 1998, p. 36.

18 |bid.; and “World Market Overview,” Engineering News-Record, Nov. 30/Dec. 7,
1998, p. 45.

Y For example, the construction markets of certain European countries, which registered
minimal or no growth in the past few years, are beginning to rebound.

18 “| ndonesia Postpones 15 Projects,” International Construction, Feb. 1998, p. 6;
“Construction Firms Squeezed by Asian Economic Meltdown,” Engineering News-Record,
Oct. 20, 1997, p. 16; and “World Market Overview,” Engineering News-Record,

Nov. 30/Dec. 7, 1998, p. 39.

19 “World Bank Shifts Emphasis from Projects to Rescue Loans,” Engineering News-
Record, Oct. 5, 1998, p. 11.

2 |bid.; “The Top 225 International Contractors: Financing is a Key to Shaky Market,”
Engineering News-Record, Aug. 17, 1998, pp. 34-35; and Bradford McKee, “ Shifting
Ground: the Top 50 U.S. Multinational Architects Recover from a Rough Y ear with Just a
Little More Dough to Show for It,” Architecture, Oct. 1998, pp. 136-137.
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construction,® and Malaysia, where “build-operate-transfer” (BOT)? and similar
methods of funding are gaining attention,”® AEC service providers are finding it
increasingly necessary to offer or arrangefinancing in order to procurework intheregion.
Thisincreasesrisk for those firms providing the required capital and excludes companies
that cannot or are reluctant to finance large infrastructure projects.

At the same time, many firms anticipate a rebound in Asian construction markets in
approximately 2 to 3 years as impacted economies recover and reinstate delayed
infrastructure projects.®* In the interim, several projects in the region are proceeding,
particularly those driven by overseas investment by multinationa firms that tend to
employ experienced foreign firms to design and construct their operations abroad. The
regiona crisismay also alter the competitive environment for AEC services, particularly
with respect to key U.S. competitorsin the global marketplace. For example, asaresult
of economic problems in domestic and overseas markets, over 1,900 construction
companiesin Korega, including approximately 4 of the country’ slargest firms, have gone
bankrupt,® and a number of major Japanese contractors have reported heavy losses and
adecrease in work from domestic companiesinvested abroad.”® The weakened state of
competition in the global AEC services market could result in greater opportunities for
U.S. companiesto secure contractsoverseas. Inaddition, itispredicted that Asiandesign
and congtruction firmsunableto invest in advanced technol ogies and secure financing for
domestic projects would turn to U.S. firms for support, expanding prospects for market
access.?” In short, while the Asian financial crisis has negatively impacted overal
construction activity throughout the region, select opportunities remain. The extended
needs of Asian countriesin power, transportation, and housing

2L «“World Bank Shifts Emphasis from Projects to Rescue Loans,” Engineering News-
Record, Oct. 5, 1998, p. 11.

22 Under such arrangements, a developer builds and operates a project long enough to
regain construction costs and turn a profit before transferring the operation to state
ownership.

2 “The Top 225 International Contractors: Financing is a Key to Shaky Market,”
Engineering News-Record, Aug. 17, 1998, p. 42.

2 |bid., p. 44; “World Market Overview,” Engineering News-Record, Nov. 30/Dec. 7,
1998, p. 50; and “ Construction Firms Squeezed by Asian Economic Meltdown,” Engineering
News-Record, Oct. 20, 1997, p. 16.

% “South Korea's Bankrupt Construction Firms Total 1,945,” Korea Herald, Nov. 10,
1998, found at Internet address http://www.cxa.net/, retrieved Jan. 5, 1999; and “Impact of
the Economic Downturn on Major Projectsin Korea,” U.S. Department of State telegram,
message reference No. 000329, prepared by U.S. Embassy, Seoul, Jan. 21, 1998.

% “Tough Times for Japan's Big Firms,” Engineering News-Record, Aug. 31, 1998,

p. 19.

2" See for example, USDOC, “Korea-Construction Ind. Prospects,” International Market
Insights, Stat-USA Database, found at Internet address http://www.stat-usa.gov/, posted Dec.
15, 1997, retrieved Jan. 6, 1999.
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suggest strong future prospects for U.S. architectural, engineering, and construction
firms.2

Contrary to the challenges presented in Asia, Latin American markets offer numerous
sector-specific projects aong with greater political and economic stability. 1n Mexico,
for example, foreign AEC firms havewon anumber of contractsin power generation, and
approximately 10 additiona plants adding 4,600 megawatts of power are expected to be
offered for bid by 2000.% Chile, which has registered strong economic growth for over
adecade, promotes outside participation in power and transportation projectsthrough the
sale of concessions. The country has awarded over $1 billion in toll road contracts and
announced plans to grant an additional $500 million in concessions for infrastructure
projects in 1999.* Argentina and Brazil, which are also active in power plant and toll
road privatization, support a number of industrial works. One U.S. contractor, for
example, is participating in the construction of several automobile manufacturing
facilities in these countries® Though the Brazilian economy has recently experienced
seriousfinancial problems, the country boaststhe sixth-largest construction market inthe
world, leading industry officials to believe that most projects, particularly those in the
telecommunications and power sectors, will continue.®

U.S. firms hoping to take advantage of opportunitiesin Asia, Latin America, and other
strong markets such as Canada and the Middle East still face certain constraints. In
severa countries, foreign AEC firms are required to work with local firms, primarily in
joint-venture arrangementswhereforeign equity levelsmay berestricted. U.S. firmsmay
also be excluded from bidding on certain projects by both explicit national regulations™
and established practices favoring domestic firms. Moreover, progress on mutua
recognition agreements and multinational accords designed to facilitate international
acceptance of U.S. architectural and engineering licenses has been dow. Nonetheless,
despite the various challenges involved in trade in architectural, engineering, and
construction services, U.S. firms are highly competitive and have

% See “The Top 200 International Design Firms: Asian Crisis Curtails Growth,”
Engineering News-Record, July 20, 1998, pp. 34-35; “The Top 400 Contractors: Surge in
Asian Revenue Makes Firms Vulnerable to Economic Undertow,” Engineering News-
Record, May 25, 1998, p. 110; and “Big Projects Pushing Ahead Despite Asia's Financial
Woes,” Engineering News-Record, Apr. 6, 1998, p. 24.

2 “Mexico's New Generation,” Project Finance, Sept. 1998, p. 26.

30« Chile's Sale of the Decade,” International Construction, Dec. 1998, p. 7; and “World
Market Overview,” Engineering News-Record, Nov. 30/Dec. 7, 1998, p. 55.

3L «“World Market Overview,” Engineering News-Record, Nov. 30/Dec. 7, 1998, p. 54.

%2 |bid., pp. 54-55.

3 For example, a national decree in China prevents foreign firms from bidding on the
majority of domestic construction work. According to the decree, foreign firms may only bid
on projects funded by foreign investment or international organizations, projects initiated by
Chinese-foreign joint ventures that require technologies unavailable locally, and projects
initiated by domestic firms for which a suitable domestic contractor cannot be found.
USDOC, ITA, National Trade Data Bank, “China-Construction & Engineering Services,”
Stat-USA Database, found at Internet address http://www.stat-usa.gov/, posted July 1, 1997,
retrieved Jan. 6, 1999.
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demonstrated the ability to procure increasing amounts of work in diverse markets. The
overal outlook for U.S. trade in AEC services, while moderated by the difficulties
experienced in developing countries, remains positive.



CHAPTERG
AUDIOVISUAL SERVICES

| ntr oduction

Audiovisual services comprise the production and distribution of motion pictures,
television and radio programs, recorded music, music videos, and recorded video tapes.
These services are distributed to consumers through rental or sale of prerecorded work,
projection in movie theaters, and television, pay television, and radio broadcasting.
Audiovisual servicestransactionstake theform of royalties, rentals, licensefees, or other
funds received or paid, including those from outright sales and purchases, for the rights
to display, reproduce, or distribute material prerecorded on motion picture film or
television tape.! Transactions occur both across borders and through affiliates whose
parent firms are based in another country. Cross-border trade data on audiovisua
services reflect only film and tape rentals. Data on affiliate transactions reflect the
production and distribution of motion pictures, television tapes, and film; the operation
of movie theaters; and the rental of video tapes and disks.

Recent Trends

Cross-Border Trade, 1992-97

Asnoted above, data on cross-border tradein audiovisual services solely reflect film and
tape rentals. In 1997, U.S. cross-border exports of audiovisual servicesincreased by 23
percent, to $6.2 billion, faster than the 18-percent average annual growth recorded during
1992-96 (figure 6-1).®> This is due to the worldwide popularity of numerous motion
pictures released by Hollywood studios in 1997. For example, Sony Pictures recorded
47-percent growth in revenues in the fiscal year ending March 31, 1998, due primarily
to strong box office and video sales of movies produced in 1997, including Men in Black,
My Best Friend's Wedding, Air Force One, and As Good asit Gets.*

1 U.S. Department of Commerce (USDOC), Bureau of Economic Analysis (BEA)
representative, interview by USITC staff, Washington, D.C., Dec. 10, 1998.

2 |bid.

3USDOC, BEA, “International Sales and Purchases of Private Services,” Survey of
Current Business, Oct. 1998, pp. 98-105.

* Sony Corporation, Industry Segment Information, found at Internet address
http://www.sony.co.jp/, retrieved Dec. 15, 1998.
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Figure 6-1
Audiovisual services: U.S. cross-border exports, imports, and trade balance,
1992-97
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Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, Nov. 1996, pp.
94-95, Oct. 1997, pp. 121-122, and Oct. 1998, pp. 121-122.

Fox Filmed Entertainment, which released Independence Day and Star Wars. Special
Edition, also earned record-setting revenues in international markets in 1997.°> In
addition, Viacom’s entertainment revenues grew by 11 percent in 1997, due partly to
higher foreign home video sales by Paramount.® U.S. imports remained unchanged at
$247 million in 1997, in sharp contrast to the 32-percent average annual growth during
1992-96 (despite declining in 1993).” On balance, the United States registered a $5.9-
billion surplus on trade in audiovisual servicesin 1997, reflecting a 24-percent increase
fromthe previousyear. Therate of increasein the surpluswas higher than the 18-percent
average annua growth during 1992-96.

Themajor U.S. export marketsfor cross-border audiovisual servicesin 1997 were Europe
-- notably the Netherlands, Germany, and the United Kingdom -- and Japan (figure 6-2).
The Netherlands was the largest single export market at $991 million, followed by
Germany, $827 million, and the United Kingdom, $685 million.® Cross-border exports
to Japan amounted to $539 million.

® Fox Entertainment, 1997 Annual Report, found at Internet address
http://www.newscorp.com/, retrieved Dec. 15, 1998.

% Viacom News Release, Viacom Reports 1997 Fourth Quarter and Year End Results,
New York, Feb. 26, 1998, found at Internet address http://www.viacom.com/gr97g4.tin,
retrieved Dec. 15, 1998.

"USDOC, BEA, “International Sales and Purchases of Private Services,” Survey of
Current Business, Oct. 1998, pp. 98-105.

8 Ibid., p. 104.
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Figure 6-2
Audiovisual services: U.S. cross-border exports and trade balance, by major
trading partners, 1997
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Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, Oct. 1998,
p. 104 and 105.

Affiliate Transactions, 1992-96

Dataon affiliate transactionsin audiovisual servicesreflect salesof servicesby affiliates
of firmsin the motion picture industry. In 1996, foreign-based affiliates of major U.S.
motion picture studios generated recei pts totaling $9.6 billion (figure 6-3), a 28-percent
increase from 1995, and more than double the 11-percent average annua growth rate
during 1992-95. Meanwhile, U.S. purchases of such servicesfrom U.S.-based affiliates
of foreign firms fell by 43 percent to $4.9 hillion in 1996.° Consequently, U.S.-owned
affiliates’ sales exceeded foreign-owned affiliates salesby $4.7 billion in 1996, whereas
the latter exceeded the former by $1.3 billion, on average, during 1992-95. The change
in the balance was principaly due to a $656-million decline in purchases from U.S.
affiliates of European-owned motion picture companies. In 1996, a U.S. holding
company acquired Metro-Goldwyn-Mayer/United Artists (MGM/UA) from Credit
Lyonnais, a French bank.™

° Ibid.

1% For more information, see USITC, “U.S. film industry: How mergers and acquisitions
are reshaping distribution patterns worldwide,” Industry, Trade, and Technology Review,
Jan. 1997.
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Figure 6-3
Audiovisual service transactions by majority-owned affiliates: U.S. sales,
purchases, and balance, 1992-96
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Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, Sept. 1995,
pp. 104 -105; Nov. 1996, pp. 111-112; Oct. 1997, pp. 137-136; and Oct. 1998, pp. 115-116.

Consequently, the proceeds of MGM/UA in the United States were no longer reported as
affiliate transactions, causing data on purchases from U.S. affiliates of French parent
companiesto fall from $492 millionin 1995 to $34 millionin 1996." To alesser degree,
thedropin U.S. purchasesisattributabl e to decreased market shares of themajor foreign-
owned motion picture producers in the United States: Columbia Pictures, TriStar, and
Universal Studios. Sony’s Columbia and TriStar studios' combined share of the U.S.
box-office market dropped from first to fifth placein 1996. Jerry Maguire, released in
December 1996, was Sony’s only movie among the top 15 domestic films for the year,
and most of the proceeds from this film were not reported in 1996 transaction data.*?
Universal Studios, majority-owned by Canadian beverage company Seagram, aso had
a single movie, The Nutty Professor, in the top 15 in 1996. Universal’s domestic box-
office market share dlipped from 13 percent in 1995 to 8 percent in 1996.%

The United Kingdom continued to provide U.S.-owned foreign affiliates with the largest
market for motion pictures, accounting for $1.3 billion in salesin 1996.* Conversely,
it appears that U.S. affiliates of Canadian and British parent firms continued to be the
largest foreign-owned suppliers of motion pictures to the U.S. market in 1996. British-

1 USDOC, BEA, “International Sales and Purchases of Private Services,” Survey of
Current Business, Oct. 1997, p. 138; and USDOC, BEA, “International Sales and Purchases
of Private Services,” Qurvey of Current Business, Oct. 1998, p. 116.

2 Standard & Poor’s, Industry Surveys: Movies & Home Entertainment, May 21, 1998,
p. 1.

B bid.

14 USDOC, BEA, “International Sales and Purchases of Private Services,” Survey of
Current Business, Oct. 1998.

6-4



owned firms accounted for 32 percent of U.S. purchases through foreign-owned
affiliates.”

Summary and Outlook

U.S. cross-border exports of audiovisual servicesincreased substantially in 1997, while
imports remained unchanged, consequently increasing the U.S. trade surplus in such
servicesto $5.9 billion. The U.S. purchase of the previoudy French-owned MGM/UA,
and smaller market shares for U.S. affiliates of foreign-owned studios resulted in U.S.
sales exceeding purchases by $4.7 billion in 1996, reversing the pattern experienced
during 1992-95.

The U.S. motion picture industry enjoys an immense and growing success around the
world, far surpassing the performance of foreign movies in the United States.'®
Widespread use of the English language virtually assures U.S. movies a large
international market.’” In addition, non-English-speaking foreign markets welcome
popular U.S. movies that are dubbed or subtitled in local languages. Thus, U.S. motion
pictures account for 80 percent of box-office receipts in Europe, and more than 50
percent of box-office receipts in Japan.’® In contrast, dubbed or subtitled foreign-
language films are not popular with U.S. audiences.”® Consequently, foreign-language
movies rarely attain the level of success of domestic productions in the United States.

The U.S. motion picture industry should also reap the benefits of an expanded and
improved stock of movie theaters around the world. The number of movie screensin
Europeand Asiaisincreasing rapidly, astheater companies, including U.S. firms, replace
old, single-screen movie facilities with modern multiplexes, which have the capacity to
show several moviessimultaneously. For example, Loews Cineplex International, owned
by Sony, formed ajoint venture with Y elmo Cineplex de Espafiato build new theatersin
Spain. Loewsexpectsthejoint ventureto build 15 to 20 new multiplexesin the next few
years.® Other companies building multi-screen theaters in Europe include IMAX
Theaters of Canada, with alarge presence across the continent, and Planet Movies by
AMC, newly established by AMC Entertainment and Planet Hollywood International .
Warner Brothers International Theaters, UCI (ajoint venture by MCA/Universal and
Paramount), Cinemark USA, and United Artists Theater Circuit are also engaged in
theater buildingin Asia® Consequently, theratio of inhabitants per movie screen fell by

5 |bid.; BEA dataon U.S. purchases from U.S. affiliates of Canadian audiovisual firms
were suppressed to avoid disclosure of data of individual companies.

!¢ Standard & Poor’s, Industry Surveys: Movies & Home Entertainment, p. 10.

Y Ibid.

18 Jonathan Bing, Maria Simson, and Jeff Zaleski, “Movies and Money,” Publishers
Weekly, Aug. 17, 1998.

¥ Robert J Guttman, “Going to the Movies with Jack Valenti,” Europe, Sept. 1998.

2 Melanie D. Goldman, “Invasion of the Cineplexes,” Europe, Sept. 1998.

2 [bid.

2 Andrew Tanzer and Robert LaFranco, “Luring Asians from Their TV Sets,” Forbes,
June 3, 1996.
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4 percent in Europe, and by 3 percent in Japan in 1997.2

U.S. audiovisual companies are aso poised to benefit from innovations in video
distribution. Cable television and direct-to-home satellite services offering multiple
channdl's are expanding worldwide. In addition to multiplying the distribution channels
for audiovisua products, these technologies enable customers to view movies of their
choice on demand, and will likely increase the demand for U.S. motion pictures. Inthe
United States, pay television aready generates two-thirds, on average, of Hollywood
movie revenue.* Receipts from broadcasting rights more than tripled from $1.4 billion
in 1990 to $4.8 hillion in 1996 and are reportedly set to increase exponentially as Europe
launched digital television in 1998.* The Internet aso adds to the ways audiovisual
products are distributed.

Although digital television and the Internet constitute new and better ways to distribute
entertainment products, their extensive usein thefuturefor the distribution of audiovisua
servicesis contingent upon the provision of asecure broadcasting environment protected
from piracy. The U.S. audiovisual industry, with more than $2.5 billion in estimated
annual losses from piracy,?® does not fedl adequately protected by current copyright laws.
Theindustry advocates stronger measures agai nst unauthorized video reproduction, such
as the World Intellectual Property Organization treaties that extend the protection of
intellectual property rights to the digital environment.?’

The movie industry currently faces economic downturns in some of its export markets,
notably in Asia, which could affect future sales of U.S. audiovisua products. The Asia
Pacific region accounted for 20 percent of U.S. cross-border exportsin 1997, and 12
percent of affiliate sales in 199622 However, motion picture ticket sales have not
historically demonstrated vulnerability to economic recession, evidently because
expenditures for movie theater tickets may be maintained at normal levels due to their
relatively low cost.® On the other hand, cable and satellite television firms have aready
been adversdly affected. For example, the economic crisis curtailed the growth in
multi-channel tel evision householdsin Southeast Asian countries, and slowed penetration
inIndiaand China, causing MGM to terminate operations of MGM Gold (Asia) in April

Z MEDIA Salles, “Cinema Exhibition in Western Europe and Other Continents,” 1998
European Cinema Yearbook, advance edition, found at Internet address
http://www.mediasalles.it/usa.htm, retrieved Dec. 9, 1998.

% Bruce Barnard, “Hollywood invests in Europe: New studios, joint ventures, & local
talent reap profits,” Europe, Sept. 1998.

% |bid., and Bhawani Shankar, “Digital TV on home run,” Telecommunications, Dec.
1997.

% Motion Picture Association of America, Anti-Piracy, found at Internet address
http://www.mpaa.org/anti-piracy/, retrieved Nov. 5, 1998.

Z |bid. For further information, see USITC, “Electronic Trade Transforms Delivery of
Audiovisual Services,” Industry, Trade, and Technology Review, Oct. 1997.

2 USDOC, BEA, “ International Sales and Purchases of Private Services,” Survey of
Current Business, Oct. 1998, pp. 104 and 115.

# Harold L. Vogel, Entertainment Industry Economics (New York: Cambridge
University Press, 1994), pp. 34-36.
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1998.%° MGM Gold was a 24-hour satellite and cable television service established in
June 1996 to deliver Hollywood entertainment channel s featuring primarily moviesfrom
the MGM Library to customersin China, Hong Kong, India, and Taiwan.*

% Metro-Goldwyn-Mayer Inc., Quarterly Report 10-Q filed to the Securities and
Exchange Commission (SEC), on Aug. 5, 1998; and Annua Report Form 10-K filed to the
SEC on Mar. 17, 1998, found at Internet address
http://www.mgm.com/corporate/sec_filings/sec.index.html, retrieved Nov. 5, 1998.

% Ibid.
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CHAPTER 7
BANKING AND SECURITIES
SERVICES

| ntr oduction

For the purposes of this discussion, banking and securities services comprise both fee-
based commercia banking servicesand securities-rel ated services. Fee-based commercial
banking services include financial management and transaction services, advisory
services, custody services;* credit card services; and other credit-related services, such as
provision of standby letters of credit for trade financing.? Securities-related services
include securities lending services;® mutual fund services, securities clearance and
settlement services; securities trading services; private placements;* and underwriting
services® Insurance and banks deposit-taking and lending services are excluded from
this discussion. Both fee-based commercia banking services and securities-related
services can be traded across borders or sold through foreign affiliates.

L A custodian holds securities under awritten agreement for a client and buys or sells
when instructed. Custody services include securities safekeeping as well as collection of
dividends and interest. Thomas P. Fitch, Dictionary of Banking Terms (New Y ork:
Barron's, 1990), p. 172.

2 A standby letter of credit represents an obligation by the issuing bank to a designated
third party (the beneficiary) that is contingent on the failure of the bank’ s customer to
perform under the terms of the contract with the beneficiary. A standby letter of credit is
most often used as a credit enhancement, with the understanding that, in most cases, it will
never be drawn against or funded. Ibid., p. 591.

3 A securities loan is aloan made by broker-dealers, banks, or other organizations to
finance the purchase of securities. Ibid., p. 552.

4 A private placement is the sale of an entire issue of securities to a small group of
investors. lbid., pp. 481-482.

® Data on transactions of finance affiliates reflect the operations of financia holding
companies, franchises, and other financial companies, including securities and commaodities
brokers. These other financial companies account for nearly 100 percent of sales and
purchases. U.S. Department of Commerce (USDOC), Bureau of Economic Analysis (BEA),
U.S Direct Investment Abroad, preliminary 1995 estimates, table 11.A.2.; and Foreign
Direct Investment in the United States, preliminary 1995 estimates, table A.1.
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Recent Trends

Cross-Border Trade, 1992-97

In 1997, U.S. banking and securities servicefirmsrecorded cross-border exportsof $11.1
billion and cross-border imports of $3.9 billion, resulting in a$7.2-billion surplus (figure
7-1). U.S. exportsincreased by 32 percent in 1997, faster than the 20-percent average
annual increase recorded during 1992-96. By contrast, imports grew somewhat more
dowly in 1997, by 30 percent, than they had during 1992-96, when annual increases
averaged 32 percent. As aconsequence of faster-than-usual export growth and slower-
than-usual import growth, the surplus on trade in banking and securities services
increased significantly faster in 1997, by 33 percent, than it had during 1992-96, when
increases averaged 15 percent per year.®

Strong foreign demand for U.S. securities fueled the rapid growth of banking and
securities service exports. Foreign demand was strong due to 11-percent appreciation of
the U.S. dollar;’ rising U.S. stock prices, as reflected in the 32-percent increase in the
Standard and Poor’ s 500 stock index; and the “flight to quality” that began in the fourth
quarter of 1997, asforeign investors shed Asian securitiesin favor of dollar-denominated
assets.® Net foreign purchases of U.S. securitiestotaled $352.4 billionin 1997, reflecting
22-percent growth over 1996. Net foreign purchases of U.S. Treasury securities
increased by 5 percent in 1997, to arecord $163.1 billion; net foreign purchases of U.S.
stocks increased more than fivefold, to $66.9 billion; and net foreign purchases of U.S.
bondsincreased by 1 percent, to $122.4 billion.° U.S. exports of banking and securities
services also increased as U.S. banks met growing foreign demand for custody services.
U.S. banks' custody holdings grew amost tenfold, from $2.7 billion in 1996 to $26.6
billionin 1997. U.S. banks principally performed custody services for investors in the
United Kingdom and the Caribbean.*

Net U.S. purchases of foreign securities declined in 1997, but the immense volume of
transactions undertaken to increase stakes in West European stocks, where price gains
averaged more than 40 percent,*! and to decrease holdingsin Asiaas the financial crisis
in that region unfolded, resulted in higher U.S. imports, or fees and commissions paid to
foreign brokers. Trading activity inforeign stocksincreased by 53 percentin 1997, while
trading activity in foreign bonds increased by 33 percent.’? Nonetheless, net U.S.
purchases of foreign stocks decreased by 35 percent, from $58.8 billion in 1996 to $38
billionin 1997, while net U.S. purchases of foreign bonds decreased by 16 percent, from

5 USDOC, BEA, SQurvey of Current Business, Oct. 1998, pp. 103-104.

" Eleven percent appreciation of the U.S. dollar was measured against the currencies of 10
industrial countries. USDOC, BEA, Survey of Current Business, Apr. 1998, p. 59.

8 Ibid., p. 76.

°1bid., pp. 75-78.

10 Caribbean investors included U.S. nonbanking firms, such as auto-financing
companies, consumer finance companies, commercial finance companies, and insurance
companies. lbid., p. 75.

2 bid., p. 72.

2 bid., pp. 73-74.



Figure 7-1
Banking and securities services: U.S. cross-border exports, imports, and trade
balance, 1992-97
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Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, Oct. 1998,
pp. 86-87.

$49.4 billion to $41.3 hillion.** Highlighting the impact of the Asian financial crisis, net
U.S. purchases of foreign stocks measuring $15.6 billion in the third quarter of 1997
abruptly shifted to net U.S. sales of $2.6 billion in the fourth quarter, as U.S. investors
shed stocks in emerging markets.™

Among U.S. trading partners in banking and securities services, the United Kingdom
continued its longstanding preeminence (figure 7-2). In 1997, the United Kingdom
accounted for cross-border exports of $2.2 billion, or 20 percent of total banking and
securities service exports, and cross-border imports of $1.6 billion, or 40 percent of total
banking and securitiesserviceimports. British preeminencereflectsL ondon’ sentrenched
position among leading global financial centers. Other significant export markets
included Japan, another leading financial center; Canada; Bermuda; and France.™> Among
these, Bermuda was the only trading partner to make itsfirst appearance among the top
five U.S. export markets for banking and securities services. This likely reflects the
continuing establishment of financial firms, especially nonbanks, in Bermudaasameans
to benefit from favorable corporate, personal income, and capital gains tax rates.’®

B bid., pp. 72-73.

¥ 1bid., pp. 71 and 73.

3 USDOC, BEA, Survey of Current Business, Oct. 1998, p. 104.

16 See USITC, Industry, Trade, and Technology Review, May 1993, p. 17.
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Affiliate Transactions, 1992-96

In 1996, sales of foreign affiliates of U.S. firms exceeded purchasesfrom U.S. affiliates
of foreign firms by no less than $6.9 billion (figure 7-3).” Sales by foreign affiliates of
U.S. firmsamounted to no lessthan $18.2 billion, whereas purchasesfrom U.S. affiliates
of foreign firms totaled $11.3 billion. Sales through foreign affiliates of U.S. firms
appeared to grow by 12 percent in 1996, which was dower than the average annua
growth rate of 26 percent recorded during 1992-95 (despite the decrease in 1994).'® By
contrast, purchases from U.S. affiliates of foreign firms grew by 59 percent in 1996,
much faster than the average annual growth rate of 10 percent recorded during 1992-95.
Principally a consegquence of the exceptionally rapid growth in U.S. purchases from
foreign-owned affiliates, as discussed below, the U.S. balance on affiliate transactions
decreased by 25 percent in 1996, a stark contrast to 48-percent average annua growth
during 1992-95.%°

On abilatera basis, the largest trading partners were those countries where U.S. firms
have established a substantial commercial presence in order to participate in the local
market. Theseincludethe United Kingdom and Japan (figure 7-4), which host thelargest
financial marketsoutsidethe United States. Inthe United Kingdom, salesthrough foreign
affiliates of U.S. firmstotaled $7.9 billion in 1996, representing 43 percent of total U.S.
salesof banking and securities servicesthrough affiliates. Corresponding purchasesfrom
British affiliates operating in the United States measured $2.2 billion, or 19 percent of
total U.S. purchases. Japan ranks second to the United Kingdom in terms of the volume
of financial-service transactions. U.S. affiliates recorded sales of $2.7 billion in the
Japanese market, representing 15 percent of total sales of banking and securities services
through affiliates, and Japanese affiliates accounted for $4.4 billion in purchases,
representing 39 percent of all U.S. purchases from foreign financial service affiliates.
Japan’ sincreasing share of sales stemsfrom several acquisitions of financia ingtitutions
inrecent years. These acquisitionswere reportedly motivated by Japanesefirms’ interest
in broadening their range of services and improving access to U.S. technology and the
large U.S. capital market.® However, Japan’s recent economic difficulties have led
Japanese banks to sell off significant U.S. banking assets, as European and Canadian
banks have expanded their U.S. holdings. Japanese bank assets in the United States fell
24 percent to $291 billion in the vyear

Y BEA data on sales by foreign affiliates of U.S. companies are somewhat limited in
order to avoid disclosing confidential information pertaining to individua firms.
Consequently, the data reported for U.S. sales and the U.S. surplus are believed to understate
U.S. sales and surpluses during 1992-96. Growth rates have been estimated by USITC staff
on the basis of publicly available information. USDOC, BEA, Survey of Current Business,
Oct. 1998, p. 115.

8 hid.

¥ hid., p. 116.

2 |bid., p. 85.



Figure 7-2
Banking and securities services: U.S. cross-border exports and trade balance,
by major trading partners, 1997
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Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, Oct. 1998,
pp. 104-105.

Figure 7-3
Banking and securities service transactions by majority-owned affiliates: U.S.
sales, purchases, and balance, 1992-96
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Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, Sept. 1995,
pp. 104 -105; Nov. 1996, pp. 111-112; Oct. 1997, pp. 137-136; and Oct. 1998, pp. 115-116.
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Figure 7-4
Banking and securities service transactions by majority-owned affiliates: U.S.
sales and balance, by major trading partners, 1996
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Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, Oct. 1998,
pp. 115-116.

ended June 30, 1998. Japan accounted for 25 percent of foreign bank assetsin the United
States as of that date, down from 47 percent 3 years earlier.

Summary and Outlook

The growth of trade in banking and securities services continued unabated during 1996-
97. With respect to cross-border trade in 1997, exports and imports increased by 32
percent and 30 percent, respectively, resulting in 33-percent growth in the surplus on
trade in banking and securities services, which totaled $7.2 billion. With respect to
affiliatetransactionsin 1996, purchasesof financial servicesfromforeign-owned brokers
and dealersin the United Statesincreased rapidly, by 59 percent in 1996, far outstripping
12-percent growth in U.S. banking and securities affiliates sales in foreign markets.
Nonetheless, U.S. sales exceeded U.S. purchases by $6.9 billion, though this was down
by 25 percent from the year before.

The competitive position of U.S. banking and securities service providers appears to be
improving. In part, this stems from mergers and acquisitions in the U.S. financial
industry. Mergers and acquisitions have left U.S. firms larger, thereby able to draw on
more resources and benefit from greater economies of scale. U.S. firms are also more
diversified, with risks spread over multiple products and regional markets. After the

2% As Japan's Banks Trim U.S. Assets, Europe, Canada Institutions Gain,” American
Banker, Feb. 18, 1999, found at Internet address http://www.americanbanker.com/, retrieved
Mar. 3, 1999.
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Citicorp/Travelers Group and NationsBank Corp./BankAmerica Corp. mergers, 3 U.S.
banking and securities service firmsranked among the largest 10 such firmsin theworld,
as ranked by assets (table 7-1). The merger of Deutsche Bank (Germany) and Bankers
Trust (United States), scheduled for completion in 1999, will place afourth company with
considerable U.S. participation in the top ten.?

U.S. banking and securities service firms also may benefit from the reduced lending
capacity of competing foreignfirms, especially Japanese banks. Japanese bankscurrently
hold¥29trillion ($228 billion) of nonperforming and restructured | oans, and haverecently
reported holding another ¥65 trillion ($511 billion) of potential problem loans, which
could become nonperforming loans if borrowers and creditors mismanage the debt, or if
Japan’ s economic recession worsens.?® Given the need to hold reserves against potential
defaults of this magnitude, Japanese banks have been hesitant to extend new loans,
creating aliquidity crisis. In July 1998, Japan announced the Comprehensive Plan for
Financial System Revitalization, a framework intended to reduce debt burdens and
illiquidity. However, most believed the plan was too conservative and wasinsufficiently
funded, at ¥30 trillion ($214 billion), to rescue ailing banks and restore vitality to those
banks that remain healthy in relative terms.**  Additional steps have been taken since
October 1998, including the nationalization of two insolvent banks* and the extension of
¥43 trillion ($362 billion) in recapitalization funds, plus¥17 trillion ($143 billion) to deal
with failed banks. Banking sector improvement is proceeding slowly, however. Fifteen
of Japan’s 18 leading banks have applied to borrow approximately ¥5.7 trillion ($48
billion) in public funds, but further capital injectionswill probably be needed. Banksare
reluctant to apply for the bailout funding because the conditions attached to these funds
are unclear, and the banks are concerned that acceptance of public funds may adversely
affect stock prices, placing the banks in further jeopardy.®

It has a so become clear that Japanese banks are the most vulnerable foreign banksto the
economic crisisthat continuesto play out inthe Asian mainland. At yearend 1997, Japan
held outstanding loans of $114.7 hillion in Asia, accounting for 30 percent of all

2 “The Banker Top 1000,” The Banker, July 1998, p. 131, found at Internet address
http://proquest.umi.com/, retrieved Nov. 30, 1998; Kathleen Day, “Bankers Trust, Deutsche
Bank to Announce Merger,” Los Angeles Times-Washington Post News Service, found at
Internet address http://newsedge/, posted Nov. 30, 1998, retrieved Nov. 30, 1998; and
“Global Rank of Top Financial Services Companies,” Reuters, found at Internet address
http://www.foxmarketwire.com/, posted Apr. 6, 1998, retrieved Nov. 30, 1998.

4 Japan' s Bad News on Bad Debts: ¥65 Trillion of Potential Problems,” The Banker,
Feb. 1998, found at Internet address http://progquest.umi.com/, retrieved Nov. 25, 1998.

% Seg, for instance, Anthony Rowley, “Bridge Plan to Nowhere,” The Banker, Aug. 1998,
found at Internet address http://progquest.umi.com/, retrieved Nov. 30, 1998.

% The Long-Term Credit Bank of Japan and Nippon Credit Bank. See Oxford Analytica
Briefs, “Japan: LTCB Nationalisation,” Oct. 26, 1998, and “ Japan: NCB Takeover,”

Dec. 15, 1998, found at Internet address http://www.oxan.com/ixbin/, retrieved
Mar. 2, 1999.

% Oxford Analytica Briefs, “ Japan: Bank Rescue Package,” Oct. 15, 1998, and “ Japan:
Bank Provisioning,” Dec. 1, 1998, found at Internet address http://www.oxan.com/ixbin/,
retrieved Mar. 2, 1999.
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Table 7-1

Ten largest financial service companies, by assets

Company Country Assets Net Income

(Billion dollars) (Million dollars)
Deutsche Bank/Bankers Trust ........ Germany/United 830 A

States

Citigroup? . ........... ... ... . ..., United States 698 7,506
Tokyo Mitsubishi . ................. Japan 691 326
UBS ... Switzerland 663 3,290
NationsBank® . . ................... United States 525 6,287
SumitomoBank ................... Japan 482 272
SanwaBank ..................... Japan 444 207
HSBC . ... ... . United Kingdom 401 5,273
Chase Manhattan ................. United States 336 2,461
ING ... Netherlands 278 8,333

! Not available.
2 Reflects combined assets and income of Citicorp and Travelers Group.
3 Reflects combined assets and income of NationsBank and BankAmerica.

Source: “The Banker Top 1,000," The Banker, July 1998, p. 131, found at Internet address
http://proquest.umi.com, retrieved Nov. 30, 1998; Kathleen Day, “Bankers Trust Deutsche Bank to
announce Merger,” Los Angeles Times-Washington Post News Service, found at Internet address:
http://newsedge, posted Nov. 30, 1998, retrieved Nov. 30, 1998; and “Global Rank of Top Financial
Services Companies,” Reuters, found at Internet address: http://www.foxmarketwire.com, posted Apr. 6,
1998, retrieved Nov. 30, 1998.

loans to Asia extended by banks reporting to the Bank for Internationa Settlements
(BIS).?” By contrast, German banks accounted for about 13 percent of outstanding loans;
French banks, for 11 percent; British banks, for 9 percent; and U.S. banks, for 8
percent.® In the countries most severely affected by the Asian crisis-Thailand, South
K orea, and | ndonesi a--Japan accounted for 36 percent of outstanding loans; Germany and
France, 10 percent apiece; the United States, 8 percent; and the United Kingdom, 7
percent.?®

U.S. banks may also benefit from recent and ongoing liberalization of foreign financial
markets, especially that which facilitates the acquisition or establishment of foreign
financia affiliates. For instance, Japan’ sliberalizationfacilitated Citigroup’ sacquisition
of a stake in Nikko Securities®® and Merrill Lynch’'s establishment of a new retail
brokerage company that will take possession of the assets formerly held by the failed
Yamaichi Securities® Financia liberalization isalso akey part of the IMF agreements

" Banks reporting to BIS include those of Austria, Belgium, Canada, Denmark, Finland,
France, Germany, Ireland, Italy, Japan, Luxembourg, Netherlands, Norway, Spain, Sweden,
the United Kingdom, and the United States.

% BIS, Monetary and Economic Department, “ Consolidated international banking
statistics for end-1997,” pressrelease, table 2, May 25, 1998.

2 |bid.

% David Weidner, “Citigroup Partners Still Eager Acquirers, Nikko Deal Shows,”
American Banker, June 2, 1998, p. 1.

S “Merrill Lynch Outlines Retail Network Using Yamaichi Outlets,” Nikkei Daily News,

(continued...)
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sgned by Indonesia, South Korea, and Thailand. Restructuring authorities in these
countries are auctioning off the assets of closed financial institutions, although this has
proved to be a dow process due to the difficulty of assessing the value of ailing
ingtitutions.** Nonetheless, U.S. firms have proved to be active bidders in the auctions
held to date. Inthefirst half of 1998, for instance, GE Capital purchased more than 50
percent of the assets auctioned in Thailand.*

A potential obstacle to growing U.S. competitiveness is the possible spread of the Asian
financial crisisto other emerging markets. In particular, U.S. financial institutions could
be adversaly affected if Latin Americawere to become deeply embroiled in the sametype
of crisis that currently plagues Asia. In Latin America, U.S. banks hold 22 percent of
outstanding debt.>* It seems clear that a crisis was narrowly averted by Brazil when its
currency, the real, came under pressure in October 1997. Brazilian authorities averted
the crisis by quickly doubling the Central Bank’s intervention interest rates, to pull in
foreign capital, and adopting afiscal package intended to bring government accountsinto
surplus in short order. In November 1998, Brazilian authorities and the International
Monetary Fund agreed on a program that is intended to end the chronic public-sector
deficit. In its effort, Brazil will be able to draw upon more than $41 billion in funds
provided by the IMF, the World Bank, the Inter-American Development Bank, and
severa industrial countries channeling funds through the Bank for International
Settlements.® On January 15, 1999, the Brazilian Government abandoned the value of
the real in relation to the U.S. dollar, alowing the Brazilian currency to float freely on
foreign exchange markets. Thisled to a sharp devaluation of thereal, which in turn has
made it much more difficult for Brazil to meet its debt service obligations. In
consequence, Brazil and the IMF announced arevised agreement in March 1999. Brazil
agreed to new cuts in federal spending and civil service reform, and a new program to
fight inflation. Therea will remain on afloating exchange rate regime and the Brazilian
Government has committed to accelerating its privatization program.®

The Russian banking sector isin disarray following the currency crisisin August 1998,
with an estimated one-half of the country’s banks insolvent as of February 1999. Net
assets of the banking sector fell by over 60 percent to an estimated $40 billion in 1998.
The Russian Government unveiled a bank restructuring plan in October 1998, but
implementation isonly beginning. A long-awaited law covering the bankruptcy of banks,
passed in February 1999, should greetly facilitate restructuring of the sector. However,

8 (...continued)

Feb. 13, 1997, found at Internet address http://www.nikkei.co.jp/, retrieved Oct. 20, 1998.

%2 In one noteworthy purchase, the Dutch bank ABN Armo acquired a 75-percent stake in
Thailand’s Bank of Asiafor a price to be determined by an independent auditor at yearend
1999 based on the average price-to-book value of six other Thai banks. David Lanchner,
“Buy Now, Priceit Later,” Global Finance, May 1998, p. 17.

% “GE Capital Emerges as the Biggest Buyer of Thai Assetsin FRA sell-off,” The
Banker, Aug. 1998, p. 63.

% BIS, Monetary and Economic Department, “ Consolidated international banking
statistics for end-1997.”

% IMF, Externa Relations Department, “Camdessus Welcomes Conclusion of Talks on
Brazil’s Program,” News Brief No. 98/43, Nov. 13, 1998.

% Oxford Analytica Brief, “Brazil: IMF Agreement,” Mar. 11, 1999, found at Internet
address http://www.oxan.com/ixbin/, retrieved Apr. 30, 1999.
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foreign banks completed a debt restructuring deal with the Russian Government in
November 1998, and remain highly unlikely to make significant new investments.
Support from the international financial institutions has not been forthcoming, either.
Necessary financing for the bank restructuring process must therefore come almost
entirely from the Russian Government.*’

In the long term, U.S. and foreign banking and securities firms are expected to benefit
from countries’ implementation of trade-liberalizing commitmentsin the WTO Financia
Services Agreement which entered into force as scheduled on March 1, 1999.%

% Oxford Anaytica Briefs, “Russia: Debt Deal,” Nov. 17, 1998, “Russia: Bank
Restructuring,” Jan. 29, 1999, and “Russia: Bank Bankruptcy,” Feb. 23, 1999, found at
Internet address http://www.oxan.com/ixbin/, retrieved Mar. 3, 1999.

% The WTO Financial Services Agreement, the fifth Protocol to the General Agreement
on Trade in Services (GATS) was signed by 70 countries on December 12, 1997. It was
ratified by 52 of those countries by the January 1999 deadline. The majority of the
remaining 18 countries are expected to ratify the agreement by June 1999. The agreement
covers multilateral trade commitments in the banking, securities, and insurance services, and
brings to 104 the total number of countries that have made some kind of financial services
commitments in the GATS process. World Trade Organization, “ The Results of the
Financial Services Negotiations Under the General Agreement on Trade in Services,” found
at Internet address http://www.wto.org/wto/services/finance_background.htm, retrieved Mar.
3, 1999.
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CHAPTER 8
COMPUTER AND DATA
PROCESSING SERVICES

| ntr oduction

Computer and data processing services' include computer systems analysis, design, and
engineering; custom software and programming services, computer leasing;® systems
integration services; dataentry, processing, and tabulation; and other computer-related
services such as computer timesharing, maintenance, and repair®> U.S. firms sdl
computer and dataprocessing servicesin foreign markets primarily through foreign-based
affiliates. However, cross-border trade continues to increase as advances in €ectronic
transmission technologies better enable firms to provide computer and data processing
services from remote locations. Computer and data processing services most often
delivered to foreign clients include systems integration,* outsourcing,® and custom
programming.®

1 In 1998, the Bureau of Economic Analysis (BEA) revised downward its estimates for
1992-97 of cross-border trade in computer and data processing services, by reclassifying
computer software royalties and license fees. The reclassification transferred such feesto
other, similar royalty and license fee transactions. BEA held that the reclassification better
reflects the acquisition and sales of rights to use or reproduce computer software as
transactions involving intangible, nonproduced, nonfinancial assets and proprietary rights,
such as patents, copyrights, trademarks, industrial processes, and franchises. Asaresult of
the reclassification, BEA’ s estimates published in October 1998 for computer and data
processing services trade during 1992-96 are lower than such estimates published previously.
See U.S. Department of Commerce (USDOC), BEA, Survey of Current Business, July 1998,
p. 54, and October 1998, p. 76.

2 Data pertaining to computer leasing do not reflect financing fees.

3 This service category excludes prepackaged software shipped to or from the United
States and included in U.S. merchandise trade statistics. USDOC, BEA, Instructions to BE-
22 urvey, OMB form No. 0608-0060, July 20, 1995.

* Systems integration comprises the development, operation, and maintenance of
computer networks. Tasksinvolve all phases of systems design, including planning,
coordinating, testing, and scheduling of projects; analysis and recommendation of hardware
and software; system installation; software customization; and end-user training.

® Outsourcing describes the practice of contracting out internal functions, ranging from
low-skill services such as data entry to more complex functions such as managing a
company’ s telecommunication and computer networks.

8 Custom programmers create or modify software to perform tasks that are unique to
client companies.
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Recent Trends

Cross-Border Trade, 1992-97

In 1997, U.S. cross-border exports of computer and data processing services decreased
by approximately 1 percent to $1.6 billion, reversing the 21-percent average annual
growth rate experienced during 1992-96 (figure 8-1). By contrast, U.S. imports jumped
by 94 percent to $270 million, far above the 22-percent average annud increase achieved
during 1992-96 (despite an 18-percent declinein 1994). The decline in exports and the
rise in imports reduced the computer and data processing services trade surplusto $1.3
billion, or by 10 percent.

The United Kingdom and Canada remained the leading cross-border recipients of U.S.
computer and data processing services in 1997 (figure 8-2). Exports to these countries
accounted for $378 million or 23 percent of total U.S. exports of such services.
Australia, with purchases of $132 million, surpassed Japan and Germany to rank asthe
third-largest market for U.S. computer and data processing services. Canada, the United
Kingdom, Germany, and Japan remained the predominant suppliers of such servicesto
the United States in 1997, accounting for 58 percent of all such imports.

Affiliate Transactions, 1992-96

In 1996, U.S. sales of computer and data processing services through foreign-based
affiliatestotaled $28.3 billion, accounting for 13 percent of total U.S. salestransacted by
foreign affiliates. Affiliate salesrose by approximately 25 percent in 1996,” which was
the same average annual growth rate experienced during 1992-95 (figure 8-3). 1n 1996,
U.S. purchases of such services from U.S.-based affiliates of foreign firms fell for the
first time during the period under review. The 2-percent drop, from $3.9 to $3.8 billion,
sharply contrasts with the average annual growth rate of 20 percent experienced during
1992-95. The large increase in U.S. sales coupled with marginally lower purchases
increased the U.S. balance on affiliate transactions to $24.5 billion. Data limitations
preclude a meaningful discussion of country-specific affiliate activity .

Summary and Outlook

Growth in U.S. exports of computer and data processing services through affiliates
remained strong in 1996, with the yearly increase matching the average annua growth
rate achieved during 1992-95. Affiliate sales continued to account for the vast mgjority

"In October 1997 Survey of Current Business, BEA reported total U.S. sales amounting
to $22.7 billion in 1995 by foreign affiliates of U.S. computer and data processing firms.
This report of Recent Trends in U.S. Services Trade includes these estimates, because such
data for 1995 were not disclosed in the October 1998 Survey of Current Business.

8 To avoid disclosing the operations of individual companies, BEA suppressed much of
the country-specific data regarding affiliate transactions.
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Figure 8-1
Computer and data processing services: U.S. cross-border exports, imports,
and trade balance, 1992-97

Million dollars

[]  Exports []  Imports Trade balance

J RSO0 R LR /\ """"

1000

500 -

1992 1993 1994 1995 1996 1997

Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, Oct. 1998,
pp. 86-87.

Figure 8-2
Computer and data processing services: U.S. cross-border exports and trade
balance, by major trading partners, 1997
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p. 113.



Figure 8-3
Computer and data processing service transactions by majority-owned
affiliates: U.S. sales, purchases, and balance, 1992-96
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Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, Sept. 1995,
pp. 104 -105; Nov. 1996, pp. 111-112; Oct. 1997, pp. 137-136; and Oct. 1998, pp. 115-116.

of tradein such services, leading cross-border exportsby morethan 17-fold. With regard
to cross-border trade, the United Kingdom, Canada, and Japan remained the most
significant trading partners, joined by Australia.

Growth in this sector is expected to remain strong. Important industry issues and
opportunities include electronic commerce, the “Y ear 2000 Problem” (Y 2K),° the high
demand for computer networks of al sizes, and the proliferation of the Internet and the
World Wide Web. Retail sales over the Internet were approximately $600 million in
1996, while 1998 sales are projected to exceed $35 billion. Thisgrowthislikely to create
significant demand for the computer and data processing services that enable electronic
commerce.’?

Industry analysts expect that the global information technology (1T) services market will
nearly double over the next 5 years, to $620 billion. These figures reflect revenue from
sectors including custom programming, consulting, systems integration, and

® Many date-dependent computer applications use only the last two digits of the year and
therefore will not be able to distinguish between, for example, the year 2001 and 1901.
Although a potentially massive problem for computer users, the Y 2K presents computer
software and services vendors with significant opportunity as worldwide repair estimates
range from $200 billion to more than $500 billion.

% For amore in-depth analysis of Internet retailing, see: USITC, “Nonstore Retailing:
Alternative Retail Venues Attract Customers,” Industry, Trade, and Technology Review,
publication No. 3153, Dec. 1998.
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outsourcing.** According to International Data Corporation (IDC), worldwide spending
on outsourcing services grew by nearly 20 percent in 1997, to $44 billion, and is likely
to grow by 12 percent annually through 2001. One of the newer, fast-growth areas of the
outsourcing industry is business process outsourcing (BPO).* This segment comprised
27 percent of total outsourcing revenuesin 1997, and is expected to grow by more than
15 percent per year through 2001. The worldwide systems integration market also
experienced healthy growth in 1997. Industry analysts estimate the market grew by 12
percent to $39.4 billion. The market is expected to grow by 11 percent annually through
2001, as the manufacturing and financial sectors continue integrating their worldwide
operations. Data-processing-service providersal so continued to experiencerobust growth
in 1997. Industry analysts estimate this market topped $62 billion, up by 9 percent from
1996.2

The European market for computer and data processing services is strong. Leading
applicationsinclude solving Y 2K problems and adjusting computer systemsto recognize
the single European currency, the euro, introduced at the beginning of 1999.*4
Opportunitiesareaso likely to devel op in Asiaas businessesrestructuretheir financially
troubled operations. Industry analysts believethat outsourcing may become an attractive
strategy to Asian companies striving to reduce costs.”> Growth is also reaching Latin
America. Mexico iscurrently overtaking English-speaking rivals such asIreland, India,
and several Caribbean Idlands as the leading foreign destination for U.S. data
processing.’®

U.S. firms play a major role in meeting the worldwide demand for computer and data
processing services. For example, Andersen Consulting reported strong growthin Europe
and the Asia-Pacific markets in 1997.% Automatic Data Processing’® (ADP) has
operationsin every magjor European country and believes that the continued increase in
multinational companies and a strong demand for outsourcing will create additional

" Bruce Cadwell, “Technology Services: Genesis of aNew Services Era,” Information
Week, Apr. 6, 1998, found at Internet address http://www.informationweek.com/, retrieved
Nov. 5, 1998.

2 BPO involves outsourcing an entire business function of a company, such as human
resources operations.

3 Standard & Poor’s, “Industry Surveys - Computers: Computer Services,” June 25,
1998, p. 2.

¥ To prepare for the currency conversion, most European businesses, particularly banks
and financial services providers, will require extensive modifications to their computer
hardware and software. The updates are likely to be expensive -- estimates range from two
to six times as costly as Y 2K conversions. Anne Knowles, “Euro: Creation of a new
currency,” Datamation, Nov. 1997.

5 “Top Analysts Review Computer Services,” The Wall Street Transcript, found at
Internet address http://www.twst.com/, retrieved Nov. 5, 1998.

16 Mexico's strengths include its proximity to the United States, alarge bilingual work
force, inexpensive labor, and a high-capacity telecommunications infrastructure. Joel
Millman, “U.S. Offshore Data Processing Firms Flourish in Mexican Border Cities,” Wall
Street Journal, Dec. 1, 1998.

1741997 Annual Report,” Andersen Consulting, found at Internet address
http://www.ac.com/, retrieved Oct. 21, 1998.

8 ADP specializesin employer services such as payroll and human resource
management.
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opportunities in the region. 1n 1997, ADP expanded its presence in the Canadian and
South American computer services markets through severa acquisitions.”®  Foreign
clients accounted for 39 percent of Electronic Data Systems (EDS)® total revenuesin
1997, up from 35 percent in 1996. European revenue for EDS increased $461 million,
or 17 percent, to $3.1 billion in 1997. Other foreign revenues grew $239 million more
than in 1996, to $1.1 billion, due principally to new contracts signed in the Asia-Pacific
region.! First Data Corporation also reported continued international successin 1997.
The firm expanded its presence in Europe through ajoint venture in Spain, new clients
in Germany, and improved relationships with British-based clients. Operations in
Australia also enjoyed strong growth.?

A trend that continues to reshape the computer services market isthe gravitation toward
offering services by leading manufacturers of computer hardware. Ascompaniesexpand
worldwide and as technology becomes more complex, clientsincreasingly value asingle
sourcefor all their computer needs. One-stop-shopping provides better pricesand greater
convenience. Compag Computer, the world's largest PC maker, entered the services
market by purchasing Digital Equipment Corporation, aleader in corporate systemsand
services. The combined company’s $37.5 billion in annual revenue will be second only
to IBM’s?

IBM’ sservices businessisthe fastest growing sector within the company and is expected
to be the largest sector by the end of 1999.* IBM is optimistic because, among other
factors, the firm recently won several outsourcing contracts in Japan, a huge market
where companies have historically kept work in-house. Also, the worldwide backlog for
IBM services contracts stands at $44 billion.”® 1BM’s services revenue increased 22
percent in 1997 and 25 percent in 1996. The increases were driven by continued strong
growth in professional services, which includes managed operation of systems, and
systems integration design and devel opment.®

¥ Automatic Data Processing, Inc., Form 10-K, filed with the U.S. Securities and
Exchange Commission, fiscal year ended June 30, 1997.

2 EDS provides professional services such as systems development, systems integration,
and business process management to industries including communications, health, energy,
travel and transportation, and financial services.

2 Electronic Data Systems Corp., Form 10-K, filed with the U.S. Securities and
Exchange Commission, fiscal year ended December 31, 1997.

2 First Data Corp., Investor Information, found at Internet address
http://www firstdatacorp.com/, retrieved Oct. 22, 1998.

% Paul Davidson, “Compag to buy Digital in bid for clout,” USA Today, Apr. 6, 1998.

2 Jeff Bliss, “IBM Increases Reliance On Services Growth,” Computer Reseller News,
May 13, 1998, found at Internet address http://www.techweb.com/, retrieved Oct. 22, 1998.

Z4IBM Isin Taks for Services Deal That May Be Worth Over $2 Billion,” Dow Jones
Newswires, Wall Sreet Journal Interactive, Aug. 10, 1998.

% Reportedly, IBM continues to face the adverse effects of weaknessin some Asian
markets. Also, since approximately 81 percent of IBM’s non-U.S. revenue was derived from
affiliates operating in local currency environments, the company’ s results were diminished
as many worldwide currencies weakened versus the U.S. dollar in 1997. International
Business Machines Corp., 1997 IBM Annual Report, found at Internet address
http://www.ibm.com/Annual Report, retrieved Nov. 5, 1998.
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New Y ork-based Computer Associates Internationa (CA), akey developer of software
products, is also moving into the international computer services market. CA is
expanding its European services business through acquisitions and internal growth.?
However, a severe shortage of qualified professionalsis creating staffing problems and
isdriving up the price of service companies entertaining acquisition offers. Y et, because
the European service market is extremely fragmented, CA believesit has an opportunity
to become amajor participant.?®

%" CA-Europe hopes to add 500 employees per quarter to the services group.
% Steven Burke, “ CA Hires Bull France President,” Computer Reseller News, Sept. 10,

1998.
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CHAPTER9
EDUCATION SERVICES

| ntr oduction

Education servicesincludeformal academicinstructionin primary, secondary, and higher
education institutions such as colleges and universities, as well as instructiona services
offered by libraries and correspondence, vocational, language, and specia education
schools. Formal foreign study programs sponsored by colleges and universities account
for approximately 90 percent of trade in education services.! U.S. cross-border exports
reflect the estimated tuition and living expenses of foreign residents enrolled in U.S.
collegesand universities.? U.S. cross-border imports of education services represent the
estimated tuition and living expenses of U.S. residents who study abroad.® Affiliate
transactionsin education services occur when U.S. institutions provide courses overseas
using their own faculty and facilities, or when foreign institutions provide coursesin the
United States using their own faculty and facilities. Because comprehensive data on
affiliatetransactionsarenot available, thischapter will focussolely on cross-border trade.

Recent Trendsin Cross-Border Trade, 1992-97*

In 1997, U.S. exports of education services totaled $8.3 billion, while U.S. imports
measured $1.3 billion (figure 9-1). Exports increased by 5 percent in 1997, dightly
dower than the 6-percent average annual increase during 1992-96. By comparison, U.S.
imports grew by 8 percent, also dower than the 13-percent average annua growth rate
during 1992-96. Trade in education services generated a $6.9-billion surplusin 1997,
surpassing the previous year by aimost $300 million. The surplus grew by 4 percent,
dlightly slower than the 5-percent average annual growth rate during 1992-96.

Foreign students studying in the United States numbered 457,984 in the 1996-97
academic year, placing the United States first in the world in terms of foreign student
enrollment. However, foreign enrollment grew only dightly, by 1 percent, following

Y USITC staff estimates based on interviews with U.S. Department of Commerce
(USDOC) officials, Mar. 1997.

2 Foreign residents do not include U.S. citizens, immigrants, or refugees.

3 U.S. residents must receive credit from accredited U.S. institutions to be included in
trade data; those who do not transfer foreign academic credit to U.S. institutions, or who
study abroad on an informal basis, are not included.

* The Bureau of Economic Analysis (BEA) reports trade data on education services on an
academic-year basis. Accordingly, trade data for 1992 spans the 1991-92 academic year,
which began in September 1991 and ended in August 1992. Trade data reported for 1997
include services provided during the 1996-97 academic year.
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Figure 9-1
Education services: U.S. cross-border exports, imports, and trade balance,
1992-97
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Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, Oct. 1998,
pp. 86-87.

even smaller increases in the 1994-95 and 1995-96 academic years.> Together, these
three academic years represent the smallest consecutive annua increases since the
Ingtitute of International Education (11E) began collecting such statistics in 1919, and
continue a 7-year trend of sow growth in foreign-student enrollments in the United
States.® The slowdown can be attributed to several factors, perhaps the most important
of which is increasing competition from abroad, especialy from three other English-
speaking countries--Australia, Canada, and the United Kingdom.’

These three countries have been particularly aggressive, and successful, in recruiting
foreign students, especially from Southeast Asia.® Austrdia, in particular, hasundertaken
a determined marketing campaign aimed at prospective students from Asia. Its efforts
havefocused on promoting Australiaand itsinstitutionsasanearby, economical, and safe
alternative to an education in the United States.® The recent economic downturnin Asia,

°Todd M. Davis, ed., Open Doors 1996/97: Report on International Educational
Exchange (New Y ork: Institute of International Education, 1997), p. 1.

®Ibid., pp. 1, 3, 189.

"The U.S. share of the international education market has shrunk from 40 percent in the
1980s to approximately 32 percent today. Paul Desruisseaux, “Intense Competition for
Foreign Students Sparks Concerns About U.S. Standing,” Chronicle of Higher Education,
Oct. 9, 1998, p. A55; and industry representatives, telephone interviews by USITC staff, Oct.
28 and Nov. 2, 1998. See aso, Paul Desruisseaux, “ Competition Intensifies for Asian
Students,” Chronicle of Higher Education, May 29, 1998, pp. A43-A49.

8 Desruisseaux, “ Intense Competition for Foreign Students,” p. A55; “Issues for the 21st
Century: the International Student Market, 1997,” in Davis, Open Doors 1996/97, pp. 4-6;
and industry representatives, telephone interviews by USITC staff, Oct. 28 and Nov. 2, 1998.

° Desruisseaux, “ Competition Intensifies for Asian Students,” pp. A48-A49; Geoffrey

(continued...)
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combined with asignificant depreciation of the Australian dollar against the U.S. dollar,
have added to Austraia’'s alure.’® Additionally, Australia is expected to pass new
immigration laws that would waive current residency requirements and make foreign
studentswho earn Australian degreesimmediately eligiblefor permanent residency inthe
country. Such apolicy could prove to be very attractive to foreign students.™*

Steadily improving educational systems and institutions, especialy at the undergraduate
level, in developing and newly developed countries, especialy in Asia, aso contributed
to the dowdown in the flow of foreign students to the United States.'

Despite the above, Asian countries continue to be magor U.S. export markets for
education services. In 1997, Asiaaccounted for over 57 percent of U.S. exports of such
services. Ranked by values, Japan, Korea, China, Taiwan, Canada, India, and Malaysia
led al U.S. export markets (figure 9-2). Exports increased with regard to four of the
seven markets, especially thetwo leading markets, Japan and Korea, athough the growth
rate of such exports to Korea dowed dightly. Even so, Korea replaced China as the
number two U.S. export market in 1997.% Interestingly, although U.S. exportsto China
declined by 2 percent to $545 million in 1997, the number of students from China
studying in the United States actually rose by 7 percent, from 39,613 in the 1995-96
academic year to 42,503 in the 1996-97 academic year."* A closer examination of the
numbers reveals that the proportion of Chinese students enrolled in undergraduate
programs has declined, while the proportion enrolled in graduate programs has risen.”®
Foreign students generally pay full tuition at the undergraduate level, while specia
financial aid, especidly teaching assistantships, is often available to graduate students.

9 (...continued)
Maslen, “Australia Plans Campaign to Promote Its Colleges to Students from Other
Nations,” Chronicle of Higher Education, May 22, 1998, p. A52; and industry
representatives, telephone interviews by USITC staff, Oct. 28, 1998.

10 Desruisseaux, “ Intense Competition for Foreign Students,” p. A55; and industry
representatives, telephone interviews by USITC staff, Oct. 28, 1998.

! Geoffrey Madlen, “Shift in Immigration Laws May Help Australian Universities Attract
Foreign Students,” Chronicle of Higher Education, Sept. 18, 1998, p. A52; and industry
representatives, telephone interviews by USITC staff, Oct. 28, 1998.

2 Industry representatives, telephone interviews by USITC staff, Oct. 28 and Nov. 2,
1998. However, according to arecent article, the higher education systems in many of the
world’s poorest countries, especially in Africa, have deteriorated significantly over the past
two decades primarily because of soaring enrollments and declining economies. See, Burton
Bollag, “International Aid Groups Shift Focus to Higher Education in Developing Nations,”
Chronicle of Higher Education, Oct. 30, 1998, pp. A51-A52.

Interestingly, according to Open Doors, for the fourth consecutive year, enrollments
of African students were up during the 1996/97 academic year. Davis, Open Doors 1996/97,
p.7.

3 BEA, Survey of Current Business, Oct. 1998.

4 Davis, Open Doors 1996/97, p. 30.

% 1bid., p. 38.
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Figure 9-2
Education services: U.S. cross-border exports and trade balance, by major
trading partners, 1997
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Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, Oct. 1998,
pp. 104-105.

This partially explains how more students could result in lower exports. It is aso
possiblethat Chinese studentsin general are attending schoolswith lower tuition, perhaps
community colleges, and budgeting less for living expenses.’®

European marketsremained the principal destinationsfor U.S. residents studying abroad,
accounting for approximately 56 percent of al U.S. imports of education services in
1997. The United Kingdom held the largest share of U.S. imports, as in years past,
followed by Mexico, Spain, Italy, and France. The United Statesmaintained an education
servicestrade surpluswith all of itstrading partners except Italy, Mexico, Spain, and the
United Kingdom.

Summary and Outlook

Although the United States continued to generate a substantial surplus in education
servicestrade, therate of growth of the surplushasdowedinrecent years. Studentsfrom
Asiaremained thelargest foreign consumersof U.S. education services, led by thosefrom
Japan, Korea, China, Taiwan, and India

In recent years, a number of developments have raised concerns about the ability of the
United States to continue to attract international studentsto itsinstitutions. Since 1997,
the Asian financial crisis has drawn the most attention. Starting in mid-1997, countries
in Southeast Asia succumbed to plummeting currencies and faltering capital markets,

18 |ndustry representative, interview via electronic mail by USITC staff, Jan. 20, 1999.
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rapidly and severely undercutting Asian employment and savings. U.S. educators and
government officials feared that dire economic conditions in Asia would prevent Asian
studentsfrom pursuing their educationsin theUnited States. M ost institutions anticipated
a substantial decline in the numbers of both continuing and newly matriculating
students.*” In order to stave off an exodus of Asian students from this country, U.S.
educational ingtitutions, private corporations, and State and Federal Governments
combined efforts to provide financial aid, including special loans, scholarships, and
grants; tuition deferment plans; and part-time employment opportunities. Additionally,
the United States Information Agency (USIA), under its Exchange Visitor Program, and
the Immigration and Naturalization Service implemented specia regulationsin order to
ease student visa requirements and employment restrictions.*®

In the end, the results appear to be mixed. For the 1996-97 academic year, many
institutionsreported significantly lower enrollmentsof Asian students. Indeed, |1 E census
numbers indicate lower enrollments from Hong Kong, Indonesia, the Philippines,
Singapore, and Taiwan. However, enrollments from Malaysia, the Republic of Koresa,
and Thailand, among the countries hardest hit by the Asian crisis, were actually up by 4,
3, and 11 percent, respectively.’® More recent enrollment figures paint an even brighter
picture. According tothellE, enrollmentsfrom almost al Asian countriesfor the 1997-
98 academic year were up. Most notably, enrollments from the Republic of Koresa,
Thailand, China, and Indonesia were up 16, 12, 11, and 7 percent, respectively.
Enrollmentsfrom the Philippines, Malaysia, Singapore, and Taiwan were up aswell, but
only marginally.®® Even so, there are till some observers who think that 1997-98
enrollment figures, as they were collected in fall 1997, do not accurately reflect the
disruption caused by the Asian crisis®® Interviews with administrators at several
universitiesthat historically have attracted large numbers of foreign students suggest that

Y Tony Gillotte, “Financial Crisisin Thailand Disrupts Plans of College Students,”
Chronicle of Higher Education, Nov. 14, 1997, p. A49; Paul Desruisseaux, “In the U.S.:
Survey Finds Less Effect Than Officials Had Expected,” Chronicle of Higher Education,
Mar. 27, 1998, pp. A52-A53; Paul Desruisseaux, “U.S. Colleges Widen Foreign Recruiting
to Offset Loss of Students from Asia,” Chronicle of Higher Education, Sept. 25, 1998, pp.
AB55-A57; and industry representatives, telephone interviews by USITC staff, Oct. 16, 1997
and Oct. 28, 1998.

18 Desruisseallx, “Survey Finds Less of an Effect on Enrollments Than Expected,” p. A52;
“Oklahoma Lures Internationals with Low Tuition,” International Educator, vol. 7, No. 4
(Early Fall 1998), p. 7; “Korean Student Assistance Awards Program Announces Grant
Recipients,” NAFSA.news, Oct. 23, 1998; Eduardo Lachia, “U.S. Benefactors Help Asian
Students Remain in School,” Asian Wall Street Journal, Sept. 7, 1998, p. 16; “NAFSA and
ASPIRE Announce ASAAP Grant Recipients: Asian Student Assistance From NAFSA,”
NAFSA Newdletter, vol. 49, No. 6 (Aug./Sept. 1998), p. 15; “Special Student Relief: a
NAFSA Practice Advisory,” Government Affairs Bulletin, vol. 13, No. 8 (May/June 1998),
pp. 1, 3-7; “U.S. Agency Eases Visa Rules for Some Asian Students,” Chronicle of Higher
Education, July 3, 1998, p. A33; and industry representatives, telephone interviews by
USITC staff, Oct. 28 and Nov. 2, 1998.

® Davis, Open Doors 1996/97, pp. 30-31.

2 Institute of International Education (I1E), as reported in, "Foreign Studentsin U.S.
Institutions, 1997-98,” Chronicle of Higher Education, Dec. 11, 1998, p. A67.

2 Paul Desruisseaux, “2-Year Colleges at Crest of Wavein U.S. Enrollment by Foreign
Students,” Chronicle of Higher Education, Dec. 11, 1998, p. A66; and industry
representatives, telephone interviews by USITC staff, Oct. 28 and Nov. 2, 1998.
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fall 1998 enrollments by Asian students may indeed be significantly lower.?? English as
a Second Language (ESL) programs were the first and worst hit by a decline in Asian
student enrollments, with some programs declining by as much as
50 percent. Although Asian enrollments are off in regular degree programs as well, the
effects appear to be largely offset by increases in enrollments from the rest of the world.
Severa schools report that the numbers of students from China, India, and countriesin
Eastern Europe and the former Soviet Union are up significantly. It also appears that
while undergraduate enrollments may have declined, graduate school admissions, which
oftenincludespecial financia aid, including teaching assistantships, areup. Additionally,
institutions with historically large international enrollments and active recruitment
programs appear to have been able to maintain total enrollment, even if Asian student
enrollments are down.?

The lessons of the Asian financial crisis, combined with increased competition from
abroad, have brought theissue of attracting foreign studentsto thefore. U.S. institutions
and organizations concerned with international education, along with State and Federal
Government officias, are engaged in a dialog regarding the possibilities for active
recruitment of foreign students and so-called “ cooperative marketing”--that is, a unified
public-private effort to promote U.S. educational institutions abroad much like other U.S.
exports.?* This comes at atime when the U.S. Government has chosen to eliminate the
USIA asadistinct entity, for many years the sole promoter abroad of aU.S. education.”®
Although most of its programs, including academic and cultural exchange programs, will
continue under the Department of State, continued funding for its 450 academic advising
centers, which dispenseadvice and information about U.S. higher education to aminimum
of 2 million prospective students each year, has been and continues to be in doubt.
Further, interviews with administrators at U.S. educational institutions reveal some
scepticism about the prospects for and the efficacy of “cooperative marketing” of such
adiverse and varied export as education. It should be noted that much of this skepticism
may come from ingtitutions that do not themselves have active recruitment programs,
beyond making informational materials available abroad.?®

2 Industry representatives, telephone interviews by USITC staff, Oct. 28 and Nov. 2,
1998.

3 Desruisseaux, “U.S. Colleges Widen Foreign Recruiting,” p. A55; and industry
representatives, telephone interviews by USITC staff, Oct. 28 and Nov. 2, 1998.

2 Marlene Johnson, Executive Director and CEO, NAFSA: Association of International
Educators, “U.S. Leadership in International Education: the Lost Edge,” remarks at the U.S.
Department of State, Sept. 24, 1998, found at Internet address http://www.nafsa.org/,
retrieved Oct. 13, 1998; Marlene Johnson, “* Cooperative Marketing': Can it be Applied to
Funding Overseas Advising Centers?” NAFSA.news, Oct. 9, 1998; and industry
representatives, telephone interviews by USITC staff, Oct. 28 and Nov. 2, 1998.

% The USIA will officially merge with the Department of State as of October 1, 1999.
USIA official, telephone interview by USITC staff, Jan. 19, 1999. Seeaso “U.S.
Information Agency is Eliminated, but Its Academic-Exchange Programs Will Live On,”
Chronicle of Higher Education, Oct. 30, 1998, p. A51.

% |ndustry representatives, telephone interviews by USITC staff, Oct. 28 and Nov. 2,
1998.
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Despite the challenges, the United States maintains its position as the world's leading
exporter of education services. Although 4-year, degree-conferring colleges and
universities continue to account for the overwhelming majority of these exports, industry
professionals point to other areas that are of increasing interest. In particular, U.S.
community colleges continue to attract a larger share of foreign students. Community
colleges are increasingly viewed by foreign students as a viable and less expensive entry
pointintothe U.S. system of higher education.” Indeed, most recent figuresfor the 1997-
98 academic year show that 2-year colleges attracted twice as many foreign students as
they did a decade ago. Enrollments of foreign students at 2-year colleges saw a 13-
percent increase over the 1996-97 academic year, accounting for 15 percent of al foreign
enrollments in the United States during the 1997-98 academic year.?

Other areas that have seen significant increases in the number of foreign students are
continuing education and extension programs. In particular, short-term certificate
programs, especially for corporate consumers, and intensive ESL programs have become
increasingly popular among foreign students.® Aswith the community college, the ESL
programs often act as conduits to degree pr