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SPECIAL FEATURE

CaANADA’s SERVICES TRADE PERFORMANCE
e

HEADLINES

SERVICES ARE BECOMING AN EVER MORE IMPORTANT PART OF

CANADIAN EXPORTS.

Services share of Canadian exports is 17.0 percent,
up from 12.7 percent in 1990.

SERVICES STILL ACCOUNT FOR A SMALLER SHARE OF CANADIAN

EXPORTS THAN THEY DO FOR MOST OTHER ADVANCED COUNTRIES.

Canada’s share of global commercial services exports is 1.7 percent, well
below Canada’s share of global gross domestic product and merchandise trade.

CANADA PERFORMS WELL IN SOME SERVICE SECTORS
THAT RELY ON SKILLED PEOPLE AND INNOVATION.

By a number of measures, Canada performs well in research and
development (R&D), finance, professional services, and education.

SERVICES ARE INCREASINGLY BECOMING BUNDLED WITH GOODS AS
PART OF A TREND TOWARD “SERVICIFICATION”.

THE COMPETITIVENESS OF GOODS TRADE IS
HEAVILY RELIANT ON SERVICES AS BOTH INPUTS
AS WELL AS FACILITATORS OF TRADE.

43 percent of the value-added in Canadian exports
comes from the service sector.
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THE SERVICES SECTOR IN CANADA

Services have come to dominate the economies of all advanced countries. As of 2017, services accounted
for 70.5 percent of Canadian GDP, up from 57.3 percent in 1961. Most of the increase in the services share
of the economy took place in the 1960s and 1980s. Since then, the increase has been much more modest;
the share in 2017 is only slightly above the 1992 level. When measured by employment, the rise of services is
even more pronounced, increasing from 65.4 percent in 1976 to 79.0 percent by 2017. The fact that services
account for a larger share of the economy when measured by employment rather than by GDP reflects lower
labour productivity in the services sector compared to goods-producing sectors.

SERVICES SHARE OF CANADIAN GDP AND EMPLOYMENT, 1961-2017
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The share of services in the Canadian economy is smaller than in most other advanced countries. Economies
with lower incomes per capita tend to have a lower share of services, although that does not explain Canada’s
lower share. Rather, Canada has a remarkably diverse economy with both an above-average share of
manufacturing, like Germany and Japan, and a high share of resources like Norway.

Real estate is the largest of the service sectors in Canada, when measured by contribution to GDP, and a sector

for which there is minimal trade across borders. Public administration and other sectors that have large public
components, namely education and health care, also account for a large share of service-sector GDP. These
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sectors will have traded components, most notably education, which will be covered later in this report, but
as a share of their total value-added trade they represent a relatively small fraction. Service sectors that can
largely be thought of as tradeable, such as finance and insurance, professional, and information and culture
services, account for a relatively small share of services. The wholesale, retail, and transportation sectors might
be thought of more as facilitating trade rather than tradeable in and of themselves.

SERVICE SHARE OF GDP - G7 AND OECD, 2014
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The services sector is large and diverse and accounts for nearly four out of every five jobs in Canada. But, there
can be, at times, a perception that service-sector jobs are inferior to those in other sectors; there is no doubt
that some service-sector jobs are relatively low-paid. For example, jobs in accommodation and food, and retail
(within wholesale and retail) are indeed relatively low-paid. Professional, finance and insurance, and information
and cultural services, in contrast, are among the highest-paid sectors of the economy. In fact, these potentially
tradeable services sectors all have average weekly wages above those in manufacturing and account for
50 percent more of the economy than does manufacturing: 15.6 percent of GDP vs. 10.5 percent of GDP
for manufacturing. In tradeable services, wages are as much as 37 percent higher than in manufacturing.5

52 «gotlight on Services in Canada’s Global Commerce” Conference Board of Canada, 2015.
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AVERAGE WEEKLY WAGES, 2017
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VALUE-ADDED TRADE AND SERVICIFICATION

As described in the body of this report, services account for 17.0 percent of Canada’s total exports. This is
based on a simple measure of the value of goods and services as they cross the border, or what is known as
gross exports. An alternative method of measuring the value of exports is to use value added. A car that crosses
the border, for example, will contain many imported parts. On a value added basis, the value of imported inputs
would be removed leaving only the value that was added in the domestic economy. Removing the value of
imported inputs, because it impacts goods-producing sectors most, raises the share of services in exports
to 28.7 percent. Similarly, a large share of the cost of producing that car comes not only from the automotive
sector, but also from a number of additional supporting sectors, many of which are services — everything from
the company hired to clean the offices and dispose of the garbage to financing and R&D. When measured
on a value-added basis, the value of the product crossing the border is attributed to each of the sectors that
contributed to its production. The net effect of making all of these changes to the way in which exports are
measured greatly increases the share of services. On a value-added basis, services account for 45.2 percent
of exports.*

SERVICES SHARE OF EXPORTS, 2017
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53 For a more complete description of measures of value-added trade for Canada see “Value-added Exports, 2007 to 2011”, Statistics Canada Daily. To put Canada into
an international perspective, see Koen De Backer and Sébastien Miroudot “New International Evidence on Canada’s Participation in Global Value Chains” in Redesigning
Canadian Trade Policies for New Global Realities, IRPP, 2017.
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In most advanced countries, including Canada, manufacturing has become a declining sector of the economy.
Some of that decline can be attributed to the manufacturing sector outsourcing activities to other sectors, most
notably services.** For example, if a manufacturing firm employs accountants, the salaries of those workers
contribute to the manufacturing sector. If, however, that same manufacturing firm hires an accounting company
to do the same job, it now becomes part of the service sector. This outsourcing of services is more than just a
statistical issue. As firms specialize, they have increased incentives to become more productive and to innovate.
Even if not traded directly, these supporting services can make an important contribution to the competitiveness
of the goods and services that are traded.*® Having access to high quality and innovative services as both direct
inputs as well as for facilitating trade, such as through efficient transportation systems, telecommunications
systems, and finance, can have a significant effect on competitiveness.

In addition to goods-producing sectors outsourcing services, many are increasingly incorporating services into
their products. The National Board of Trade in Sweden coined the term “servicification” to describe the growing
share of services embodied in goods.”” An often cited example is jet engines, which may be sold at, or even
below, cost, with profits derived largely from the maintenance contracts. In some instances, the makers of the
engines may not even charge for the engines themselves, but rather charge the aircraft manufacturer or airline
for the use of the engine, such as per hour or distance travelled, blurring the line between manufacturing and
services.®%8 Higher profit margins and a more stable income flow are given as the reasons for the change
in business model,®' but it is the use of data that has facilitated the change. The ability to embed sensors in
products allows for a constant stream of information about the status of the product and how it is being used.
An additional benefit is that servicification changes the relationship between producer and consumer. Rather
than a one-off sale, producers enter into a long-term relationship with the consumer allowing them to know
more about how their product is used, which in turn creates a positive feedback loop to future innovation.

It is not possible to know how far such trends will go or what industries will follow the servicification model, but
it is clear that as manufacturers increasingly buy, produce, sell and export services,® the line between goods
and services will continue to blur.

54 “Basic Trends in Outsourcing and Offshoring in Canada”, John R. Baldwin and Wulong Gu, Statistics Canada 2008.

55 Bernard Hoekman and Aaditya Mattoo, “Services Trade and Growth” in “Opening Markets for Trade in Services: Countries and Sectors in Bilateral and WTO
Negotiations”, Cambridge University Press, 2008.

%6 “Good Service is Good Business: How Services Add Value to Canadian Goods Exports”, Conference Board of Canada, 2015.

5T «Servicification of Swedish Manufacturing, National Board of Trade, Sweden, 2010.

58 “Thrust for Sale: Innovation takes Flight”, Lydia Dishman.

59 “The Aero-Engine Business Model: Rolls-Royce’s Perspective”, Peter Johnston, “Supply Chain Integration Challenges in Commercial Aerospace”, pp 237-248, 2016.
60 “Britain’s lonely high-flier”, Economist, 2009.

61 “The Service Revolution in Global Manufacturing Industries”, Deloitte, 2006.

62 “Tear down trade-policy silos!”, Magnus Lodefalk, Vox, January 16, 2015.
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THE SERVICES SECTOR IN CANADA

The share of services in Canada’s total trade has been rising, but the increase has not been steady — especially
for imports. As of 2017, services accounted for 17.0 percent of Canada’s exports of goods and services and
19.4 percent of imports.8 For exports, this is up sharply from 12.7 percent in 1990. For imports, however, it
is up only marginally from 19.2 percent reached in 1991. For both exports and imports, the share of services
dipped in the first half of the 1990s. These declines were likely the result of a rapid acceleration in goods
trade linked to a rebound in the U.S. economy following the recession of 1989, and further boosted following
the implementation of NAFTA in 1994. Since those dips, the shares of services in both exports and imports
increased fairly steadily and were punctuated by spikes immediately following the global financial crisis; these
spikes were due to a sharp drop in exports and imports of goods.®

SERVICES SHARE OF TOTAL TRADE, 1981-2017
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83 The core principle behind how trade in services is measured is that of exchange between a resident and non-resident, and while this report uses the more familiar
terms of “export” and “import”, services trade more properly is a “receipt” or “payment”.

64 Services trade can take place by four modes: Mode 1 covers services supplied directly across an international border, an example of which might be call centre
services. Mode 2 involves the consumer of the service crossing the border, with international tourism being an example. Mode 3 covers a foreign company setting up
subsidiaries or branches to provide a service in another country, such as a bank setting up a branch overseas. Mode 4 involves the provider of the service travelling to
supply the service, for example a consultant travelling abroad to provide the service on-site. For the negotiators of trade agreements, the mode of supply is important
as each mode can face its own set of barriers and challenges. Within this report, the mode of delivery is not identified as such data are generally not available, with the
exception of mode 3 which is covered in the section on sales by Canadian affiliates.
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GROWTH IN SERVICES EXPORTS BY MAJOR REGION (COMPOUND AVERAGE ANNUAL GROWTH RATE)
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Even for exports, the growth in services has not been even — there are significant differences in service export
performance across regions and time periods. The period from 1990 to 1999 saw particularly rapid growth, with
Canada’s service exports growing at an average annual rate of 10.5 percent for the decade with growth driven
by advanced countries and spread relatively evenly among regions. Growth slowed considerably between 2000
and 2009 to a rate of just 2.9 percent. The overall rate was dragged down by two notable events in this decade
— the first event occurred at the beginning of the decade with the bursting of the “dot-com bubble”; the second

Figure SF.7
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event was the global financial crisis at the end of the decade. The effects, however, were not evenly distributed
among trading partner regions. Growth in services exports to emerging markets slowed only modestly from the
previous decade whereas growth to advanced countries slowed sharply. Since 2010, Canadian service export
growth picked up to 5.2 percent. Exports to emerging markets continued to slow, although modestly, from 7.0
percent in the 1990-1999 period, to 6.1 percent during the 2000-2009 period and to 5.8 percent in the most
recent decade, but exports to these markets are still strong by most measures. With the exception of “other EU”
countries (i.e. EU countries excluding the United Kingdom), which had a particularly slow recovery from the global
crisis, growth picked up in all advanced regions compared to the 2000-2009 period.

Within services trade there are four broad categories: commercial, travel, transportation, and government. Among
Canadian services exports, commercial services are by far the largest component and have been the fastest growing.
In 1990, commercial services accounted for only 38.7 percent of Canada’s total services; by 2017, that share had
increased to 60.2 percent. Since 2010, however, the export share of commercial services has fallen slightly as growth
slowed to an average annual rate of 4.9 percent. That rate still outpaced transportation, which grew at an average rate
of 4.2 percent, but was handily outpaced by travel, which grew at a rate of 7.1 percent.

TRANSPORTATION SERVICES covers payments related to the international transportation of people
or goods.® Passenger transportation includes fares and related expenditures for international transport of
non-residents by resident carriers (exports) and residents by non-resident carriers (imports). For freight, by
international convention, transportation costs up to the customs frontier are attributed to the exporting country,
and costs beyond the customs frontier are attributed to the importing country.

Figure SF.8

TRADE IN TRANSPORTATION SERVICES, 1990-2016
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Canadian exports of transportation services grew rapidly in the 1990s, but then shifted to a lower growth

path after 2000, largely moving in lockstep with slowing Canadian merchandise export growth. Imports,
on the other hand, were growing at a comparable rate to exports in the 1990s but then accelerated

85 Also includes passenger services performed within an economy by non-resident carriers.
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between 2000 and 2007. Growth in imports of transportation services related to goods continued at the rapid
pace of the previous decade, just as export growth was slowing, and on its own would have contributed to a
widening trade deficit. But growth related to the movement of people accelerated in the middle of the decade,
likely related to a change in the policy environment related to air travel that started to have an impact in the
middle of the decade, and by accelerating the access of Canadians to foreign carriers, further widened the
gap with exports.® Although potentially contributing to a widening of the transportation deficit, such policies,
by reducing the cost of air travel thus facilitating the movement of goods and especially business people by
air, have been shown to have a positive impact on both goods and services trade and likely foreign direct
investment.® Since 2009, the deficit has once again levelled off.

TRADE IN TRANSPORTATION SERVICES, 1990-2016
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In addition to moving with the broad trend in goods trade, the composition of trading partners also has a
significant effect on the transportation services deficit; more distant trading partners involve greater transport
costs. By far the greatest contributor to the increase in Canada’s transportation services trade deficit is a sharp
increase in the deficit for water transport with non-U.S. trade partners. As of 2016, Canada’s trade deficit in
water transport with non-U.S. partners stood at $8.7 billion, or 82 percent of Canada’s overall trade deficit in
transportation services. The next largest deficit is in air transport with the United States, at $2.8 billion, and is
largely offset by a $1.7-billion surplus in land transport with the United States.

Transportation services are not only about the movement of goods, but also about the movement of people.
Broadly speaking, growth in trade in transportation services related to the movement of people has not grown as
quickly as that for goods, and exports have not grown as quickly as imports. Exports of passenger services have
increased at an average annual rate of 4.6 percent since 1990 vs. 5.0 percent for imports. It is also notable that the

8 “The Blue Sky Policy: made in Canada, for Canada”, Transport Canada https:/www.tc.qc.ca/eng/policy/air-bluesky-menu-2989.htm
67 See “Air Service Liberalization and Canadian Trade”, by David Boileau and Mykyta Vesselovsky.
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fastest growth occurred in the 1990s for exports, but for imports accelerated in the period between 2000 and the
start of the global financial crisis. Not surprisingly, air transportation accounts for the vast majority of international
service imports related to the movement of people. As a percentage of bilateral trade, the deficit related to the
movement of people is significantly greater than that for goods, but somewhat smaller in absolute terms.

TRADE IN TRAVEL SERVICES, 1990-2016
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TRAVEL SERVICES are in reality a mix of goods and services consisting of all purchases by individuals for
own use or as gifts during visits to another country. This includes all spending, such as for lodging and food,
but not the actual passenger fares, which are included under transportation services. Simply put, travel imports
comprise spending by Canadians while traveling abroad while travel exports comprise the value of spending
by foreigners while in Canada. In both cases, spending excludes the cost of transport to and from Canada.

The travel services deficit expanded significantly in the first decade of the new millennium after shrinking
somewhat in the 1990s. The expansion of the deficit can be traced to three economic factors.® The first is the
value of the Canadian dollar. A strong dollar makes it relatively less expensive for Canadians to travel abroad
and more expensive for foreigners to travel to Canada while a weak dollar would have the opposite effect. In
the opening years of the millennium, the Canadian dollar appreciated significantly from US$0.64 in 2002 to
achieving parity with it in 2011. The Canadian dollar has weakened somewhat in the last few years, and a small
uptick can be seen in exports and a levelling off of imports. The second factor was a tightening of the Canada-
U.S. border in the years following the tragic events of 9/11 and the consequent sharp fall in travel receipts from
the United States. General economic conditions can be considered the third factor that had an impact on trade
in travel services. Canadians tend to spend more on travel when economic conditions in Canada are solid while
foreigners will spend more when economic conditions in their own countries are strong. Historically, it was the
economic situation in the United States that was most important for Canadian travel exports, with the bursting
of the dot-com bubble around 2000 and the global financial crisis contributing to the decline in Canadian travel
exports to the U.S. market in those years. More recently, strong growth in emerging markets, China in particular,
is a likely contributor to the rapid increase in travel imports from non-U.S. sources. Although growth in Canadian
travel spending (i.e. imports) in non-U.S. destinations has grown faster, Canadians still spend more on trips in

88 Non-economic factors such as weather or security fears are beyond the scope of this analysis.
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the United States. Travel spending by non-U.S. foreigners in Canada (exports), on the other hand, now exceeds
spending by Americans after years of steady growth and a dip in spending by Americans between 2002 and
2009. Over the past four years, growth by both groups (U.S. and non-U.S.) is now growing at similar rates.
Canada does have large deficits for both U.S. and non-U.S. travel.

TRAVEL EXPORTS BY TYPE, 1990-2016
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Travel spending by individuals is mostly for personal reasons, such as vacations. This type dominates spending
by Canadians, accounting for 80.2 percent of the value of imports, but vacation spending is a somewhat
less important source of foreign spending in Canada, accounting for 58.2 percent of travel exports in 2016.
Probably because it is largely discretionary, this type of spending tends to be more volatile than other types with
the shares varying considerably over time. Personal travel spending is even more dominant in its contribution to
the trade deficit. Spending by Canadians abroad was more than two times as great as that spent by foreigners
in Canada, a situation that is not likely to change until Canada improves its weather and builds the equivalent
of the Louvre. After travel for personal reasons, business travel® is the next most important, though declining,
share of travel exports. In 1990, business accounted for 20.9 percent of Canadian travel exports and 16.1 percent
of imports; by 2016, these shares had fallen to 13.6 percent and 12.4 percent, respectively. Canada’s trade deficit
in business travel has been a fairly stable share element of bilateral trade throughout the period. Travel for the
purposes of education, while accounting for a small share of imports, is a fast-growing share of exports. From
2000 onward, travel exports related to education have grown at an average annual rate of 13.1 percent, far
outpacing growth of travel service exports overall, which grew at an annual rate of 2.5 percent over the same
period. As a result, Canada now has a large trade surplus in education, reaching $4.4 billion in 2016.° As
recently as 2000, Canada had a trade deficit in this category, demonstrating just how quickly the trade situation
can change. Travel spending for health reasons still accounts for a negligible share of both exports and imports.

89 Includes spending by air crews.

70 See “Economic Impact of International Education in Canada — 2017 update”, Global Affairs Canada, for more information about the measurement of the trade in
education services.
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TRADE IN TRAVEL SERVICES BY PARTNER, 1990-2016
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GOVERNMENT SERVICES cover any payments made by or to governments and international organizations
including everything from payments for visas, to purchases by embassies and embassy staff. Government
services will not be covered in any detail in this report. Trade in government services is relatively small,
representing a shrinking share of Canada’s international trade in services.

COMMERCIAL SERVICES include a wide range of services with their common factor largely being that they
are not included in other categories of trade. Commercial services are the fastest growing type of services exports
by a wide margin - though not this year. The remainder of this feature will focus on trade in commercial services.

TRADE IN COMMERCIAL SERVICES
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Canadian exports of commercial services grew at an average annual rate of 8.0 percent since 1990, outpacing
import growth, which expanded at an average rate of 6.8 percent. Canada’s trade in commercial services is
also balanced; Canada ran a small trade deficit in commercial services in every year of the 1990s but then
switched to a small surplus in the early 2000s, which it still keeps.

CANADIAN COMMERCIAL SERVICE EXPORTS BY REGION, 2016
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Commercial service exports are less dependent on the United States than are goods exports, with 62.2 percent of
commercial service exports bound for the United States in 2017 compared to 74.8 percent of goods exports.” In
other ways, however, commercial services exports are less diversified than goods: in the same year, 39.9 percent
of commercial service exports to non-U.S. destinations were bound for emerging markets compared to a slightly
higher 42.4 percent for goods.” Canadian commercial service exports are more likely to go to other advanced
countries. In addition to the high share for the United States, the EU receives an outsized portion of Canadian
commercial service exports compared to that region’s share for goods. Even more importantly, growth in
Canadian commercial service exports to the EU has been among the highest of any region resulting in its share
increasing at a steady pace. Asia, on the other hand, received only 4.8 percent of Canadian commercial service
exports in 2016, and the rate of growth since 2000 has been among the weakest. South and Central America
has an even smaller share at 3.0 percent in 2016, and while growth is significantly higher than that for Asia, it is
only on par with growth in commercial services overall and therefore that region’s share has not improved to any

712017 data are only available for select partners at time of writing.
72 Emerging markets defined as non-OECD economies.
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great extent. Africa’s share is even smaller and has seen the slowest growth of any region. A notable exception
to the trend of most Canadian commercial service exports going to advanced economies is the Antilles,” which
had the third-highest share of any region and by far the fastest growth. There is no doubt that this region’s role
as a destination for foreign direct investment (FDI), including FDI from Canada, is the reason for this outsized
performance.

TOP DESTINATIONS FOR CANADIAN COMMERCIAL SERVICE EXPORTS (EXCLUDING THE U.S.), 2016
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An examination of the top destinations, excluding the United States, for Canadian commercial service exports
reinforces the link between exports and advanced countries and financial centres. Of the top 15 destinations,
the only economies that would not fall into one of these two groups is Mexico, ranked in 11th position, and
China, at 13th. The remainder are all financial centres, such as Bermuda, Hong Kong, and Barbados, or rich
economies, such as France, Germany, Japan, Australia, and Sweden. Alternatively, they could be considered
a combination of the two, such as the United Kingdom, Switzerland, Ireland, Belgium and Luxembourg, and
the Netherlands. As previously noted, Canadian commercial service exports are remarkably concentrated: the
United States plus the next 15 most important destinations account for 87.5 percent of exports. The addition
of a further 15 destinations adds only another 4.3 percentage points to the total.

Management services is the single most important type of Canadian commercial service exports and
includes professional and management consulting services as well as payments between affiliates and parent
companies. The most important sub-category of this group is legal services, which accounts for about one-tenth
of Canadian exports in this category. Financial services, which follows management in importance, includes

73 A region defined by Statistics Canada as the Caribbean and the Bahamas together.
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various fees, margins and commissions relating to the cross-border provision of financial services. In 2016,
roughly 40 percent of the value of this category was accounted for by financial intermediation. Computer
and information services includes hardware- and software-related services such as licences for using software,
web-hosting, and payments for maintaining and repairing computer systems. Information services means
access to databases, data storage and dissemination and news agency services. Computer services account
for the vast majority of the value in this category. Technical services includes the cross-border delivery of
architectural and engineering services, which account for just under half of Canadian exports in this category
and a broad category of other technical services, including environmental services, which account for a little
more than half of the value. Charges for the use of intellectual property (IP) is the single largest import category
and fifth most important category of Canadian commercial service exports. This category is one of only five
areas where Canada has a trade deficit and is by a wide margin the largest area of deficit. Charges for the use
of IP includes a number of sub-categories. Canada has a deficit in all sub-categories, but by far the largest is
related to patents and industrial design followed by software and other royalties, and franchises. Trademarks
and copyrights are relatively small in terms of both deficits and in terms of importance for Canadian exports.
Although Canada has a large deficit in IP, Canada has a sizable surplus in R&D that is related to the outright
purchase or sale of ownership related to the outcome of R&D. Insurance is the fifth most important service
import and yet another sub-sector in which Canada has a deficit. Most of that deficit is the result of a deficit
within the re-insurance sub-category for which Canada has relatively few exports but sizeable imports, as
opposed to primary life and non-life insurance, which account for a large share of exports.

COMMERCIAL SERVICE EXPORTS AND IMPORTS BY SERVICE TYPE, 2016
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Trade balances may provide an indication of comparative advantage. Overall, Canada has a small surplus
in commercial services comprising surpluses in 11 sub-sectors (indicated in blue). The largest surpluses are
in R&D, computer and information services, non-financial commissions and services to business. Five sub-
sectors had deficits in 2016 (indicated in red) with the largest in IP and insurance. The two sectors accounting
for most trade - management and finance - are in surplus and in deficit respectively, but as a share of total trade
are rather small and as such could largely be considered as being in balance.
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One feature that makes commercial services trade different from other types of trade in services is that a
significant portion is intra-firm, that is, it takes place between parts of the same organization. The headquarters
of a Canadian company, for example, may provide accounting services for an affiliate of that same company
in a foreign country. This type of trade is considered affiliated trade, and is in contrast to non-affiliated trade
that would occur if that same Canadian company provided accounting services to a company to which it was
not related in a foreign country. Affiliated trade has been growing faster than non-affiliated trade for some time,
and while for imports affiliated trade long since surpassed the non-affiliated kind, in 2005, affiliated exports
surpassed non-affiliated exports for the first time. As of 2015, the year of the latest data available, affiliated
exports of commercial services were 40 percent greater than non-affiliated exports.

Figure SF.17

TRAVEL EXPORTS BY BUSINESS TYPE, 1990-2014
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In addition to services trade taking place within the organizational structure of the firm as affiliated trade, the
third mode of cross-border services trade involves a foreign company establishing a local subsidiary or branch
in order to deliver the service. On the surface, these “sales by affiliates” look to be more important than service
exports. In the case of North America, which is dominated by the United States but also includes financial
centres in the Caribbean that host a large amount of Canadian direct investment abroad, especially in the
financial sector, sales by service affiliates are 3.7 times as large as exports. For other regions, sales by service
affiliates are almost as dominant at 2.8 times as large as exports for Europe and 2.3 times as large for Asia. Only
in Africa are exports greater than sales by service affiliates.
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Figure SF.18

SERVICE EXPORTS VS. SALES BY AFFILIATES ABROAD, 2015
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The figures on sales by affiliates must be interpreted with caution as they measure the value of sales by the
industry of the affiliate, which in this case is in services, but it does not imply that they are comparable to service
exports as have been described in this feature. Retail trade, for example, is the second most important sector
while wholesale trade ranks fourth, with the two together accounting for 27.1 percent of sales. These sectors
have no comparable category within commercial service exports and are most likely in fact involved in selling

SERVICE SALES BY AFFILIATES ABROAD, 2015
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goods. For all sales by affiliates, there is additionally the potential to double-count when comparing them to
exports. As noted, more than half of service exports are to affiliated companies, the value of which may be
counted within sales figures. Sales by Canadian affiliates may also return to Canada in the form of imports.

As a case in point, in addition to Canadian companies establishing affiliates abroad to reach foreign markets,
foreign companies also establish affiliates within Canada, not only to reach the Canadian market but also to
export. In fact, in 2015, 43.3 percent of Canadian commercial service exports were conducted by foreign
companies in Canada; 25.8 percent of exports were by U.S. companies followed by 12.9 percent by European
companies, and companies from other countries accounting for the remaining 4.5 percent.

SERVICE EXPORTS BY SOURCE, 2015
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MEASUREMENT OF SERVICES TRADE

It is sometimes claimed that services trade is not well measured. This perception likely comes from a comparison
to trade in goods for which there is much more detail in terms of partners and products. Information about the
goods trade is also timelier with statistics updated on a monthly basis. It may also be that people can imagine
measuring a car crossing the border but have a more difficult time understanding how something non-tangible,
such as exports of architectural services, could be well measured. Although there is room for improvement,
there is no evidence of a systematic under-estimation of cross-border trade in services.

Information on trade in goods starts with customs documents: import and export declarations that contain
detailed information on the good that is crossing the border. Statistics on the imports of goods are the gold
standard given the incentive of customs officials to undertake inspections for security, duty collection, and other
reasons. Statistics on services trade, on the other hand, are collected by survey.” Due to concerns about the
burden put on survey responders and that surveys that are too long or complex will result in non-responses
or incorrect information, it is only possible to undertake infrequent and relatively simple surveys. Increasingly,
administrative data are used to supplement information sourced from surveys, allowing for surveys to become
shorter and thus easier for respondents to complete while also improving data quality. While comparisons may
be made between goods and services trade, goods trade is an exception; the methods used for measuring
trade in services are comparable to those used to measure most other business and economic statistics
including such core statistics as the calculation of GDP.

Measuring trade in services does have its own challenges. Unlike for goods, it is commonly understood that for
services, exports may be measured more accurately than imports. This is the case because it is often easier to
identify, and thus survey, the producer of the service than the consumer who may be more difficult to identify. Most
architectural services, for example, will be delivered by architectural firms, while nearly any business or individual
could potentially consume architectural services. One priority for the improvement of cross-border services trade
statistics relates to digital trade and in particular the consumption of services by individuals through platforms such
as Airbnb, Uber and Netflix, but also cloud computing services and software as a service.

Gathering more information by partner and by product is also a priority for improving services trade data, with a
number of improvements made in recent years and reflected elsewhere in this feature. Increased use of administrative
data, and other innovations, is allowing data to be presented for more trading partners, with increased detail on the
type of services being traded, and in a more timely fashion, with further improvements expected going forward.

One of the most significant innovations in international trade analysis in recent years has been work based on the
characteristics of exporters. This analysis has shown, for example, that relatively few exporters account for the vast
majority of export value and that relatively few companies engage in exporting. The heterogeneous, or “new new”,
theory of trade evolved from this work. Such data in most countries, including Canada, have been based only on goods
trade. Comparable data on the characteristics of firms participating in trade in services would expand such analysis
beyond the goods sector, which is a shrinking component of most economies. Negotiators of trade agreements face
a unique challenge when it comes to services in that there are potentially four modes of supply that are addressed in
trade agreements. Currently very limited data are available on mode of supply for services.

While service exports are no more poorly measured than most business or economic statistics, there is still
room to improve. Statistical agencies recognize many of the concerns that are frequently raised with respect to
services trade statistics and are actively working to improve the statistics on a number of fronts.

74 The framework for measuring trade in services is established by the International Monetary Fund (IMF) in conjunction with other international organizations, international
experts, and national statistical agencies. The latest rules for measuring services are contained in the sixth edition of the Balance of Payments Manual (BPM®6).
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INTERNATIONAL PERFORMANCE

In 2017, Canada ranked as the 18th most important exporter of commercial services globally. At 1.6 percent™ of
global service exports, this ranks well below benchmarks such as Canada’s share of global output (2.0 percent)™
and of merchandise trade (2.4 percent).” In 2017, the United States was the single largest exporter of services,
followed by the United Kingdom — both well known for their services exporting prowess. The Netherlands, India,
and Ireland all “punch above their weight” in services in terms of their share of service exports relative to their
share of GDP. The Netherlands and Ireland are both top destinations for foreign direct investment (FDI); the
former is also a top source for FDI. India is well known as a destination for the offshoring of business services.
By contrast, Germany’s and Japan’s rankings for services are both well below their rankings for goods. China’s
share of global services exports also ranks well below its share for goods, but does not rank poorly given its
current level of development. Chapter 2 of the State of Trade gives more details on global services exports.

CANADA'S SHARE OF GLOBAL COMMERCIAL SERVICE EXPORTS
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Canada has an above-average export share in cultural and recreational services, R&D, professional and
consulting, and financial services. More detailed descriptions of these service categories are provided in the
Commercial Services section of this report. International comparisons can be difficult: many countries do not
report timely data for trade in commercial services or in some cases do not report services trade data at all.
Furthermore, when data are reported, there can be important differences in how sub-sectors are defined. For
these reasons, Canada’s competitiveness in commercial services is examined in two specific markets — the
United States and the EU — which allows for the use of a single source of data for each market. The United
States and the EU are the world’s two largest markets for commercial services and by far the most important
destinations for Canadian commercial services.

TS\WTO press release, April 2018.
76 International Monetary Fund, WEO database.
"7 \orld Trade Organization annual statistical report, 2017.
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CanapA IN THE U.S. SErvicE MARKET

Canada’s share of U.S. service imports stood at 6.1 percent in 2017, well below Canada’s share of U.S. goods
imports, which was 13.0 percent that year. Canada’s share of U.S. service imports is down from 8.4 percent
in 2000, a decline of about one-quarter, but it is a smaller decline than was the case for goods, which fell by
one-third. Canada is the fourth most important source of U.S. service imports, behind the United Kingdom,
Germany and Japan, whereas for goods, Canada is second, behind China. U.S. service imports generally are
much more diversified than for goods. In services, the top five countries account for 34.1 percent of imports,
whereas for goods, the top five account for 58.8 percent of total imports. The United States is, by a wide
measure, the most important destination for Canadian service exports.

CANADA'S SHARE OF U.S. IMPORTS, 1999-2017
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A commonly used technique for identifying in what sectors a country has comparative advantage is to use a
measure of revealed comparative advantage. Using revealed comparative advantage measures is a challenge
in services trade as the data are not always available, and categories of trade are not perfectly comparable
across countries at a meaningful level of detail. As such, two simpler measures are used to identify where
Canada may have a comparative advantage in services, and the analysis will focus on two specific partners:
the United States and the European Union.

Simple trade balances are one potential indicator of comparative advantage. Where there is a surplus, by
definition, there are more exports than imports (see “Balance” method reported in table). This method might
be interpreted as measuring if Canada has an advantage vis-a-vis the United States (as opposed to having an
advantage over other countries trading within the U.S. market). Overall, Canada has a sizeable trade deficit with
the United States in services trade reflecting U.S. strength in services. By this measure, expressed in the table
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as a percentage of bilateral trade, Canada has surpluses in only four sectors: R&D services, “other” technical
services, accounting, and computer services. Canada’s overall deficit in services, expressed as a share of
bilateral trade, is 28.6 percent. If this is used as a baseline, there are another five sectors where Canada’s deficit
is below 28.6 percent and thus may be thought of as having a weak comparative advantage.

Figure SF.23 __Q
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A second measure of comparative advantage is similar to traditional measures of revealed comparative
advantage and uses Canada’s overall share in services in U.S. imports as a baseline. Those sectors in which
the share exceeds this baseline might be said to have a comparative advantage (see “Import Share” method in
table). This method may be best thought of as assessing if Canada has an advantage compared to other (i.e.
third) countries in the U.S. market. By this measure, Canada has an advantage in 12 sectors - including all but
one of the sectors identified using the “balance” method.
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Table SF.1
CANADA’S COMPARATIVE ADVANTAGES IN SERVICES IN THE U.S.
Balance Import Share
Advertising -85.3 0.6
Education -73.1 -3.7
Intellectual Property -70.5 -2.8
Leasing -70.1 -2.0
Legal -65.6 1.1
Insurance -59.2 -4.9
Financial Services -52.3 1.9
Information -51.2 14
Industrial Engineering -42.0 -2.3
Construction -28.1 15
Architectural -27.8 1.3
Telecom -26.4 0.0
Maintenance & Repair -17.2 10.7
Business & Consulting -6.9 1.0
Computer 21.5 53
Accounting 34.1 6.3
Other Technical 44.2 8.7
Research and Development 67.6 0.0

Balance: Canada’s surplus (deficit) with U.S. as % of total trade
Import Share: Percentage points by which import share is greater (less) than import share of total services

Source: U.S. Bureau of Economic Analysis

CanaDA IN THE EU ServicE MARKET

Unlike in the United States, where Canada’s share of goods imports is significantly larger than that for services,
Canada’s share of both EU service and goods imports amounted to 1.7 percent in 2016. Also unlike in the
United States, where Canada’s share of both goods and services has been on the decline, Canada’s share of
EU services imports has been gradually decreasing, from 2.2 percent in 2010, while the share of goods imports
has remained steady over the same time period.” In 2016, Canada was the tenth most important source of EU
service imports (excluding intra-EU trade). The United States stands out as by far the largest source of external
EU imports of services. As a rough benchmark, the Canadian economy is about one-tenth the size of the U.S.
economy; however, EU imports from the United States are more than 18 times as great as those from Canada
indicating the relatively strong performance of the United States in services. Switzerland also stands out for its
large share of EU service imports, but given it unique location surrounded by EU countries and long history of
strength in financial services, it is not as useful to make comparisons with Canada. In terms of diversification
of sources, EU service imports are slightly less diverse than goods imports; the top five countries account for
53.8 percent of total service imports, whereas the top five account for 52.7 percent for total goods imports.

78 Although much of that stability is due to a rapid rise in gold imports; see box in Chapter 5 of The State of Trade.
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EU TOP SOURCES OF SERVICE IMPORTS
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As noted, Canada’s share of EU service imports has fallen considerably over the past six years for which
comparable data are available. Business services is by far the largest sub-sector for EU imports overall as well
as for EU imports from Canada and as such was also responsible for most of the fall in Canada’s share of EU
imports. EU imports from Canada in this sector actually increased modestly between 2010 and 2016 (up
16.7 percent), but could not keep pace with the growth in overall EU imports (up 95.8 percent).

Employing similar techniques as were used to examine Canada’s comparative advantages in the U.S. services
import market produces rather striking results for the EU.” As was the case with the United States, the trade
balance approach indicates far fewer sectors of possible comparative advantage (at only six sectors) than
does the import share approach. Overall, Canada had a services trade deficit of €6.7 billion with the EU
in 2016, €3.5 billion of which is in commercial services representing 23.9 percent of two-way trade. Using
23.9 percent as a new benchmark for comparative advantage, rather than being limited to those sectors with
a surplus, adds an additional four sectors and greatly increases the overlap with the results for the United
States. Most notable in the EU case, however, is the close correlation between the trade balance and import
share approaches. There is a strong correlation between trade balance and import share when ranked. These
measures of comparative advantage point in a broadly similar direction as the results for the United States in
that: 1) R&D stands out as a sector in which Canada performs well; 2) Canada broadly shows the signs of
having advantages in professional and technical services; and, 3) some sectors show Canada’s market-specific
strengths, with education being an example in the EU while Canada’s performance in education in the U.S.
market ranked poorly.

79 The analysis was performed at the most detailed sector level that was possible for both the EU and U.S. As a result, the number of sectors covered is somewhat
different.
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Table SF.2
CANADA’S COMPARATIVE ADVANTAGES IN SERVICES IN THE EU
Balance Import Share
Construction -78.4 -0.3
Architecture -78.4 -0.7
Health Services -77.8 -1.0
Operating Leasing Services -72.7 -0.6
Waste Treatment -72.0 -0.9
Financial Services -66.7 -0.5
Heritage and Recreation -65.5 -0.9
Intellectual Property -63.0 -0.9
Information -54.1 0.4
Engineering -50.2 0.6
Insurance -47.4 0.0
Legal -44.3 0.4
Telecom -40.8 0.1
Computer -33.2 14
Other Business Services -21.4 0.1
Accounting -21.2 0.6
Scientific and other Technical -15.7 -0.3
Education -13.2 1.3
Other Personal Services 9.9 0.0
Business and Management 11.8 0.7
Research and Development 34.9 0.1
Advertising 37.2 0.4
Trade-related Services 55.2 0.2
Audiovisual 62.4 9.1

Balance: Canada’s surplus (deficit) with EU as % of total trade
Import Share: Percentage points by which import share is greater (less) than import share of total commercial services

Source:. Eurostat (2016)

SME ExPoRTERS OF SERVICES

Data on the characteristics of the firms that export and import merchandise come from customs documents.
These data inform us that while most exporters are small and medium-sized enterprises (SMEs),® most of the
value of exports comes from large firms. Even among SMEs, a relatively small share of exporters contributes
most of the value. Only much more limited data from surveys are available for exporters of services.

As of 2014, an estimated 11.8 percent of SMEs exported. According to the Survey of SME financing and
growth, in 2011, the year of the most recent data available,® 48.9 percent of exporting SMEs exported goods
only, 39.1 percent exported services only, and 12.0 percent exported both goods and services. As a share
of the number of firms, however, the share that exports in the services sector is well below that in goods.
This finding is not unique to Canada: even in the United States, which is often thought to have a comparative
advantage in services, service firms’ export participation lags manufacturing firms by a considerable margin.®

80 Defined here as having between 1 and 499 employees.
81 At the time of writing @ new survey is in the field and updated data should be available by the end of 2018.
82 . Bradford Jensen “Global Trade in Services: Fear, Facts, and Offshoring”, Peterson Institute for International Economics, 2011.
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SME EXPORTERS — GOODS VS. SERVICES, 2011
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The smallest of SMEs, those with between one and four employees, are the most likely to be services exporters.
Some 51.9 percent of these “micro-SMEs” export only services and another 8.1 percent export both goods
and services. By comparison, the largest SMEs, those with between 100 to 499 employees (the “medium-
sized enterprises” in SME), are less likely to export services overall, and when they do only 21.6 percent export

services only but a larger percentage, 22.5 percent, export both goods and services. There are a number of
reasons for the different propensity of firms to export services according to their size. The most likely reason

SME EXPORTERS BY SIZE OF FIRM, 2011
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is that there may be less scope for economies of scale in the production of services. Large manufacturing
plants achieve economies of scale through specialization of tasks such as on an assembly line. It is not clear
that the same scope for specialization of tasks and standardization of outputs is possible in services. Tasks
in manufacturing also benefit from proximity, for example, minimizing the distance between tasks as a good
travels down an assembly line yields savings. With the advent of just-in-time delivery of inputs, suppliers are,
in many cases, located in close proximity to the customer. For many service industries the benefits of such
proximity are not as clear. Finally, goods-producing industries are often capital intensive and greater scale
allows for better access to financing enabling businesses to make expensive capital outlays. By the same
token, where size confers less benefit, such as in services, this lowering of barriers to entry may permit new,
smaller, companies to enter the market. But it is not always the case that service firms are smaller. Six of the ten
most valuable Fortune 500 companies are in the services sector. Financial services have always ranked highly
on such company lists and have recently been joined by technology companies.

Among industries, goods-producing industries are, not surprisingly, focused on exporting goods; 82.0 percent
of SMEs in manufacturing export only goods, while 85.4 percent of SMEs in the agriculture and resources
sectors export only goods. There are notable differences though; 12.5 percent of SMEs in the agriculture and
resources sectors export only services while only 2.1 percent export both goods and services, indicating a clear
distinction between those that produce and export the goods and those that provide services in the sector. By
comparison, only 2.1 percent of manufacturing SMEs export only services, but 15.9 percent report exporting
both goods and services. This likely reflects the linkage between manufacturing a product and providing follow-
up services (see section on servicification in this report). In the professional, scientific and technical service
sector, 73.9 percent of SMEs report exporting only services compared to 14.2 percent for only goods and
11.9 percent for both goods and services.

Figure SF.27

SME EXPORTERS BY SELECT INDUSTRY, 2011
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Although service firms tend not to have the same economies of scale as producers of goods, they do appear
to benefit from a different type of economy of proximity — clustering. Goods-producing industries are more likely
to be located outside of major metropolitan areas. That may be driven by the location of natural resources as
is the case with mining, forestry and agriculture, or of inexpensive land for large manufacturing plants. The idea
of the “company town” where one large company was the dominant employer in town is largely associated
with goods-producing companies. Services-producers, on the other hand, and knowledge-based services in
particular, are largely urban affairs and appear to benefit from proximity to firms in a similar line of business.
Some 39.0 percent of rural SMEs export services compared to 53.5 percent of urban SMEs.

Figure SF.28

MAJORITY FEMALE-OWNED SMES EXPORTERS BY INDUSTRY, 2014
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An additional notable characteristic of SMEs that export services is that they are more likely to be female-owned
than SMEs that export goods: 8.7 percent of SMEs that export services are majority female-owned compared
to 7.5 percent of goods exporters. But, far fewer export goods and services: only 2.7 percent of SMEs that
export both goods and services are majority female-owned. This is likely related to size as female-owned SMEs
tend to be smaller while those SMEs that export both goods and services tend to be larger. The importance
of services for female-owned SMEs is also apparent when looking at sub-sector composition. While majority
male-owned SMEs are dominated by manufacturing, among female-owned SMEs professional services is the
most important sub-sector followed by health, social and culture, with manufacturing ranking only third.

SME exporters in the service sector face challenges that are common to the goods-exporting sector as well as
unique challenges. Distance to customers ranks as the most important obstacle for both small and medium-
sized exporters and is also ranked as a more important obstacle for service-exporters than for goods exporters.
This may reflect the fact that, face-to-face meetings are still important in the service sector and may require
travel, despite technology that allows for easier and less costly communications. It is notable that border
security is the third-ranked obstacle and is also rated as more important for service exporting SMEs than for
goods exporting SMEs. For goods exporters, security may mean scans of containers crossing the border while
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for service exporters it means longer line-ups and more intrusive scans for people crossing the border. Of note,
financing issues are not ranked highly for either goods or service exporters. Similarly, intellectual property rights
protection is not rated as a major concern for SMEs exporting either goods or services. The aggregate figures,
however, can hide a significant degree of detail due to the size and diversity of the service sector: some survey
respondents in certain sub-sectors may rate an obstacle highly even if the majority do not. The characteristics
of the sector as well as the predominant mode of delivery for exports in each sector are often important factors
in predicting if an obstacle will be rated as significant.

Relative to other service industries, small firms involved in transportation (especially air and ground transportation)
find legal and administrative obstacles to be of high importance as a barriers to export.® Similarly, border security
is identified by small firms as a high concern in transportation (truck and air transport as well as warehousing).
In both cases, this is likely due to the frequency of cross-border dealings for this industry. On the other hand,
service firms of medium size involved in scientific technical services and laboratory testing rated concerns about
border security highly; this is likely due to the sensitivity of work that is being done. Distance to customers was

Table SE.3

BARRIERS TO EXPORTING REPORTED BY CANADIAN SMES, 2012

Small Enterprises (%) Medium Enterprises (%)

Manufacturing Service Manufacturing Service

Exporter Exporter Exporter Exporter

Distance to customers 25.0 38.3 21.2 36.6
Meeting customers cost requirements 37.6 31.1 39.7 11.3
Border security issues 16.6 27.2 10.2 27.7
Meeting customers quality requirements 211 25.1 23.8 3.4
Canadian export taxes or trade obstacles 18.1 15.6 16.3 14.6
Canadian legal/administrative obstacles 15.6 15.3 10.6 25.9
Access to financing 19.3 15.0 14.6 18.0
Foreign tariffs or trade barriers 21.3 14.4 21.6 16.9
Uncertainty of international standards 18.7 141 16.5 14.5
Linguistic or cultural obstacles 8.7 10.7 10.1 2.8
Lnotﬁlcl;:;ual Property (IP) right violation 95 6.5 119 15.7
Customer requirements to use specific 13.8 6.4 78 0

technologies

Note: See SIBS survey for definitions, including size of firms. Responses are for those firms exporting or attempting to
export.

Source: Statistics Canada, Survey of Innovation and Business Strategy, 2012

83 Some of Canada’s highest barriers in services are in “network sectors” based on OECD's Trade Restrictiveness
Index_https://www.oecd.org/tad/services-trade/STRI_CAN.pdf
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reported of high importance, mainly by small architectural, engineering and related services firms. This makes
sense as these firms may require the movement of people to perform their work. The industries that most
identified linguistic and cultural issues as obstacles to exporting their services were those that provide services
with a strong language or cultural awareness component: advertising, software publishing, online publishing,
and information and cultural industries.

CoNcLusIons

Services are becoming an increasingly important component of Canadian exports, both directly as well as
indirectly in the form of embodied content or as facilitators of goods trade. Due to Canada’s relatively large
manufacturing and resource sectors, Canada’s services exports are somewhat less developed than those of
many of its peers. And yet, Canada shows strength in some key knowledge-intensive service sectors.® Many
SMEs also export services, either on their own or alongside of goods. Services look like a promising avenue for
Canadian export expansion. However, since much of Canada’s services trade by value takes place as intra-firm
trade and is closely linked to foreign direct investment, traditional trade policy tools might not be as effective.
More analysis should be done to ensure that, at a minimum, no barriers exist to expanding services trade
and that trade promotion can offer the appropriate services to these companies to foster growth in exports of
services.

84 “Becoming A Services Superpower: Tapping Into the Global Appetite for High-Value Services”, Conference Board of Canada, 2016.





