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I INTRODUCTION 

The subject of American investment in Cana­

da is a topic on the mirrl of many Canadians. Insofar as 

it is a major part of the overall pattern of American 

investment abroad it is al so a serious concern to the 

United States. For the latter the main problem it poses 

1 is the strain placed on its balance of payments. For 

tœ Canadian, however, the problem is not so transient. 

It is tl'e long-run effects rather than the short-run 

which worries him.~The short-run effects of American 

investment in Canada have been beneficiai; the stimu­

lant of increased demand has spread to other sectors of 

the economy and prosperity has followed. This has been 

true of all periods of substantial capital inflows, but 

especially during the early 1950s. \ 

At the same time Canada has had to pay a 

1 This in tu rn is a result of America' s attempts to in­
vest, lend, and give away far more th an its positive 
balance of trade will permit. The normal solution for 
othe r cou nt ries, devaluation of the currency, is not 
open to the United States for its currency is the 
basing point for so many others that such a move 
would at best only delay t:œ ultimate corrections 
requ:ira:i. Reluctantly the Americm government has 
only recently employed the second-best alternative, 
deflation, throur)l raising its discount rate. It is 
also attacking the problem directly by impeding the 
outflow of American funds through a special tax. This 
will serve to strengthen the attem}t s of the Canadian 
gov emment to decrease the flow of American funds, as 
we shall see in cha pte r VIII. 
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priee for tœ se benefit s. In di reet costs the priee has 

been very low but the long-run effects will likely 

prove more of a burden. The substantiel American in­

vestment in Canada has placed that country in the hands 

of its crediter s. This is the most serious charge 

against foreign investment and the one which touches 

Cana da' s sore point • 

~ The situation has aroused considerable 

resentmen t in Canada and the imbroglio which has resul­

ted is not purely an economie one. Nevertheless it is 

the economie undercurrent which provides the base for 

much of Canada's complaint. It is only natural that 

poorer countries should be jealous of richer ones and 

man if est the ir en vy by sorne form of attack on the ir 

more affluent neighbours. In less-advanced countries 

this takes the form of denunciations of the United 

States and stone-throwing marches on her embassies. 

Canada manifests her displeasure in more intellectual 

forms. Her complaints are more subtle and, as a conse­

quence, less easy to counteract. 

It is the duty of the economist to analyze 

American investment in economie terms. What are its 

consequences? Does it aid economie development? Will it 

lead to economie assimilation? What would be the effect 

of the withdrawal of American investment or even a 

dra.stic reduction in ca pit al inflows? How does foreign 

investment affect the opportunities for domestic inves-
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tors to exploit their own economy? To answer many of 

these questions the economist must frequently go beyond 

the purely financial considerations. American invest-

. ment generally invblves much more than a simple loan of 

funds. Investment in equity forms, at least, also 

places part of the economy in the control of foreigper~ 

In this paper we will often speak of in­

vestment when only direct investment is meant. Many of 

the effects of direct investment, good and bad, are not 

present in portfolio investments. This divergence must 

be noted. Since direct investment is the more all­

embracing of the two and since quantitatively it has 

been the larger in Canada's case, we shall devote more 

time to it than to portfolio investment. 

One furthe r point should be noticed. 

Although the primary concern of this paper is American 

investment, much of the analysis applies equally well 

to all foreign investment. Because it is by far the 

biggest part of all foreign investment in Canada and 

be cause i t establishes tie s to the United States which 

Canadians are worried about , we shall concentrate on 

American investment. Nevertheless, throughout the paper 

the two terms may generally be used interchangeably. 

We shall look first at the theory of 

foreign investment, briefly examining its causes and 

consequences. Applying this to Canada we will study it 
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as a practical illustration of the theory. After seeing 

tœ si ze of American investment we shall examine in 

detail its effects, mak ing an arbitrary distinction 

between financial and non-financial consequences. After 

looking at the role of policy in Canada and elsewhere, 

we shall draw sorne· conclusions as· to what.,Canada t s 

goais<:are and sèt .up a: corr-esponding strate gy. 

The conclusions drawn are intended to be 

economie ones. Having given the economie considerations 

involved, the economist's job is done. These must then 

be wèi@.ed against political and ether factors and 

decisions taken based on them. The policy conclusions 

drawn he re obvious ly imply that sorne su d1 jun ct ure has 

been made. Nevertheless I hope the evidence presented 

does not stray from its economie base. 



II THE THEORY OF FOREIGN INVESTMENT 

The Development of the Theory 

The study of capital movements as an 

element in international economie analysis is essen-

tia li y a twen ti eth. century developmen t. Al though 

writers from the mercantilists onwards have been con-

cerned with the cau ses and effects of "specie flows" 

(i.e. gold) and other unilateral movements, the main 

interest before the present century was the balance of 

trade. 2 Indeed the central tenet of the classical 

theory of international trade was the immobility of 

factors. The classical model held factors of production 

to be perfectly immobile beyond a country's borders. 

This included capital. Thus their studies centered on 

the problem of how equilibrium was restored after an 

imbalance in the trade account occured. 

The patent lack of realism in this analysis 

is readily acknowledmed by the latter-day classicists 

( J .s. Mill was tte fir st to note the defect} who ne ver-

theless feel it remains a usefUl tool and continue its 

exposition. The "pure theory" of international trade 

fOund in all textbooks retains the assumptions of the 

2 See Carl Iversen, International Capital Movernents, 
Copenhagen, 1935, pp. 95-105, for a surnmary of tne 
history of thcught on capital rnovements. For a 
summary of the rnovements thernselves up to 1930 see M. 
Palyi, "Foreign Investrnent," Enc,clopedia of the 
Social Sciences, Vol. VI, pp. 36 -74 



classical madel. Factor movements are added as an 

afterthought. Their existence is a miner qualification 

to a valid doctrine. 

Contrast this with the role assigned to 

capital by Iversen: 

"Capital sets out in search of the 
ether immobile factors, so to spe ak, in arder 
to get combined with them in the most advan­
tageous proportions. Its movements tend ta 
neutralize the disadvantage of the tmeven 
productive equipment of different countries.n3 
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To Iversen t:œ flow of capital, 1 rather than commodity 

trade, is the great equalizer. Capital movement enables 

production to achieve economies of scale by offsetting 

the disadvantages resulting from the lack of factor 

div isibil it y. 

The factor-priee equalization theorem, on 

the ether hand, developed by Heckscher and Ohlin, and 

perfe ete d by Samuel son, is a direct offspring of the 

classical theory. Its acceptance as a point of discus­

sion gives weight to the influence of the pure theory. 

All this is in direct opposition to the 

theory of foreign investment and capital flows. Capital 

is the most mobile of the factors of production and 

naturally has received the most attention from the dis-

sident s. Foreign investrœ nts we re common du ring the 

seventeenth and eighteenth centuries (although they 

frequently were confined to the colonies of the mother 

country) and the Ïr' importance has increased steadily, 

3 Iversen, 2E• cit., p. 156 



if somewhat irregularly due to the interruptions of 

wars ani depressions. While almost all peoples toda y 

are politically independant, the underdeveloped coun­

tries rely heavily on outside assistance to remain 

economically viable. It. is under the se conditions that 

foreign investment assumes its importance. 

The Concept 
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What is foreign investment? It is not 

money, nor foreign exchan~, nor purchasing power, nor 

capital funds. The transfer of money represents only 

the commitment to invest. Until it is translated into 

the flow of goods and services from abroad no invest­

ment takes place. Thus foreign investment is the placirg 

of goods abroad, generally to obtain a better return on 

them than could be obtaineq. at home. "If no goods at 

all were able to move between countries a real capital 

transfer would be impossible."4 

This does not mean that the actual goods 

{i.e. plant, machinery, inventory, etc.) in which the 

investment is made must originate in the investor's 

home country. This is unnecessary. The transfer of pur­

ela s ing power will enable the recipient country to add 

to its re sources in tot al; whe re any particular funds 

are us ed is not important. If the capital funds so 

transfe red are actually used for consumption goods, for 

4Ibid., p. 47 
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example, this simply allows the domestic funds which 

might have been used for consumptian to be diverted to 

the capital project for which the investment was inten­

ded. It is also possible, of course, if a foreign loan 

is made, to devote it entirely to consumption goods. 

This merely increases present consumption at the ex­

pense of that in the future. The lending and repayment 

equate present and future marginal utilities just as in 

the domestic market. 

In fact all international investments 

differ from domestic investments only in external qua­

lifications. These include the problems of foreign 

exchan ge ( its possible fut ure depreciatioo); separa te 

political units following different and possibly con~ · 

tradic tory economie pol ici es and following discrimina­

tory (either adverse or favourable} policies towards 

fer eign investment; arrl the natural barriers of geogra­

phy, language, and culture. It offers a special field 

of study due to the importance (from a national rather 

than world viewpoint) of relative chanê9s in welfare 

resulting from a shift in resources. The causes and 

effects of foreign investment, while in essence the 

same as those of domestic investment, merit separate 

analysis as long as national ist cons ii erations outweigh 

those of the world-oriented outlook. 
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The Balance of Payments 

In measuring all international transactions 

the balane e of payment s is generally divided into 

sections to reflect the nature of the money movements. 

The current account section includes all sales of goods 

and services, including the interest and dividend pay­

ments on previously invested capital. The current 

account reflects the commercial side of international 

economie activity in that it shows those things bought 

from and sold to non-residents of one's own country. 

The "balance" on current acrount is considered positive 

(or "active") if a country receives more payments than 

it makes and ·negative (or "passive") if purchases 

exceed sales. 

More important for our study is the ether 

section of the balance of payments, the balance on 

capital account. As the name implies, this records all 

capital movements across a country's borders. Again 

this is subdivided to show sorne meaningful grouping of 

tre transactions. The major di vi sion is by du ration of 

the trans fers. Investments are cons:i.d ered long-term if 

th~y are made for more than a year and short-term if 

for less. In instances where there is considerable in­

ternational trading activity in organized markets, as 

in the Canadian case (e.g. Americans buying and selling 

on Canadian stock exchanges), this classification is 

sometimes misleading since investors will purchase what 



are normally considered long-term assets .with the in­

tention of reselling them in the near future. 
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Long-term investment is further distin­

guished by its control after it is invested. Direct 

investment is that in which the investor controls the 

enterprise his funds are advanced to. Portfolio invest­

ment is that in which the investor exercises no control 

over the use of his funds once they are committed. The 

two types correspond generally to equity stock and bond 

investments, althougn there are exceptions both ways: 

minority stockholdings are considered portfolio invest­

ment and bond issues by controlled companies are inclu­

ded with direct investment. Again just when a company 

becomes a controlled subsidiary is not always easy to 

identify and balance of payments statisticians must 

frequently make interpretative judgements. 

A more meaningful distinction in the capi­

tal account is that between those flows which are auto­

nomous and those which are accomodating. Autonomous 

movements are those which arise independently of any 

curren t account transactions. They are genuine invest­

ments, for the investor wishes to place his funds in a 

foreign country for the purpose of earning a return 

(ether motives are possible, as we shall see below}. 

Accomodating trans actions are those which are made to 

offset, or "accomodate" current account movements. They 

take the form of credit arrangements, or if these are 
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unavailable, a transfer of gold or foreigp exchange 

(i.e. the currency of the paying or sorne third countr~. 

By their nature accomodating movements are almost uni­

versally shart-term movements. Although sorne of the 

latter can also be autonomous, their close connection 

to the in te rest rate different ial USl ally leads to the 

generalization that all short-term movements are acco­

modat ing, and vice-versa. 

It is a truism to say that the current 

account and capital account in the balance of payments 

must offset one an othe r. The double-ent ry bookkeeping 

method ensures that this is so. But for purposes of 

meaningful interpretation several items are usually 

removed from the two and placed in their own catego­

r:ie s. In te rna tien al donations ( governmen t grants and 

private charity) are technically capital movements but 

becaus e they are non-refundable they are usually con­

sidered apart from the capital account. Reparations and 

tribut es are als o of this nature. They are true unila­

teral movements: there is no quid pro ~~~ at the time 

of the transaction and the movement will never be 

reversed. 

In like mann er gold and foreign exchange 

movements are also segregated. They are the pure 

accomodating movements and occur in significant quan­

tity only under a system of fixed exchange rates where 

a central bank or stabilization fund enters the market 
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to maintain the relative international value of i~s 

currency. To do this the stabilizer must accomodate 

imbalances in autonomous movements and private credit 

arrangements by buying or selling the appropriate 

amount of gold and foreign exchange at the exchange 

rate i t desires to preserve. This requ ll'e s maintai.rlling 

a suffi ci ently large reserve of funds to handle any 

imbalance which might occur. These transactions play an 

important role in the "transfer mechanism" which we 

shall look at. They must do the work which the exchange 

rate itself doe s when it is permitted to fluctuate. 

Causes of Investment 

Having seen the skeleton of the interna­

tional money flow, we can now turn to its causes. Short 

te nn capital flcw s move in response to in te rest rate 

differentials. If current interest rates are higher in 

Canada than in the United States, funds will flow from 

the latter country to the former. This inflow will re­

duce the availability of funds in the United States, 

driving up interest rates the re. 

The short-term movements thus help maintain 

ecpilibrium in the balance of payments. The changing 

interest rates will thens elves generally reflect the 

imbalance in international transactions. An excessive 

inflow of funds will increase the money supply and 

lower interest rates, thus driving the excess money out 



13 

again. The short-term movements provide an important 

cushioning effect for tœ international accounts by 

allOV'ing a breat hing spell for traœ and capital move-

ments to adjust themsel ves to changing conditions. 

"Whatever fonn it takes, the inter­
national movement of short-term funds derives 
its importance for the rœchanism of adjust­
ment of international balances from the fact 
that these funds are highly mobile and in the 
absence of financial or political disturbance 
respond quickly, especially as between well­
devel ope d money markets, to even mode rate 
relative fluctuations in in te rest rates." 5 

Such responses will continue until the 

rates are again equal, or until the difference between 

them reflects the cost of transfer and the premium for 

risk involved in the international movement. To hedge 

against part of this,6 buyers of foreign funds will 

usually sell forward the same amount to cover them­

selves against any possible depreciation. Normally 

arbitrageurs will borraw in the cheap market, lend in 

the dear, and hedge by b..tying forward exchange. This 

will continue until the differentia! in interest rates 

is offset by the discount on the forward currency. 

5 Jacob Viner, Studies in the Theo!! of International 
Trade, New Yorlr; 1937, p. 403 --

6 The premium takes into account not only the risk of 
depreciation or default, but also the danger of such 
discriminatory actions as freezing of foreign assets, 
rigid exchange controls, and the like. Moreover it 
als o reflects an imperfect money market. As the 
raising of capital increases and a well-informed 
market develops, the rate of in te rest tends to drop, 
reflecting the lower risk involved when conditions 
become known to the potential investors. 
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This assumes, howeve r, that the exchange 

rate is relatively stable. If sp; culation is that 

inflation and exchan@e depreciation will devalue the 

high-interest currency further, the forward market will 

collapse. This is the case of capital flight, or "hot 

money." 

"The mobility of short-term capital. 
which makes it an ideal balancing item, also 
makes short-term capital movements especially 
dangerous to internati anal equ ilibrium where 7 dis trust of curren cies leads to cap ital flight." 

In this case capital will flow out of t rather than into 

the high interest market. The continually greater 

in te rest rate differentiai is alw ays insuffic ient to 

cover the ever-mounting risk JZ"emium demanded. Such a 

flow will of cour se only worsen the si tuatioo and 

bring about the inflation it is trying to escape. 

Long-term capital movements will react to 

in te rest rates and profits in mu ch the same mann er as 

short-te nn flows. If the high in te rest rate in the re­

ceiving country is a refle ct ion of tœ s carcity of 

capital and a corresponding high marginal efficiency of 

capital, inv es tors will move fund s there from countries 

where capital is relatively plentiful and has a corres­

pondingly lower marginal efficiency rate. This has the 

effect of converting savings into investment and 

equating supply and demand in the capital markets of 

7 Donald Bailey Marsh, World Trade and Investment, New 
York. 1951, P.• 47 
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beth the receiving and sending countries. From a world 

point of view this increases the overall earnings of 

capital which reflects a better world-wide allocation 

of resources. 

In general, the same motives govern the 

use of portfolio and direct investment. But portfolio 

investment naturally entails less uncertainty and 

therefore requires a lower risk premium to attract it 

to a given country. Its fixed return and relatively 

certain repayment ally it more closely to the short­

term movements than to eauity investment. The term 

'investment' is more correctly applied to the latter. 

Direct investment implies the application of funds with 

the intenticn of expanding productivity. More than the 

portfolio loan it leads to the increasing of the 

world's ptuductive resources. 

Marsh distinguishes four incentives for 

direct investment. 8 The first is of course the prospect 

of profits, whidh is the marginal efficiency of capital 

noted above. Indeed fu~ element is essential for any 

investment (ether than philanthropie 'soft loans' by 

international agencies, governments, foundations, and 

individuals) to be undertaken at all and is implicit in 

the ether three motivations. Second are cost differen-

tials. Here the benefits of lower wages, taxes, and the 

li~ cause an investor to exploit a more favourable 

climate for production. Probably even more important is 

g Ibid., pp. 497-501 
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the saving in transportation costs. Here the investor 

is si mply following the theory of location. If an 

extractive export industry has a great volume of waste 

or a fabricating import industry a premium over bulk 

transport, it will pay an entrepreneur to locate at 

the source of the raw materials or at the market for 

the finished products, respectively. Third is the 

advantage of better marketing and customer good will. 

The identification of a product with a local company 

has great sales value and the bet ter services made 

possible through local outlets also add a selling 

point. Finally the type of competition has a bearing. 

The possibility of a monopoly and the ability to avold 

competition may often induce businessmen to invest in 

a market where competitive (or monopoly) conditions are 

favou ra ble. 

A fifth class of incentive should be added, 

that of deliberate govemment policy. If the foreign 

govemrœnt offers concessions in the form of tax and 

tariff abatements this may provide a further attrac­

tion. The inward tariff barrier itself is an encourage­

ment to locate in the country of sale. Other instru­

mm ts include the limiting of patent protection to 

domestic producers, easier labour and social laws, 

refle cted in less costs for f ringe benefits, and pro­

visions in a government's own contracts giving prefer­

ence to materials produced at home. Government inter­

fermee might work the otte r way around as well: a 
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government with political ambitions abroad might en­

courage its entrepreneurs to invest there to increase 

its own influence in the foreign country by threatening 

the use of i ts economie tools. 

Other classes might include a simple desire 

to diversify. This would hedge against domestic upsets 

due to inflation or depressim • International invest­

ment also provides an opportunity to make full use of a 

company's technical knowledge where it has a decided 

advantage over any foreign competitors. Such interna­

tional investmen t allows a company to reap the full 

benefits of its research and development which forms a 

fixed charge on its operation, making earnings on 

foreign investment clear profits. This of course 

assumes that ru ch sales cann ot be handled through 

dmœ stic production. 

Foreign investments in many cases are made 

to guarantee a source of raw materials required in the 

domestic production process. Such vertical integration 

is not uncommon within an economy and its extension 

abroad merely indicates the exhaustion (actual or 

potential) of domestic sources of supply. 

The Pattern of Investment 

The necessity of forei~ investment is 

apparent in any country which is classed as underdeve­

lote d. But even count ries which are highly developed 

still attract and welcome foreign investment. In such 
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cases the investing country usually has a highly deve-

loped specialty which could not be economically dupli­

cated by othe rs. Instead the originator extends his 

territory to include all potential customers. This is 

the division of labour theory applied to the entrepre­

neurial factor of production. 

In the underdeveloped countries, however, 

this flcw of special tie s is all one way. The receiving 

country lacks technological know-how and the capital to 

go with it. Due to its low level of income it cannat 

gene rate the savings necessary to finance an expansion 

of capital. Without foreign investment it is caught in 

a vicious circle which defeats, or a best slows to a 

crawl, any attempt~ to increase its welfare by increas-

ing its stock of capital goods. 

"It is theoretically possible, if 
plenty of ti me is all owed, for any çountry to 
develop its own industriel economy, even with­
out foreign investment. But in a capital-poor 
country such a development might require an 
intolerable reduction of the national consump­
tion in arder to release the amount of savings 
necessary to finance the new investment. Or, 
in real- good s terms, a gre at deal more of the 
community's limited resources would have to be 
devoted to the production of capital goo~s, 
less to the production of goods for current 
consumption. The function of foreign invest­
ment is to bridge this transition by 'grub­
staking' the new econonw during the stage of 
'industrialization.' Once this process is com­
pleted, or well advanced, the required savings 
can be accumulated 'after the fact.' with much 
less hardship than if they had been squeezed 
out of the low income of the underdeveloped 
economy. Or, in real goods terms, re sources 
can be set aside for producing goods in repay­
men t for the loan when total production is 



high, without a dan~ rous limitation of the 
nat ion' s cu rren t consumpt ion. n<t 

We have seen that foreign investment res-
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ponds to differences in the efficiency of capital 

between countries. However such differences do not re-

main tœ same over time. As a country develops, it 

tends to change its position as an international debtor 

or crediter. Initially an underdeveloped country 

imports a great deal of capital and, having a low level 

of income, can afford to export none. As it develbps, 

its service charg:l s and repayments on existing loans 

eventually match and exceed any further inflows until 

it begins to export capital on its own and becomes a 

crediter na tien •10 

The se changes in the flow of ca pit al across 

international boundaries are reflected in the varia-

tions in market int.erest rates which in turn reflect 

the overall demand and supply of capital. Such changes 

occur as an economy develops. The introduction of new 

technical processes alters the production function and 

furthe r increases the demand for capital. All the se 

changes are reflecte d in the gradua! lowe ring (relative 

to other cruntrie s) of the market rate of interest in 

the developing economy. 

9 Ibid., p. 75 
10 gee-a. Crowther, Balances and Imbalances of Payments, 

Boston, 1957, pp.-s=I2 for a-aëtailed table. 
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In this process it encounters the repayment 

problem. As the capital inflc.ws slow down in response 

to the diminishing marginal efficiency of capital, the 

borrower must meet its interest and dividend obliga­

tions by sacrificing more of its production in the form 

of exports to pay the real costs of the foreign invest­

ment. This is likely to be aggravated as foreign ear­

ning s which were plowed back into the expanding 

business are now repatriated due to the lesser opportu­

nitie s available. 

Effects of Investment 

Foreign investment benefits the borrower 

arrl the lender. It benefits the borrower by allowing 

him to expand production without having to sacrifice 
1 

consumption. In tŒ case of the undeveloped country it 

also introduces technical knowledge without which it 

could not increase output even with its own capital 

resources. To achieve this it is necessary that labour 

move internationally along with capital. It is this 

migration of labour, either permanently or temporarily, 

which introduces the technology, but since it rarely 

moves without capital, the two are considered concomi­

tant partners in foreign investm~nt. 

"That a certain number of techni"" 
cians from the crediter country will go abroad 
together with its capital is but natural, 
sine e the crediter countries are likely to 
have a more advanced productive technique than 



the debtor countries to whidh the capital 
mov es. Thus internatim al capital movemen ts 
tend to diffuse the knowledge of all sorts of 
technical improvements much mîie rapidly than 
would otherwise be possible." 
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In the case of the developed country it is 

generally more a reciprocal arrangement, an extension 

of comparative advantage to entrepreneurial abilitie~l2 

The lender also benefits by earning a higner return on 

his investment than he would at home. The overall 

effect is to increase the world's output by transfering 

capital from lower-yielding to hiW. er-yielding efforts. 

But for the effects of foreign investment 

on the individual country we must take a more detailed 

look at the specifie operations of a given investment. 

Such a micro-analysis has been made by Sir Donald 

MacDougall, based on the Australian case but with uni­

versal applicability.l3 He considers the effects of a 

relatively small change in the amount of foreign 

ca pit al invested in a giv en country. In the diagram 

(on page 22) the original capital invested, AC, was 

split between domestic owners AB and foreign owners BC. 

11 Iversen, ~· cit., p. 179 
12 Kindleberger rëels that this motive for foreign in­

vestment prevails in the case of direct investment, 
rather than a pure attraction of differing marginal 
efficiencies of capital. He cites the Canadian out­
flow of direct investmen t at the. same tirœ as Canada 
is in need of more domestic investment as a primary 
example. Charles P. Kindleberger, International 
Economies, Third Edition, Homewood, 1963, p. 414 

13 G .D .A:-Ma'cDougall, ttThe Benefit s and Costs of Pri­
vate Investment from Abroad: A Theoretical Approachr 
Oxford University Institute of Statistics Bulletin, 
1960 



The marginal efficiency of capital function GDK shows 

tha t the earnings FACD 

were divided accordingly. 

The residual GFD is the 

earnings of the other 

{domestic) factors in the 

economy. The small 

c 

~ ' (;"' 
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increase in foreign capital (CL) results in a lowering 

of the profit level to HK. This has the following 

effects: 1} domestic profits are re duced by FHIE; 2) 

foreign profits are increased by JCLK - EIJD (it is 

unlikely that the elasticity of demand for capital, 

indicated by the marginal efficiency schedule, would be 

less than one); and 3} the redistribution of income 

increases the earnings of the other factors by FHJD 

plus the very small new earnings DJK. The total dornes­

tic gpin is therefore EIKD, or approximately EIJD, the 

amount of earnings redistributed from foreigners to 

natives. Sir Donald considers the effects on domestic 

investment are uncertain. The accelerator may increase 

the ne ed for investment or it may be reduced by the 

less favourable earnings. Likewise, if immigration is 

not prohibited or restrained by government policy, it 

may increase the labour force, shifting the marginal 

effic iency curve upward and to the right, thus forcing 

down wages to the old level and increasing profits · 

again. Sir Donald concludes that the greatest ben~fits 



of foreign investmen t come from three sources: the 

increased government revenue derived from taxation on 

the foreign earnings; the external economies which 

result from the introduction of superior technical 

knowledge and the removal of bottlenecks (if such 
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economies are labour-saving, however, they might redis­

tribute the increased income unfavourably); and the 

economies of scale which are possible with the in­

creased demand which follows. 

The Transfer Mechanism and the Terms of Trade 

An important aspect of the theory of fo­

reign investment is how it actually is achieved. The 

original money movement must be turned into a flow of 

goods and services for the real transfer to be effec­

ted. The problem of the "transfer mechanism" has long 

puzzled economists.l4 As noted above, the classical 

school believed a restoration of the balance of trade 

was inevitable and the only question was how this was 

brought about. Today economists are still concerned 

with this problem but current theory rests on the res­

toration of the balance of autonomous movements. Such a 

balance is indic ated whenever gold and foreign exchange 

movements are unnecessary. In the case of freely fluc­

tuating exchange rates the balance is automatic. The 

supply of and demand for a given currency are equated 

14 For a summary of the discussion see Viner,~· cit., 
pp. 290-338. 
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on the international market and their point of equation 

determines the amount of capital (and of goods and 

services) which will actually move across the border. 

In the case of fixed exchanges the mecha­

nism is more complicated and it is here that the con­

troversey arose. According to the classical theory any 

imbalance of autonomous movements (originally confined 

to the balance of trade rather than all money flows) 

will result in an accomodating movement of gold or 

currency. (This can be delayed by the use of accomoda­

ting short-term credits but unless the imbalance is 

meanWhile corrected the monetary flow will follow once 

these credits are exhausted.) This transfer will 

increase the money supply of the receiving country and 

contract that of the paying country. The effect of this 

will be to raise priees for the receiver's goods and 

lower them for the payer' s. This will cause a movement 

away from the dearer goods and to the cheaper ones. 

Exports of the payer will expand and imports fall off. 

The combined effect, and its reciprocal in the recei­

ving country, will be to improve the balance of pay­

ments for the payer. This pro cess will continue up to 

the point at which the improvement just equals the 

initial imbalance. In this way the "money" is returned 

to the payer and he gives up goods of equal value. 

This method can be eut short by the opera­

tion of short-term movements as we have already seen. 
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Here the fund s respond quickly to slight changes which 

result in the interest rate due to the payment of funds 

by the sending country to the receiv ing country. The 

initial movement will be reversed by the flow of funds 

back to the country with the higher interest rate. Only 

when such short-term funds are exhausted will the priee 

adjustments called for come into play. 

The modern theory emphasizes rather the 

effects that the money flow resulting from the initial 

imbalance will have on spending. The increase in in­

cornes, with the usual multiplier effects, will result 

in a two-fold increase in spending: on domestic goods 

and on foreign goods. A similar, reverse effect will 

take place in the paying country. Depending on the size 

of tœ marginal propensities t<!l import of both coun­

trie s, a good part of the real transfer will take place 

through this increase in imports of the receiver and 

its decrease in experts due to the payer's lower income. 

However, as long as there exists a positive 

marginal propensity to save, the income effects of the 

trans fer will not be sufficient of therœ el ves to effect 

the real trans fer. Metzler has const ructed a modell5 to 

show why this is so. Without priee chang}3 s (he assumes 

sorne unemployment, rigid wages, competition, and con­

stant returns to scale to achieve this) the income 

15 Lloyd A. Metzler, "The Trans fer Problem Reconsidered'; 
Journal of Political Economy, 1942 
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effect will bring about only part of the real transfer. 

How rnuch will depend upon how the rnoney transfer is 

raised. The effect will be strongest when both coun­

tries ope rate thrru gp tax changes or similar direct 

effects on incarne. Weaker changes occur when one or the 

otœ r of the countries handle s the sum through expan­

sion or contraction of the banking system. (This gene­

ralization is not valid if one of the countries is 

"unstable in isolation," that is, its propensity to 

spend dorœ stically and abroad are grea ter than one. In 

sorne such cases the transfer might be overeffected, 

that is produce an imbalance in the opposite directionJ 

There are many exceptions to these general 

rules. They apply to cases where the transfer is trea­

ted as normal and incarne and priee changes react 

accord ingly. It is possible that the transfer will be 

achieved by making the initial payment in kind, or 

spending the entire sum in the paying country. In this 

case the marginal propensity to import is one. This is 

the case with American international aid which takes 

the form of gifts of its surplus foodstuffs. At the 

othe r extrerne the recei ving country may not spend the 

money at all (the marginal propensity to spend anywhere 

is zero) but use it instead to retire old debts. This 

is the thinking behind reparations, which supposedly 

are to offset the expenses incurred by the victorious 



16 nation in fighting the war. 
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The transfer, in summary, is more easily 

effected the greater the reaction of income and spen­

ding to the chan~, the less the repercussions imposed 

by foreigners, and the less the banking system absorbs 

the Changes in the money supply. Normally the income 

effect will provid e the grea ter share of the trans fer 

and priee chan~s the balance. 

It Should be noted that, whether a country 

opera tes on a flu-ctua ting or fixed exchange rate, i t is 

usually the capital flow which causes the current 

account imbalance and not vice-versa. This serves to 

show the futility of attempting to achieve a balance on 

current account unless a country is prepared to adopt 

measures to balance the capital account at the same 

time. It is the capital movement which determines the 

imbalance on current account, and dœ s so whether or 

not the lender specifies that the money must be used to 

buy goods of his cwn country. As Iversen points out, 

"In principle, all measures to in;.. ' 
duce or force foreign borrowers to use the 
funds put at their disposal to buy the pro­
ducts of the cap i tal-exporting country must be 
condemned as superfluous ••• Even if preference 
for tm capital-exporting country' s export 
goals were st ipulated in all foreign con tracts 
it would make no addition::: to the total ex-

16 It was the apparent inability of the Germans after 
World War I to pay their reparations which led to 
the Keynes-Ohlin controversey over the transfer pro­
blem. Interestingly, it was Keynes who argued 
against tm aggrega te incozœ effect of trans fers in 
contrast to his la ter general the ory. 



cess exports of the creditor countries in the 
new state of equilibrium.nl7 

However, he doe s concede that ru ch tie-in clauses do 

avoid the difficult pro cess of reorganization which 

capital flcws can cause. 
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This problem of cause and ef fe ct has trou­

bled man y economists and the generalizations of the 

preceding paragraph do not meet with universal approval. 

While it is generally acknowledged that autonomous and 

spontaneous capital flows will automat ically set in 

motion the trans fer mechanism, many argue that a cur~, 

rent account imbalance can also cause a subsequent 

capital flow. 18 

A. problem related to that of the transfer 

mechanism is that of the terms of trade. The terms of 

traœ are essentially priee indices of all exporta and 

of all importa. If the terms of trade deteriorate a 

country must give up more exports for the same amount 

of imports, and vice-versa. The classicists felt that 

tre terms of trade would shift in favour of the recei-

ving country. Su ch a conclusion follows directly from 

their theory on pf'ice adjustments. The receiver's 

pri ces rise arrl the payer' s priees fall. The payer must 

therefore provide more real goods and the receiver less 

to main tain the s ame value of trade. This will al ways 

be true if the tram fer occurs via priee changes. 

17 Iversen, .2.E• ci t~, pp. 90-1 
lB Cf. Viner, ~· cit., p. 364 
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Under the income effect, howeve r, assuming 

equ al and op po si te changes in in come, the terms of 

trade will favour the payer if his marginal propensity 

to consume is gre ater than the marginal propensity to 

import of the receiver, and if his marginal propensity 

to import is less than the marginal propensity to con­

sume of tte bo rrower. This one would assume to be the 

normal condition. The conclusions with unequal income 

chanê9s are uncertain. Moreover with unequal elastici­

ties of su pply general izations are aga in impossible. 

Kindleberger notes that a capital-importing country 

will often supply raw materials and a capital-exporter 

man ufact ured goo ds, which are in more elastic supply. 

Un der suc h con di ti ons the te:rm s of trade will favour 

the capital-importer.l9 

General conclusions about the terms of 

trade are evidentl y impossible. 20 We must draw assump­

tions about the nature of the imports and experts 

themsel ves, the conditions of demand and supply, and 

the exten t th at priee chan~ s are necessary, be fore we 

can say anything about how they will shift as a result 

of the transfe r paymen t. 

19 Kindleberger, ~· cit., pp. 369-70 
20 Cf. Bertil Ohl1n, Interregional and International 

Trade, Cambridge, ffi3, p. 343 



III CANADA AS A PRACTICAL CASE 

Canada in the Textbooks 

Canada has long held a prominent position 

in the eyes of in te mat ion al trade and finance theo­

rist s. Rare is the text which does not cite Canada as 

an example of the workings of capital movements. 

Studies abound which are devoted exclusively ta the 

task of proving a theory by painting out how it worked 

in the Canadian case, It is an easy matter, then, to 

demonstrate how Canada is a good madel for the theory 

of foreign investment. 

Canada has thrived on factor mobility 

internationally. As the next chapter will show, it has 

received an almost uninterrupted flow of capital since 

the turn of the century. It bas also opened its doors 

to millions of immigrants. These two factors, together 

with the know-how they have introduced, have propelled 

the Canadian economy to the point where it has the 

second-higtest per capita income in the world. 

The se capital inflows have be en achieved, 

as one would expect, by corresponding deficits on 

current account. Heavy foreign investment occured in 

the ye ars prier to World War I, in the l920s, and 

especially in the 1950s. It is not surprising that in 

these same periods Canada has had large trade deficits. 

Likewise during the '30s and '40s, when Canada was 
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actually export ing ca pit al, her cu rren t ac cou nt showed 

a positive balance. These facts are really truisms in 

the light of our definitions. What has interested 

economis ts is how one led to the othe r. The chicken or 

egg argument is important not only in its sequence but 

also in its mechanism. We should be able to satisfy all 

arguments over capital transfer theory by studying the 

Canadian case, which is replete with pertinent statis­

tics, especially beginning in 1926, When the Dominion 

Bureau of Statistics began its official compilations. 21 

Unfortunately, even this ~n erous array of available 

data has not settled many of the dispùtes. 

Canada's Need of Capital 

That Canada has had a need of foreign 

assistance is reai i1y acknowledged by al]. The high 

level of national income she enjoys today would not 

likely have been achieved even with the most stringent 

sacrifice of current consumption levels. This applies 

es~ cially to the post-war years which have seen the 

greatest increase in incarne and a capital inflow which 

dwarfs tho se of all previous peri ais together. 

The volume of Canadian savingp, although a 

relatively high one on a per capita basis, could not 

21 Earlier figures are available based on various esti­
mates. The most frequently cited are those of Viner 
and Knox. See Jacob Viner, Canadian Balance of 
International Indebtedness I900-191~-câmoridge, 
1924, and Frank A. """"Knox, 11Canadian Capital Movements 
and the Canadian Balance of Payrœnts, 1900-1934," in 
Canadian-American Industrr, New Haven, 1936 
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have supplied the necessary funds to provide the rapid 

industrialization Canada has experienced. In this res-

pect Canada has played the role of an underdeveloped 

country, requiring foreign assistance to achieve a 

"take-off" into industrialization and a level of income 

which will allow domestic savings to provide all the 

capital needed for future expansion. 22 Canada has thus 

welcomed foreign inv estmen t for the bene fit s it has 

brou ght • For the avera ge consumer i t has me ant more 

automobiles, television sets, air conditioners, summer 

co tt ages, and thr ee-week vacations. He has be en able to 

pay for these out of a rising income which has been 

based on the past savings of othe rs, rather than his 

own. 

But the provision of savings is not the 

only contribution foreign investors have made. The type 

of. investment they have initiated has generally been 

capital-intensive. The development of Canada's natural 

resources has required great outlays on equipment for 

extraction, processing through the early stages, and 

22 The concept of a "take-off" was int rodu ced by W. W. 
Rostow to mean a period during which the increase in 
the rate of in ve stmen t, accompanie d by radical 
changes in production methods and income distribu­
tion, introduces a self-perpetuating growth in 
national income. He has estimated that su ch a pericrl 
oc cu red in Canada from 1890 to 1914, · propelled 
chiefly by the inflow of foreign capital. W.W. 
Rostow, "The Take-Off Into Self-Sustained Growth," 
Economie Journal, 1956, reprinted in A.N. Agarwala 
and S.~Tngn-,-The Economies of Un~erdevelopment, 
New York, 1963 
The notion th at Canada 's growth is self -perpetuating 
is, however, extremely tenuous when it is considered 
that it has continued to depend on external demand 
in the fcrms of foreign investment and experts. 
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transportation to the location of the final production 

stage. This involves a high proportion of capital and a 

relatively small labour force. Moreover, absolutely 

each project of this nature often involves an invest­

ment running into seven and eight figures. In terms of 

financing this means th at this money must be obtained 

from a single pool of readily available funds. Such 

"venture capital" is a rarity in Canadian financial 

circles. In the United States it is far more common. 23 

This is most evident in the investments that take the 

form of a wholly-owned subsidiary of a large American 

complex. Its own capital and retained earnings provide 

a compact source of investable funds. 

"Investment undertakings which would 
entail a considerable element of risk for 
Canadians are often a routine operation for 
large non-resident corporations. The Canadian 
venture, large though it may be by Canadian 
standards, is typically only a small part of 
the non-resident's global operations. Further­
more ••• the non-resident corporation may be 
expected to have the ancillary facilities in­
cluding technology, skills and markets, in the 
abundant quantities which are required to 

23 This difference in entrepreneurial spirit does not 
seem to have any clear-cut explanation. Even allow­
ing for the ttrisk is relative" argument Canadians 
are less venturesome. They tend to plow their 
savings into safe portfolio holdings rather than 
risk them in business undertakings. This is reflec­
ted in the facts that Canadia1 s carry the highest 
per capit a value of life insurance in the world and 
that their industry has the highest percentage of 
foreign owner::h ip and control. Suggested causes in­
elude: a natural reticence to bear risk; the easier 
alternatives of benefitting from American experi­
ence; the disincentives of taxation differentials; 
and a greater preference for government direction· 
verging on socialism. 



reduce the risks involve~4to more or less 
negligible proportions." 
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Moreovèr with the vast sums of money the 

United States has poured into Canada have come an 

inassesable flow of technological advancements, adapted 

to Canada's needs by men of proven entrepreneurial 

abilit y. That Canada could have matched the se indepen­

dently is doubtful, that she could not have done so as 

quickly is certain. American know-how, gained through 

the trials of experience, have undoubtedly saved Canada 

the great cost s she wou ld have to in cu r to learn al one. 

American patronage in this line has been mutually pro­

fitable. Brecher and Reisman summarized it in these 

words: 

· ., "Connections with a parent or affi­
liated company abroad often involve advantages 
which either carnot be duplicated by a purely 
Canadian enterprise, or can be duplicated only 
at greater cost to the firm and the public at 
large. These advantages do not flow exclusive­
ly from the availability of capital in the 
fonn and amounts required. Availability of 
capital is extremely important, but so too are 
technology, research, product development, 
technical and managerial personnel, training 
facilitie s ,· market and supply contacts and 
accumulated experie~ce over the whole range of 
business activity." 5 

Canada's Ability to Attract Foreign Investment 

How has the inflow of American and other 

foreign capital confirne d the theoretical motives for 

24 Royal-commission on Canada's Economie Prospects, 
Final Report, Ottawa, 1958, p. 386 

25 Irving Brecher and S. Reisman, Canada-United States 
Economie Relations, Ottawa, 195r:-p. 138 



foreign investment we saw earlier? The most tangible 

evidence is the interest rate differentiai. Canadian 
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rates of interest (treasury bills are regarded as the 

best indicator of a "pure" rate of interest, carrying 

virtually no risk premium) have regularly been at a 

premium over corresponding American rates. From 1954 to 

1962, for example (a period of heavy capital inflows), 

Canadian 91-day treasury bills bad a higher yield than 

their American counterparts in all but three brief 

periods. In the same years rates on long-term govern­

ment bonds varied without exception against Canada, the 

difference ranging from one-half to one and a half 

percen tage points. 26 

This differentiel bas been responsible for 

much of the capital infl ow:. Govemment and corporate 

bonds still account for sorne 38% (1959) of foreign 

long-term investments in Canada.
27 

Presumably this is a 

reflection of the continuing opportunities for high 

yields in Canadian production. The differentiel can be 

cited as the American assessment of the cast of trans-

fer and ri sk premium required to undertake foreign in­

vestment, even in a climate as favourable as Canada's. 

The inflow of direct investment in the 

postwar years, however, bas overwhelmed all portfolio 

26 Canada, Bank of Canada, Annual Report, 1962, p. 48 
27 Canada, Dominion Bureau of Statistics, The Canadian 

Balance of International Payments? 1960, and Inter­
national Investment ~os1t1on, p. 6 
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holding:;. Again we must point ta the profit motive as 

the primary reason. Yields on Canadian investments have 

been high relative to those in the United States. 28 

Moreover, their prospects have been equally good, as is 

reflected in the large amount of earnings which inves­

tors have chosen to plow back into their businesses 

rather than remit them in the form of dividends. All 

otre r motives cited are also here visible. Most costs 

are lcw er, al though the wage le vel is a direct reflec­

tion of the lower prod ucti vi ty of Canadian labour. 

Location the ory is still applicable. Canada is a next 

door neighbour and her industry is concentrated in the 

south, close to America's own northern industrial 

areas. Mud:1 of Canada' s export trade is in raw mate ri­

als, whi ch are partially ref ined at the source to re­

duce transport costs. From the sales point of view many 

American firms set up subsidiaries and branches to 

appeal directly to the ir Canadian customers. 

The role of governmen t in the flow of 

foreign capital into Canada has in many cases been the 

deciding factor. Today it seems likely to become a 

negative factor, in contrast to earlier situations 

where it has tipped the balance in favour of investment 

in Cana da. The importance of government policy warrants 

28 In 1959 pre-tax profits as a percent of corporate 
assets were 3.7% in the United States and 4.8% in 
Canada. Americana Annual, 1963, and Department of 
National Revenue, TaXarrm. Statistics, 1959 



a special study which we shall postpone to a later 

chapter, whe~ we will also look at comparable situa­

tions in other countries similar to Canada.29 
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But foreign investment in the Canadian case 

has often responded far more directly to natural econo­

mie conditions than to govern~ent influences. Canada's 

ab ility to at tract Americ an investment is pe rhaps best 

summarized by saying that Canada resembles the United 

States more closely than any otrer country. The Cana­

dian way of life in many respects is a copy of American 

modes. This is a result of the modern media of communi­

cation. Radio, television, the magazines, the press, 

all blare out the high living that Americans enjoy. 

Their message is infect ious and translates itself into 

a desire for things American. Thus as the two countries 

become more similar, more Americans tend to think of 

ou tlay s in Canada as international only in a formal 

sense. The investmen t cl imate is further enhanced by 

tŒ pre sene e of a skilled labour force and the facili­

ties (transportation, paver) necessary for efficient 

operations. 

Perhaps the strongest attraction in the 

postwar period has been the availability in Canada of 

the raw materials American; industries have come to 

require in ever-increasing quantities. The bulk of 

29 See Chapter VII 



American investment has been in the raw materials in-

dustries. Not coincidental is the fact that these same 

commodities make up the greater part of Canadian ex­

ports to the United States. It would be reasonable to 

conclude that there is a strong connection between 

foreign investment and Canada's export markets. 

A comprehensive explanation of an American­

eye view is given by Hugh Aitken: 

tt Canada oc cu pies a distinctive posi­
tion as a field for American resource invest­
ments, for it offers at one and the same time 
all the advantages of a highly developed com­
mercia 1 so ci et y and all the attractions of a 
resource frontier whose potentialities have so 
far barely been tapped. The positive virtues 
of the developed and the undeveloped are there 
present in a single economy. A vigorous soci­
ety, highly commercialized in its outlook, en­
joying stable government under a well estab­
lished political and legal system, alert to 
new opportunities for advance and yet con'"' ·. 
scious of its historical traditions, it can 
claim the second highest standard of living in 
the world and a climate for investment that, 
despite an embryonic nationalism, leaves 
little to be desired. At the same time, it 
commands resou rces of a richness and variety 
that were undreamed of fifty years ago and 
that, if they are to be developed efficiently, 
require exploitation on a large scale; they 
therefore must be sold in foreign as well as 
domestic markets. Add to these considerations 
similarity of language and culture, geographi­
cal proximity, a closely integrated continen­
tal transport system, and commitments to joint 
defense, and the rationale for American invest­
ment in Canada becon:es clear."30 

Canada's Stage of Growth 

Canada fits well into the pattern of inter-

30 Hugh G.J. Aitken, American Ca~~tal and Canadian Re­
~~~' Cambridge, 1961, p. 
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national capital movements. From confederation to the 

great depression she was a debtor in her international 

trade and accumulated a mounting volume of indebtednes~ 

The depression brought this to a halt as imports fell 

and foreigners attempted to repatriate their invest­

ments. Canadians have a steeply mounting import func­

tion and this J::a s proved a highly stabilizing influ­

ence on the economy. In boom times Canadian imports 

rise sharply, in effect dampening the expansion, and in 

poorer times they fall off, lessening the drain on the 

economy. In the great depression this phenomenon again 

manifested itself and Canada became, briefly, a credi­

ter nation (though her past debts still exceeded her 

growing assets). Foreign assistance during the war and 

in the postwar reconstruction further reduced Canada' s 

net international indebtedness. Her interest and divi­

dend payments during these periods followed a similar 

but lagging pattern. 

The huge inflows of the 1950s reversed this 

short trend. Again this is linked with the correspon­

ding boom witnessed in the domestic economy. While 

Canadian capital experts have continued to increase, 

they have been overshadowed by the inflows from the 

United States. In Crowther' s terminology, Canada still 

remains a young debtor nation. 
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The Effects of Foreign Investment 

The effects of this can be readily summa­

rized. The Canadian Gross National Product has increa-

sed fas test in times of he avy capital inflows. From 

1900 to 1913 it a.lmost tri pled and doubled it self again 

in the postwar decade.31 During the 1930s Canadian in-

cornes, aggravated by the withdrawal of foreign invest­

ment, fell along with those of the rest of the world, 

and had barely surpassed the 1930 figure at the out­

break of World War II. The GNP in real terms stagnated 

after the war and it was not until the capital inflows 

resumed in quantity that output increased. From 1950 to 

1960 the GNP doubled to 36 billion dollars. The corre-

lation is unmistakeable. Canadian growth has been 

achieved largely at the hands of foreign investment. 

While MacDougall's emphasis on econom~es of scale is 

uncertain here, the external economies that foreign in­

vestment has diffused are evident: a large measure of 

Canadian te chnolo gy is the out growth of foreign capital 

and it s concomitant technical assistance. 

The Transfer Mechanism and the Terms of Trade 

It is in connection with the theory of the 

tran sfer me ch ani sm that "The Canadian Case" cornes to 

the fore. Initially discussion centered around the ex­

perience prior to the First World War. Viner's pioneer 

31 Rough estimates in Kenneth Buckley, ~5~ital Forma­
tion_!n C~ada 1896-1930, Toronto, 1 , p. 135 
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study32 claims to prove the classical proposition: the 

real transfer of capital cornes about through adjust­

ments in priees between the capital importer and expor­

ter. Subsequent authors dispute this and cite instead 

the great rise in income and imports to back the vali­

dity of the modern theory. 

In the period 1900-1913 the capital inflow 

into Canada exceeded 2.5 billion dollars. Viner and 

Taussig feel that the overwhelming size of this inflow 

is sufficient to a tt ril::u te to i t all changes du ring 

that period. Says Taussig of the experience, "The im­

port of ca pit al was so great, i t overshadowed so com­

pletely all other Lcause§..7, that there can be no error 

in attributing to this the main economie changes which 

appeared.n33 

Viner traces through the ope rations of the 

transfer of foreign exchange and how this effected the 

ultimate real transfer. Gold inflows increased marked-

ly, especially from 1908 on when the inflow was heavi­

est. The balance of trade deteriorated progressively 

during the period. Canadian deposits in New York in­

creased greatly as much gold and foreign exchange 

(mainly sterling) found its way there. Bank credit in 

Canada increased from $350 million in 1900 to more than 

32 Jacob Viner, Canada t s Balan ce of International In­
debtedness1 1900-1913, Cambridge, 1934 

33 F.W. Tauss1g, International Trade, New York, 1928, 
p. 235 
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$1100 million by the end of 1913. This monetary expan­

sion followed the classical pattern of transfers al­

though it frequently preceeded the gold movements as 

the Canadian bankers anticipated the inflow and dis­

counted in New York. 

Viner's chief evidence is the reaction of 

the priee levels. While world priees in general rose 

during the pericd, Canadian priees rose considerably 

more than British priees. The Canadian general priee 

index rose 32%, most1y after 1908; the British index 

increased on1y 17%. American wholesale priees rose 25%. 

This seems to substantiate the classical doctrine that 

the capital importer's priees must rise to a11ow ex­

porœ to fa11 off and imports to increase to effect the 

transfer. Moreover, Viœr attaches great importance to 

the fact that sectiona1 priee differences were pro­

nounced. Domestic goods, which are most affected by the 

monetary expansion, rose 62%, and imports, 1east affec­

ted, rose only 14%, less than the world increase of 

21%. Export priees occupied an intermediate position 

and rose 34%.34 

The main criticisms of Viner are against 

his emphasis on priee changes to the exclusion of the 

incarne effects. It is pointed out that the inflows were 

accompanied by great increases in Canadian incomes. The 

34 Gottfried von Haberler, The Theory of International 
Trade, London, 1936, pp. 96-IOI 
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capital imports were matched by an increase in real in­

vestments and the increased demand spurred on by the 

immigration flows fu rther increased tœ feeling of 

optimism. Exports actually rose during the period. It 

is thus obvious that the transfer mechanism was not 

achieved entirely, or even largely by the shift in 

priees. The overall increase in economie activity and 

the accompanying demand for foreign goods played a 

large role. As Meier points out, the priee increase in 

trade was far outweighed by the volume increase of over 

250%.35 

Later periods have come in for similar 

analysis. Malach is of the opinion that the inflows of 

the '20s were accomodating rather than autonomous.36 

The imbalances on current account were the result of 

the business cycle; the rules of the gold standard 

game, which Canada then followed, served to attract 

foreign investment. This cyclical pattern is further 

confirmed by Marcus in his study of the depression.37 

The demand for Canadian exports, he contends, is highly 

inelastic, depending more on the foreign level of 

35 G.M. Meier, "Economie Development and the Transfer 
Mechanism: Canada 1895-1913," Canadian Journal of 
Economies and Political Science, 1953. See also A.K. 
Cairncross, Home ana-Foreign Investment 1870-1913, 
Cambridge, 1953, pp. 37-58; and John A. Stovel, 
Canada in the World Economy, Cambridge, 1959, esJ:è­
cially Part III. 

36 Vernon W. Malach, "The Mechanism of Adjustment in 
Canada's Balance of Payments 1921-29," Canadian 
Journal of Economies and Political Science, 1952 

37 Edward Marcus, "The Cyclical Adjustment Pattern of 
an 'Open Economy:' Canada, 1927-1939," Economie 
Journal, 1952 
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economie activity rather than Canadian priees. Thus 

Canada's export priees were relatively stable during 

the depression and the volume of experts fell with 

foreign, chie fly American, in cornes. The Canadian im­

ports fell more sharply. This results in an improved 

balance of trade which neatly coincided with foreign 

withdrawals of capital, making Canada a capital-expor­

ter in the midst of the depression. "It would not be an 

exaggeration to say that the worse the state of dornes­

tic activity, the better the international position 

became.n38 It is also indicative that the Canadian 

national income declined considerably more than that of 

the United Kingdom during the 1930s, although it did 

keep slightly ahead of that of the United States.39 

As noted earlier, the postwar stagnation 

and expansion of the 1950s were matched by similar 

current accrunt balances, positive in the '40s and in-

creas ingly negative through the '50s. The priee effects 

followed a similar pattern to earlier periods, though 

on a less severe scale. In the period 1946-49 export 

priees rose slightly slower than imports: 28% versus 

33%. The Canadian dollar, freed from its peg in 1950, 

quickly rose to a premium and continued there through­

out the decade. Export priees rose 20% from 1949 to 

1960 while import priees advanced less than 13%. The 

38 Ibid., p. 307 
J 9 S tOVe 1 , .2_E • C i t • , p • 2 48 
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money supply du ring this pe riod out paced the in crea se 

in real income but fell far behind the dollar increase!+0 

Canada's terms of trade over the past cen-

tury have tended to confirm the classical viewpoint. 

The terms of trade improved from 1869 (67) to 1895, de­

clined slightly to 1900 {100 -the base year) and im­

proved again to 1913 (117), especia1ly after 190S. 41 

With only two exceptions, the terms index fo11owed the 

balance of trade, improving when the balance was nega­

tive, and deteriorating when it was positive. The terms 

improved irregularly again through the 1920s, declined 

from 1927 to 1933, and improved s1ight1y to 193S, a1-

though never reaching the level of 1924.42 The postwar 

period saw a slight decline. From 1950 to 1961 the 

terms again improved, from 9S to 104 (base year 1948)~3 

40 T.N. Brewis, et al., Canadian Economie Po~}E~' 
Toronto, 1961--, p--. 198 

41 Stovel, 2.1?.• cit., pp. 97, 171 
42 Ibid., p. 24o--
43 rrarëulated from Canada Year Book, various years 



IV THE FACTS AND FIGURES 

The History of Foreign Investment in Canada 

Canada has always attracted foreign invest­

ment, though the pattern ha s be en one of spurts rather 

than a smooth flow. Its allurement goes back to Cabot 

and Cartier whose discovery of the natural resources 

available brought waves of settlers and merchants 

anxious to profit from the beaver pelts, the buffalo, 

and the fisheries. They were encouraged by their gov­

ernments back home, who saw the colonial trade as a 

me ans of increasing their own wealth. Both the English 

and French monarchs readily granted charters to exploit 

certain fields. 

With the defeat of France in the Seven 

Years War, confi rming British ru le in 1763, Canada be­

came an exclusively EngliSh domain. Many French mer­

chants packed up and returned home, leaving a vacuum to 

be filled by a new wave of English entrepreneurs. They 

held a monopoly of the Canadian economy for almost a 

century. 

But the su ccess of the American revolution, 

economically as well as politically, turned the eyes of 

the United States northward. The American capital in­

flow which is so great today can trace its beginnings 

to the 1B40s. The fields which attracted investment 

then have not changed much. Lumber was the chief 
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attractioo and the forests of New Brunswick were the 

chief beneficiaries. Copper and silver received sorne 

attention, to be followed in the '60s and '70s by gold, 

mangpnese, asbestos, iron, phosphate, and even oil (a 

small deposit was discovered in Cape Breton). The 

pattern prevalent today was thus established more than 

a century ago. American financiers invested in Canada 

to obtain its natural resources which they transported 

back to the United States for further processing. In 

addition sorne investments were made in manufacturing 

activities, in the more populous areas of Upper and 

Lower Canada. 

But this perhaps exaggerates the importance 

of the American inflow at that time. Compared to the 

British investment it was minute. It was the British 

Isles which provided the foundations of today's econom~ 

Scotch farmers developed the sturdy Canadian wheat 

grains, Irish immigrants provided cheap labour in the 

cities, and British capital opened the hinterlands with 

the Canadia n Pacifie Railway ( wi th Ame ri can help). 

By the beginning of the twentieth century 

British investment in Canada had passed the billion 

dollar mark (in then current dollars} while American 

investment was only 16S million dollars. 44 The immigra­

tion boom that preceded World War I brought with it a 

44 Knox, 2E• cit., p. 299 



continuing inflow of British capital which fostered a 

very rapid growth rate in Canada. This capital inflow 

was almost exclusively in the form of government and 

government-guaranteed railway bonds. Its subsequent 

withdrawal was thus easier to effect than would have 

been the case were the investment in equity form. But 

48 

already the United States, having eliminated its own 

"frontier," was making gains. At the outbreak of war 

British investment had sky-rocketed to 2.8 billion 

dollars. It only mana~d to regain that peak in 1956 

and in 1961 totalled only 3.5 billions.45 American in­

vestment had, by 1914, climbed to 881 million dollars~6 
already almost a quarter of the foreifp investment in 

Canada, but that was only the beginning. Its own oppor­

tunities in the newly settled west still took prece-

denee. 

The heavy drain of war caused Great Britain 

to all but abandon her imperial investments. British 

investment in Canada remained stagnant during the 

1920s. American investment, by contrast, was doubling 

and redoubl ing until on tre eve of the great depression 

it was worth almost five billion dollars.47 Less than 

45 All figures are in accumulated book value dollars 
which tend to understate the worth of older invest­
ments. 

46 Knox, 2E• cit., p. 299 
47 All figures-for the remainder of this chapter, un­

less otherwise noted, are taken or calculated from 
the following publications: Dominion Bureau of 
Statistics, The Canadian Balance of International 
Payments, 19"2t):1945; Cana<Iat s International InvëSt-



40% of this was in the form of direct investment; the 

remainder was in gpvernment and corporate bonds and 

minority participation in corporate equities. 

49 

The depression of the 1930s saw a halt to 

this steady inflow. Apparently only the general illi­

quidity of the depression prevented further withdra­

wals. As it was Americans repatriated sorne 400 million 

dollars in capital during the '30s. Combined with 

British wi thdrawals this made Canada a capital-expor­

ter. It is significant that this occured while Canada 

suffered a decline in her GNP. The only other period in 

the twentieth century, the immediate postwar years, 

when Canada exported capital on balance was also one of 

economie stagnation. 

During the war years Americans increased 

their participation by almost a billion dollars and 

added another 1.7 billions from 1945 to 1950. The 

latter year marks the beginning of an unprecedented 

snowballing of American investmen t. In the following 

decade American investrnent increased to over lB billion 

dollars. This inflow has tended to concentrate in the 

area of direct investment; from tœ 40% level in 1930 

it has increased to almost 60%. 

It is only fair to note, however, that this 

ment Position 1926-1954; The Canadian Balance of 
Internatiana!~ayments and-rnternational Investment 
Position, various years; Quarter1 Estimates of the 
Canadian Balance of Payments, 196 ; and Canada Year 
Book, various years. 
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has not been an entirely one-way movement. Canadian in­

vestments abroad have shawn a considerable increase 

following a much similar pattern. Wartime assistance 

doubled Canadian assets abroad to four billion dollars 

and postwar reconstruction added another 1. 9 billion. 

Of this total of 5.9 billions in 1950 more than two­

thirds repre sented gov ernment loans or holdings of 

foreign exchange. The next decade saw a further in­

crease of 3. 5 billioo dollars but this was almost ex­

clusively private investment. Nevertheless, this jump 

of 57% palled beside the corresponding increase of 155% 

for the American buildup in Canada. 

The Relative Magnitude of Foreign Investment 

The importance of this increase might be 

judged in a variety of ways. Probably the most telling 

is the ratio of net international indebtedness, bath 

Am eric an and aggregate, to total assets, or national 

wealth. Unfortunately there no longer exist any such 

measurements. Apparently the difficulties involved in 

adding together historical values and the unreliability 

of these values themselves render any such estimates 

impractical. 

A second approximation is the share of 

capital formation, or addition to accumulated wealth, 

which cames from non-residents. Figures are available 

in total for the period 1946-1960. On balance, i.e. 

considering capital outflows as well as inflows, and 
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including retained earnings, gross capital formation 

was 27% financed by foreign resources in the years 

1956-60 {up from 17% in 1950-55 and nil in 1946-49 but 

down from the estimated level of the l920s). 

A further guide to Canadian dependence on 

foreign investment is the relationship of indebtedness 

to the ability to pay it off, as measured by Gross 

National Product. The pattern here is the same whether 

considered in terms of gross liabilities or net indeb­

tedness. From 1930 to 1950 Canada's indebtedness in 

terms of GNP showed a marked decline. The heavy inflow 

of American capital since then, despite a substantial 

in cre a se in Gan ad a' s own foreign as sets, ha s not be en 

matched by a corresponding increase in total output and 

the ratio has again risen (more than doubling from 22 

to 46% in terms of net indebtedness). All these figures 

are summarized in Table I on the following page. 

The Nature of American Investment 

Ame rie an investmen t has sh own seve ral 

peculiar properties in the direction it takes within 

Canada. Many of the motives ascribed to capital flows 

earlier could apply here. Evidently, however, it is 

Canada 's natural resources which have been the chief 

goal of Arnerican entrepreneurs. While the Dominion 

Bureau of Stat istic s does not break down investrnent 

into rnanufacturing stages, the details it does give 



ADIAN INTERNATIONAL INDEBTEDNESS TABLE I 
bill ion 

1930 1939 1945 1950 1955 1960 

Gross Liabilities 8.0 7.4 8.0 9.9 15.3 26.1 

- as percent of GNP 140 131 68 55 56 73 

Gross U.S. investment1 4.9 4.5 5. 4 7.1 11.1 18.0 

- as percent of Gross Liabilities 61 61 68 72 73 69 

U.S. Direct Investment 2.0 1.9 2.3 3.4 6.5 10.6 

- as percent of Gross Liabilities 25 26 26 34 42 41 

Canadian Assets Abroad 1.5 1.9 4.0 5.9 7.4 9.3 

Canadian Assets in U .s.A. 2 .9 .9 .9 1.1 2.2 3.7 

Net Balance of Indebtedness 6.5 5.5 4.0 4.0 7.9 16.8 

- as percent of GNP 113 98 34 22 29 46 

1 excludes short-term assets Vl 

2 excludes official holdings of American dollars !\.) 
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indicate the concentration of American capital at the 

stages of extraction and preliminary processing. By far 

the biggest share of the inflow has gpne into the 

mining industry. Petroleum, natural_gas, and other 

minerals have attracted more than three and a half 

billion dollars of American investment in the 1950s. 

The iron ore deposits have received over 700 million 

dollars and pulp and paper and allied areas 400 mil­

lions. These and other figures are summarized in Table 

II on the following page. 

There is moreover a high correlation be­

tween American capital imports and commodity trade be-

tween the two countries. American enterprises estab-

lished in Canada tend to import American input materi­

als, apply them to Canada's natural resources, and sell 

the product back to their American customers. The 

United States Department of Commerce estimated that 

half of the fourteen leading commodities (which accoun­

ted for 60% of total trade) imported from Canada in 

1952 were attributable to American direct investment in 

Canada. 48 

A look at Canada's leading exports and im­

ports (Tables III and IV, pages 5D-6) will quickly 

verify the nature of the products concerned. With the 

sole exception of wheat (which requires little capital 

48 Survey of Current Business, December, 1953, p. 14 



AMERICAN INVESTMENT IN CANADA BY SECTOR 
$ million 

Total Direct Investment 

Wood and Paper Products 

Iron and Products 

Non-ferrous Metals 

Ch ernie a1s and Al lied Products 

Petro1eum and Natural Gas 

Mining and Sme1t ing, othe r 

1930 

1993 

334 

199 

113 

86 

141 

191 

1939 

1881 

281 

188 

130 

88 

( ) 
(198) 
( ) 

1945 1950 1955 1960 

2304 3426 6513 10625 

316 446 684 886 

272 420 706 1198 

203 311 585 890 

118 194 291 478 

138 ( ) 1637 2885 
( 453) 

218 ( ) 781 1348 

t 



TOTAL CANADIAN EXPORTS AND TEN LEADING COMMODITIES 
$ million 

19301 1945 1950 
All u.s. All u .s. All u .s. 

Newsprint Paper 146 126 179 146 486 463 

Wheat 216 7 476 129 326 28 

Lumber and Timber 90 71 169 92 291 250 

Wood Pulp 45 37 106 79 209 191 

A1uminum2 14 5 122 105 107 50 

Uranium -- -- -- -- -- --
Nickel 2 26 18 55 45 105 76 

Copper2 40 36 41 23 88 42 

Iron Ore -- -- -- -- 13 12 

Asbestos, unmfd. 10 6 22 15 63 45 

Total Experts 1120 515 3218 1197 3118 2021 

1 fiscal year 
2 primary and semi-manufactured products only 
3 includes sorne manufactured material 

TABLE III 

1955 1960 
All u.s. All u .s. 

666 578 758 631 

338 11 410 14 

385 273 346 260 

297 234 325 256 

213 3 843 268 54 

27 27 264 239 

215 146 258 89 

175 3 823 211 85 

100 80 155 102 

983 563 120 54 

4282 2559 5264 2932 

\JI 
\JI 
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and for which there is no market in the United States), 

the leading Canadian experts are ones which have been 

heavily invested in by Americans. Petroleum and natural 

gas are just beginning to expand their experts to the 

United States. Seven of the ten leading imports are in 

the non-agricultural capital goods category and six of 

these are supplied ·principally by American producers. 

We can conclude that Americans have tended 

to invest in areas where they can supply the capital 

and wrere they require the mate rials be ing extracted or 

processed. Moreover, investment in these lines tends to 

be almost exclusively American. The extent of American 

control in 1959 was more than 50% in the following in­

dustries: automotive (96%), rubber (90), petroleum and 

natural gas ( 69) , ele ctric al apparatu s { 67), agricul tu­

ral machinery (55), mining and smelting (53), and che­

rnicals (52). Sorne 70% of all Arnerican direct investrnent 

was concentrated in the above seven industries. If we 

include pulp and paper {38% U.S. controlled} the per­

centage rises to 77. Sorne 44% of all rnanufacturing in 

Canada in 1960 was American controlled. (All foreign 

investors together controlled 59% of Canadian rnanufac­

turing activity.) 

These industries are, not coincidentally, 

capital-intensive. This helps explain why American in­

vestrnents take the form they do. A further by-product, 

howeve r, is the relationship of production and ernploy-



ment. American-controlled establishments having an in­

vestment of one million dollars or more in 1953 provi­

ded 30% of output but only 21% of employment. Apparent­

ly American capital is more productive than Canadian 

capital with the same labour force. A partial explana­

tion lies in the nature of the chief American opera­

tions: oil and auto mobiles, for example, require less 

labour per unit of output. 

The trend in recent years has been to in­

tensify this concentration in particular industries and 

American control within these industries. The eight 

largest received 59% of all foreign investment in 1960. 

American capital inflows in that year were chiefly for 

petroleum, iron ore, and pulp and paper. Since that 

time American investment in the oil industry has con­

tinue d at a sl CM er pace and th ere has be en a shi ft of 

emphasis to secondary manufacturing. This intensifica­

tion of investment has also led to the acquisition of 

control through the purchase of existing assets previ­

ously owned by Canadians. This me ans that Americans are 

gaining control of Canadian assets without expanding 

output. This is in marked contrast with the bulk of the 

po stwar inflows which have g> ne to open up v ir gin ter­

rit ory and have provided much of the increase in 

Cana da 's GNP du ring this pe riod. 

It is lt\0 rth not ing, in passing, that a 

still small but rapidly expanding portion of foreign 
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investment currently is coming from the members of the 

European Economie Community. Their direct investments 

now pass the billion dollar mark. 

This emphasis on direct investment has re-

duced the importance of portfolio investment. While 

many American insu rance companies still hold substan­

tial amounts of Canadian bonds, their significance has 

declined.49 The non-resident share of the Canadian 

governments' funded debts has declined from 25% in 1936 

to 14% in 1959. The co rresponding figures for all 

furrled debt are 34% and 18%. 

The Cost of Foreign Investment 

The out-of-pocket cost to Canada has been 

negligible. Measured by any yardstick the use of 

foreign funds to expand Canadian output has been a bar­

gain. The effective rate of interest on all American 

investment has shown an erratic but downward trend 

since 1930. The cost of all investment has generally 

been a few points lower than that of American investJ- ·. 

ment alone. If we measure the cost in terms of ability 

to pay the results are even better. Both relative to 

GNP and to gross receipts on current account, there has 

been a considerable improvement since 1930. The more 

recent trend, tak ing account of tŒ great capital in-

49 The exemptions from the proposed American Interest 
Equalization Tax allowed new issues of Canadian 
bonds may restore this significance. 



60 

flows, is not as encouraging and seerns to show that the 

trough in borrowing costs ha s be en reached. 

The major reason why the borrowings have 

been so cheap is that most holders of direct investment 

prefer to reinvest their earnings to enhance future 

potential through the growth of their capital. Sùch re­

tained earnings in the fifteen years after the war 

totalled over four billion dollars! This represents 40% 

of the increase in direct investment. Moreover, this 

compounding will likely continue as recent ventures 

be gin to "pa y off." If we take the se re tained earnings 

into consideration, the service costs of Canada's debt 

rise 50%. It is al so significant that more than half of 

all corporation dividends paid out in Canada accrue to 

fore igne rs. This removes from Canadian hands a major 

source of future investment funds, entrenching foreign 

control by depriving Canadians of an important rneans of 

redeeming their foreign liabilities.50 

We can also compute the overall cost on 

balance by considering Canadian earnings on assets 

abroad. As one would expe ct the se have be en lower than 

foreign earnings in Canada. The large portion of gov­

ernment assets (easy-term loans and foreign exchange 

holdings) earn low returns and Canada's net service 

costs increase. These figures are all surnmarized in 

Table V which follows. 

50 Cf. C .D. Blyth and E .B. Cart y, "Non-Resident Owne r­
ship of Canadian Industry," Canadian Journal of 
Economies and Political Science, 1956, p. 45 



SERVICE COSTS OF CANADIAN INTERNATIONAL INDEBTEDNESS TABLE V 
$ million 

1930 1939 1945 1950 1955 1960 

Interest and Dividend Payments Abroad 348 306 253 475 483 653 

- as percent of Gross Liabilities 4.4 4.1 3.1 4.8 3.2 2.5 

- as percent of GNP 6.1 5.4 2.1 2.6 1.8 1.8 

- as percent of Curr. Acct. Receipts 26.8 21.0 5.5 11.1 8.0 9.1 

Interest and Dividend Payments to U.S. 225 220 194 411 388 531 

- as re rcent of Gross U .s. Investment 4.6 4.9 3.6 5.8 3.5 2.9 

Foreign Earnings Retained in Canada n.a. n.a. n.a. 155 365 350 

Total Foreign Earnings -- -- -- 630 848 1003 

- as percent of Gross Liabiliti es -- -- -- 6.4 5.5 3.8 

Tot al Canadian Recei JX, s 59 57 76 91 160 178 

Net Payment s Abroad 289 249 177 384 323 491 

- as percent of Net Indebtedne ss 4.4 4.5 4.4 9.6 4.1 2.9 
"' ...... 

n.a. - not available 



V THE FINANCIAL CONSEQUENCES 

The Income Effect 

Such massive inflows of foreign capital as 

Canada has experienced are not without major consequen-

ces for the economy. In order to assess these conse-

quences we have to analyze how the capital inflow has 

affected each of the sectors of the economy. This re­

quires sorne simplifying assumptions, the reality of 

which can greatly affect the reality of our theoretical 

outcome. 

We must first assume that the Canadian out-

flows of investment which partially offset American and 

other inflows were autonomous. This is not unreason-

able. Canadian outflows were inspired either by deli­

berate government policy or in response to opportuni­

ties abroad for Canadian entrepreneurs to expand their 

operations which presumably were not available at home. 

This movement would not be subject to influence by the 

level of foreign inflows. The assumption, then, allows 

us to isolate the gross capital inflows, rather than 

the net balance. 

~\ Our second assumption is the behaviour of 

investment in Canada in the absence of foreign inflows. 

Would the volume of investment actually undertaken have 

been the same if Canadians were required to finance it 

all themselves? This question is crucial for around it 
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revolves the entire problem of benefits versus costs of 

foreign investment. If investment can be undertaken 

domestically as an alternative to using foreign funds, 

the benefits of those funds are far less significant. 

If, on the ether hand, foreign investment is an alter-

native to no investment at all, then it is a positive 

addition to growth. 

In the Canadian case we shall assume the 

latter. This may appear to be begging the question but, 

in reality, it is entirely reasonable. As we have seen, 

much of the American investment has been undertaken in 

virgin areas which required massive accumulations of 

capital.51 In view of the size of the operations of 

individual projects and given the state of capital 

funds markets in Canada, the likelihood of these pro­

jects being undertaken by domestic firms is remote. The 

huge investments in oil and iron ore, as primary exam-

ples, were the result solely of foreign initiative. For 

the Canadian economy to finance these itself would have 

placed on it an intolerable burden. 

This important assumption, then, provides 

the base for much of the rest of our analysis. Indeed 

it anticipates what is a foregone conclusion: one of 

the conseouences of foreign investment has been a great 

increase in demand for Canadian goods and services and 

51 This does not mean that American investors have al­
ways come into Canada by setting up new firms. Over 
half the postwar American direct investment funds 
were funnelled through existing companies. Cf. 
Brecher and Reisman, 2E• cit., p. 92 
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this has led to higher incomes. 

In looking at the figures again to confirm 

this, we shall confine our study to the decade of the 

1950s. This period is the most significant one for our 

analysis. The earlier inflows of the 1900s and the 

1920s, while important at the time,52 have been far 

overshadowed by the more recent inflows. Moreover, 

these have had far greater consequences because they 

have been, in the main, a) American, and b} in the form 

of direct investment. 

The inflows of the 1950s are also important 

because they mark the reversai of a trend of the first 

half of this cen tury. Up until then foreign investment 

had shown a relative decline in its importance to the 

Canadian economy, measured in terms of its contribution 

to Gross National Product and its cost to be charged 

agpinst that same output. Since 1950 American funds 

have poured into Canada and have been reinvested in 

Canada at an average of over one billion dollars a 

year. This has represented an addition to Canadian in­

come s of from three to five percent ann ually. 

Table VI, on the following page, tries to 

show the income effect of these inflows. The most 

direct effect has been on other investments in Canada. 

The American investment has had a multiplier-accelera­

tor effect which has seen total dozœ stic investment 

52 Cf. Taussig's remark, quoted above, p. 41 



EFFECT OF AMERICAN INVESTMENT ON CANADIAN INCOMES TABLE VI 
( based on current dollars) 

Foreign American Index of Index of Annual % Index of Index of 
Investment Investment Amer. Inv. Total Inv. GNP Chan~ Ex ports ImEorts 

1950 1.0 .7 lOO 100 -- 100 lOO 

1951 1.0 .8 114 130 18 122 125 

1952 .6 .6 86 106 12 133 120 

1953 1.1 1.0 143 126 6 124 124 

1954 1.2 .8 114 107 - 1 123 128 

1955 1.2 .8 114 138 11 126 143 

1956 2.4 1.5 214 188 14 152 171 

1957 2.2 1.6 229 183 4 153 173 

1958 1.9 1.3 186 156 3 151 163 

1959 2.5 1.5 214 174 6 159 179 

1960 1.8 1.0 143 169 4 168 188 

1961 1.7 1.3 . 185 167 3 181 190 

Sources: Canada's International Investment Position, 1958-60; Quarterl~ Estimates of 
the Canadian Balance of Paym_~Qt:,:;>; and Canada Year Book, 1951- 2 "' VI 
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keep pace with that from American sources alone. This, 

of course, is a natural conseauence. American invest­

ments in mining, petroleum, and manufacturing have re­

quired Canadian materials and Canadian services. Ameri­

can loans to Canadian enterprises and governments have 

the same effect. It is no surprise then to find this 

twin pattern. In the twelve years from 1950 to 1961 the 

rate of American investment increased 85% while aggre­

gate investment increased 67%. No attempt at a detailed 

correlation has been made, but the annual indices show 

that aggregate investment has followed the American 

trend in all but three years. 

Relating this to Gross National Product is 

a less happy task. The pattern we would expect to find 

from theoretical considerations does not exist. The 

overall increase in GNP, 108% in ru rrent dollars, has 

more than matched the increasing rate of capital in­

flows, but the trend over the decade does not show the 

sarne close relationship that the investment sector 

does. Even if we apply any reasonable time lag to our 

statistics there still does not exist the tie-in one 

would expect. On the other hand, the Canadian GNP has 

varied closely with that of the United States. This is 

attributable to the operations of the business cycle 

which we shall consider presently. 

This lack of strong correlation gives sorne 

weight to the view that American investment in Canada, 
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rather than being expansionary, has actually had a de­

flationary tend ency, in contradiction to our second 

assumption. This can come about if the country recei­

ving capital inflows does not expan~ its output by the 

full amount possible. The existence of considerable 

unemployment in Canada from 1957 onward could be inter-

preted as a manifestation that American investment has 

not provided an expansionary force. A second deflation­

ary case arises when the foreign funds are used to buy 

existing assets. If the domesti~ sellers do not rein­

vest their proceeds this oonstitutes a leakage from the 

econonw. Sorne 11% of foreign funds were used for this 

purpos e in the '50s. 53 

The Foreign Trade Effect 

The effect of foreign investment on foreign 

trade involves two considerations: the transfer process 

and the long-term effects. The converting of foreign 

funds into foreign goods requires that the recipient 

country run a deficit on current account to effect the 

transfer. We have already seen how this has worked in 

Canada's case. Canadian incomes have risen, causing an 

increase in imports, and Canadian export priees have 

risen relative to import priees, allowing a further 

53 Cf. Rudolph G. Penn er, "The In flow of Long-Term 
Capital and the Canadian Business Cycle 1950-1960," 
Canadian Journal of Economies and Political Science, 
1962 
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wid ening of the trade imbalance. This is in accord wi th 

our transfer theory. 

The long-term effects, however, point to a 

return to a favourable balance of trade. The foreign 

investment will expand exports if it is of the type 

inspired by the investor's desire to obtain direct 

access to foreign sources of supply, or reduce imports 

if it is of the type which seeks out].ets for its pro­

ducts. Thus the overall result will be an improvement 

in the balance of trade which will allow for easier re­

payment of the interest and dividends due on the 

foreign investment as well as for its repatriation. A 

second and more important part of the trade effect, 

however, is its own income effect. By increasing ex­

ports and reducing imports it is contributing, through 

the multiplier process, an increase in national income. 

The indices of experts and imports in Table 

VI (page 65) reflect the combined operations of these 

factors and assign a more direct role to investment in 

the determination of Canadian income. The transfer 

mechanism is evident in the increase in imports rela­

tive to experts: starting from· a small negative balance 

of trade in 1950, Canada steadily lost ground from 1952 

to 1960. The deficit on current account reached a maxi­

mum in 1959 when it totalled over one and a half 

billion dollars. The remainder of the capital import 

was effected through non-merchandise transactions, 
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particularly interest and dividend payments on earlier 

borrowings, which by 1963 had climbed to $842 millions. 

Since 1961 Canada has returned to a positive balance of 

trade and the capital imports have been reflected en­

tirely in the non-marchandise account. 

However, because the capital inflow has 

persisted for so many years, the short run effects and 

long run effects are interacting. This is seen in the 

81% rise in exports in this period. This can largely be 

attributed to the inflow of American investment, parti­

cularly direct investment. The commodities which have 

accounted for most of this increase (newsprint and the 

primary metals) are the very ones which have attracted 

much of the American capital. The expansion of Canadian 

exports also shows a strong correlation to GNP. The 

pattern here is one of a very marked interrelationship 

and if we are to assign an income effect to American 

investment we must do so via its role in the expansion 

of Canada' s export rra rkets J 
Implicit in this last consideration is our 

third assumption, that Canadian exports have been a 

function of American investment. The question we must 

ask here is similar to that posed in our second assump­

tion: if the American investment did not take place, 

would Canada's exports have expanded to the same extent 

they did? There is considerable doubt that they would 

have done so, although there is not as strong a case 



for establiShing this dependence as there was in our 

previous argument. 
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The focal point here is the attitude of the 

American investor. If he could not obtain direct access 

to Canadian raw materials by owning his own firm, would 

he look elsewhere or be content to deal with indepen­

dent suppliers? On the further assumption that the al­

ternative source of supply could be guaranteed by 

direct investment elsewhere, it is unlikely that he 

would choose the former alternative. 

(rt is probable, then, that American invest­

ment has stimulated Canadian experts. This is not to 

say that this is the primary factor but still an impor­

tant one. Canadian experts have also been a function of 

rising American and world incomes which have generated 

greater demand for Canadian products. Moreover for many 

raw materials Canada is a major source of supply and 

that demand is not, therefore, subject to the options 

of the American investor.54 

The effect of American investment on im-

ports is ambiguous. While the investment that has gone 

into secondary manufacturing has undoubtedly served to 

eut bacle sorne imports, it has necessitated an increase 

in others. Thus, while the import of American automo­

biles has been kept to a very low figure, that of 

American automobile parts has almost doubled in the 

54 Cf. Aitken, American Capital and Canadian Resources, 
p. 85 



1950s.55 Moreover, the automobile industry has also 

imported much of its productive machine ry for the 
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Cana dian manufacturing process. This category leads the 

list of Canadian imparts.56 American investment in the 

petroleum industry has not resulted in reduced Canadian 

imports but offsetting exports have been on the in­

crease and all predictions point to Canada becoming a 

major rupplier of American needs in the near future. 

The pattern has developed of Canada importing its oil 

needed in the east via the Atlantic, and exporting its 

western production to the United States by pipeline. 

On balance, then, American investment has 

stimulated rather than cu t back American imports. More­

over, this trend is not likely to be reversed even if 

the capital inflows stop. Canadian secondary industry 

is still only a mock-up in that many Canadian-made pro-

ducts are manufactured from American parts on machines 

imported from the United States. Until volume justifies 

the establishment of a heavy machinery industry in 

Canada, the ne ed for su ch imports will continue, re­

gardless of who is doing the investing. 

The overall effect on the balance of pay­

ments has obviously thus far been negative. The imba-

55 See Table IV, p. 56 
56 The Canadian automobile industry in 1959 imported 

sorne 300 million dollars in automobile parts, or 
over 25% of the total value of i ts "Canadian" pro­
duction. Nor does this figure include the value of 
productive machinery, which presumably would raise 
this percentage substantially. 
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lance on trade account has been further worsened by the 

eve r-increasing interest and dividend payments Canada 

must remit on foreign investments. Should all capital 

inflows come to a halt, this balance could not be res­

tored without severe deflation or a marked depreciation 

of the Canadian dollar. The recent improvements in the 

tracte balance still le ave Canada a negative balance, 

due mainly to the service costs of her foreign borrow­

ings. The long-term effects of foreign investment on 

the balance of payments will thus outlast most others?7 

The Priee Effect 

The effects of foreign capital flows on the 

Canadian priee structure are far Jess dramatic. We have 

already seen, in chapter III, how Canada has experi­

enced a steady improvement in her tenns of trade, in-

terrupted by only a few relapses, in the last hundred 

years. This trend continued in the 1950s, with an over­

all gain of about 9% in the decade, although the recent 

devaluation of the Canadien dollar and improvement in 

the balance of trade threaten to reverse this trend. 

We would expect, however, that the size of 

the capital inflows Canada has ex:pe rienced would exert 

a more general influence on all sectors of the economy, 

genera ting strong inflationary pressures. This ha s not 

57 Canadian imports are strongly correlated with the 
Canadian income level, increasing more than twice as 
fast as inc ornes, thu s corn pl icat ing Gan a da' s problem 
of external balance. Cf. Imre de Vegh, "Imports and 
Income in the United States and Canada,tr Review of 
Economies and Statistics, 1941, p. 140 



been the case, as Table VII on the following page re­

veals. The Canadian consumer priee level rose only 
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fractionally more than its American counterpart and the 

wholesale priee index was considerably more stable, 

rising only 13% versus 19% for the American index. 

Wi thin the decade the re is also little correlation be-

tween capital flows and Canadian priee movements. 

The explanation of this phenomenon lies not 

in the monetary policy of the central banks but rather 

in Canada' s exchan ge rate polie y. The figures in the 

table show that the Canadian money supply was not 

allcwed to expand to accomodate the inflow. Its move­

ment was similar to that of the American supply, being 

sl igpt ly more contractionary in the fi rst half of the 

decade although increasingly expansionary since, parti­

cularly after 1959. To avoid the strong inflationary 

pressures the inflow of foreign funds wou,ld normally 

exert, the Canadian government freed the Canadian 

dollar in September, 1950. Within a year it had risen 

in value, from a 10% discount, in terrns of the American 

dollar, to a premium. With the greater inflows of the 

lat ter part of the decade, this premium58 reached as 

high as 6~. Later policies designed to discourage 

58 The term 'premium' is not intended to imply that the 
Canadian dollar has any inherent parity value with 
the American dollar, but only that its value rela­
tive to the latter durjng this period was consider­
ably higher than the histori,cal level. 



EFFECT OF AlYlERICAN INVESTIVIENT ON CANADIAN PRICES TABLE VII 

Canadian Priees Ameriean Priees Money Supp1y• GNP Exehange Rate 
CPI, ].949 WPI,1935-9 CPI 21947-9 WPI 21947-9 Canada u.s.A. Cdn.$ • u.s.~ 

1950 102.9 211.2 102.8 102.4 .41 .41 108.92 

1951 113.7 240.2 111.0 112.1 .35 .38 105.28 

1952 116.5 226.0 113.5 111.5 .34 .37 97.89 

1953 115.5 220.7 114.4 110.4 .34 .36 98.34 

1954 116.2 217.0 114.8 110.7 .37 .37 97.32 

1955 116.4 218.9 114.5 110.9 .33 .35 98.63 

1956 118.1 22 5.6 116.2 114.0 .32 • 34 98.41 

1957 121.9 227.6 120.2 118.1 .32 .31 95.88 

1958 125.1 227.8 123.5 120.8 .35 .32 97.06 

1959 126.5 230.6 124.6 120.6 .33 .30 95.90 

1960 128.0 230.9 126.5 121.5 .36 .28 96.97 

1961 129.2 233.3 127.8 121.0 .38 .28 101.32 

1962 130.7 240.0 129.6 121.3 .38 .27 106.89 

Sources: Canada Year Book, 1951-64; Survey of Current Business,Dee., 1962; Business 
Statisties, 1961; F Reserve Bulletin, January, 1964 
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capital inflows and improve Canada's balance of trade 

elim:inated this premium and the Canadian dollar was 

again fixed in 1962 at a substantial discount. The 

buildup of Canadian foreign exchange reserves since 

then, as the inflows resumed, wou1d suggest that infla­

tionary pressures will play their usual role in 

Canadian expansion, as long as the dollar remains fixed. 

It has been the floating exchange rate, 

adopted by Canada in the face of international opposi­

tion, ~ich had, up until 1962, absorbed any inflation­

ary pressures which foreign investmen t would otherwise 

have generated. The premium on the Canadian dollar 

priced Canadian goods upwards in the international mar­

ket and cheapened Canadian imports. The contractionary 

effects of this are the same as if the ex chan e;e rate 

had remained fixed and the priee levels been permitted 

to vary. ~he latter method of producing an import sur­

plus would have required severe adjustments and redis­

tributions within the economy while the policy actually 

followed left Canada's internal balance fairly stable. 

Canadian-American Interdependence 

A major consequence of American investment 

in Canada has been the ever-increasing interdependence 

of the Canadian and American economies. In the postwar 

period this ha s been a part of the general trend to­

wards increased world interdependence, as evidenced by 

the lowering of tariff barriers, increases in trade, 
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and greater factor mobility, esp~cially capital. 

But the Canadian-American case is a special 

one because it bas been so all-pervasive. Since Canada 

is the smaller of the two economies, interdependence 

generally means Canadian dependence on the United 

States. This bas recently been confirmed by a statisti­

cal study along input-output madel lines.59 In an ela-

borate tabulation of relative sensitivities, the author 

analyzes the dependence of various sectors on foreign 

demand. In the Canadian œ se, American demand exercises 

its greatest influence on the metal mining and refining 

and the paper products sectors, a conclusion readily 

acceptable in the light of our previous knowledge. 

American industry, on the other hand, is most sensitive 

in the textiles, transportation equipment, agricultural 

implements, and chemicals sectors. But there is a great 

disparity by the author's own conclusion, based on his 

statistical analysis~ 

"Assume ••• that demand in each 
country is to be increased bY- sorne equal rela­
tive amount - for example, 1%. In absolute 
terms this requires increasing U.S. demand by 
many times the increase in Canadian demand. In 
this case the impact on production in the two 
countries is approximately equal in absolute 
terms. But such an increase in the level of 
production has a much greater relative effect 
on Canadian than on U.S. production, due to the 
comparative size of the two economies. The im­
portance to Canada as compared to the U.S. of 
such a relative demand increase in the other 

59 Ronald J. Wonnacott, Canadian-American Dependence, 
Amsterdam, 1961 



country may be estimated as ••• 12.5S5 times • 
. In this sense Canada is about 12.5 times as 
sensitive to relative changes in U .s. demand 
as the U.S. is sensitive to relative changes 
in Canadian demand - even th8ugh in absolute 
terms the re verse is true. n6 
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Of course not all of this can be attributed 

to the presence of American investment in Canada. Even 

without such investment Canada would still depend 

heavily on the American economy. The Canadian economy 

has a long history of reaction to the American business 

cycle, althougb this reaction has varied in timing and 

intensity. Moreover, the Canadian economy is also 

dependent on its other trading partners whose invest­

ment in Canada is a far less important factor.61 

Nevertheless, we must assign American in­

vestment the role of villain in many of Canada's down­

turns. If not the instigator of the trouble, it has 

often stepped in to a{!,gravate it. When the American 

economy is on the downswing American investors run 

short of funds and, whenever possible, withdraw any 

liquid assets they hold abroad. This was most striking­

ly illustrated during the great depression when Ameri­

can investment in Canada declined by close to half a 

b ion dollars. Had so much of it not been tied up in 

fixed investments which could not be disposed of in a 

bearish market, this total undoubtedly would have been 

60 Ibid., pp. 90-l 
61 nrecher and Reisman, 2E· cit., pp. 63-4 
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higher. Moreover, the multiplier effects we assigned to 

the investment at the time of entry are equally effec­

tive when it flows out. 

In this respect direct investment is kinder 

to Canada than portfolio investment. The latter is 

generally more highly liquid and can thus be withdrawn 

more easily in times of recession. Even if it is main­

tained, the interest payments thereon tend to aggravate 

balance of payment problems. Direct investment, on the 

other hand, is more permanently entrenched and in bad 

times dividend payments tend to fall off, lessening the 

burden on a falling export trade. 

Canada is also subject to the American 

business cycle in the operations of subsidiaries whose 

costs are often higher than their American counter­

parts, due to the ir smaller volume. "Where temporary 

slack develops in the use of its plant, a global com­

pany must decide where and to what extent the cutbacks 

are to be made. Unless non-economie motives or pres­

sures exist, it could presumably eut back most in those 

plants in which costs are highest, u62 which is often 

those plants in Canada. This is more likely to be a 

factor, as Brecher and Reisman note, in severe depres. 

sion than in a minor recession. 

The very presence of American direct in­

vestment in Canada serves as a barometer. Its location 

62 Ibid., p. 149 
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in the dynamic sectors of the economy makes it the 

spearhead of all economie activity. If American firms 

eut back on their investment plans, Canadian entrepre­

neurs read this as a sign of poorer times ahead and 

follow suit. Insofar as investment decisions are based 

on the generally prevailing mood of optimism or pessi­

mism, this adds to Canada's frailty. Thus the very 

belief that the Canadian economy depends on that of the 

United States makes it so in real ity. American influ-

ence on Canadian investment decisions, and thus on the 

whole economy, arises from the psychological belief 

that Canadian conditions are the direct outcome of 

American conditions.63 

It is difficult to evaluate the role played 

in this cycle transmission by the American investment 

itself. If we return to our text question, What would 

have happened in the absence of American investment? 

the answer is not clear. Certainly direct investment 

contributes to this 0 dependence psychosis,n but as we 

have seen it is the portfolio investment which provides 

a greater aggravation to Canada in terms of the effects 

of cyclical transmission of economie problems. On 

balance, howeve r, we should attribute to American in­

vestment in Canada only a minor role in the business 

63 Cf. R.B. Bryce, "The Effects on Canada of Industrial 
Fluctuations 1n the United States," Canadian Journal 
of Economies and Political Science, 1939 



80 

cycle. Any effects it created would likely occur with 

purely domestic investment as well. Canada's heavy de­

pendance on her foreign trade, particularly with the 

United States, would seem to rule out any isolation 

from foreign business cycles by the expedient of elimi­

nating foreign investment. 

American investment has also contributed to 

the diversification of the economy, which in the long 

run will tend to reduce Canadian dependance on the 

United States. As well as opening up new industries, 

American funds have generated much of the increased in­

cornes which have widened the market for Canadian pro­

ducers as well. This expansion also allows Canadian 

campanie s to take further advantage of the mass produc­

tion techniques introduced by American entrepreneurs 

which provide a direct increase in real income through 

higner productivity.64 

American Domination 

The overall effect of American investment 

is to place much of the Canadian economy at the mercy 

of non-Canadians. The percentage figures cited do not 

reveal the full extent of American influence. To get a 

better picture of this we have to return to the break­

dawn of direct investment by sector. This shows that 

American investment is concentrated in what are consi-

64 Cf. Aitken, American Capital and Canadian Resources, 
p. 121 
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dered "growthn industries. These are the areas which 

provide the impetus for continuing expansion and can be 

expected to generate much of Canada's future invest­

ment. In contrast, Canadian entrepreneurs have staked 

their assets in the more conservative fields: utili­

ties, agriculture, banking, and other service indus­

tries. At best these can be expected to keep pace with 

the rate of overall economie growth. With few excep­

tions they are not likely to be pace-makers themselves. 

American direct investment, in return for 

the risks it has undertaken in pioneering much of 

Canadian industry, has reaped great rewards. Moreover, 

it now finds itself in the position of wielding a dis­

proportionate influence over all Canadian economie 

activity. Because Americans control much of these very 

industries on which Canada's future depends, their 

plans, their decisions, their actions are important to 

Canada. 

Canadians, not unnaturally, resent being 

subje ct to such foreign control. As a result they tend 

to condemn American domination while, at the same time, 

cashing in on the benefits it has brought. Their corn­

plaints tend to be based on other than financial 

grounds and we shall consider those in the next chapter. 

But the financial consequences still stand 

out clearly: the great advance in Canadian output, par­

ticularly since 1950, has been fostered in large 
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measure by American capital. Its initial inflow and the 

experts generated therefrom, along with the consequent 

multiplier effects, have greatly increased the level of 

Canada's income. Without it Canada would definitely be 

in an inferior position today. 

The costs, in financial terms, have been 

twofoJd. Firstly, the service costs of Canadian borro­

wings have be en negligible. The interest and dividend 

payments during the 1950s amounted to less than 3% of 

gross liabilities. Hidden in the costs have been an in­

creasing amount of earnings which have been reinvested. 

If these are added the cast is increased about 50%, 

i.e. to between 4 and 5%. Canadian productivity has 

increased at a higher rate. 

However, the basic problem is not the 

immediate out-of-pocket cost but the entrenchment which 

results from direct investment. There is little chance 

of American investors dropping a winning property, and 

as Canada's prosperity increases, its fruits will be 

shared in: a corresponding measure with those American 

investors who "got in on the ground floor." 

The second major cost has been the surren­

der of economie sovereigpty. This is harder to evalu­

ate. The Canadian level of incarne and employment now 

depends heavily on American investors. The years of 

prosperity in the postwar period, shared by Americans 

and Canadian s alike (and increasingly by Europeans), 



have ser~d to gloss over this hard fact: if and when 

poorer times return to the United States, Canada will 

follow suit. American investors will be unwilling to 

devote their funds to the Canadian economy when their 

own is not even an attractive prospect. 

In summary, we may evaluate the financial 

consequences of American investment in Canada from 

their positive and negative viewpoints. On the positive 

side, the huge inflows of American capital have spawned 

prosperity, mitigated only by the prospect that the 

prosperity mày end when the inflows do. On the nega­

tive side, this has placed the destiny of the Canadian 

econonv in the hands of these same American-investors. 

We may brighten this side with the thought that the 

Canadian economy under these circumstances should not 

fare any worse than that of the United States. 



VI THE NON-FINANCIAL CONSEQUENCES 

Limitation to Direct Investment 

We turn next to those effects which are not 

revealed by such measurements as Gross National Pro­

duct, priee levels, and export volumes. In analyzing 

the consequences of foreign investment it is necessary 

to distingùish between such purely financial results 

which flow from the investment and the thousand and one 

other considerations it entails. 

The distinction, nevertheless, is arbitrary 

and many effects have both implications. Many of these 

are not economie in nature and should be excluded from 

our study. The political and legal aspects of the pro­

blem are still of interest to the economist, however. 

The attitude of investor and borrower, their motives 

and reactions, are important. Moreover all causes and 

effects of foreign investment constitute a part of our 

analysis and must be included in the balance along with 

the pecuniary factors in assessing that investment. 

What we may call the non-financial conse­

quences are, however, generally confined to a particu­

lar type of capital flow, namely direct investment. In­

vestment in bonds involves only an undertaking to lend 

and borrow a specifie sum, repayable after a set term, 

and with a stated rate of interest. Minority stockhol­

dings also fall into this category. The financial 
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transfer here seldom has any further results, although 

the re are exceptions ( e. g. when govemment foreign a id 

includes technical assistance). 

Direct investment carries these consequen­

ces by its very nature. It is a lean made without a 

fixed return and the earnings made on it depend on how 

it is used. This gives the investor a responsibility to 

follow up on the financial transfer to see that it is 

put to gpod use. The legal mechanism for this is the 

board of directors, which is elected by the stockhol­

ders to represent their interests. When the stock is 

held mainly by a parent corporation, as is the case 

with most American investments in Canada, this estab­

lishes a direct connection by which true control is 

maintained, in contrast with the nominal control the 

small stockholder has in a large corporation with 

widely-dispersed stock. 

This direct control allows the owner to 

dictate the subsidiary's policy. Management appoint­

ments, expansion plans, marketing strategy, attitudes 

towards government, employees, competitors, and the 

general public are all sub.je ct to direction from the 

foreign owner. It is under such conditions that foreign 

investment take s on a special character. No longer does 

the investor merely supply the funds. He is here in a 

position to influence the politics, the economies, the 

entire array of social institutions of a country. 
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In the Canadian case, as we have just seen, 

foreign investment has in recent years tended increa­

singly to be of the direct type, and that foreign in-

vestment has been mainly American. It is not unnatural, 

therefore, for this position of influence to have 

aroused the concern of Canadians. Apart from the finan-

cial problems, American investment has had consequences 

which have influenced this entire array; and its poten­

tial for greater influence is almost unlimited. 

The Legal Aspect65 

The first evidence of the infiltration of 

foreign investment is the legal one. Canadian law is no 

longer the sole governing force in the relations of the 

company with its customers, employees, stockholders, 

and competitors. The firm whose ownership ties cross 

international boundaries, just as the firm which trans-

acts any business abroad, is subject to international 

law and to the law of the foreign co-respondent. 

In the Canadian instance it is the latter 

which has caused the greatest concern. The United 

States, for all its belief in the ability of private 

enterprise to thrive best when the government inter­

feres least, has established a strict code of behaviour 

on its business community and enforces it rigidly 

65 This section is based largely on Kingman Brewster, 
Jr., Law and United States Business in Canada, 1960 
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through severa! of its executive branches. This en­

forcement entends to foreign subsidiaries of American 

companies. The philosophy behind this is that it pre­

vents Americans, corporate or individual, from avoiding 

American law via their foreign operations. Were this 

pennitted, government policy-makers reason, it would 

di scriminate against the "patriotic" people who remain 

under domestic law in the face of unfair competition 

from those who don 't. 

From an American viewpoint this is a fair 

and reasonable approach. Unfortunately its application 

bas repercussions for the foreign parties to these in­

ternational ac ti vit ie s. As long as Ame rican law and 

that of the foreign country coincide, there is no cause 

for friction. In the Canadian case this is so for most 

areas. It is most evident in the field of taxation, 

Where each country acknowledges the other's rights and 

allows the appropriate abatement on its own taxes. 

Generally the abatement is just equal to the foreign 

tax so that no one can profit by escaping to the lower 

tax country. This applies on corporation and persona! 

incarne taxes, indirect taxes, and withholding taxes. 

There are two major legislative areas, how­

ever, where enforcement of American laws brings them 

into conflict with Canadian interests. These are the 

Sherman Act and related anti-trust laws and the Trading 

with the Enemy Act. Beth have been used in recent years 
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against Canadian subsidiaries and have thereby resulted 

in situations adverse to Canada's interests, which have 

created sorne antagonism for the Canadian public. These 

actœ 1 instances were relatively minor and were not in 

themselves of serious concern. What has aroused resent­

ment is the possibility that the threat of future 

similar applications of American law is preventing 

Canadian-based American subsidiaries from pursuing the 

most favourable policies from Canada's point of view. 

The Sherman Act, passed in 1891 and revised 

several times since, is not dissimilar to related 

Canadian legislation. Through the years the anti-trust 

policies of the two countries have been roughly the 

same and su cceeding laws have re inforced this pat te rn. 

In general, American enforcement has tended to be the 

more stringent of the two. This is mainly because of 

its greater belief in the advantages of competition for 

the working of the capitalist free enterprise system. 

The American enforcement extends to subsidiaries abroad 

be cause,, as noted ab ove, this serves to pre vent less 

scrupulous firms from escaping anti-trust law through 

their foreign OJE rations. 

Such enforcement can be detrimental to 

Canada if it results in reduced commerce there, either 

domestically or in foreign trade. In practice only the 

latter is likely to be affected. The primary example of 

conflict here is in the electronics patent pool formed 



in Canada by General Electric, Westinghouse, and 

Philips, among others. These firms, two subsidiaries 

of American companies and the third Dutch, and the 

other parties to the agreement, allowed one another 
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access to their patents. This cross-licensing was open 

to any interested Canadian manufacturer but closed to 

foreign importers. In American eyes\this was a conspi-

racy to restrain the export trade of U.S. manufactur­

ers. Court proceedings were initiated in 1958 to dis-

band the cartel arrangements. This action would, in 

effect, reduce the favourable Canadian export market 

more than Canadian law requires. 66 The Canadian govern-

ment accordingly protested. Top-level meetings resulted 

in an agreement for government consultation before any 

such cases were considered for prosecution in the 

future. The case was settled in 1962 with the withdra-

wal of the charges upon the defendants' agreement to 

disband the alleged combine. This settlement thus only 

served to strengthen the grounds of the Canadian corn-

plaint. 

A similar incident occured in the enforce-

ment of the Trading wi th the Enemy Act and related 

regulations governing control of American foreign 

assets. The se are desigœ d to prevent military trade 

with the communist bloc and any trade with Red China· 

66 Under the 1960 amendments to the Combines Investiga­
tion Act combines for experts only are explicitly 
allowed. 
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and North Korea. Ford of Canada had an opportunity to 

sell motor vehicles to Red China in 1958. Fearing re­

percussions on its parent due to American law, it de­

clined to follow up on the market possibility. No court 

action was ever taken as no direct negotiations, let 

alone an actual sale, ever took place. The possibility 

of prosecution served as an effective deterent. Ensuing 

meetings again achieved an agreement to consult on any 

future cases. The possibility of exemptions from 

American law in special cases was acknowledged. 

When it is considered that these two inci­

dents are among the major instances of American inter­

ference in the Canadian economy it is seen that this 

interference has, in reality, been negligible. What is 

more disturbing from the Canadian viewpoint is that 

these overt cases coùld be multiplied several times 

over. It is not known how many firms simply decline to 

pursue sales possibilities due to the threat, however 

remote, of prosecution under American law. 

The United States anti-trust legislation 

adds another thorn to Canadian-United States good will 

in that it discourages the happy medium of joint owner­

ship (and control?) advocated by the present Canadian 

government. American fi rms pre fer complete ownership of 

their subsidiary as this removes the possibility of 

prosecution as a combine. Third party membership in the 

equity of a company opens the American partner to char-
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ges of conspiracy in restraint of trade if the American 

exercises direct control over its investment.67 In 

addition, American firms can use their subsidiary's 

losses to offset domestic earnings only if they have 

more than 95% ownership of the subsidiary. 

But these complaints are again minor ones. 

The overall effect of American law is· probably quite 

favourable to Canada's economie interests. The corn-

plaints are rather a manifestation of the general 

Canadian fear of losing economie independence and na-

tional identity. 

"Far more important than demonstra­
ted economie conflict ••• is the interference 
with economie and legal self determination 
represented by the intrusion of U.S. law into 
what are considered the domestic affairs of 
Canadian firms. The nexus of U.S. parental 
ownership or the ,alleged impact of Canadian 
activities upon trade with or within the 
United States does not in Canadian eyes justi­
fy efforts of a foreign power to regulate the 
Canadian conduct of Canadian corporations. 
Whatever may be the pros and cons of various 
international legal concepts for testing the 
propriety of extraterritorial jurisdiction, 
the re sen tment i t engenders is a fa ct of in­
ternational political life. It is especielly 
acute when the intruder is a neighbor whose 
economie domig~nce is already of powerful 
pro portions." 

67 The DuPont-I.C.I. case, in which American and 
British companies operated Canadian Industries Limi­
ted as a joint subsidiary is the best example of 
this. American court proceedings forced the split-up 
of the Canadian company into separate units, leading 
to the charge that these units are less efficient 
than their combined predecessor. 

68Brewster, .2E· cit., p. 22 
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The Practical Aspe ct 

The problem, then, is not one of laws, but 

of practical application. The conflict lies in the di­

vergence between American interests and Canadian inte­

rests. Whenever any international economie activity 

takes place the problem will arise. But when this 

ac ti vit y is in the form of a permanent investment i t is 

particularly acute. The large volume of American direct 

investment in Canada has magnified this problem several 

times over. When American owners make decisions on the 

operations of their Canadian subsidiaries, they quite 

naturally think of themselves first. The profit motive 

is dominant and wil1 prevail. When this motive inspires 

actions which have sorne effect unfavourable, or even 

appearing unfavourable, the ensuing resentment is again 

a manifestation of this same desire for economie inde­

pendence. 

These unfavourable effects are a definite 

consequence of foreign ownership and control. It is 

part of the priee of international borrowing, particu­

larly in the form of direct inv estment. The inflow of 

capital is a boon to the borrower but the lender is 

free to dictate his terms. The direct investor will 

select his own executives, buy his raw materiels where 

he wants to, sell how rouch and to whom he wants, and 

plan his operations in the foreign country in conjunc­

tion with those at home and elsewhere abroad. A dornes-



tic investor's scope is narrower and the benefits of 

any of his undertakings accrue to his own country. 

Therein lies the conflict of foreign investment. 

In this context the legal problems become 
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unimportant. They are overshadowed by the practical 

aspects. How does the foreign investor decide whom to 

employ, where to locate, whom to buy from and sell to? 

The answers in the Canadian case are not always en-

couraging. American investors are not doing business in 

Canada for the benefit of Canadians but rather for 

their own benefit. It is inevitable, then, that their 

decisions sometimes result in unfavourable consequences 

for Canada. 

Canadian Complaints: The Negative Consequences 

Canadian criticisms of American direct in-

vestment have been studied for the Canadian-American 

Committee set up jointly by the Private Planning 

Association of Canada and the National Planning Associ­

ation of the United States. The results of their inves-

tigation are published in a booklet entitled Policies 

and Practices of United States Subsidiaries in Canada?9 

The investigation was in the form of lengthy interviews 

"in depth" of personnel of American businesses and 

their Canadian subsidiaries. These were carried out in 

1960. Where necessary the responses have been given 

69 John Lindeman and Donald Armstrong, Policies and 
Practices of United States Subsidiaries in Canaaa, 
Montrear, 1961 
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subjective and impressionistic, but logical interpreta­

tion in order to provide meaningful explanations of 

subsidiaries' behaviour. 

The interviewers looked into six areas of 

policy most frequently criticized by Canadians: sale of 

equity shares to the public; Canadian personnel among 

top mana~ment and on boards of directors; publication 

of financial data; commercial policies, which includes 

experts to the United States and abroad, imports from 

parent and associate companies, and the Canadian share 

of the manufacturing process; research; and support of 

local charity and education. 

Sale of minority holdings to Canadians re­

ceived the support of the Royal Commission on Canada 1 s 

Economie Prospects in 1957. It recommended twenty to 

twenty-five percent participation by Canadian inves­

tors. Its chairman, Walter Gordon, when created Minis­

ter of Finance in 1963, promptly introduced discrimina­

tory withholding taxes and depreciation allowances to 

encourage the attainment of a minimum of twenty-five 

percent Canadian ownership. The philosophy behind this 

is that it forces American owners to consider the 

Canadian viewpoint. However, it is also designed to 

provide additional opportunities for Canadians to in­

vest, which it claimed they have lacked until now. 

What has been the attitude of the American 

on this? It has been pretty well divided. Many American 
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businessmen faveur such minority participation. It en-

courages efficient operations, makes for good public 

relations, and sorne even allowed it as a moral rigpt. 

American management in Canada frequently favoured it 

because it gave them a strong hand when dealing with 

thei r seniors to the south. The th rea t of minori ty 

stockholders' objections is enough to ensure policies 

favourable to Canadian interests. 

On the other band, opponents cited general­

ly the same reasons in opposition to minority holdings. 

They introduce needless complications and conflicts of 

interest, result in a poorer bargaining position with 

the parent for financial, te chnical and other assis­

tance, and generally are not sound investment opportu­

nities as separate entities. The investigating team 

found that, "on the whole, U.S. subsidiaries with 

Canadian equity en,joy more autonomy than the others.n?O 

Its report says: 

"Much depends also on management 
philosophy. Manage me nt ph ilosophy is almost as 
diverse as the personalities who make up top 
management, but there is one school which is 
obviously represented in several of the larger 
subsidiaries in Canada. This is the school 
which believes that the parent organization 
should OJ:E rate on a global ba sis, and which is 
by no means limited to U.S. companies alone. 
There is no place in this management philoso­
phy for less than full-scale membership in the 
corporate family, and the U.S. parent manage­
ment which shares this philosophy will resist 
minority participation in any subsidiary -

70 Ibid., p. 11 



whether located in Canada or elsewhere - on 
what it believes to be sound business princi­
ples. Of course, this resistance can be over­
come if the demand in Canada for ownership 
participation becomes insistent enough. How­
ever in such cases, the Canadian economy will 
run the risk that the subsidiary will be rele­
gated to secondary status by the parent, with 
a consequent loss of valuable technical and 
financial support. That this possibility ex­
ists may appear unreasonable to sorne Canadi­
ans. Nevertheless, it is a fact which has to 
be taken into account. 

nThe nature of the enterprise is 
another relevant factor. In particular, how 
important is it to the parent that management 
be, in effect, monolithic? There are a number 
of u.s. subsidiaries in Canada which were 
established for the sole purpose of providing 
an assured source of raw or processed materi­
als to the parent. In such cases the parent 
may have no interest whatsoever in sharing its 
ownership if it entails the slightest risk to 
its control over the supply of a commodity 
that is essential to it. On the other hand, 
there are other types of enterprises in which 
management is highly decentralized ••• In such 
cases there should be no difficulty inherent 
in the nature of the business wh ich would pre­
vent any very substantial Canadian equity par­
ticipation. ttfl 

On the question of employment of Canadian 

personnel in executive positions there seems to be no 
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such two-sided coin. American concerns in Canada almost 

universally will employ a Canadian for a given post if 

a competent man is available. Canadians are favoured 

not only because of their knowledge of local conditions 

but frequently also because Americans are unwilling to 

take foreign assignments without receiving substantial 

compensation over and above their already high American 

71 Ibid., p. 32 
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salary levels. This dual preference results, if any­

thing, in a discrimination against non-Canadians. 

{Moreover it sometirnes results in denying Canadians 

opportunities for advancement elsewhere simply because 

they are indispensable at horne.) 

What is more important than nationality, 

then, is the autonorny of the administrative personnel 

in Canada. An American executive with considerable in­

dependence in decision-rnaking can suit Canadian inte­

rests far better than a Canadian who must consult head 

office before every action. This applies as well, of 

course, to the composition of the board of directors, 

which frequently is such in name only, satisfying pure­

ly legal requ irernent s. He re general ization a gain be­

cornes impossible. The extent of Canadian participation 

in real management, as opposed to distinction in titles 

varies widely. The "management philosophy" noted above 

is again the determining factor. Where parent cornpanies 

faveur sorne independence for their subsidiaries, they 

will appoint independent executives and directors. 

Their independence should be of more concern to Canada 

than their nationality. 

Lack of financial statements can be consi­

dered a serious economie obstacle. Publication of data 

on the operations of a firrn serves to indicate the pro­

fitability of the industry and will attract more capi­

tal, including dornestic funds, to that sector. This 



opening up of competition is precisely why firms are 

reluctant to release any more information to the public 

than required by law. However, the report found that 

more firms would be willing to publish financial state­

ments as long as their competitors followed suit. The 

recently enacted Corporations and Labour Unions Statis­

tics Act requiring such publication should remove most 

such grounds for complaint. 

Subsidiaries' policies on buying, selling, 

and expansion are far less subject to the whims of 

their parents. We have already noted the legal restric­

tions on international trade. The tariff structures of 

Canada and the United States are also more important 

than the individual firm's desire to buy and sell 

abroad or to extend local processing. The tariff will 

usually make the decision for it by imposing an insur-

mountable addition to costs in crossing the interna­

tional boundary. However, even here businessmen can be 

taken to task. As the Canadian-Ameriean Committee 

report notes: 

UThe level of specifie tariffs is 
subjeet to periodic negotiatian among govern­
ments and the pressure on governments to 
negotiate this or that tariff usually cornes 
from the economie interests coneerned. It is 
unlikely that U.S. controlled subsidiaries in 
Canada will be as vigorous as their Canadian­
owned eounterparts in pressing the Canadian 
government to seek specifie U.S. Tariff reduc-
tions, partieularly if the interests of the 72 parent in the U.S. would be adversely affected~ 

72 Ibid., pp. 55-6 
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Given the tariff structure, however, 

Canadian subsidiaries, with exceptions both favourable 

and adverse, will buy where goods are cheapest. When 

transportation costs are considered this usually 

favours Canadian materials. Canadian content require­

ments of Canadian and Commonwealth tariffs further en­

courage domestic purchase of supplies. 

Foreign sales potential is likewise ham­

pered by the American tariff structure. Cost barriers 

to outside manufacture in the form of Canadian tariffs 

protect the domestic market of Canadian producers but 

are of no value to potential exports. Natural costs are 

here the determining factor. The interviewers did find 

sorne instances, however, where Canadian subsidiaries 

wh ich had opportunities to export were prohibited from 

doing so by their parents as they would, in effect, be 

competing with their own company. This seems to be the 

most blatant case of a direct cost to Canada of foreign 

control. It is perhaps the only tangible one that the 

report specifically cites. 

The ca se a ~'!fi inst extending the processing 

of raw materials is also primarily the formidable 

American tariff. Historically Canada has successfully 

threatened export duties and other prohibitions73 to 

force Americans to entend their Canadian operations but 

73 See pp. 110 ff., below 
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today any such action is unlikely to come about except 

througp bilateral agreements between the two govern­

ments. The recent liberalizing trend of multilateral 

arrangements under the General Agreement on Tariffs and 

Trade reduces even this possibility. 

The complaint of lack of research carried 

out on Canadian soil was well founded, as the report 

indicates. Many firms do all or most of their research 

in the United States. This is generally because of a 

belief in the applicabilit y of "economies of scale" 

theory: splitting up research efforts would lead to un­

necessary duplication and waste of effort. Nevertheless 

many American subsidiaries do carry out independent re­

search and actually lead their Canadian-owned counter­

parts. Recently-passed legislation subsidizing research 

indirectly by granting 150% tax deductibility should 

serve to encourage this further. 

The final complaint, lack of adequate sup­

port of Canadian charitable and educational institu~ 

tions is relatively minor and of little economie im­

port. The report finds, moreover, that the problem is a 

question of poor public realtions rather than delibe­

rate anti-Canadian behaviour. Small changes in their 

policies, involving little financial cost, would save 

many of tŒ se firms a cons ide rab le lorss of good will. 

In summary, the report finds that Canadian 

criticism of American corporate behaviour is exaggera-
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ted. This is not to say that it is groundless: several 

instances noted fully support the point that Canada 

would be better served if the companies in question 

were controlled in Canada. However, in general, Ameri­

can subsidiaries, in responding to the profit motive, 

behave just as similar Canadian companies do. The ex~ 

ceptions arise from the fact that the parent company's 

profit incentives are world-oriented rather than 

Canada-orient ed. 

In evaluating the economie consequences of 

the behaviour of American firms in Canada it is readily 

seen that they play a small role in the eyes of 

Canadians. It is the threat to "self-determination" 

which raises the loudest cries. Nevertheless, economie 

consequences have followed. Lack of Canadian participa­

tian in American-controlled investment has caused a 

drain on the Canadian economy in the form of higper 

interest and dividend payments. Reduced export markets, 

the confinement of the manufacturing process to the raw 

materials stage, the lack of information on investment 

opportunities, have all hampered the expansion of the 

Canadian economy and are a cost to be deducted from the 

gains of the initial investment. 

The Impact of American Technology 

Whatever economie role we have assigned to 

the behaviour of American firms thus far has been 

essentially a negative one. The very fact that control 
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of economie undertakings rests in foreign hands makes 

this inevitable. This being so, why is American direct 

investment in Canada tomrated? The answer lies in the 

fact that all the negative consequences cited are in­

significant when placed a~inst the one positive conse­

quence of this same investment: the vast inflow of 

American technology whiGh has accompanied it. 

We have already touched on this subject in 

chapter three. We saw there that this technology has 

been an essential concomitant of foreign investment. 

Without the know-how, the funds themselves would have 

been far less useful. This is the major reason why any 

country will allow direct investment from abroad within 

its borders. The capital funds alone will not fulfill 

its requirements. In addition, it needs technical per­

sonnel, management executives, in general, people who 

know how to get the greatest use out of capital funds. 

It has been the United States' great for­

tune to be endowed with just such factors of produc­

tion. The heirs of Edison, Rockefeller, and Ford have 

carried on the American tradition of discovery, innova­

tion, and enterprise which pushed American industry 

into a position superior to any other nation. The ban­

kers of England, the craftsmen of Germany, the labour­

ers of Italy, have not gone as far as the entrepreneurs 

of America. They are the ones who have seized the ad­

vantage of the foundations established by others and by 
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themselves and profited by them both. 

It has only been natural that they would be 

unwilling to give this away to others. It is possible, 

and often is practised, that technology can be exported 

on a contractual basis. Patent licences, managment con-

tracts, loans of technical personnel, are all means of 

transfering the benefits of experience to ethers. But 

these deviees deny to the innovators the opportunity of 

reaping the full profits from their own efforts. Entre­

preneurs under these conditions show a strong prefer­

ence for the direct investrœnt form of technical ex­

port.74 

The applicatim to Canada is obvious. 

Sharing with her southern neighbour a common cultural 

heritage, and st riving to keep pace with the latter' s 

ever-improving standard of living, she has been a natu­

ral lure for the American entrepreneur. An extension of 

his O:fE rations into Canada is little different from 

opening a branch in a neighbouring state.75 At the same 

74 Cf. Kindleberger, ~· cit., pp. 410-1 
75 Contrast this with the-rësults of an investigation 

for the American M:magement Association: 
"Most U.S. firms have insufficient 

(and often incorrect) information about in­
vestment opportunities abroad. Few U.S. firms 
have developed tools for evaluating opportuni­
ties in other countries. Because of lack of 
knowledge and a consequentially, large allow­
ance for risk, profitable investment opportu­
nities are neglected and in many cases less 
favourable opportunities are preferred to 
ethers that are actually more favourable." 

Robert Theobald, Profit Potential in the Developing 
Countries, New York, 1962, p. 15 
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time, Canada, eve r busy building a defensive ring of 

nationalism around itself, has lacked pioneers in com­

merce.76 The essential conservatism Canadians are so 

often accused of harbouring has shown itself nowhere to 

a greater degree than in their lack of business initia­

tive. The contrast drawn by Viner in analyzing the 

American investments at the beginning of the century 

could be equally well applied to the investments of 

toda y: 

"They were not made in routine en­
terprises, but demanded for their success 
capable and venturesome business direction and 
modern industrial tedlnique, they were not 
conservative investments, in the narrow sense 
of the term, but required the assumption of 
considerable economie risk; they offered a 
chance of

7
unusually high profits as well as of 

losses.nÏ 

It is this assumption of risk which the 

Canadian was then, and generally is today, unwilling to 

undertake. It is this spirit of adventure of the Ameri­

can entrepreneur which distinguishes him from his 

Canadian confrere. He has had the vision to invest in 

risky undertakings and has made the appropriate pro­

fits. "The difference in capitalistic spirit in the two 

countries can explain the important role played by U.S. 

entrepreneurship initiative and u.s. capital, they have 

76 There are, of course, exceptions to this, and in 
recent years Canadian entrepreneurs have led the way 
in many developments in the fields of consumer goods 
as well as in basic industry. 

77 Viner, Canada's Balance of International Indebted­
~s, 1900-1913, p. 286 
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perhaps taken the disproportionate sha~ of the risks 

in Canada. n78 High compression automobiles, consumer 

appliances, jet planes are often the result of American 

te chnology at work; American ideas a~ likewise seen in 

oil-drilling, iron ore mining, and newsprint manufac-

ture and these Canada has used ta advantage. 

These benefits cannat be calculated in 

dollars and cents. This is one of the intangibles which 

must be included in weighing the effects of American 

investment. It is difficult ta picture a Canada minus 

the influences of American investment but if we could 

conjure one up it would show a far les.s prosperou s one. 

This brings up the point raised earlier, 

could Canada not have achieved her present status by 

importing technology by contract? rrhis would involve a 

fixed outlay for a set period of time. After this she 

would proceed on her own, having gained from the exter-

nal economies sudh imports would generate. The answer 

must be in the negative. If American entrepreneurs were 

forced ta supply their services on a fixed return basis 

it would discourage full-hearted cooperation and un-

doubtedly reduce the amount of these services. Experi­

ence where such conditions have been imposed substanti-

ates this. 

78 H.M.H.A. Van der Valk, The Economie Future of 
Canada, Toronto, 1954, p. 13 



VII THE ROLE OF POLICY: INTERNATIONAL COMPARISONS 

A Government's Influence 

The usefulness of economie studies lies in 

their application to real life. Models which are re­

moved from everyday events provide good mathematical 

exercise but have little practical value. It is their 

ability to offer sound policy recommendations which 

gives most theories their raison d'etre. We must turn 

then to look at the role policy has played in the past 

and go from there to suggest what it may do in the 

future. 

In analyzing the causes and effects of 

foreign investment the attitude of the governments of 

the sending and receiving countries is all important. 

In most cases government policy will decide whether a 

projected investment will be undertaken. This applies 

equally to portfolio and direct investments. A buyer 

looking for good bond buys will only consider foreign 

bonds which are relatively safe. Unstable governments, 

or governments W1ich pursue discriminatory taxation 

practices generally rule out their countries as poten­

tial borrowers in foreign capital markets. Unstable ex­

change rates, often the result of a government's infla­

tionary spend ing pro gram or the imposition of highly 

restrictive trade barriers, will likewise deter foreign 

in ve stmen t. 
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Direct investment suffers even more from 

these practices. However, firms which are already com­

mited in a foreign country will view further opportu­

nities in a different light than new investors. If a 

firm has made considerable capital outlays which are 

afterwards subje ete d to special penalties it must weigh 

the merits of withholding continued support to its 

undertaking against the possibility of losing its exis­

ting assets. Restrictive measures usually include 

strict controls on the withdrawal of investments. When 

this happens a firm is often forced to maintain its 

projects and increase them as part of an orderly long­

term expansion in the hope that it will eventually re­

caver its total commitment. If it feels that this i·s 

adding good apples to a rotten barrel it is, of course, 

better advised to write off previous investments en­

tirely. 

Government influence can work equally ef­

fectively in the opposite direction. A country in need 

of foreign capital and its concomitant technology and 

business acumen will welcome investment from abroad. 

The powers of government can here work all to the good. 

Taxation relief, assistance with local problems (loca­

tion, raw materia , power, transportation, labour 

supplies}, guarantees of free repatriation, and the 

promise of orderly government committed to financial 

stabiJ ity, will all at tract foreign lenders and inves-
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tors. Obviously the person or firm with capital in 

search of outlets will have no problem deciding which 

of two countries to choose if they are pursuing the two 

extreme policies outlined above. 

In the light of this it is well to see how 

Canadian policy has influenced foreign investment. 

Since so much of it has taken place, we can safely 

assume that Canadian policy has encouraged foreign in­

vestment in the psst. However, in view of the current 

concern over the adverse effects of ruch capital in­

flows it is well to examine in detail the policy of the 

present government as a situation apart from the histo­

rical attitudes. Recent measures to discourage sorne 

forms of foreign investment indicate there has been a 

radical change in the thinking of the Canadian govern­

ment on the matter. 

Finally, knowing wha t the Canadian govern­

ment has done and is doing we should compare its policy 

with that of sorne other countries. In particular we are 

interested in those nations comparable in size (in an 

economie sense) and whose investment opportunities are 

otherwise similar to those we have outlined in Canada's 

favour. We shall look at three such countries in sorne 

detail: Australia, Mexico, and Italy, whose approaches 

to the matter differ widely. 
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The History of Canadian Policy 

It is difficult to generalize about the 

Canadian policy of the past. Policy, the dictionary 

tells us, means a "settled course" of action. This imp­

lies a continuous pattern of behaviour designed to 

achieve a long-run objective. Such a policy has been 

non-existent in the Canadian case. Government policies 

towards foreign investment have been sin~larly ad hoc 

arrangements, made to cover short-run situations. On 

balance these policies have encouraged foreign invest­

ment, although much of it has come to Canada in the ab­

sence of any s:r:ecific policy, and because the ether 

factors conducive to investment have been favourable. 

From colonial days onward Canada has relied 

on foreign capital. Before the Seven Years War, French 

and British entrepreneurs came to Canada attracted by 

the profit potential of the fur tracte. After the Treaty 

of Paris, French capital disappeared and the British 

joint stock companies had the field to themselves. 

BritiSh policy, often the personal instrument of a king 

anxious to bestow concessions for faveurs returned, 

supported the granting of monopoly powers to these 

companies of pioneering adventurers. The fur trade and 

later the lumbering industry were good targets for such 

grants. 

With the advent of Home Rule and the in­

crease in local powers industry expanded and any and 
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all investors were welcomed. The prosperity of the 

1850s was furthered by British and, to a lesser extent, 

American enterprises. From the 1840s onward every poli-

tician was interested in the railways. The interest was 

far from benevolent; most leading members of parliament 

had a financial stake in one or other of the ever-

growing family of railway companies. A chanê= of go-

vernment meant a new division of the spoils. Loans to 

railways were authorized and altered with amazing fre­

quency. Most of these schemes were backed by Americans 

and everyone was anxious to have their support.79 

The first tariffs of a protectionist nature 

were imposed by the province of Canada in 1859. Under 

pressure from Ontario manufacturers to improve their 

competitive position, the Minister of Finance, coinci­

dentally searching for new sources of revenue, sharply 

raised existing tariffs on manufactures. The range in­

cluded hardware, machinery, textiles, and tobacco.80 

This marked a distinct reversal of the movements toward 

reciprocity and the continuation of the free trade ver-

sus protection controversey which dominated Canadian 

politics well into the twentieth century. The victory 

of the protectionists ultimately added an inducement to 

foreign investors in those fields which otherwise would 

79 W.G. Hardy, From Sea Unto Sea, Garden City, 1960, 
pp. 27-56 

80 W.T. Easterbrook and Hugh G.J. Aitken, Canadian 
Economie History, Toronto, 1956, pp. 372-3 
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have been served through export sales. 

Confederation introduced central control 

and brought a fE riad of continuous governmen t. The 

railways still held the spotlight. The entry of British 

Columbia into the Dominion in 1871 was effected througn 

a promise of a trans-continental railway within ten 

years. Notwithstanding a public scandal over campaign 

contributions (indirectly from Americans with interests 

in the project) to Sir John A. MacDonald, the Canadian 

Pacifie Railway was organized. With British and Ameri­

can capital and a huge subsidy ($25 million in cash, 

railway assets worth $37 million, and 25 million acres} 

from the Canadien government, it completed its thrust 

to the west in 1885.81 

The completion of the railway left a tempo-

rary vacuum in internatimal policy. The leading con-

cern of the government was trade, not raising capital. 

MacDonald's National Policy inaugurated in 1878 raised 

a higp protective barrier to keep out Arnerican goods. 

Its effect in th us en couraging the setting up of for­

eign branch plants was relatively miner. 

The first substantiel cases of government 

policy arose with the expansion of Canada's resource 

base. Pulp and paper experts began to grow in impor­

tance relative to the tirnber trade in the 1880s, with 

81 Canadien Pacifie Facts and Figures, Montreal, 1937, 
p:-I3 
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the quick exhaustion of American low-cost sources of 

supply. American newspapers turned to Canadian timber­

lands, which were largely crown lands in the possession 

of the provinces. Initially the American companies ob­

tained rights to eut timber, convert it to pulpwood, 

and ship it to their own American plants for processing 

into newsprint. Anxious to expand local employment, the 

provinces set out to force establishment of a domestic 

newsprint industry. In 1891 British Columbia prohibited 

the export of timber eut on crown lands. Ontario fol­

lowed suit in 1902; Quebec set differential fees 

according to the disposition of its timber in 1900. The 

federal government meanwhile imposed export duties on 

pulpwood. After failure to achieve any agreement on a 

compromise, the United States retaliated in 1909 with 

an offsetting import tariff on all paper products. How­

ever the American newspapers, caught in the tariff war, 

finally agreed to process pulpwood in Canada and the 

American duty on newsprint was repealed. (It was re­

tained on higher grades of paper, a factor contributing 

to modern-day complaints of a similar nature.) Aitken 

attributes the success of Canadian policy in this in­

stance to the highly-inelastic demand of American news-

papers and to the absence of alternative low-cost sour­

ces of supply.82 

82 Hugh G.J. Aitken, »The Changing Structure of the 
Canadian Economy,n The American Economie Impact on 
Canada, Dunham, 1959, pp. 13-5 
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A similar situation occuring simultaneously 

in another sector served to indicate that the policy 

was not universally effective in attracting foreign in­

vestment. The nickel industry was booming through a 

like expansion of American demand. The existing mines 

were under American ownership and control. A Royal 

Commission, the panacea of governments even then, 

appointed to study Ontario's mineral resources, recom­

mended in 1888 that American investment be encouraged 

to develop provincial resources with land grants and 

other benefits. American duties on refined nickel, set 

in 1890 at the urging of American firms anxious to use 

existing facilities in the United States, prevented the 

extension of the process in Canada. Threats of federal 

and provincial retaliation followed but bills enacted 

were never proclaimed. Eventually, after World War I, 

International Nickel (a consolidation of American firms 

controlled by the United States Steel Company) estab­

lished a refinery, but this can hardly be attributed to 

the influence of government policy.83 

The boom of the early 1900s obviated any 

concern over particular investments. Encouraged by an 

intense government campaign waged throughout Europe, 

immigrants poured into Canada by the hundreds of thou­

sands. Following the railway west, they opened up new 

83 Ibid., pp. 15-26, and O.W. Main, The Canadian Nickel 
!ndustry, Toronto, 1955, pp. 47-6 
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markets and provided ample labour supplies to accomo­

date all entrepreneurs. In the spirit of the Empire, 

British investors followed up with a massive capital 

inflow. Government and railway bonds in particular were 

sold in quantity on the London market. 

World War I ended both inflows and the 

1920s saw only a minor resumption of foreign, mainly 

Arœrican, investment. Under buoyant domestic conditions 

the government had little need for concern and its 

policy again expired. The depression turned the govern­

ment's attention to the trade problem. Anxious to pre­

vent the ill effects of any trade imbalance, Conserva­

tive and Liberals alike were content to let Americans 

remain at home. Nevertheless the effect of the protec­

tive tariffs raised during the depression was to at­

tract many American subsidiaries and branch plants to 

Canada. 84 It was du ring this period that the Canadian 

automobile industry received its biggest force-feeding 

through the imposition of high tariffs on American-

pro du ced cars. 

The Second World War refocused attention on 

trade: Canada had to finance ber war effort with a very 

low level of exchange reserves. These were rationed to 

assign priorities to defense. The famous White Paper, 

issued in the closing days of the war, outlined the 

84 Orville J. McDiarmid, Commercial Policy in the 
Canadian E~~~' Cambridge, 1946, pp. 329-30 
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government's policy on all phases of the nation's 

economy. Looking for ward to an era of international 

cooperation and expanded trade under lower tariff bar-

riers, it expressed concern over the balance of trade. 

An inflow of foreign investment was not anticipated. 

nThe sources of credit within the country are ample to 

finance an expansion of investment, tt stated the report 

unequivocally.B5 The immediate postwar years bore out 

the government's optimism as its own international 

assistance financed a substantial capital outflow. In 

1947 the government imposed a 5% withholding tax on 

dividends going abroad. It was intended as a gentleman­

ly retaliation against a similar American tax and was 

not airned at restricting foreign investment in Canada. 

The foreign exchange difficulties encoun­

tered through the 'forties were part of the adjustment 

process in the international trading process. Canada 

withdrew, reimposed, and withdrew again her wartime 

controls over foreign exchange. During this period she 

was sharing with Euro~ the problems of the "dollar 

gap" despite the fact that she was linked with the 

United States in the dollar area. 

At the start of the 1950s, however, Canada 

suffered exchange difficulties of a different form. The 

Arnerican capital inflows, headed by the development of 

Canada's oil resources uncovered in Alberta in 1947, 

85 Minister of Reconstruction, Employment and Income, 
Ottawa, 1945, p. 11 
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were beginning to exert strong inflationary pressures. 

The buildup of official holdings of foreign exchange 

promised to continue indefinitely. Uncertain as to the 

possible size of the ultimate inflows and thus the 

desirable appreciation of the Canadian dollar necessary 

to accomodate them, and unwilling to accept the alter­

native of domestic inflation, the government freed the 

Canadian dollar from its peg and allowed the market to 

determine its level. In effect the government handed a 

~te blanche to American investors; as long as they 

were willing to climb over the rising exchange barrier, 

the wvernment was willing to have them. In the pros­

perity of the '50s the government saw a justification 

of its position. As late as 1956 the Liberal government 

credited American investment with a good part of the 

expansion Canada was enjoying and saw no ill effects to 

offset this. 86 

The following year marked the first acknow­

ledgement by the government that the capital inflows 

were having harmful side effects. The inflationary 

pressures which had abated with the premium exchange 

rate and the huge import surpluses had themselves died 

down. The continuing inflow and import surpluses and 

the growing service costs on the debt were for the 

first time recognized as a drain on the economy. But no 

86 Minister of Finance, Bud@9t S~ech, 1956, p. 4 
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relief measures were proposed. 

The middle of 1957 brought a change in 

government. The Conservatives campaigned on a platform 

promising to reduce the import surplus and shift sorne 

trade to the United Kingdom. Nothing came of the pro­

posal. In su cceeding ye ars the governmen t continued to 

warn of the problems of expanding foreign investment 

(while acknowledging its benefits) but still chose not 

to do anything to alter the situation. It suggested 

that the mounting criticism of foreign investment might 

be lessened if foreign firms were to behave more like 

their Canadian-owned counterparts. But this was not a 

ma tt er for the g:> vern ment to handle. nrt would be mu ch 

better if the desired result were achieved by ••• per­

suasion than by legislation.nS7 Remedial legislation, 

sa id the governmen t, would de stroy confidence among in­

vestors. In addition, the alternative of lowering 

Canada's exchange rate would be ineffective without 

elaborate controls. Late in 1960 the government changed 

its mind and raised the withholding tax on interest and 

dividends to 15% for non-residents. It also required 

investment companies and pension funds to increase the 

proportion of their Canadian assets. 

During this period the governor of the Bank 

of Canada had been urging, in a series of public ad-

S7 Budget Speech, March 31, 1960, p. 7 
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dresses, a cutback in aggregate Canadian spending, upon 

which he placed the blame for purported existing infla­

tionary pressures. (In fact, Canadian priees had been 

fairly stable since 1958.) The means he suggested was a 

reduction in the volume of capital expenditures, which 

were being financed in large measure with foreign funds 

as was ref1ected in the balance of payments deficit, 

then at an all-time hign. This led, he argued, to an 

artificially high standard of living fostered by a too­

high growth rate. Increases in consumption were out­

pacing production and were being paid for with borrowed 

money. This was "living beyond our means" and only re-

sulted in postponing the inevitable day of reckoning. 

The remedy lay in the reduction of capital inflows. 

These should be offset partially by increased savings 

and pa.rtially through the curtailment of unproductive 

or destabilizing expenditures.88 

This espousal of contractionary measures, 

at a time when Canada was experiencing unemployment 

which set postwar records, was reflected in Canada's 

monetary policy. Interest rates also were at their 

highest; real Gross National Product grew at less than 

1.3% from 1957 to 1961, which meant a decline in per 

capita terms. The high interest rates also served to 

88 J .E. Goyne, "Living Within Our Means," remarks pre­
pared for delivery at a meeting of the Canadian Club 
of Winnipeg, January 18, 1960 
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attract foreign funds and thus contributed to the capi­

tal inflows whose reduction the governor was seeking. 

Growing criticism of Canadian monetary 

policy, including an unprecedented joint demand by 

academie economists for the governor's removal,89 led 

the Minister of Finance to disown government responsi-

bility for Bank of Canada policy. Finally, in the face 

of his strong attacks on Canada 1 s fiscal policy, the 

government forced the resignation of the governor in 

July, 1961. (Although its questionable tactics aroused 

great public indignation.) The 1961 budget announced 

the intention of the government to depreciate the 

Canadian dollar through the ope rations of the Exchange 

Fund Account in an effort to reduce Canada's deficit on 

current account.90 A narrowing of the interest-rate 

differentiai was also advocated but was achieved to 

only a very limi ted extent. 

The size of the capital account imbalance 

was reduced but continued at a high level throughout 

1961 and 1962. The foreign exchange crisis in June of 

1962, brought on by heavy speculation against the 

Canadian dollar result·ing from the government' s poli­

cies, produced heavy short-term outflows. These were 

reversed with the pegging of the Canadian dollar at a 

89 Cf. H. Scott Gordon, The Economists versus The Bank 
of Canada, Toronto, 1961 

90 Budg~~eech, 1961, pp. 7-8 



120 

substantial discount and the imposition of high inter­

est rates. 

In summary, it can be seen that the 

Canadian policy has not been aimed at a consistent 

long-term objective. Foreign investment has been wel­

comed when it favoured Canada's immediate interests and 

rejected when it harmed these. In the '50s it was a 

stimulus to the economy and was encouraged. By the 1 60s 

it had become a depressant to be resented. The overall 

ultimate effects of bath attitudes were never consi­

dered. Canadian policy on foreign investment has histo­

rically been myopie and ill-considered. 

Canadian Policy Today 

The Liberal party was turned out of office 

in mid-1957 at a time when the great economie upsurge 

of the 1950s was coming to an end and when the accumu­

lation of capital inflows was beginning to take its 

toll. The coïncidence was fortuitous for the Liberais 

for they were able in the ensuing stagnation to lay the 

blame on the government in power. 

A further coïncidence was the publication 

late in the same year of the Final Report of the Royal 

Commission on Canada 1 s Economie Prospects. Appointed in 

1955 to assess the outlook for the coming decades, the 

Commission had spent the intervening time travelling 

across Canada, receiving several hundred submissions 
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from public bodies, lobbying groups, businessmen, and 

individuals, as well as seeing first hand rouch of the 

Canadian economy in action. 

Its Report was an optimistic appraisal of 

Canada's future. Warning of the difficulties in attemp-

ting projections, and ignoring su ch possibilities as 

nuclear war and worldwide depression, it predicted a 

significant expansion for Canada 1 s economy and a slight 

improvement in its position relative to the United 

States. Its comments on American investment in Canada 

are of particular concern tous. It foresaw a continu-

. ance of the then current rate of capital inflow, which 

would mean a decline in its importance relative to 

Canada's growing Gross National Product. While acknow­

ledging the role of American capital in Canada's past 

growth, it echoed the average Canadian 1 s fear of domi­

nation by American businessmen through their direct in-

vestments. 

ttThe real concern about foreign in­
vestment in Canada is not so rouch about its 
aggregate amount as about the fact that its 
concentration in direct investment in subsidi­
ary companies confers upon non-residents a 
large measure of economie control over sorne of 
our most important industries and industrial 
activities. We do not suggest that this con­
trol is, or is likely to be, used maliciously 
to damage Canadian interests or that it is 
being employed in a way which flouts the 
wi she s of our people and our governments. 
Nevertheless a situation does exist in sorne 
sectors of the economy where legitimate 
Canadian interests may be overlooked or disre­
garded. The non-resident owners of the larger 
companies which have a dominating influence 



may not in all ~ases be aware of the Canadian 
point of view.»~l 
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In the light of this situation the Commis­

sion submitted what it considered should be Canada's 

objectives: 1) ta shift foreign investment from equity 

shares ta bonds and mortgages "which do not involve 

control of large sectors of the economy;n92 2) ta have 

American direct investments associated with Canadian 

capital and Canadian interests; and 3) ta keep control 

of Canadian banks and other financial institutions 

wi thin Canada. 

It likewise set objectives for the American 

controlled firms themselves: 1) to employ Canadians in 

senior positions and ta use Canadian professional ser­

vices; 2) ta publish financial statements on Canadian 

operations; and 3) to include nindependent Canadians" 

on the board of dire ct ors and to sell an n appreciable 

interest" in the equity of the company. It suggested 

that twenty to twenty-five percent participation would 

be appreciable. 

Its pu rpose in proposin g the se ob­
jectives, it said, "is to ensure that such 
concerns are aware of and susceptible to Cana­
dian influences and opinions when they make 
decisions respecting their policies and acti­
vit ies in Canada. \IJe believe Canadians should 
have more tangible assurance than they now 
have that the people who are responsible for 
the management of such foreign-owned concerns 
will, wherever reasonably possible, make 

91 Royal Commission on Canada 1 s Economie Prospects, 
Final Report, Ottawa, 1957, p. 392 

92 Ibid., p. 392 



decisions that are in the best interests of 
Canada, that such concerns io effect become 
more 'Canad ian' in outlook. n':13 
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While hedging its point by emphasizing the 

need to maintain confidence in Canada and to treat 

existing investmen ts fairly, i t laid down several 

methods of reducing American influence on Canada via 

foreign investment. It proposed tax changes, altera­

tions in depreciation and depletion allowances, and di-

vesting new investors of voting rights in their stocks, 

all with the view of encouraging a greater Canadian 

voice through minor]ty participation. It suggested that 

su ch changes be made gradually {"a year or two or even 

longern) to allow the ga the ring of Canadian capital 

necessary to replace American inflows. It also felt 

that insurance and trust companies, which hold much of 

Canada's financial resources, be allowed to place more 

of their funds in equity stocks. Its overall goal was 

to divert foreign capital to portfolio investment and 

Canadian capital to direct investment, in contrast to 

existi.ng trends. The ultimate effect would be to in­

crease Canadian influence and diminish that of others?4 

The significance of these proposals for 

current government pol icy is that the chairman of the 

Commission, Walter L. Gordon, became the Minister of 

Finance in the Liberal government. Almost without ex-

93 Ibid., p. 393 
94 Ibid., pp. 379-9$ 
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ception these proposals were effected in his first bud­

mat. The Liberal party platform had drawn many of its 

proposals from the ideas of Walter Gordon. 

In 1961, two years before the Liberals were 

returned to office, he published a ringing condemnati.on 

of the party in power.95 It contains, in addition to 

criticisms of monetary and fiscal policies and their 

effects, a resume of the size, advantages, and disad­

vantag:; s of American investment in Canada. It also 

cites the incentives for such investment in the form of 

Canadian and American tax concessions. Gordon also re-

iterates the assessment and recommendations of the 

Royal Commission which he chaired. 

Much of the later Liberal platform was set 

out here in a chapter entitled nA Positive Program for 

Expansion." The employment situation is the primary 

con cern. Canada Eh ould enter a period of easy money, 

increase public capital expenditu'res, provide tax in­

centives to exporters and to industry generally, 

through large r depreciation allowances { particularly 

for depressed areas), and establish vocational and re­

training programs. The exchange rate should be reduced 

(later that year it was, and was pegged at a discount 

in 1962}. Permanent relief should come through a De­

partment of Industry and a National Economie Council 

95 Trou bled Canada, Toronto, 1961 
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whose duty it would be to study the economy and recom-

mend positive measures to be adopted. Existing incen­

tives for foreign investors vis-a-vis Canadians should 

be removed or counteracted.96 

The connection between foreign investment 

and Canada's unemployment problem was emphasized during 

the campaign. Therefore, Gordon argued, "Tax measures 

should be devised that would encourage foreigners to 

sell sorne of their Canadian resources back to the peo-

ple of this country. Tax deviees also should act to 

discourage the sale of more Canadian companies to 

forei gp ers. n97 

The actual Liberal platform was almost a 

reproduction of the Gordon proposals. The entire econo-

mie program offered, with the exception of sorne welfare 

proposals, was taken from the earlier ideas espoused by 

Gordon.98 The first opportunity to make good on this 

platform came with his first budget. It gives a clear 

statement of government policy: "We believe that indus-

try in Canada, wherever it is controlled, should ope­

rate wi th due regard to the overall interests of 

Canadians and the Canadian economy. n99 This regard 

96 Ibid., pp. 101-34 
97 Walter Gordon, "We must Buy Back Canada," Weekend 

Magazine, March 2, 1963, p. 21 
98 National Liberal Federation, The Policies of the 

Liberal Part~, Ottawa, 1963; and John Kettle, "The 
New Liberal dea," Canada Month, September, 1963 

99 Budget Speech, 1963, p. 8 ··-
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should extend to their purchases of materials, extent 

of processing, hiring of outside services, research, 

and export sales. Canadian minority participation is 

the be st way to see that this is done. "I suggest that 

a 25 percent equity interest is in most cases appropri­

ate to ensure that a Canadian point of view is always 

available when company policy decisions are arrived 

at.nlOO This equity is to be encouraged through diffe-

rential withholding taxes; these are also extended to 

payments for foreigp professional services. A further 

me a sure, a thirty percent "takeover tax" to be app1ied 

to all equity sales exceeding $50,000 to foreigners, 

was withdrawn in the face of stiff opposition from the 

financial corrmunity, which felt it wou1d disrupt market 

activities beyond tolerance.101 

The Canadian government's evident fear of 

American influence was borne out a month later when, to 

overcome its own balance of payments problems, 102 the 

United States government sought to impose a tax on 

American purchases of foreign stocks and bonds. A1-

though apparently seeking the same ends (for different 

motives) as the Canadian measures, it served to encou-

rage furthe r control through i ts exemption of direct 

lOO Ibid., p. $ 
101 ror-stronger objections to all the prov1s1ons aimed 

at foreign investment see the letter tc the Minis­
ter of Finance from the president of the Montreal 
and Canadian Stock Exchanges, The Montreal Star, 
June 19, 1963, pp. 10, 12 

102 Cf. p. 1 above, note 1 
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investments. Moreover it threatened to upset the 

Canadian economy by virtually eliminating capital flows 

to Canada much sooner than even the Canadian government 

was willing to consider possible. The latter subse­

quently succeeded in having the proposed legislation 

modified by providing for exemptions for Canadian bond 

issues when these are necessary to offset Canada's 

trade imbalance with the United States. 103 

The policy of the present Canadian govern-

ment is evidently to discourage American investrnent. 

Its motives are threefold: it wants to alleviate the 

unemployment Canada has experienced and which has been 

intensified by the drain on the economy of the service 

costs of her balance of international indebtedness; it 

wants to eliminate Canada's chronic deficit on current 

account, which likewise is a deflationary force for the 

economy; and it wants to reduce Canada' s vulnerability 

to foreign influences, particularly in their cyclical 

variation. These three motives are essentially the 

same. Canadian employment has been subject to American 

investment for over a decade; the seven years of plenty 

gave way to the seven years of want. The government 

would prefer a stable situation which it can control to 

one of such cyclical variation beyond its reach. The 

adverse effects of foreign control have manifest them-

103 Cf. The Financial Post, August 24, 1963, pp. 1, 5 
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selves where it hurts, in the employment columns, and 

the government wants to eliminate them. "The government 

of Canada is determined to give priority in its econo­

mie policy to measures that will bring order, stability 

and better balance in our international trade and pay­

ments.nl04 

The Australian Case 

Australia presents a good model for compa­

rison with Canada. The two countries share a British 

heritage which has left them with common concepts of 

democracy and economie justice. The two countries share 

a strong dependence on the land: both have small popu-

lations in relation to their vast territories whose 

yields provide much of their sustenance. The govern­

ments of lx> th countries off er a wide range of welfare 

services while at the same time allowing a maximum of 

freedom to the capitalist sector consistent with their 

ideals of social equality. 

Australia has a population of eleven mil­

lion people. The pioneering British stock dominates the 

economy although immigrants increasingly are being pro­

vided by other European groups. The government pursues 

a policy strongly encouraging immigration and maintains 

bureaus throughout Europe to serve this end. Immigrants 

during the 1950s averaged well over 100,000 a year, 

104 Walter 1. Gordon, "What Canadians Must Do To Stay 
Solvent," The Financial Post, October 5, 1963, p.l7 
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adding almost as much to the population as the natural 

increase. This has slowed down to around 60-70,000 in 

re cent years, not due to any slackening of Australian 

efforts, but rather the increasing prosperity of Europ~ 

The federal system of government is similar 

to that of; Canada and Australia share s sorne of Canada' s 

federal-provincial problerns. However the stronger posi• 

tion of the Australian central governrnent and the 

greater homogeneity of the Australian population lessen 

the severity of this problem. The federal budget of 

sorne five billion dollars105 includes roughly the same 

welfare services as Canada's. This is sorne 26% of the 

Gross National Product of 19 billions. Production has 

been increasing at the rate of 6-7%. Unemployrnent 

hovers around two and a half percent.106 

Australia's balance of payments is precari­

ously balanced and the exchange reserves of around one 

and a half billion dollars fluctuate widely. The prin­

cipal experts are woel (almost fifty percent of the 

total) and wheat. A wide range of minerals exists but 

these are required domestically. Principal irnports are 

rnachinery and textiles. Imports must be licensed. 

105 All fimures for the remainder of this chapter have 
been converted to Canadian dollars at current rates 
of exchange, unless otherwise noted. 

106 A rise to over three percent in early 1962 led the 
government to reduce taxes substantially and in­
crease public works spending. The result was an 
immediate reduction in unemployment to more normal 
leve ls. 
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Dollar area imports are restricted and priority is 

given to capital goods. 

The deficit on cu rrent account is of course 

offset by capital imports. Foreign investment has been 

increasing since the mid-1950s at an annual rate of 

3-400 million dollars. 107 The United Kingdom provided 

much of the earlier foreign funds and it is still the 

main provisioner. The United States, Canada, and New 

Zealand have been supplying an increasing share of the 

foreign capital in the postwar years. 

Figpres for total investment in Australia 

are not available. However the postwar increase is 

close to four billion dollars. This includes undistri-

buted profits which have made up 64% of all direct in­

vestment, which in turn bas accounted for 90% of the 

total. This latter proportion has been reduced slightly 

in the last three years. 

Service costs on foreign indebtedness, ex­

cluding retained earnings, have almost doubled relative 

to export earnings, amounting to 6.4 percent in 1959. 

If retained earnings are included this figure reaches 

eleven percent. Bath amounts are considerably higher 

than corresponding figures for Canada. The sigpificance 

107 A feature of the Australian balance of payments is 
that it includes all retained earnings. These are 
debited to the current account as service costs and 
credited to the capital account as direct invest­
ment additions. This facilitates measurement of the 
true impact of foreign investment. 
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of foreign investment for the Australian economy in 

these terms is as great as in the Canadian case. The 

comparison of government policies is appropriate. 

Australia vigorously seeks out foreign in-

vestment, promoting the advantages of location in 

Australia through world-wide trade commissions. Its 

arguments are based on the natural advantages of the 

Australian economy. Natural re sources, including power 

{but with a deficiency in transport facilities) in 

abundance, and a growing population are its main at­

tractions. Stable government, skilled labour, and a 

high level of general education are also stressed.lOS 

The government offers no tax concessions to 

foreign investors, but Australian rates are lower than 

those of Europe or North America. The marginal corpora­

tion rate is 40% for public companies and 35% for pri-

vate companies. Private company status is accorded all 

firms in which 75% of the sm res are held by one group. 

Such companies which are subsidiaries of foreign firms 

must pay a 50% tax on undistributed profits. There is a 

two and a half percent payroll tax and the ~neral 

sales tax varies from eight to thirty percent on vari-

ous classes of goods. Withholding taxes are progressive 

and rise to 40% in the case of public companies. Lower 

rates are set for holdings of life insurance companies. 

lOS Cf. Australia, Department of Trade, Investment in 
Australia, Canberra, 1960 
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Dividends paid abroad to individuals are assessed pro­

gressively to a maximum of 15%, which also applies to 

all payrnents to the United Kingdom, Canada, New Zea­

land, and the United States. The re is no capital gains 

tax.l09 

Australia retains exchange controls, the 

severity of which has been negligible in recent years. 

Before any foreign investrnent is made it must be appro­

ved by the Exchange Control board. This approval car­

ries with it a guarantee on the remission of dividends 

abroad. No such guarantee exists for the original ca pi-

tal. It felt that a guarantee of repatriation is 

unnecessary and undesirable, being usually given by un­

stable countries which are not in a position to enforce 

it. Permission to withdraw capital is normally given on 

request and it is felt only a sharp deterioration in 

Australia's export position would result in a deniai of 

suc h requests. 

Australia adheres to the General Agree­

ment on Tariffs and Trade and bas lowered ber tariffs 

in the world-wide pattern. The tariff is not used to 

attract the foreign investor although tariffs can be 

raised to support "efficient and economie manufacturera 

once the need for such aid is established by a thorough 

en quiry. nilO 

109 The Commonwealth Bank of Australia, Taxation, 
Melbourne, 1961 

110 Austral1.a, Department of Trade, loc. cit. 
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The philosophy of the Australian government 

on foreign investment is summarized in a report drawn 

up, at the request of the Minister of Trade, by the 

Manufacturing Industries Advisory Council.lll Although 

not an official document, its publication was author­

iz~d by the government and the views expressed therein 

coincide with government pronouncements on the subject. 

Afte r examining the extent of foreign in­

vestment in Australia, the Council concludes that it 

has thus far been instrumental in Australia's economie 

growth and it s result s have more than justified its 

existence. The future development of Australia will re­

quire further assistance. Choosing among the forms such 

assistance should take, the Council argues in faveur of 

direct investment and government bonds and against pri­

vate portfolio investments, in marked contrast to the 

general recommendations made in Canada. 

Portfolio investments, the report argues, 

tend to drive up the market priees for bonds in Austra­

lia. This distorts true values and prevents the effi­

cient channeling of funds to those projects with the 

best yields. Portfolio investments come to Australia in 

response to purely monetary attractions and are thus 

highly speculative. Their sudden withdrawal when this 

attraction is exha.usted or improved upon elsewhere 

would disrupt the Australian capital market, as well as 

111 Oversea Investment in Aust ralia, Sydney, 1960 
~ 
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the balance of international payments.112 

On the other hand, direct investment is 

permanent in nature. It brings with it needed technolo­

gy. It tends to flow in at the same time that imports 

increase {due primarily to the demand for capital 

equipment). Once established it often generates export 

earnings or produces import-saving products. It encou­

rages the expansion of local industry through the 

demand it creates for supplies and related services. It 

improves the competitive position of Australia through 

its superior technology and management methods which 

spread through the economy, saving it the expense of 

its own research. Foreign investment helps the diversi­

fication of Australian industry. 

The report rejects the Canadian arguments 

against foreign direct investmen t as inapplicable to 

the Australian case. There has been no conflict of in­

terests in the past and there does not seem to be any 

likelihood of a conflict in the future. Foreign invest­

ment will not grow to the relative importance it bears 

in Canada. Moreover geography mitigates against any 

close integration with industries abroad. To avoid the 

difficulties of the Canadian case, the report suggests 

a frequent review of the figures to ensure that the 

situation does not deteriorate. Its policy is: 

112 Ibid., pp. 13-4 



"The Council favors a policy of 
local participation to the maximum extent 
possible in each case. It does not favour 
any formula or legislative action designed 
to attain this end, but it does suggest that 
the government and businessmen continue to 
make widely known the desireability of local 
participation ••• 

"It does suggest that the govern­
ment give full publici ty to the importance 
of Australian companies having the widést 
possible franchise rights for export sales 
and it urges Australian businessmen in making 
agreements with oversea connexions to endea­
vour to obtain export rryochise as a part of 
the initial agreement." 5 
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Nor does the Council feel that the growing 

service costs, which have douhled relative to export 

earnings in the last decade, present a serious problem. 

They too should be kept under review so that they don't 

become a burden. Increases in service costs should be 

offset by increases in exports, rather than curtailed. 

It is also important, the Council states, to maintain 

the flow of capital imports to help pay for the service 

costs on outstanding international debtsl 

Government borrowing abroad is supported to 

ease the scarcity of done stic funds. Such capital im­

ports are more stable than private portfolio invest­

ments. The demands for social-overhead capital during a 

period of rapid development can only be satisfied by 

the use of foreign resources. At present only 12% of 

Australia's public debt of sorne ten billion dollars is 

held abroad and the government can thus easily support 

113 Ibid., pp. 17-8 
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a higher foreign debt.ll4 

The role of the government, in this philo­

sophy, is to encourage foreign investment by offering 

the attraction of a suitable environment: a dynamic 

economy, exhibiting l·evel priees, widening markets, and 

a plentiful supply of the many ancillary services. 

Direct inducements such as tax advantages and tariff 

barriers tend to distort the allocation of resources on 

the basis of sound economie s. 

The similarity of the Australian and Cana­

dian economies is quite apparent. The difference in 

government policies is equally obvious. The Australian 

government is anxious to have foreign investment and 

will do everything short of direct subsidy to attract 

it. The Canadian government, after decades of actively 

or passively welcoming foreign investment, now finds 

its foreign indebtedness a greater burden than an aid, 

and is seeking to relieve itself of the burden. 

The position of Australia today is stri­

kingly like that of Canada a decade ago. Her growth is 

being fostered by foreign capital. Import surpluses and 

he avy immigration are hel ping to relieve the pressures 

which accompany rapid development. It is possible that 

the risks Australia is prepared to accept today may 

likewise prove an intolerable burden tommorrow. 

114 Ibid., pp. 14-23 
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The Mexican Casell5 

The position of the Mexican government is 

eoually of note. If Australian policy today reflects 

that of Canada ten years ago, Mexican policy might well 

provide a madel of Canada's ten years in the future. 

Mexico's economy is similar to Canada's in her rapid 

industrialization and growth rate. One of the few Latin 

American republics to achieve political stability, 

Mexico has devoted a great deal of attention to her 

economie pro blems. 

The population of 35 million is confined to 

an area the size of Quebec and Labrador. It is growing 

at the rate of 3.4%, one of the fastest increases in 

the world. There is little migration, although many of 

the mixed Spanish-Indian stock maves across the border 

to the United S ta tes in se arch of wo rk. Almost half of 

the population is rural and an equal proportion (large­

ly the same group) illiterate. However, industrializa­

tion is reducing bath these ratios quickly. Mexico's 

Gross National Product of twelve billion dollars has 

shown a constant upward trend. The growth rate exceeded 

five percent in the 1950s. Real per capita incarne has 

risen by about two percent annually for the last 

115 Information for this section has been obtained 
chiefly from the Commercial Attache of the Mexican 
Consulate General in Montreal and from the follow­
ing publications: Banco Nacional de Comercio Ex­
terior, S.A., Mexico, Mexico City, 1960, and 
Comercio ExteriO:rllë Mexico, published monthly; and 
Ministry of Industry ana-COmmerce, Mexican Economie 
Hjghlights, Mexico City, 1963 
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several years. This has been achieved with relative 

priee stability, a marked contrast to other American 

republics. The main contributing factors have been the 

development of the petroleum and electric power indus­

tries, both government operated. 

The federa] government has maintained a 

sound budget which ha s be en spe cifically geared to 

economie development. Federal expenditures account for 

only ten percent of the GNP (excluding government en­

terprises) but almost 75% of this is devoted to provi­

ding a stimulus for grcwth, through direct investments 

and social overhead capital. 

A negative balance of trade in the postwar 

period has been largely offset by tourist expenditures 

and the remission of earnings by Mexican labourers in 

the United States. Mexico' s foreign exchanFr,e holdinp;s 

have remained around US$400 million for the last five 

years. The formation of the Latin American Free Trade 

Association in 19Al has doubled and redoubled Mexico's 

trade. Her chief experts are Cotton (one quarter of the 

total), cof fee, and cattle. Automobiles and parts, 

machinery and parts, trucks, locomotives, and tractors 

have œ aded her list of imports. 

Mexico does not maintain any formal ex­

change controls on current account transactions but 

foreign investment is carefully controlled. Direct in­

vestment, while nominally welcomed, is hampered by 



139 

regulations which effectively stiffle its development. 

In many sectors foreign participation is limited to 49% 

and in a few instances (e.g. oil, transportation, agri­

culture) foreign stockholders are forbidden outright. 

Special treatment is accorded investors who 

wish to initiate new industries. Such undertakings re­

ceive substantial,reductions in income taxes for a 

five-year period and may import required capital equip­

ment duty-free. These provisions are available regard­

less of nationality, although Mexican control is usual­

ly required in practice. There are no restrictions on 

the remission of profits and in recent years interest 

and dividend payments have been almost as great as new 

inflows. 

The nationalization of the oil industry in 

1938 and the graduai "national takeover" of the automo­

bile industry begun in 1962 have further served to dis­

courage foreign participation. The former is managed by 

the giant PEMEX, a government enterprise which has 

spurred much of Mexico's growth. In the latter case the 

government is forcing the sale of American interests to 

Mexican nationals. It is force-feeding the domestic in­

dustry by barring imports of automobiles and encoura­

ging capital imports by duty-free allowances on machi­

nery and parts. Government plans call for the complete 

Mexicanization of the industry within ten years. 

The proportion of capital inflows in direct 
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investment form has fallen to less than fifty percent. 

Thirty to forty percent of this has been in the form of 

retained earnings. Figures on the accumulated invest-

ments are not available. Earnings on these totalled 

US$159 millions in 1962, including undistributed pro­

fits. Portfolio investments are handled chiefly through 
' 

the Nacional Financiera, a governmen t bank who se chief 

function is to facilitate operations of the capital 

markets. Capital inflows in this category have totalled 

over two billion dollars in the last twenty years. 

Almost one-third of this has been repaid and another 

half billion dollars in credits granted have not be en 

used. Thus, at the end of 1962, the foreign debt on 

portfolio account stood at less than one billion dol­

lars, or eight percent of GNP. Service costs on this 

debt in 1962 were US$54 million, or more than five 

percent of the total debt outstanding. Service costs on 

all foreign investment in that year amounted to 11 per­

cent of export earnings, a figure which has remained 

constant for the last four years. 

The policy of the Mexican government is to 

encourage foreign investment in the forms which will 

contribute to the overall economie development, sub,ject 

to the limitations of political control. Thus direct 

investment is wanted only if foreign control can be 

mitigated by Mexican participation. Where existing in-

dustries are considered viable, foreign investment is 
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thus limited to minority holdings. If, however, foreign 

investors are willing to open up new areas of indus­

trial activity and local backing is unavailable, the 

government will exempt them from the general regula­

tions and even provide special incentives for such un­

dertakings. The main motivation here is to obtain the 

benefits of foreign technology, i.e. to save Mexico the 

cost of developing her own techniques. The government 1 s 

readiness in the past to expel foreign interests when 

they no longer contribute innovations to the Mexican 

economy has provided a severe offsetting factor to the 

tax and tariff incentives available when such innova­

tions can be contributed. 

Portfolio investments have thus played a 

more favourable part in Mexi can polie y. The government 

has turned increasingly to such international agencies 

as the World Bank and such government agents as the 

United States Export-Import Bank for most of its finan­

cing. Direct credits from foreign exporters are the 

third major source. Commercial loans raised on the open 

capital market have provided less than 25% of the total 

portfolio investments in the last twenty years. 

All foreign borrowing is now carefully 

arranged so that the proceeds are invested in profit­

able enterprises or needed social overhead facilities. 

Most loans are at commercial rates although small sums 

have been obtained from the International Development 
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Association and the International Finance Corporation 

at lower rates. Borrowing in the first half of 1963 

totalled sorne $300 millions. More than half of this 

came from a commercial loan from France, ta be repaid 

in eight years, and is being used ta build up the pet­

rochemical and sugar processing industries. Loans from 

the World Bank and its agencies carry longer maturities 

(generally 20 years) and are applied to land improve­

ment projects. The proceeds of a government bond issue 

soJd on open markets abroad are to be used ta build up 

the power system. 

The policy followed in such fund-raising is 

apparent. Mexico is pursuing a highly nationalistic 

development program. Realizing the need of foreign 

capital to aid in its expansion, it is borrowing at the 

most favourable terms possible. This means that it does 

not want to see itself permanently indebted to foreign­

ers. The burdens of foreign debt thus far have indica­

ted to the government that it should eliminate foreign 

indebtedness as saon as economically possible. It has 

settled long outstanding claims resulting from pre-war 

nationalization and looks to the eventual repatriation 

of all foreign debts. Foreign investment, in the view 

of the Mexican government, is a short-run phenomenon 

associated with the acceleration of economie develop­

ment. When this development has become self-sustaining, 

its foreign instruments should be liquidated. 
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The Italian Casell6 

Italy follows a middle way in its attitude 

toward foreign investment. The poorest of the Common 

Market countries, she has been experiencing a period of 

rapid growth and industrialization. This has been only 

partially aided by foreign investment, which has not 

played the specifie role of technical innovation common 

to the Canadian, Australian, and Mexican economies. It 

has been spread across all Italian sectors and its con-

tribution cannot be evidenced in a concentration in 

particular industries. Italy has also been a major 

capital exporter, to the Western Hemisphere as well as 

to her Common Market partners, so that investment here 

seems to be 1?f3 a red to entrepreneurial specialization 

rather than designed to fill up capital deficiencies. 

The Italian population of 51 million is 

concentrated in an area slightly smaller than Labrador. 

It lacks cultural and economie homogeneity; the sou­

tl'e rn part of the peninsula and the offshore islands 

are comparatively undeveloped. The government is at­

tempting to remove this disparity through its Cassa por 

il Messagiorno set up in 1950 to channel investment 

into these areas. In 1962 for the first time their rate 

116 This section has been compiled chiefly from the 
following sources: Banco Nazionale del Lavoro, 
A Guide for Forei:t Investors in Ital~, Rome, 1962; 
Banco Naz~onaie de Lavoro, Economie rends, pub­
lished monthly; and the International Monetary 
Fund, Annual Report, 1963 
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of growth was higher than that of the rest of Italy. 

Gross National Product for the entire coun­

try grew at an avera~ of 5.5% in real terms during the 

1950s; the stimulus of the Common Market has raised 

this to over 6% for the last three years. GNP in 1963 

was $38 billion, or roughly $350 per capita. Priees and 

wages, kept dawn by a high rate of unemployment, were 

stable throughout this period but since 1962 inflation 

has become a serious problem. It coïncides with a re­

duction to 2% from the postwar level of lü% of the rate 

of unemployment, mainly in the south. Government ex­

penditures account for approximately 20% of GNP. The 

government has budgeted for modest deficits in recent 

years and the national debt is 9.7 billion dollars. 

Italy has bad a persistently negative trade 

balance in the postwar period. From 1957 to 1962 this 

was more than offset by a favourable balance on invisi­

ble items, including large remittances by Italians 

abroad, but the balance on current account again became 

negative last year. Combined with a positive balance on 

capital account, this has caused Italy's reserves of 

gold and foreign exchange to rise continuously since 

1953 and they now stand at US$3.5 billion. Italy's com­

parative advantage lies in manufacturing and its main 

experts, except for fruit, are made from imported raw 

materials: textiles, iron and steel products, general 

machinery, and petroleum products. 
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Foreign exchange controls exist in the corn-

plexity of procedures required for the inward and out­

ward movement of funds. The lire is fully convertible 

and no restrictions exist on either current or capital 

account transactions. But the laws governing foreign 

investment and its repatriation impose administrative 

impediments. All forms of foreign investment are wel­

comed {it is subject to restrictions in the transport 

and finance se ct ors). Investmen t is encouraged in the 

designated underdeveloped regions, the southern half of 

the peninsula, the islands, Trieste, and Trent. The in­

centives offered are available to domestic and foreign 

investors without distinction. 

The concessions offered cover the entire 

ran of Italy's taxation system. Imports of capital 

goods are permitted duty-free and lower freight rates 

apply to them. A ten-year exemption is granted on the 

corporate income tax and the turnover tax is eut in 

half.ll7 Profits {to a maximum of 50%) on existing in-

vestments elsewhere put into these regions are likewise 

exempt from taxation. Most special taxes and local im­

posts are also reduced or waived. In addition in many 

cases the government will provide partial grants toward 

---·---
117 Italy, in common with most European countries, re­

lies mainly on indirect taxes for its government 
revenues and comparison with. the North American 
system is difficult. The corporate income tax is 
only 15% but the turnover tax of 3.3% is assessed 
at each stage of manufacture. Various bond taxes, 
surtaxes, and local taxes are also imposed. 
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capital equipment expenditures and low-interest loans 

are available for the balance. Such grants are financed 

from the Cassa which has been endowed by the government 

with a three-billion dollar fund which has assisted in 

the development of over 200,000 projects. 

Such strong incentives have met with re­

sults. Capital inflows in 1962 climbed to $912 million. 

Over one-third of this was in the form of loans. Con­

comitant borrowing and investing is encouraged by the 

foreign investment law (Law of February 6, 1956, Number 

43} which guarantees the right of repatriation. In 

order to qualify for this protection foreign branches 

and subsidiaries must finance at least 50% of their 

operations with foreign funds. Corporations with mino­

rity Italian ownership must similarly raise part of 

their requirements abroad. The purpose of these res­

trictions is to guard against foreigners gaining con­

trol over Italian industry with the use of Italian 

funds. This unique approach allows foreign control of 

Italian investments, but only if the control is accom­

panied by foreign funds. Law Number 43 guarantees the 

repatriation of all investmen ts ( ttnon-producti ve" in­

vestments must be held for at least two years) and of 

profits up to 8%. Other rernittances are permitted 

through a complicated system of bank transfers but do 

not enjoy the guarantees contained in this law. 

Figures on total foreign investment in 
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Italy again are not available, but the amount apparent­

ly is a small proportion of Italy's GNP. In addition 

much of it is offset by Italian investments abroad. 

Capital outflows in 1962 amounted to $301 millions. The 

net capital inflow since the end of World War II has 

totalled approximately three billion dollars, excluding 

retained earnings. Gross service costs are less than 

three percent of export earnings and the se are more 

than 50% offset by inward payments. Financing of 

foreign investment thus puts no strain on the economy. 

The ultimate goal of free capital movements 

for the European Economie Community has been supported 

whole-heartedly by Italy. As a major capital exporter 

as well as importer it stands to gain by such a policy. 

In its ambitious program to stimulate the development 

of its poorer areas the government has welcomed foreiyp 

investment. The improvements sa far shown still leave 

these regions behind the rest of Italy and the Common 

Market. It seems likely, given the continuing need for 

investment there, and the healthy position of her 

foreign balance, that Italy will continue to pursue 

policies favourable to the inflow of foreign capital. 



VIII CONCLUSION 

Past and Present 

To summariz e the position of American in­

vestment in Canada today need take only a few lines. 

Foreign investment has come into Canada in response to 

the prospects of higher retums. Increasingly it has 

shifted from the British preference for portfolio·' hol­

dings to the American preference for direct investment. 

American investment now dominates Canada's foreign 

liabilities. It has been attracted to Canada by the 

natural similarity of the two nations and in many in­

stances by the availability in Canada of large reserves 

of raw materials which Arœ rican industry requires. 

Canada has welcomed this inflow because it has provided 

a rate of growth beyond her own capacity, given the 

domestic rate of savings and level of consumption. 

Whereas Americans, with their higher per capita incomes 

have been searching for profit-yielding sources of in­

vestment, Canadians have been looking for a way of 

keeping in step with American growth without sacrifi­

cing current consumption. American investment in Canada 

has kept both sides satisfied. 

The capital inflow has been concentrated in 

three pe rio:i s: the decade or so before World War I, the 

1920s, and the current stretch which began around 1950. 

It is the last one which is most important in terms of 
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its conseque11c es. The funds coming into Canada during 

this period have gone largely into direct investments. 

The portfolio investments of the earlier periods were 

repatriated in the normal (and abnormal) course of 

Canada's international trade, although they did tend to 

intensify the business cycle. 

In contrast, the direct investment of the 

'50s has gpne into the heart of Canadian industry. By 

its nature it is not subj::l ct to withdrawal after a 

given numbe r of years. With the trend to plow back pro­

fits rather than distribute them as dividends (encou­

raged by both Canadian and American tax laws), this 

investment has been self-generating. Sorne 40% of all 

direct investment since 1945 has come from this source. 

Total foreign investrœnt in Canada, ex­

pressed as a IJ8rcent of Gross National Product, de­

clined rapidly during the 1930s and 1 40s but has since 

taken an upward turn. In 1960 it totalled over 26 

billion dollars, or 73% of the GNP. Of this sorne 69% 

was American, of which in turn 59%, or 10.6 billion 

dollars, was direct investment. But these figures do 

not tell the whole story. American investment has 

reached its position of prominence because it has been 

directed into Canada 's growth areas. Concentrated in 

the extractive industries, with increasing holdings in 

secondary manufacturing, American investments have pro­

vided the core of Canada's growth. The dynamic nature 
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of the Canadian economy in the postwar period has been 

based largely on the use of American capital. 

The consequences of such a vast inflow of 

foreign capital, intricately woven into the Canadian 

economy, are far greater than those of earlier times 

when foreign investments were no more than foreign 

loans. The primary effects of the two are the same but 

there are additional results from direct investment. 

An analysis of American investment in 

Canada since 1950 shows that it has increased Canada's 

income level through its spread effects on other in­

vestment and on Canada's export trade. The multiplier 

effects of both have caused Canada's GNP to double 

within a decade. Moreover, comparatively little of this 

has been in the form of priee increases. By restraining 

the money supply in the face of the inflow of capital 

and allowing a floating exchange rate to absorb the 

priee effects of increased demand, Canada has managed 

to prevent severe inflation during a time of rapidly 

rising incomes. 

The effects on Canada's foreign trade of 

this investment have been mixed. While Canada's exports 

have risen markedly, and this is in great measure 

attributable to American entrepreneurs using their 

Canadian subsidiaries as supply bases, Canada's imports 

have risen even faster. This imbalance of trade has 

been necessary to allow Canada to receive the real 
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goods and services on which real foreign investment 

depends. Canada's balance of payments has worsened 

steadily to accomodate the increasing capital inflow 

and payment of service costs on previous inflows. A 

concomitant effe ct has 'œ en a gradual improvement in 

the terms of trade, Canada's export priees rising rela­

tive to her import priees. 

The outcome of Sich American investment, 

particularly the direct investment, has been to make 

Canada increasingly dependent on the United States. 

Since so much of her industry is controlled by Ameri­

cans it is their decisions which determine the direc­

tion the Canadian economy will take. And since their 

decisions often are based on conditions in the United 

States, the Canadian economy tends to take the same 

direction the American economy does. This behaviour is 

reinforced by Canadian investors who regard American 

activity, both at home and in Canada, as a barometer of 

business conditions and make their plans accordingly. 

(The Canadian business cycle is tied in closely with 

aggre gate Ame rie an demand and Canad ian dependence would 

still exist even if there were no American investment 

in Canada.) 

American direct investment in Canada has a 

great many other effects. Many of these are political 

rather than economie in nature but they are frequently 

cited to back up the contention that American invest-
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ment places the Canadian economy in grave danger of 

foreign control which can and does act against Canada's 

best interests. Sorne instances of this are based on the 

legal position of foreign investment. American invest-

ment abroad is still subject to American laws and these 

have been used in a few minor cases to restrain 

Canadian business~ The possibilities of stronger action 

being taken has undoubtedly prevented American enter­

prises in Canada from.using their opportunities fully. 

In the same way American parent companies, 

in response to their overall profit motive, may eut 

back on Canadian operations (or pe rhaps expand them 

when Canada is already under inflationary pressures) in 

a manner favourable to their global plans, but adverse 

to the Canadian economy. Canadians resent these and 

other lesser irritants. Their irritation arises often 

from a sense of helplessness, that the Canadian economy 

and with it political autonomy, is slipping out of 

their control. 

"What is resented in each case is 
not so much the policies involved, for their 
implications are seldom adeauately analyzed, 
but rather the fact that decisions are being 
taken which have a profound effect on Canada's 
economie future but which Canadians t~~mselves 
are usually powerless to influence." 

Anxiety over such consequences leads to 

disenchantment with American investment and the pros-

118 Ai tke n, American Capital and Canadian Re sources, 
pp. 144-5 
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perity it has helped produce. This is Canada 1 s peculiar 

form of "Yankee, go home" propaganda and so far has re­

sulted in little more than talk. However, government 

policie s are being framed in the light of this "talk" 

and we shall examine these shortly. 

To relieve anxieties, Canadians often advo­

cate the conversion of all their international indebt­

edness to the portfolio form which once predominated. 

This would remove most of the causes of complaint and 

would alJow the cancellation of foreign liabilities as 

Canadians provided increasingly their own funds for in­

vestment. Such a plan, however, even if it were pract 

cable, overlooks the primary benefit associated with 

American direct investrœnt, the technological inflow 

which has accompanied the financial one. 

The importation of administrative and tech­

nical personnel, whose experience and know-how were 

unmatched in Canada, have provided the greatest single 

source of improvement in Canada's welfare. The Canadian 

standard of 1 i ving has managed to keep pace wi th th at 

of the United States simply be cause Canad ians have be en 

able to copy Americans. This reveals itself in con­

sumers' similarity in tastes. Canadian demand for 

American consumer goods has supolied a ready market for 

American products and led to corresponding American in­

vestment. The superior American technology has led to a 

similar demand on the producers' goods level. In the 
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face of this ne ed for American assistance, which 

American entrepreneurs have been unwilling to provide 

without sharing in its fruits, American investment in 

Canada has been a mutually profitable arrangement. 

Tt is difficult to assess this inflow of 

American technology. The benefits to the American in­

vestor are tangible enough: a good yield further en­

hanced by the growth prospects of the Canadian economy, 

and in sorne cases enhanced by a guaranteed source of 

raw materials for his own domestic operations. Such 

dollars and cents values cannot be assigned to the 

Canadian side of the ledger. The intere~t and dividend 

payments are only part of the cost. Also to be added in 

are the di sad vanta ge s of "interdependen ce." Against, 

this must be credited the benefits of the inflow of 

capital and technology, which we have delineated. When 

we consider the alternative Canada faced, much slower 

growth and less dependence on the United States (it 

could not have been eliminated), she seems to have 

chosen a better bargain. 

Today's position is changed only slightly 

from the 1950s. The infJ ow of American capital has con­

tinued over the last four years. The current account 

deficit has been reduced almost to the half-billion 

dollar mark, but this reduction has been mainly at the 

expense of Canada's overseas trading partners; the 

American deficit from 1960-63 totalled over five 
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billion dollars. lJ 9 .More th an half of Canada' s current 

account deficits have been paid for by direct invest­

men ts. Nor do the se figures in elude retained earnings 

which have be en accumulatinp: at the rate of over $300 

million annually in recent years. 

The announced intentim of the previous 

Canad ian governmen t to force a reduction in the ex­

change rate (then floating) and its implied threats 

against American investment, caused severe short-term 

outward capital movements durjng 1961-2 but these were 

reversed in the second half on 1962. Moreover, there 

has been no apparent effect on the nonnal long-term 

capital flows. A similar pattern followed the announce­

ment of the incumbent government in June of last year 

that it would discourage, by discriminatory taxation, 

foreign investment. The short-run effects have been 

negligible; Canada's foreiP;;n exchane;e reserves have 

he ld remarkably ste ady since th en; the decline in 

capital flows has just matched the current account im­

provement. The lonp;er-term effects will take sorne time 

to mani fest themsel ve s. 

The Future 

Predicting the future pattern of United 

States investment in Canada is at best only a guessing 

game. The precariousness of all investment, based as it 

119 Bank of Canada, Annl!?l_~e:eo:.:!!_, 1963, p. 40 
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is on the subjective and often volatile estimates of 

entrepreneurs, what Keynes categorized as their psycho­

logical expectations, makes international investment 

all the less predictable. No one can say with any cer-

tainty what the likely trend in American foreign in­

vestment will be in five years, let alone twenty-five~20 

Nevertheless it is obviously necessary to make sorne 

estimates if we are to draw any conclusions and base 

policy recommendations on them. 

An estimate for the Gordon Commission 

placed the Canadian balance of payments deficit for 

1980 at approximately one billion 1955 dollars, allow-

. f 50'~ . 'th d' t' 121 Th' t' 1ng a range o ?o 1n e1 er 1rec 1on. lS es 1-

mate is apparently not much more than a projection of 

the figures for the years immediately preceeding the 

issue of the report. If we were to project on a similar 

basis for more recent years, when government action has 

instigated a concerted effort to reduce the deficit, 

and when the balance of trade has turned in Canada's 

favour, our figpres would be considerably lower, 

possibly showing a surplus rather than a deficit. 

120 

121 

Compare the following, written in 1936: 
"All the evidence points to the fact 

that the stream of new branch plants in the 
four years 1929-32 has carried American indus­
try in Canada to the saturation point ••• It 
is probable that capital imports by Canada on 
a large scale are entirely a thing of the past '! 

Herbert Marshall et al., Canadian-American In­
dus try, New Haven-, 19)6, pp. 292, 295 
Royal Commission on Canada's Economie Prospects, 
Final Report, p. 376 
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Obviously any such attempt at precise fore­

casts is of little value when there are so many un-

knowns we cannet take into account. Our conclusion, 

then must be of a general nature. Our first point is 

that American investment will continue to be drawn to 

Canada. The expanding markets Canada provides are a 

strong attraction to the American investor looking for 

greater sales opportunities. Far more important are the 

raw materials Canada can provide. The inflow of the 

'50s, which was designed largely to obtain secured 

access to natural resources is not likely to dwindle. 

An estimate of supply and demand conditions for all raw 

materials to 1980 shows that the United States will 

rely increasingly on Canadian sources.l22 The list of 

American requirements includes most of the leading 

commoditiès of t oday: petroleum, nat ur al gas, iron ore, 

cobalt, nickel, aluminum, copper, lead, zinc, asbestos, 

potash, sulphur, lumber, plywood, pulpwood, and paper. 

Many of these are already controlled by American firms 

and it is only natural that these should finance any 

increased production as well. 

The second crucial point is Canada's con-

tinuing need of foreigp capital. The Gordon Report ex-

pressed the view that Canada will not reach the point 

of supplying enougn savings to finance all investment 

122 Wilbert G. Fritz, The Future of Raw Materials in 
North America, Montreal, 1960 
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by 1980, although foreign funds will provide a smaller 

re la ti ve port ion of total capital formation .123 This, 

of course, coincides with its estimate of the size of 

the balance of payments deficit. If this holds true, 

Canadians will continue to look to the United States, 

wi th it s own increasing supply of savings, to make up 

this deficit. The relative scarcity and abundance of 

capital will be reflected in the interest rate diffe­

rential and Canada will borrow via the bond markets as 

well as through direct investment. 

In addition, there is no reason to antici-

pate a decline in the volume of retained earnings. As 

long as the Canadian economy prospers, earnings will 

increase and as long as they increase American inves-

tors will be encouraged to pour their profits back into 

the business for further expansion. Moreover, American 

incomes at home are likely to share in this prosperity. 

Given an increasing marginal propensity to save, inves-

tors will then be looking for additional opportunities 

to expand, rather than giving any thought to contrac-

ting their existing volume of outlays. 

The self-propagating nature of direct in­

vestmen t is a major bene fit to the Canadian economy. 

Moreover it, s dcwnward operation would not tend to be as 

great, although it would still depress the Canadian 

economy severely. In times of recession Amerjcans would 

123 Royal Commission on Canada's Economie Prospects, 
~· cit., p. 377 
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eut back on their expansionary activities but the with­

drawal of previous earnings would be impeded by the 

poor cash position of a stagnant enterprise. 

The future of American investment in Canada 

and of the Canadian·economy is tied up directly with 

the future of the American economy itself. With govern­

ments on both sides of the border pledged to the main­

tenance of full employment, and the attainment of sorne 

measure of growth, prosperity seems more likely than 

depression in the years ahead. Under these circumstan­

ces, the worst that Canada can do is share the fate of 

the United States. The best that she can do is impos­

sible to delineate. 

What Canada Should Want 

t In the ligpt of Canada's increasing econo­

mie dependence on the United States, it is important 

that she determine her overall objectives. When such 

aims are compared to the likely course of events, it is 

then easy to decide how conflicting economie trends and 

economie (and political) goals can be made to coincide. 

The attack on any such divergence would undoubtedly 

involve a cost, and it is this which must be weighed 

against the desirability of any movement towards au­

tarky. 

When applied to American investment in 

Canada, such a procedure could result in the projection 

of a course entirely opposite to that which Canada has 
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been following. If the political objective of complete 

sovereignty extends to complete control of the economy, 

it would mean doing away with all foreign direct in­

vestment and imposing restrictions on all foreign bor­

rowings. If we accept the predictions that Canada will 

not provide sufficient savings for future expansion, 

let alone the funds with which to take over ownership 

of existing capital investments, Canadians should re­

ject this course as economically regressive. If fol­

lowed, it would eut back the current level of consump­

tion and reduce further expansion by diverting savings 

to buying out existing assets. Such a procedure should 

be rejected as tao high a priee to pay for a lOO% 

Canadian-owned economy. 

Allowing the need for foreign investment 

means that Canadians have to suffer sorne loss of con­

trol of their economy as a means of attracting the 

foreign entrepreneur. The good that he brings with him, 

in the form of technology as well as capital funds, is 

a po si ti ve gp in for Canada. At the same time Canadians 

want to eliminate the negative aspects of that gain. To 

eliminate all of these will require the attainment of 

economie self-sufficiency which can only be achieved 

via a much higher per capita incarne level than Canadi­

ans now enjoy. 

There are, nevertheless, many minor areas 

in which Canadians can legitimately seek to correct 
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anomalies in their status as an independent nation. The 

Gordon report set out three objectives it felt 

Canadians could realistically obtain in the immediate 

future. 124 These steps, if taken, would serve as a dike 

to stem the advancement of American control. They would 

not prevent its continued existence. As a practical 

matter Canadians cannet expect to reverse this pattern 

until they are in a position where they can afford to 

act directly, either by saving more out of higher in­

cornes, or consuming less out of lower incomes. Even 

then, the presence of American investment will continue 

unless Canada forces repatriation by oppressive 

taxation or outright nationalization. 

However, as the Canadian income level in­

creases, the role of American investrœnt should decline 

relatively, although not absolutely. This will arise 

from the increasing domestic sources of finance. It 

will also be stimulated by the experience Canadians are 

gaining in running their own industry. This springs 

from copying existing American methods and from the 

increasing facilities in Canada. As more native entre­

preneurs, engineers, and other technical specialists 

come forth, Canada will come to rely less and less on 

American help. 

The aim of Canada, then, should be a 

124 See above, p. 122 
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gradual assumption of the management of her own econo­

my. As it expands, Canadians should step in and invest 

where previously only Americans have been willing to do 

so. As opportunities arise to buy back American-held 

firms (and such opportunities are likely to be rare) 

Canadians should seize them. The portfolio investments 

can be repatriated when they fall due, although the 

need of this action is far less pressing for a country 

seeking restoration of control of the economy to it­

self. In the meanwhile such measures as would encourage 

foreign entrepreneurs to consider Canada's interests 

should be pursued wh en possible. 

Policy Implications 

What policy should a government follow 

which wants to attract foreign investment and its 

accompanying technology while at the same time discou­

raging that same investment from exercising any control 

over t~e economy? This paradox is hard to resolve, but 

not impossjbly so. 

Since the nineteenth century the policy of 

the Canadian government {and of the provincial govern­

ments) has been to encourage the inflow of foreign in­

vestment. By tariffs and taxes Canada has let the 

foreign investor know th at he is welcome. The obvious 

coïncidence of periods of prosperity with periods of 

massive capital inflows has not escaped the notice of 
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legislators and they have reacted accordingly. This 

friendly attitude, prevalent for almost a century, has 

changed subtly in the last few years. The revelation to 

the public which followed the studies of the Gordon 

Commission that Canada was no longer sole master of its 

own economie fate aroused hostile opinion in many 

quarters. Government attempts to placate it have taken 

mild forms thus far. Withholding taxes were increased 

and then set at differential rates for those who offer 

minority (at least 25% of voting shares) participation 

by Canadians and those who do not; all companies and 

unions are required to publish financial data; encou­

ragement is given to use Canadian tertiary industry 

through withholding taxes for similar foreign services; 

and research in Canada is promoted by indirect subsi­

dies in the form of tax abatements. Despite the atten­

tion they have received, these measures have been miner 

ones. A stronger measure to discourage "takeoverstt of 

exis ting Canadian firms by foreigners through a prohi­

bitive tax was withdrawn in the face of Canadian oppo­

sition (mainly from financial interests whose business 

would have suffered as a result). 

Nevertheless, these measures do force 

American investors to study their Canadian operations 

with the Canadian point of view in mind. Insofar as 

they presumably discourage sorne American investment 

from coming into Canada while the bulk of intended 
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plans are carried out, they achieve an aim of gradual 

return of Canadian control. This will only be success­

ful, however, if Canadians fill the gaps left by 

American withdrawals. 

This is a good measure of the policy re­

quired in the light of present Canadian desires and 

American inientions: United States investors must be 

encouraged to continue their activities in Canada but 

at a declining rate, corresponding to the increasing 

ability of Canadians to finance their own operations; 

and Canadian investors must be encouraged to take up 

where Americans leave off. Canadian investment can be 

stimulated by a considerably easier monetary policy 

than has been followed in recent years. 

To prevent the external imbalance which 

would result from reducing or eliminating the interest 

rate differentiai between Canada and the United States, 

this would require returning the Canadian dollar to a 

flexible rate. The value of the Canadian dollar would 

then decline. This would have a double effect: exports 

would be stimulated, expanding the Canadian economy 

further, and American inflows would be reduced while 

the lower exchange rate would discourage withdrawals of 

existing funds. 

The happy medium of Americans continuing to 

send funds into Canada but at a slower and slower pace 

is a difficult balance to achieve. We have seen that 
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Americans will continue to look to Canada as a source 

for their raw materials and as a market for their 

finished products. This indicates increasing, rather 

than decreasing, capital inflows. Taxation designed to 

stem these must be light enough not to cause a withdra­

wal of all American investment and heavy enough to be 

effective in cutting back sorne of the flow. In this 

sense the nminor measures" which have so far been in-

troduced probably achieve the best of both worlds. 

Taxation is the best weapon to bend Ameri­

can capital flows to Canada's interests. Others, such 

as tariffs12 5 and administrative regulations, are 

available but their effectiveness is not as strong as 

that of carrot and stick financial inducements. Taxa-

tion must be used with caution: the delicate position 

of Canada' s economy requ ires continu ing Ame rie an sup-

port and any moves interpreted by United States inves­

tors as a sign that future earnings would be subject to 

125 As already noted, the tariff wall was originally a 
strong inducement to attract American investment. 
Higher tariffs today, apart from being contrary to 
the freer trade movement within GATT, would probab­
ly only meet with retaliatory measures abroad. 
Lower tariffs would discourage not only American 
investment, but all investment. Historically the 
overall effect of the tariff has been to encourage 
foreign investment at a cost of lower real incarnes. 
Cf. Royal Commission on Canada's Economie Prospects 
2E ci~., p. 49, and Ohlin, Q2• cit., p. 365. 
Moreover, the joint effect Of Canadian and American 
tariffs has produced the anomaly that Canadians 
often import goods manufactured from materials 
originally exported from Canada. Cf. Wonnacott, 2E• 
cit., p. S6 
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discrimination would dry up Canada's inflow. This the 

Canadian economy cannat yet afford. 

For the same reason we can reject the ex­

treme solution to the problem, namely nationalization. 

While this procedure might be criticized as going 

against the free enterprise philosophy which Canada 

shares with the United States, it is a legitimate 

weapon and could be used if Canada so desired. However, 

the prohibitive costs which nationalization would im­

pose makes it an impractical policy for the foreseeable 

fu ture. 

At the other extreme, the Canadian govern­

ment could choose to do nothing about American invest­

ment within its borders. Such a policy would leave mar­

ket forces to determine how much investment Canada 

absorbs. The lower level of Canadian incarnes and sa­

vings and the existing investment opportunities sug­

gests that this would be a considerable amount. But it 

is precisely this which Canada is determined to avoid. 

Wh ile it cannat ye t afford to redu ce the extent of 

American control, it can prevent it from increasing at 

the same rate it has been during the past dozen years. 

Laissez-faire is ruled out. 

Canadian government policy should try to be 

mildly discouraging towards American investment. This 

aerial balancing act will prove a continuing problem. 

The danger lies in American investors anticipating 
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future discouragements in the form of discriminatory 

taxation and preventing such a possibility by withdra­

wing their investments. 

Du ring the stages of this gradual repatri­

ation of control it is also important to have American 

investors behave in the same way as Canadian investors 

to preserve Canada's best interests. In many cases 

their global operations will preclude this, but in 

others the overhanging threat of government interven­

tion should serve to promot e a Canada-first polie y. 

Epilogue 

In conclusion we may say that Canada has 

profited greatly by American investment. The use of 

funds at less than 5% is a small priee to pay for the 

bene fit s gained. More ove r, the cumulative ill effects 

of increased investment seem to be exaggerated. If, in 

the future,a situation ever develops where the withdra­

wal of earnings and/or capital seriously threatens 

Canada's balance of payments and internal balance it is 

within her power to prevent such withdrawals: a moving 

exchanw rate is the best guarantee of stability; or 

the government could impose prohibitive tax sanctions. 

This would, of course, be a drastic step and a complete 

reversal of the policy of the last century. However, it 

has been done many times in recent years for precisely 

this reason: nations prefer economie stability to moral 
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esteem. Such an eventuality is academie today, but so 

is the possibility of a mass exodus of capital. 

Outside of the bookkeeping debits and cre­

dits, Canada has also received a good bargain. The in­

crease in living standards would not have been achieved 

simply with an inflow of capital. American technology, 

skills, and manage rial ability, have all been essential 

ingredients in Canada's prosperity. Without them she 

would have had to incur the inestimable cost of trial 

and error, which would have delayed her progress by a 

considerable length of time. On the debit side, there 

appears the surrender of sorne measure of control. This 

undoubtedly has been a real cost. A more intensive 

business cycle, lost export markets, and the like seem 

a small priee to pay, however. 

Moreover, sovereignty is easily reasser­

table. Such an assertion would entail the surrender of 

all future potential gains to be received by following 

the present pattern. It is not impossible, nor even 

improbable, that Canada will do this when she is in a 

position to afford it. Meanwhile Canada is profiting 

from American investment, and if the investors are 

satisfied, both have ined from the bar gain. 
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