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Preface

On June 11, 1984, on its own motion and in accordance with section 332(b)
of the Tariff Act of 1930 (19 U.S.C. 1332(b)), the United States International
Trade Commission instituted investigation No. 332-185, Assessment of the
Effects of Barter and Countertrade Transactions on U.S. Industries. The study
examines (1) the effects of the growing involvement of U.S. companies in
international countertrade transactions as well as offset arrangements whether
or not related to foreign military export sales and (2) the economic
conditions that have created the demand for such trade. Notice of the
investigation was given by posting copies of the notice of investigation at
the Office of the Secretary, U.S. International Trade Commission, Washington,
DC, and by publishing the notice in the Federal Register (49 F.R. 25316, June
20, 1984) (app. A). 1/

Concurrent with the Commission's investigation, Congress enacted the
Defense Production Act Amendments of 1984 (Public Law 98-265, approved Apr.
17, 1984), which amended the Defense Production Act of 1950 (50 U.S.C. App.
2061) (app. B). The 1984 law added section 309 to the Defense Production
Act. Section 309 requires the President, not later than 18 months after the
date of enactment, to submit to the Committee on Banking, Finance, and Urban
Affairs of the House of Representatives and the Committee on Banking, Housing,
and Urban Affairs of the Senate a report on the impact of offsets on the
defense preparedness, industrial competitiveness, employment, and trade of the
United States. The President directed the Office of Management and Budget
(OMB) to coordinate preparation of the section 309 study of the impact of
offsets.

Both the OMB and the Commission intended to survey U.S. corporations on
the effects of offset arrangements in the respective investigations. On
August 6, 1985, the Commission submitted a questionnaire to the OMB for
approval. Citing the burden on U.S. corporations of completing two similar
questionnaires under the two investigations, the OMB requested that the
Commission alone gather the necessary information for both investigations and
provide the OMB certain information pertaining to offsets associated with
military related exports. The Commission agreed to the OMB's request and in
turn solicited U.S. corporations' responses to a questionnaire jointly
developed by the Commission and the OMB (49 F.R. 47440, Dec. 4, 1984)

(app. A). Information from the questionnaire was provided to the OMB on July
22, 1985, at the direction of the OMB pursuant to authority delegated to the
OMB by the President under the Defense Production Act (see Executive Order No.
12521 of June 24, 1985 (50 F.R. 26335)).

In the course of its investigation, the Commission collected
questionnaire data from 154 firms having offset obligations resulting from
military-related export sales (including firms which were subcontractors for
firms having such offset obligations) and 369 major U.S. export firms engaged
in countertrade transactions.

1/ Various other Federal Register notices concerning the study questionnaire
and public hearings are also contained in app. A.
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A public hearing was held on May 30, 1985 (49 F.R. 50317, Dec. 27, 1984,
and 50 F.R. 12090, Mar. 27, 1985) (app. A)), in the Commission's hearing room
in Washington, DC, and testimony was received from several representatives of
trade associations, multinational corporations, and consultants involved with
or concerned about international countertrade transactions (app. C).
Additionally, information was obtained from published sources, from interviews
with corporate executives representing U.S. firms with offset or countertrade
interests, from the Commission's files, and fcom other sources.

The information and analysxs 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 covering the same or similar matter.
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Executive Summary

During 1980-84, international trade has seen a marked increase in the
number of countries and intensity of efforts involved in actively promoting
barter and countertrade as a means of conducting 1nternat10nal exchanges of
goods and services.

This study identified as many as 61 governments with policies which
encourage such techniques to some degree. A growing number of governments
have become direct, active participants in countertrade transactions and still
others have levied requirements for countertrade on some aspects of privately
conducted trade. :

Estimates of the overall importance of countertrade 1/ vary widely. Few
governments collect or publish data specifically to identify such transac-
tions. A 1985 study of the 25-member Organization for Economic Cooperation
and Development, based in Paris, concluded that countertrade transactions are
a relatively marginal practice, accounting for less than 5 percent of world
exports, excluding trade among Eastern European nations.

It is widely agreed, however, that in 1980-84 the world has seen a marked
increase in efforts to promote and expand countertrade in various forms. A
great variety of nations use countertrade including oil-poor developing nations
(e.g., Israel, Jamaica, and Turkey), oil-rich developing nations (Indonesia,
Malaysia, Mexico, and Saudi Arabia), newly industrialized nations (Korea and
Singapore), and such traditional users as the Eastern Europeans (East Germany,
the Soviet Union, Poland, etc.). Even developed market economies such as

Australia, Belgium, Canada, and Japan have become important actors. 1In an
" unusual case, a U.S. company has requested a countertrade commitment as part
of a major purchase from one newly industrialized nation.

Reasons given for the expanding international emphasis on countertrade
include: (1) the international debt and balance of payments problems of many
nations, forcing upon them the need to find non-hard-currency ways of paying
for important imports; (2) national budget problems which dictate a need to
economize on and even recoup the costs of major military import purchases; and
(3) political pressures to maintain economic development and employment-expan-
sion programs despite budget and payments deficits and intensifying competi-
tion in export markets.

During 1980-84, the average current account deficit of all non-oil-pro-
ducing developing countries averaged $65 billion annually, whereas that for
industrialized countries collectively averaged $36 billion (see table 14,
page 39). In these circumstances, international commercial lending to many of
the more indebted countries was curtailed. Additionally, many debtor nations
are under obligations to the International Monetary Fund (IMF) to conserve
foreign exchange and reduce high debt levels. Many debtor countries,

1/ For purposes of this report, the term "countertrade" refers to all forms
of reciprocal or "tied" international contractual or "best effort" commitments.
Such forms of countertrade include offsets (whether or not linked to military-
related export sales), barter, compensation, counterpurchase, and blocked cur-
rency countertrade (see pp. 1-8 for specific definitions).
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especially those heavily dependent upon imported resources, have resorted to
countertrade as a means of conserving foreign exchange. Many countries have
- undertaken import reduction programs. As a result, exporting companies must
compete more vigorously for diminished export demand and are therefore more
vulnerable to countertrade demands. With respect to U.S. firms, this trend
can be seen by the dramatic rise in countertrade obligations during 1980-84.

The purpose of this study is to determine the extent of U.S. involvement
in countertrade and its impact on U.S. trade and domestic economic interests.
Understanding this involvement also requires knowledge of the policies and
practices of the countries that have stimulated these techniques.

Countertrade transactions consist of three major elements: the export
sales agreement; the obligation agreements (there may be more than one ‘
obligation agreement associated with a sales agreement); and the fulfillment,
or implementation, of the obligations. The obligation agreements are not
necessarily entered into at the same time that the original sales agreement is
signed. Often, final agreement on the obligations lags behind the sales
agreement by 6 months or more. Final fulfillment of the obligations, the
third element in a countertrade transaction, may take as many as 10 years or
more to complete. : ' o '

The information presented in this report is based principally on
responses to the Commission's questionnaires from more than 500 U.S.
corporations. The respondents accounted for approximately $2 trillion in
total sales in 1984, including export sales of $127 billion. (Total U.S.
merchandise exports in 1984 were $212 billion.)

Iwo types of corporations were surveyed by Commission questionnaires in
the course of this investigation--those substantially involved with military-
related export sales having associated offset obligations and those corpora-
tions with foreign sales involving other types of countertrade. Because the
offset obligations associated with foreign military sales are generally
fulfilled differently from other types of countertrade obligations, and
because detailed data on such offset obligations were gathered in a separate
Commission questionnaire, these types of obligations are frequently discussed
separately in this report. Direct comparisons of nonmilitary countertrade and
countertrade associated with military offsets are made to the extent that the
two data bases are similar in scope.

The major findings of this study of U.S. involvement in countertrade are
as follows:

o Of $127 billion of 1984 U.S. export sales sur&e ed 7.1 billion or
5.6 percent involved countertrade obligations. The total value of

associated U.S. countertrade obligations peaked in 1983 at $3.5

billion, declining to $2.8 billion in 1984, equivalent to just more
than 2 percent of exports.

According to questionnaire responses, the ratio of total countertrade
obligations (including offsets) to associated export sales agreements
fluctuated dramatically from year to year, but it generally exhibited an
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increasing trend. The ratio ran as high as 66 percent in 1983 and as low as
10 percent in 1980. 1In 1984 the ratio was 39 percent. The average for the
. 1980-1984 period as a whole was 39 percent.

A summary of the value of U.S. sales agreements involving countertrade
and associated obligations in 1980, 1982, and 1984, for both military and
nonmilitary related transactions, is shown below (in millions of dollars):

Item 1980 1982 1984
Sales agreements involving
countertrade: :
Military related (offsets)----- 6,568 732 5,890
Nonmilitary---—————— e 1,846 983 1,249
Total--- 8,414 1,715 7,139
Countertrade obligations: . .
Military related (offsets)-—---—- 414 439 2,182
Nonmilitary--—————eeeee 467 479 580

Total—-—-—— e 881 918 2,762

o Almost $5.5 billion in total U. S. exports resulted from countertrade
(excluding offsets) agreements during 1980-84, and approximately

4.6 billion dollars worth of goods and services are currently
planned for export during 1985-2000.

U.S. exports associated with nonoffset countertrade increased by almost
fourfold, from $285 million in 1980 to $1.4 billion in 1984. From 1980
through 1984, they represented 84 percent of the total exports committed under
sales agreements signed during the 1980-84 period. In most major export sales
contracts, the actual time of delivery of the export product ranged from
several months to several years after the contract signing, and delivery may
have been spread out over several years. Current contracts call for exports
targeted during 1985-2000 to exceed $4.6 billion.

o Imports from nonoffset countertrade totaled $1.8 billion during the

same period. U.S. imports resulting from countertrade (including

military offsets) transactions accounted for an insignificant share
of total U.S. imports.

The $525 million peak in 1984 in U.S. imports under countertrade
transactlons, including offsets, accounted for just over 0.1 percent of total
U.S. imports of goods and services that year. Imports associated with
nonmilitary-related countertrade accounted for virtually all of countertrade
imports in 1980 and for about 80 percent ($420 million) of the total in 1984;
U.S. imports received in such countertrade fluctuated annually between $323
million and $420 million and totaled $1.8 billion during 1980-84.

Countertrade imports in 1984 accounted for only 19 percent of total
obligations that year. Additional goods and services received in countertrade
in 1984 were either sold abroad, absorbed by foreign affiliates of U.S.



companies, or sold to a trading company, while any remaining difference is
due to the multiyear period over which countertrade transactions can be
implemented.

o The total value of U.S. exports obtained under nonmilitary countertrade
exceeded that of U.S. imports. 1/

During 1980-84, U.S. exports resulting from countertrade (excluding
offsets) agreements exceeded countertrade imports in each year except 1980.
In 1980, countertrade imports were valued at $323 million, whereas exports
were valued at $285 million, representing a trade deficit of $38 million in
goods and services associated with nonmilitary countertrade. 2/ Since 1980,
however, the United States has experienced annual trade surpluses in
nonmilitary countertrade, increasing from $538 million in 1981 to $1.5 billion
in 1983 before declining to $940 million in 1984. It should be noted that
annual trade surpluses are expected in countertrade transactions, because most
countertrade agreements permit associated purchase obligations to be less than
the full value of the export contract, to be carried out over several years,
and to involve arrangements other than imports into the exporting country. As
a result, U.S. imports against U.S. countertrade obligations are generally
much less than the associated exports and lag well behind obligation values.

o Military offset arrangements accounted for 80 percent of all U.S.
counterpurchase obligations in 1980-84, and for most of their
increase in the period.

Offset obligations fluctuated dramatically from lows of more than $400
million in 1980 and 1982, to a peak of $3.2 billion in 1983. From 1980 to
1984, their value increased more than fivefold and their percentage of total
countertrade from 47 percent to 79 percent. Military offset obligations
resulted primarily from foreign purchases of major weapons systems made in the
United States. The record high levels in 1983-84 reflect major arms updates

mainly by NATO nations and increased weapon systems procurements by other U.S.
trade partners.

o For 1980-84, an average of 39 percent of U.S. military exports had
associated offset obligations. The value of total obligations were
equivalent to about 18 percent of those export sales.

During the period, U.S. military export sales increased steadily, nearly
doubling between 1980 and 1984, to more than $11.2 billion. The ratio of

1/ Because the reported obligation agreements may have been signed in 1 or
more years subsequent to the year the actual signing of the export sales
contract took place, the values of the obligations in a particular year will
not correspond directly to the value of that year's export sales agreements.

2/ Frequently the flow of imports associated with a particular sale may span
as much as a ten-year period, whereas U.S. products under the agreement
typically are exported during a shorter timeframe. Therefore, the annual
flows will not necessarily reflect the actual long-term balance of trade under
countertrade.
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obligations associated with sales was highly volatile from year to year, from
a high of 94 percent to a low of 7 percent. In 1983 and 1984, the ratio was
42 percent and 53 percent, respectively. The study found that military-
related export sales are much more likely to include a countertrade obligation
than are nonmilitary transactions.

Sources responding to Commission questionnaires and interviews believe it
is likely that a decline in foreign purchasing power associated with the high
U.S. dollar between 1982 and 1984 has accelerated foreign government demands
for offsets. Another factor is increased emphasis on development of domestic
arms industries through various means that offset agreements can provide,
including technology transfer, coproduction, joint venture, and
counterpurchase arrangements.

o U.S. nonmilitary countertrade commitment accounted for only 20 percent

of total U.S. countertrade obligation for the period 1980-84.

Nonmilitary countertrade obligations in 1980 totaled $467 million, and
rose 24 percent to $580 million in 1984. However, their share of total U.S.
countertrade obligations fell from 53 percent in 1980 to 21 percent in 1984.
Over the period, these obligations varied in a narrow range of plus or minus
30 percent, around an average of $440 million per year, from a low of $320
million in 1981 to the 1984 high of $579 million.

In this period, world demands for countertrade grew markedly in the face
of multiple economic problems, including recession, international debt crises,
and domestic budget stringencies. Developed nations were among the most
numerous to resort to countertrade techniques. Nevertheless increases in U.S.
nonmilitary countertrade and in countertrade with developing nations generally
were small compared to levels and increases of military offset obligatioms.
Replies to Commission questionnaires indicate that the high value of the U.S.
dollar tended to limit the scope of countertrade for U.S. products where the
United States has strong technological leadership and competitive advantage.

o The value of U.S. companies' countertrade (including offsets)
obligations with Europe grew by more than fourfold during 1980-84,
and such obligations with Asia more than tripled. 1/

Latin American countries, which were among the most active in attempting
to expand their countertrade, were a minor element in the expansion of U.S.
countertrade involvement. By contrast, countertrade obligations entered into
by U.S. companies with European entities registered a fourfold increase,
reaching almost $1.4 billion in 1984 compared with $285 million in 1980.
Europe's share of total U.S. countertrade obligations rose from 32 percent in
1980 to 50 percent in 1984. Much of the increase in obligations with Europe

1/ Asia as defined in this study encompasses Middle Eastern countries from
Asia Minor eastward, as well as South Asia, Southeast Asia and East Asia,
including China and Korea.
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results from increases in military sales to NATO member countries. WNATO
countries in Europe accounted for 44 percent of total U.S. countertrade
. obligations during 1980-84.

U.S. companies' countertrade obligations with Asia climbed by 223 percent
during the period, from $295 million in 1980 to $953 million in 1984. Asia's
share of total U.S. countertrade obligations increased slightly from 34 to 35
percent over the period. Most of the increased obligations resulted from
offsets associated with military-related export sales. The largest increases,
in 1981 and 1984, were related to large U.S. military sales to Israel. Saudi
Arabia is becoming a major player. A number of other Middle Eastern countries
have engaged in countertrade transactions with the United States. 1In
nonmilitary countertrade transactions with Asia, China's foreign trade
liberalization, Indonesia's new countertrade requirements, and Philippine
foreign debt and exchange reserve problems have stimulated countertrade
transaction increases.

Of sales agreements between the United States and all European entities
during 1980-84, most (representing 85 percent of all sales agreements) were
associated with military-related exports and involved offset requirements.
Similarly, sales contracts representing 81 percent of the face value of total
sales agreements with Asia involved military-related offsets. Sales contracts
with offsets between the U.S. and all other regions of the world accounted for
68 percent of the total face value of all sales contracts.

Europe accounted for a much higher ratio of obligation to sales than did
- other world regions. Increased U.S. competition for military sales to Europe
is the primary force for driving up the share of obligations to sales. A
summary of the face value of sales agreements with associated countertrade
(including offsets) obligations and the value of such obligations in 1980,
1982, and 1984 are as follows (in millions of dollars):

Item 1980 1982 1984 1/

Sales agreements involving
countertrade (including

offsets):
Europe- ——————— e 2,959 483 1,848
Asia—-- e 1,654 556 4,807
All other-—eommem 3,801 676 484
Total—--—— e 8,414 1,715 7,139
Countertrade obligations
(including offsets):
Europe- —~—— oo o 285 201 1,378
Asia-—-- e - 295 235 953
All other-——-—mmmmmm o 301 482 __431
o Total—-- o 881 918 2,762

1/ Because of rounding, figures may not add to the totals shown.



o The single most important product grouping associated with export
sales contracts involving all countertrade during 1980-84 was

aerospace products. Other sectors with large countertrade
involvement are communications and electronics and defense products.

Sales contracts for aerospace products by U.S. companies that included
countertrade obligations were valued at $20.2 billion, equivalent to 70
percent of all export sales agreements involving countertrade (including
offsets). 1In contrast, countertrade (including offsets) obligations to be
fulfilled by contracting abroad for aerospace products were valued at 20
billion, or 7.6 percent of the total countertrade obligations.

For 1980-1984, 25 percent of the $79.8 billion in U.S. aerospace exports
(including both military and nonmilitary) had associated countertrade
obligations. This high concentration is attributed, in part, to the U.S.
technology edge in these products and, in part, to the great size and foreign
exchange cost of aerospace purchases. Other export sectors in which
countertrade was important were defense products, communications and
electronics, construction projects, minerals, and chemicals.

o Sales agreements with counterpurchase-type 1/ obligations account for
most of the sales agreements associated with nonmilitary
countertrade obligations.

Sales agreements with counterpurchase obligations accounted for
$5.7 billion, or 91 percent of all sales agreements in which a nonmilitary
countertrade was negotiated during 1980-84. Compensation-related sales
agreements accounted for $298.7 million, or S5 percent of the total, and
barter-related sales agreements accounted for $115.4 million, or less than 2
percent.

o Half of all U.S. imports resulting from nonmilitary countertrade was
accounted for by Eastern Europe.

Imports from Eastern Europe accounted for 70 percent of total nommilitary
countertrade imports in 1980. During 1981-84, the Eastern European share fell
to 33 percent in 1982 before climbing to 50 percent in 1984. Imports from
Asia represented 5 percent of the total in 1984 compared with 1 percent in
1980. The share of total nonmilitary countertrade imports accounted for by
Latin America grew from zero in 1980 to 36 percent of the total in 1982 before
declining to 12 percent in 1984.

1/ A counterpurchase transaction obligates the seller in an export sales
contract to purchase some specified value of products from the buyer in a
separate transaction. In a compensation transaction, usually involving the
sale of plant, equipment, or technclogy, the seller agrees to take in payment
some portion of the output resulting from the sale of plant, equipment, or
technology. A barter is an equal trade of goods and services and is
accomplished in one transaction. (See the "Elements of Countertrade™ section
of this report.)
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o Almost one-half of the goods and services imported under nonmilitary
countertrade were used internally by U.S. companies that were
parties to the countertrade sales agreements.

Of the $1.8 billion in imports making up nonmilitary countertrade during
1980-84, 46 percent were absorbed inhouse for use by the U.S. companies
involved in the countertrade agreements. 1In 1980, inhouse use of countertrade
imports accounted for 33 percent of the total nonmilitary countertrade
imports. 1Inhouse use of countertrade imports grew to 64 percent of total
nonmilitary countertrade imports in 1982 before declining to 44 percent in
1984. The growth of inhouse use of products received in countertrade is a
reflection of the trend toward importing more sophisticated, and therefore
more usable products into the United States.

o During 1980-84, the total military offset obligation was divided almost
equally between direct and indirect offsets.

Direct offset obligations (those that involve subcontractor production,
coproduction, and the licensed production of products that are dedicated to
the product being sold, e.g., avionics for aircraft) were valued at
$4.8 billion during 1980-84 compared with indirect offset obligations of
$3.6 billion. Most (61 percent) of the direct offset obligations will be
satisfied through subcontractor production in foreign countries. For example,
the production of the avionics for a particular aircraft involved in an offset
agreement may be shifted to the country buying the aircraft. Of the more than
$2.7 billion in offset obligations fulfilled during 1980-84, $1.5 billion, or
56 percent of the total, has been fulfilled through direct offset
arrangements. Fulfillment of indirect offsets during 1980-84 was valued at
$1.2 billion, or 44 percent of the total obligations fulfilled during this
period. The planned fulfillment of much (74 percent) of the indirect offset 1/
obligation was unspecified by respondents, whereas most of the remainder of
the indirect offset will be satisfied through some form of countertrade.

o During 1980-84, subcontractors to U.S. prime contractors involved in

military offsets assumed almost $1 billion of the offset obligations
of the prime contractor.

Subcontractors assumed $977 million of their prime contractors' offset
obligations during 1980-84. More than one-half ($507 million) of these
obligations were or will be fulfilled through indirect offset arrangements.
Assumption of a portion of the prime's obligation may be completed in one of
two ways: (1) the subcontractor may be asked to join in a predetermined
commitment, such as participation in disposing of or using inhouse products
that the prime has already agreed to accept from the buying country; or (2)
the subcontractor may be given the opportunity to negotiate its own obligation
agreement with the buying government, which would be done on behalf of the
prime contractor.

1/ Indirect offsets are those that are not related to the product being
sold. For example, the seller of aircraft may provide the buying country with
technology to produce electronic components that are not designed to be
incorporated into the aircraft sold.



o Respondents reported positive countertrade benefits overall, from

increased employment, sales, and production efficiencies despite
some lost sales. ‘

The majority of respondents engaging in countertrade and military offsets
indicated that they have been able to maintain or increase existing levels of
employment and plant capacity because of new business generated by such sales
agreements. Other benefits that companies have derived from countertrade
agreements include larger and more efficient production runs, lower unit costs,
increased capital formation, and the development of new technology. According
to information gathered during this investigation, countertrade has not
adversely affected the competitiveness of the U.S. companies surveyed, both
those engaging in countertrade and those that are not. However, some U.S.
firms expressed concern over the potential impact on their business because of
competition emerging from countertrade transactions, as a result of
requirements for technology transfer, local procurement conditions enhancing
the strength of local suppliers, and deals that put new players into marketing
counterpurchase imports, in one type cited, of tourism services.

U.S. companies reported that 31 contracts, totaling $1 billion, were lost
during 1980-84 because of countertrade requirements. The primary reason for
this loss of sales was that individual corporate policies prohibit or
discourage the use of countertrade. To a lesser extent, sales were lost to
foreign competitors that offered more competitive countertrade proposals.






Elements of Countertrade 1/

Countertrade is made up of several forms of reciprocal trade. The most

basic forms of countertrade agreements are counterpurchase, compensation, and
barter. "Offset”™ and "switch trade” are terms used to describe unique types

'of countertrade often encompassing one or more of the above forms.

Counterpurchase

Companies in the industrialized countries seeking to sell their products
in many nonmarket economy countries (NME's) and less developed countries
(LDC's) often discover that the LDC's or NME's will not agree to purchase
contracts, unless the companies agree to buy or market products of the LDC or
NME that are valued at less than those products in the original Western
purchase contract. If the products offered by NME's or LDC's are unrelated to
the products being sold by the company seeking to export (i.e., they do not
result from the Western export of plant, equipment, technology, or products),
the agreement is referred to as a "counterpurchase" arrangement. As a general
rule, such arrangements contain the following characteristics:

o The period for fulfilling the counterpurchase obligation
is rather short term--1 to 5 years.

o The value of goods offered by the foreign government or
company is usually less than 100 percent of the original
sales contract value.

o The counterpurchase requirement is contractually agreed
upon, either in the original sales contract or as a
‘'separate, parallel contract.

In a typical counterpurchase contract, the company is required to fulfill
its contract within a specified period or face some agreed-upon penalty.
Usually, the penalty is an outright hard-currency payment equal to some
percentage of the original contract commitment. Penalties usually range from
S5 to 25 percent of the value of the company's counterpurchase obligation.
Also, the other contracting party is expected to fulfill its part of the
agreement, i.e., to purchase the specified product during a finite period or,
in the case of default, pay an agreed-upon hard-currency penalty.

In instances where counterpurchases are required by an Eastern European
country or an LDC, a contracting company is frequently offered a limited list
of products from which it can select. Corporate executives in the United
States report that such lists typically include products that are in
oversupply in the country of origin or that are not readily marketable in
industrialized countries. Usually, companies agree to buy these products only
if sizable discounts are given. For this reason, counterpurchase arrangements
are reluctantly entered into by many companies in industrialized countries.

1/ A discussion of the economic and other reasons for the worldwide growth
of countertrade is presented later in this report.



To overcome the problems associated with counterpurchase requirements,
‘many companies have resorted to "evidence accounts.” 1/ By means of evidence
accounts, which are usually opened with the foreign trade bank or a private
bank of the importing organization, a company's purchases are automatically
credited against its current or future counterpurchase obligations in that
country so that further counterpurchase obligations can be satisfied by past
purchases. Evidence accounts can also be established with one or more foreign
trade organizations (FTO's) 2/ in most of the Eastern bloc countries. Instead
of facing an immediate and uncertain counterpurchase demand at the signing of
a sales contract, the exporting firm can, through the evidence account, have
time to preselect products that can be marketed back home. Furthermore, the
exporting firm can spend more time assisting the foreign party in the
development of new or redesigned products that will find receptive markets. 3/

Although the actual wording of an evidence account contract varies from
one country to another, in most cases the contract stipulates the value of
sales and purchases by the contracting company and the magnitude of purchases
that must offset the sale. The evidence account mechanism also permits the
contracting company to negotiate a number of sales contracts without having to
fulfill a particular counterpurchase obligation for each contract. Evidence
accounts are not required to be in equilibrium each year; however, such
agreements often require a company's counterpurchase to reach as much as 80
percent of sales value. Should the contracting firm not fulfill the
stipulated volume of its annual purchase requirement, the unfulfilled portion
is added to the following year's purchase obligation.

Companies dealing in raw materials, chemicals, and other basic commodities
are more likely to engage in evidence accounts, since product demand and sales
of such goods are more easily projected for several years. Companies willing
to enter into long-term evidence agreements are usually viewed favorably by the
host government. However, once a company enters into an evidence agreement,
it is expected to fulfill its portion of the commitment. Furthermore, a
company generally is restricted under evidence accounts from transferring its
counterpurchase obligation to a third party, such as an independent trading
house. Notwithstanding the restrictions associated with evidence accounts,
most trade experts agree that such transactions are likely to increase.

Compensation

Sometimes referred to as "buy-backs,” compensation agreements entail the
sale of plant, equipment, and/or technology in return for resultant products

1/ Evidence accounts result from an agreement whereby, for example, a
Western firm undertakes to buy and sell goods from an LDC over a given ‘
period. Such sales and purchases are recorded in evidence accounts maintained
by banks in both countries. These accounts are used because individual
countertrade transactions do not necessarily balance. Thus, if the LDC sells
more to the Western firm than it purchases from it, it receives credit at the
Western firm's bank in hard currency. 1In the reverse case, the Western firm
receives credit at the LDC firm's bank in local currency.

2/ FTO's perform most trade functions in many NME's.

3/ "Using Evidence Accounts to Rationalize Countertrade," Business Eastern
Europe, Nov. 16, 1979.




once the facilities become functional. These types of arrangements,
frequently involving the sale of a “turn key" facility, became popular in the
mid-1960's. Most early compensation deals involved the sale of technology and
machinery for large-scale petrochemical facilities and mining operations.

Characteristics of compensation transactions are as follows:

o The average Qalue'of transactions is usually much higher
compared with those of other forms of countertrade, with
the exception of offsets.

o The- typical period of product take-back is relatively
long--5 to 20 years.

o The value of product take-back during the contract
period usually equals the aggregate value of the plant,
technology, and/or equipment, plus compensation for
interest expense incurred during the period of take-back.

Compensation arrangements have been used by Eastern European countries,
the U.S.S.R., China, and several less developed countries to obtain
sophisticated foreign technology without depleting scarce hard-currency
reserves. Such agreements provide the country receiving the plant,
technology, and/or equipment with a supply of much needed production capacity
and guaranteed exports. In addition to limiting the burdens associated with
large capital investments, compensation agreements allow the host country to
take advantage of the foreign firm's marketing expertise to dispose of the
resultant products. The foreign partner benefits because it receives a
guaranteed supply of products for a specified period of time. More
importantly, compensation arrangements provide the supplier of the plant,
equipment, and/or technology with entry into a market not otherwise accessible.

In a typical compensation agreement, project financing is arranged either
through -a Western bank, a foreign State bank, or a combination of the two.

Once production begins, the exporting firm takes title to the agreed-upon
portion of the plant's output for either captive use or to sell in world
markets on its own account.

Barter

‘Barter is the contractual direct exchange of goods or services between
two principals without the use of currencies. In this type of arrangement,
the two contracting parties decide the value of the products (or services) to
be exchanged. For example, if a sugar manufacturer seeks frozen orange juice
concentrate at the world price of $1.30 per pound and in exchange is willing
to offer its sugar at $0.13 per pound, then the agreed-upon exchange ratio
would be 10:1, or 10 pounds of sugar for 1 pound of concentrate. When the
volume of the exchange and delivery dates are agreed upon, ezch side fulfills
jts obligation and the deal is completed.

Barter agreements are frequently consummated over a short period of time,
usually less than 1 year, so that world price fluctuations do not generally



favor either side. Deals requiring longer periods usually include provisions
for adjusting the exchange ratios by taking into account world price
_fluctuations. Another feature of barter is that the transfer of goods is
usually atcompl1shed through a single contract. Further, third parties are
rarely involved in marketing the products, since most barter is done
government to government.

Barter became popular during World War II, when international financial
systems were in disarray. Since World War II, transactions of this sort have
been common in trade within the Communist bloc, between LDC's, or between
LDC's and the Communist bloc. According to trade press reports, in recent
years, oil barter has become a method for several Organization of Petroleum
Exporting Countries (OPEC) countries to finance military hardware purchases,
large commercial purchases, and infrastructure development programs. 1/

Barter transactzons between governments are often accomplished by the use
of "clearing agreements," wherein two countries decide on the
type and quantity of goods they wish to trade. The clearing agreement
specifies the goods to be exchanged, the ratio of exchange, and the period for
effecting the exchange. The goods are offered at an agreed-upon ratio similar
to that previously described in barter transactions. During the period
covered by the clearing agreement, each country arranges to receive some
portion of the goods offered by the other, and at the end of the period
(usually 1 year), reconciliation is made. Any imbalances are settled in
several ways, e.g., a hard-currency payment or the issuance of a credit
against the next year's clearing account, assuming one is negotiated. Such
agreements are often renewed on an annual basis.

If market conditions change and the imported product cannot be absorbed
in the home market, the importing country has two options--it may suspend the
importation of the product, risking an imbalanced account, or it may sell its
purchase option to a third party. The purchase option is usually offered at a
substantial discount and sold for hard currency. The third party, however,
may have to forfeit part of the discount in order to sell the product
internationally for hard currency. The products are often turned over to
international trade specialists called switch traders; switching operatiomns
and switch traders are described in the following section.

Switch

Switch trading, typically associated with East-West countertrade, occurs
after counterdeliveries of products begin. If the recipient of the
countertrade products. cannot dispose of the goods, the products are turned
over to a Western trading house specializing in switch trade. A switch
operation frequently involves a series of complicated transactions before a
hard-currency buyer is found. Also, discounts of up to 40 percent are
sometimes given to sell the products to the trading house. Trading house
experts, or switch traders, maintain a self-developed network of companies and
individuals that offer ready markets for discounted countertrade products.
For example, in a switch transaction a switch trader is offered products at a

1/ "Reasonable Price and 0il Barter possible,” Financial Times, Apr. 22,
1985, p. 5.




substantial discount. The switch trader may find a buyer in a soft-currency
country 1/ or in a country in which the central government has imposed
-hard-currency transfer restrictions. If the potential buyer is unable to pay
for the goods with hard currency, the seller may be offered payment in goods
produced in the buyer's home country. If the terms are agreeable to both
sides, an exchange is made. Since the products received in payment may not be
marketable in a country with surplus hard currency, the switch trader may have
to repeat the above scenario several times until goods that the trader obtains
can be sold for hard currency. 1In each step of the transaction, the switch
trade usually offers a portion of the original discount in order to make the
deal more attractive. The difference between the final hard-currency payment
and the cost of the original goods represents the profit margin for the switch
trade. These deals often take over 1 year to complete. Most of the switch
trading organizations are located in Western Europe (especially in Vienna,
Amsterdam, London, and Hamburg) and deal primarily in Eastern European goods.

There are advantages and disadvantages in dealing with switch traders.
The obvious advantages, reported by U.S. corporate executives, are that
companies committed to a counterpurchase can easily dispose of countertrade
obligations to a switch-trading house. Furthermore, by releasing the goods, a
company can relieve its own staff from the time-consuming tasks of marketing
goods received in countertrade. The disadvantages are that a company
transferring its obligation to a trading house is often looked upon
unfavorably by the country supplying the countertraded goods because such an
action is seen as an insincere attempt to establish a long-term trade
commitment. This is especially a problem when switching houses dispose of
products in markets traditionally served by the supplying country at prices
significantly below those charged by the supplying country. Eastern European
foreign trade organizations prefer a Western company that uses countertrade
goods either for internal consumption or as transfer shipments to its
subsidiaries or its suppliers. 1In certain instances, Eastern European foreign
trading companies have broken off negotiations with a Western firm if they
find the Western firm plans to turn over its countertrade commitment to a
switch-trading house.

Offset

A final type of countertrade, the offset agreement, is mainly used for
defense-related sales, sales of commercial aircraft, and other "large ticket"”
items considered a priority by the purchasing organization--usually a
government or a state enterprise. Frequently, an offset arrangement takes

place between a firm in an industrialized country and a foreign government.
‘Generally, offsets help recover the hard currency drain resulting from the

purchase and, more importantly, provide desired transfer of technology and
local employment.

Since the 1950's, offsets have increasingly become a normal business
practice for arms transfers, with U.S. firms competing among themselves and
with foreign firms for foreign military sales. Although aircraft sales

1/ Soft-currency countries are those with currencies not readily convertible
into dollars.



usually constitute the largest volume in offsets, they are by no means the
only type of military equipment that involve offset obligatioms.

Communications equipment, electronic components and accessories, and guided
missiles and spare parts are also frequently involved in offset agreements.

The industrial and commercial compensation practices required to offset
the purchase of m111tary—re1ated exports generally include five types, 1/ as
follows:

o Co—productxon Overseas production based upon a
government-to-government agreement that
. permits a foreign government or producer to

_acquire the technical information to
manufacture all or part of a U.S.-origin
defense article. It includes
government-to-government licensed production
and excludes licensed production based upon
direct commercial arrangements by U.S.
manufacturers.

o Licensed production: Overseas production of a
U.S.-origin defense article based upon
transfer of technical information under direct
commercial .arrangements between a U.S.
manufacturer and a foreign government or
producer.

o Subcontractor production: Overseas production
of a part or component of a U.S.-origin
defense article. The subcontract does not
necessarily involve license of technological
information and is usually a direct commercial
arrangement between the U.S. manufacturer and
a foreign producer.

0 Overseas investment: Investment arising from
the offset agreement, usually taking the form
of capital invested to establish or expand a
subsidiary or joint venture in the foreign
country.

o Technology transfer: As a result of an offset
agreement, research and development may be
conducted abroad; technical assistance may be
provided to the subsidiary or the joint
venture partner; or other activities under
direct commercial arrangement between the U.S.
manufacturer and the foreign entity may be
entered into.

1/ U.S. Department of the Treasury, Survey of Offset/Coproduction
Requirements, Dec. 27, 1982, pp. 5-6.



In addition, a company entering into an offset may satisfy all or some
portion of that offset through the use of any of the previously mentioned
forms of countertrade.

Offset arrangements can generally be classified into one of three
categories:

1. Direct offsets include any business that relates
directly to the product being sold; generally, the
foreign vendor seeks local contractors to joint
venture or coproduce certain parts;

2. 1Indirect offsets include all business unrelated to
the product being sold; generally the vendor is
asked to buy a country's goods or invest in an
unrelated business; or

3. A combination of direct and indirect offsets. 1/

In offset transactions, the selling company is normally aware of a
required offset prior to negotiations. Generally, the only variables in the
sales contract to be negotiated are the share of the offset of the total
contract price, the specific products to be included, scheduling of delivery,
and the overall time period to be covered. If the seller does not accept the
terms of the proposed offsets, the sale may go to a competitor. 2/

According to industry sources, offsets do not result in artificial
pricing, because companies do not view offsets as a subsidy or financial loss,
but rather as a means of incorporating a completed product or investment into
their operation. Companies consulted noted they would not accept offset
requirements that are not competitive internationally. However, extra costs
associated with offset arrangements do result in lower profit margins. 3/

Information provided by U.S. companies involved in offsets indicates that
a typical agreement requests that 20 to 100 percent of the invoice value of
the original product be offset, and competition may cause the offset offer to
be higher than 100 percent of the sale. 4/ For example, in one agreement
reported by corporate officials, Ghana received Government assistance in
selling manganese, timber, and bauxite to offset the purchase of Western-made
aircraft. In a similar case, Yugoslavia also received assistance in finding
buyers for its hams, transmission towers, iron castings, and rubber bumper
guards for motor vehicles also to offset its purchase of Western-made aircraft.

The implementation of an offset is difficult and time consuming,

sometimes taking up to 20 years to complete. Frequently, "offsetters" try to
use the producis themselves; if they cannot, they seek third parties, such as

1/ Interviews with industry officials.
2/ 1bid.
3/ 1bid.
4/ Ibid.



a trading company, to dispose of the products, or they try to network 1/ so
they can exchange or share the offset credits with other companies. 2/

Magnitude of U.S. Countertrade

In the course of this investigation, data regarding countertrade (includ-
ing military offsets) transactions were received from 523 U.S. corporations
representing approximately $2 trillion in total 1984 sales, including export
sales of $127 billion. Of the $127 billion in their total export sales (both
military and nonmilitary) in 1984, only 5.6 percent, or $7.1 billion, involved
sales contracts with an associated countertrade.

The Commission's questionnaires requested that respondents classify their
countertrade data into three categories: nonmilitary countertrade, military-
related sales with offset obligations of $2 million or less, and military-
related sales with offset obligations of more than $2 million. These three
categories are discussed both collectively and separately in this report.

During 1980-84, the total face value of all contracts associated with
countertrade (including military offsets) decreased by 16 percent, from $8.4
billion in 1980 to $7.1 billion in 1984, as shown in figure 1. Total
countertrade sales contracts ($28.8 billion during the period for 1980-84) 3/
consisted of nonmilitary countertrade (valued at $6.3 billion), military sales
contracts with offset obligations of more than $2 million (valued at $21.9
billion), and military sales contracts with offset obligations of $2 million
or less (valued at $562 million).

Although countertrade has long been a phenomenon in East-West trade, in
recent years, as a result of the oil shocks, worldwide recession, and national
debt crises, -the use of countertrade has spread to more countries, both
developed and developing. The North Altantic Treaty Organization (NATO)
countries of Europe accounted for most of the sales agreements with U.S.
companies during 1980-84 in which a countertrade (including military offset)
was negotiated. Countertrade sales (valued at $8.9 billion) (table 1) to NATO
countries were weighted heavily toward military offset sales reflecting the
commonality of weapon systems within NATO. Sales agreements involving
countertrade with Asia grew at a greater rate than those with the NATO
countries of Europe, climbing from $1.7 billion in 1980 (or 20 percent of that
year's total countertrade sales agreements) to $4.8 billion (or 67 percent of
the total) in 1984 and totaled $9.0 billion during 1980-84. Sales agreements
during 1980-84 with all other countries, principally Canada and Australia,
accounted for $8.8 billion, or 31 percent of all countertrade sales agreements -
during the period. (For more detailed analyses, see section entitled "U.S.
Regional Countertrade," page 46.)

1/ To "network" .in this context means the sharing of information on
investment, sales, purchases and trade opportunities related to countertrade
(including military offsets) and offset export credits. For further
information on the term "network," see John Naisbitt, Megatrends, New York,
NY, 1982, pp. 193--205.

2/ Interviews with industry officials.

3/ Because of rounding, the figures do not add to the total $28.8 billion.
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Table 1.--Total facé value of countertrade sales agreements (including
' military offsets) by regions, 1980-84

(In millions of dollars)

LU X X A4 L e

. : 980 : Percent : §84 : Percent : 980-84 : Percent
Region . 1 : of total: L . of total: 200784 . of total
Europe: : : : : : :
NATO coun-. . . .t . o ‘ : s : :
tries 1/--————- : 2,752 : 33 : 1,516 : 21 : 8,893 : 31
Non-NATO coun- L SR : : : :
tries 2/---—--- : 191 : 2 : 277 : 5: 1,280 : 4
Eastern bloc 3/--: = | 16 : a4/ : 55 : - 4/ : 198 : 4/
Asia 5/—————- ———— 1,654 : 20 : 4,807 : 67 : 8,974 : 31
Latin America 6/---: - 145 : 2: 50 : 4/ 652 : 2
All other 7/-----—-:___ 3,656 : 43 : 434 : 6 : 8,771 : 31
Total-———=—==——-: 8,414 : 100 : 7,139 : 100 : 28,768 100

e oo |o

o - o

1/ Belgium, Denmark, Greece, Netherlands, Norway, Portugal, pain, the
United Kingdom, and West Germany.

2/ Austria, Finland, Sweden, Switzerland, and Yugoslavia.

3/ Bulgaria, czechoslovakia, East Germany, Hungary, Poland, Romania, and the
Soviet Union. . o

4/ Less than 0.5 percent.

S/ China, India, Indonesia, Israel, Japan, Lebanon, Pakistan, Philippines,
Republic of Korea, Saudi Arabia, Singapore, Taiwan, and Turkey.

6/ Brazil, Colombia, Jamaica, and Mexico.

1/ Mainly Australia and Canada.

Source: Compiled from data submitted in response to questionnaires of the
U.S. International Trade Commission. ‘

Note.—-Because of rounding, figures may not add to the totals shown.

Data submitted also show that aerospace products 1/ were the single
largest group. of products involved in export sales agreements associated with
countertrade (including military offsets), accounting for 70 percent
($20.2 billion) of all reported countertrade sales agreements negotiated
during 1980-84. It is estimated that during the period investigated, U.S.
export sales agreements associated with countertrade (including military
offsets) for aerospace products 2/ were valued at 25.3 percent of the total

1/ According to the Aerospace Industries Association of America Inc.,
aerospace products include Standard Industrial Classification (SIC) codes 366,
372, 376, 381,-and 382. ,

2/ The data for the sales agreements associated with countertrade represent

intended exports; it is expected that most of the exports resulting from these
sales agreements were exported during 1980-84.



11

U.S. aerospace export'shipments of $79.8 billion. 1/ (See section entitled
»Impact of Countertrade on U.S. Companies.™)

Total sales involving countertrade (including offsets) declined during
the period. Associated countertrade (including offset) obligation of U.S.
companies fluctuated widely from lows of roughly $§§§ﬁv'llion in 1980 and 1982
to peaks of $3.6 billion and $2.8 billion in 19833 f%%sd,'respectively
(fig. 2).

The total countertrade obligations as a share of the total export sales
agreements involving countertrade (including offsets) rose from 11 percent in
1980 to more than 39 percent in 1984. The increase in the ratio of the
obligation to the sales agreement reflects, in part, the increased competition
for international sales among U.S. and foreign companies as well as increased
countertrade demands on the part of foreign governments, according to industry
sources. 2/

The value of nonmilitary countertrade obligations was greater than that
of military obligations in 1980 and 1982. In all other years during 1980-84,
military obligations far exceeded nonmilitary obliga