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Abstract 

EFFECT OF FOREIGN DIRECT INVESTMENT ON CANADA' S BALANCE OF PAYMENTS, 

1950-1965. 

K. A. SUNIL 

Department of Economies and Po1itica1 Science, McGi11 University, 
Montreal. 

The main finding of this study is that the service payments 

on direct investment for the 1950-1965 period a1most equalled the direct 

investment inf1ows. In fact, Canada had net los ses of foreign exchange 

in sorne years and net gains in sorne years. The burden of service 

payments on the Canadian economy was heavier in 1965 than i t was in 

1950, and from the balance of payments pOint of view, portfolio place-

ment was f,ound to be more favourab1e than direct investment. Because 

the extent of foreign ownership of Canadian resources due to direct 

investment has been increasing tbroughout the period, the burden of the 

associated service payments is 1ikely to be even greater in future years. 
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Introduction 

This thesis attempts to asses empirically the effects of 

foreign direct investment in Canada on the country' s balance of 

payments over the 1950-1965 periode Chapter l discusses the differences 

in the effects of direct investment and portfolio placement on a host 

country's balance of payments. This discussion suggests that from a 

host country's balance of payments point of view, direct investment 

May not always be superior to the portfolio placement. Chapter II 

ëXplains how the effect of direct investment on a host country-s 

balance of payments can be measured by the "total approach" method 

adopted in this study. Chapter III reviews Canada's balance of 

payments position over the 1950-1965 period and shows that the continuing 

and growing deficits in the current account were mainly due to the 

existence of large foreign investments in Canada. Chapter IVmeasures 

the direct capital-flow effect of direct investment in Canada over the 

1950-1965 periode It points up that direct investment in Canada during 

this period contributed little foreign capital in overall terms to 

supplement domestic savings. In Chapter V an attempt is also made to 

estimate the trade-effect of' direct investment. Here it appears that 

Canada probably had a trade deficit in overall terms from the operations 

of foreign affilia tes in Canada over the period under consideration. As 

no detailed attempt is made to estimate the import-saving effects of 

direct investment, these results are not, however, conclusive. 
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Appendix l shows that during the 1950-1965 period (1) the 

service payments on portfolio placement have not exceeded the amount 

of new portfolio placement inflows, (2) the direct capita1-flow 

effect of portfolio placement was more favourable to Canada than was 

that of direct investment and (3) the rate of incorne and the rate of 

return on direct investment were substantially greater than those on 

portfolio placement. 

Appendix II uses a theoretical mode1 to rneasure the extent 

of foreign, ownership and to asses the direct capital-flow effect of 

direct investment in Canada over the 1950-1965 period. This revea1s 

that the foreign-ownership ratio has been increasing during the:' . 

whole period, and that the capita1-f1ow affect was unfavourable to 

Canada both at the beginning of the period and towards its end. 
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TABlE 2 .. 
CANADIAN BIIA'1!RAL BALANCE OF PAIBlrS WITH THE UHl'lBD StATES, SEIJCDD Da\TA, 1950-1965 

A minus (-) ind1cates defi~it 

(M1ll101ls of dollars) 

BASIC ITEMS m2 !2a ma ml mâ !m. ~ lli.'l mi mi 1960 1961 1962 ~ ~ Uü 
-

Cumn~ Accopnt 

Net MerchaDcl1se Trade -50 -520 -473 -590 -440 -685 -1167 -947 -532 -536 -673 -615 -438 -488 "-»8 -J.04J. 

Net :Investment Income ·~73 -240 -176 -l46 -176 -203 -247 -265 -253 -28J -246 -317 -.324 -334 -422 -?02 

Net Business and Related Services -136 -155 -133 -132 -137 -143 -169 -175 -176 -174 -168 -186 -203 -207 -230 -226(P) 

Ret Other Non-Xercband1sa Trada 74 -30 -48 -39 -47 2 -67 .;L92 -206 -234 -272 -223 -127 -119 -175 32 

Nat Total Ncm.Jferchand1s8 Trade -335 -425 -357 -317 -360 -344 -483 -632 -635 -688 -686 -726 -654 -660 -827 -896 : 

Net CurreDt Account -385 -945 -830 -907 -800 -1029 -1650 -1579 .;J!67 -l224 -1359 -134l . -1092 -1l48 -l.635 ..J.937 

Capital Accopnt 

Net Direct lDvestJDent 161 281 372 392 358 380 . 533 438 304 438 479 391 322 256 223 3m 

Net ether Long Tem Capital 464 279 1S 48 37 -171 471 525 646 489 267 562 358 58'7 790 ?O8 

Net Total Long Tem Capital 625 560 387 440 395 209 1004 963 950 927 746 953 6EK> 843 lD13 nos 
Net Short Term Capital 32l -4 -493 -2U -l.6 157 ':'143 -21 95 385 228 358 393 -14 626 -668 

Net Capital KoYaents 946 556 -106 199 379 366 861 942 1045 1312 974 l3l1 lD73 829 1639 437 

Balance to be Sattled 561 -389 -936 -?O8 -42l -663 -789 -637 -122 88 -385 -30 -19 -319 4 1500 

Official Mémttary Hove.nts 694 39 EK> -42 12l -42 34 -104 108 -67 -39 227 535 59 31 43 

P: Provisional 

Source: see Table 1. 
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CHAPTER l 

DIRECT INVESTMENT VERSUS PORTFOLIO PLACEMENT 

Foreign investments have been tradi tionally di vided into 

two main groups: directi investment and portfolio investment. The 

purpose of this Chapter is to diseuss the distinctive characteristics 

of each of these groups, particularl1 the distinguishing features 

'Which are important and relevant in a host country' s balance of 

p~ents contexte 

Direct investment is made usually to create or expand some 

kind of lasting interest in an enterprise in the investee country, i.e., 

to c~eate a permanent organization to make, process, and market goods 

for local consumption and, in m~ instances for sale in foreign 

countries. It consists mostly of equi ty capital covering the purchase 

or the construction of production facilities that will be owned and 

operated by the owners of the capital themselve~. It does not involve 

aqy transfers of ownership of the resources utilized in the operations; 

the foreigners who brought the capital themselves utilize the financial 

assets to start real production. (1) 

Direct investment takes a number of organizational forms, 

of which t~e two Most important are branches and subsidiaries, Which 

are referred to as affiliates in this study. Branches of foreign 

companies are t,rpicall1 direct extensions of foreign business activity 

(1.) •. F. Pazos, "The Role of International Movements of Private Capital 
in Promoting Development", in J.H. Adler (ed.) Capital Movements 
and Economie Development, St. Martin's Press, New York, 1967, 
pp. 186=188. 



• - 2 -

to the host country, with the foreign head-offioes not only owning all 

the assets including the worldng funds of the branches, but also 

formulating their entire policies. Thus a branch is a part of an 

establishment operating abroad and is not a separate entity. A subsidiary, 

on ~e other hand, is a company that is subordinate to a foreign company 

or group of foreign affiliates, who control a preponderant share of its 

voting stock and exert an important influence on its policies. There 

is a third type of direct investment organization called a "managed 

company", i.e., one that is controlled by a managing agency company which 

is itself a foreign controlled company.(2) 

Dire~t investment is an extension of entrepreneurial activity 

of large business corporations located abroad b.1 Which capital, 

technology, organization, management, selling-skills, marketing channels, 

patents, trade marks, etc. are transferred to the host country. It is an 

extension of a foreign business company into the host country b.1 which 

the principal exte~ds its products, technologr, management, innovations, 

research results and other techniques to the host country as well as 

financing either fully or partly the extended enterprise. Direct 

investment brings wi th i t ready-made economic growth in the particular 

field to which it belongs. If it cornes in adequate volume to the 

proper fields and is accompanied by the necessar,y amounts of capital 

(2). This form of direct investment ws popular in India. 
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to finance the necessar,y capital facilities, direct investment 1s a 

Slortcut to economic growth. (3) 

Direct investment represents capital investment in a branch 

plant or subsidiar,y corporation ~ere the investor has voting control 

of the concerne (4) The basic definition of direct investment, thus, 

runs in tarms of control. (5) This control may cover any or all of 

a variety of separate functions, hiring and firing, investment 

programming, research and deve1opment, pricing, dividend remittances, 

marketing, etc. (6) Direct investment, thus, is that which invo1ves 

a significant e1ement of ownership, control and management, or. in 

the language of· economics, 'entrepreneurial investment,.(7) However, 

the nature of the classification is such that potential control is 

implied rather than the actual exercise of control over business 

policy, although the latter is usually present.(S) 

(3). 

(4). 

(5). 

(6). 

(S). 

F. Pazos, "Private Versus Public Foreign Investment in Underdeveloped 
Areas", in H.S. Ellis (ed.) Economie Development for Latin America, 
st. Martin's Press, New York, 1961, p. 224. 

A.E. Safarian, Foreign Ownership of Canadian Industry, McGraw-Hi .1, 
Canàda, 1966, p. 2. 

According to the International Monetar,r FUnd, 'direct investment of 
a countr,y is the amount invested by its residents in an enterprise 
I,r other commercial property abroad effectively· contro1led by its 
residents', Balance of Pgyments Manual, International Monetar,y Fund, 
Washington, 1948. 

C.P. Kind1eberger, International Economies, (3rd ed.) Homewood, 
Illinois, 1963, p. '404. 
August, Y..affr,y, "Direct Versus Portfolio Investment in the Balance 
of payments", American Economie Review, May 1954, p. 614. 

Canada's International Investment Position 1926 - 1954, Dominion 
Bureau of Statistics, ottawa, 1956, p. 21. 
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Direct investment can be made in different ways; by 

purchasing interests in existing concerns, by adding to share and loan 

capital, by increasing working capital including expanding trade and 

other credits granted affiliates, by supplying services of many 1d.nds, 

and finally by plowing back the undistributed profits of the subaidiariea. 

It includes purchasing power to mobilize the host country' a hi therto 

unemployed men and materials, to purchase reaources which are already 

im employment, to acquire going-business establishments, to meet 

inventory financing requirements or to import all kinds of goods and 

services required for the continuous function of the new firm. Direct 

investment inflow is usually made up of investment in kind to a large 

extent, that ia, capital goods, other goods and technical services. 

The ratio of imported goods and services to total investment flows is 

normally relatively smaller in the cases of subsidiaries than for 

branches of foreign companies, where the investment consists almost 

wholly of goods and services supplied by the head-offices. For 

branches the financial value of the inveatment flow is represented by 

the change in its indebtedness to the head office, excluding the effect 

of revaluations. For subsidiaries it is the sum of the parent comp~'s 

share of unremitted profits, the cash value of any change in the parent 

company's holdings of share and loan capital, and the change in the 

indebtedness of the subsidiary to the parent company recorded in inter­

company accounts, excluding the effect of revaluations. Borrowings 



- 5 -

from the parent company by' the subsidiary not covered by the issue 

of share and loan capital are included in the inter-company accounts, 

and loans received by the branch from its head office are included 

in the branch-head office accounts. 

Portfolio investment is basically a financial import 'Which 

provides additional funds to supplement domestic savings. It is the 

transfer of claims to resources to foreign aavera from domestic 

enterprises directly or through financial intermediaries. It is 

co~using to call such financial ·transactions "investment" as this 

term should be applied only to the rea[ economic activities of 

expanding production. Another term should be used for the purchases 

of financial claims. Following Mrs. Robinson's terminology we May 

calI it "placement". 

A Portfolio placement takes wo forma: purchases of the 

host countr,y's bonds and debentures and purchases of the host countr,y's 

stocks by non-residents. Purchases of bonds or debentures are, like 

bank credits, made on fixed terms and carry no equi ty interest; 

purchases of stock involve equity interest. More specificall;r, it 

cons:Bts ver,y substantiall;r of (1) loan capital covering the acquisition 

of money claims against persons that are engaged in the establishment 

or operation of production facilities, and (2) the acquisition of 

money claims against financial intermediaries that will eventuallY 

purchase propert,y shares or money claims from persons engaged in the 

construction or operation of production facilities. Equity Capital 
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covering the purchase of shares·in the property or production 

facilities that will be operated by persons other than those Who 

purchase the shares usually make up a small part of this. Portfolio 

placement in equities ia distinguished by the investor holding shares 

in the sto~k of the corporation. Even though the owner of the 

portfolio placement may be entitled t~ vote his shares of stock, 

he plays a negligible role in the affairs of the corporation. (9) 

Portfolio placement is the claim to property or to fixed monay 

amounts ~ch are represented b.1 transferable documents freely 

bought and sold in the market, but this ownership or, at least, 

the effective command of resources, will be transferred to the 

hands of an intermediary or of' a. real investor in exchange for a 

financial claim. (10) Portfolio placement is, thus, noncontrolling 

financial investment or, to be precise, it invo1ves "no important 

e1ement of owership,. or control of management". (11) It is 

invo1ved Where the form of the transactions (in bonds or loans) or 

the amount (in voting stock) does not invo1ve 1ega1 control of the 

asset, at least short of bankruptcy. It comprises scattered minority 

holdings. The chief characteristic of portfolio placement is that 

neither legal control nor effective ownership of the asset is invo1ved. 

(9). 

(10). 

(11). 

C.P. Kindleberger, op. cit., p. 404. 

F. Pazos, "The Ro1e of International Movements of Private 
Capital in Promoting Deve10pment", op. cit., pp. 186-188. 

A. Maffry, op. cit., p. 614. 
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Thus the distinction between direct investment and portfolio place­

ment arises chiefly out of the nature of ownership and control of 

the assets. 

Direct investment is a financial operation in the sense 

that i t transmutes savings into investment. But i t transcends the 

purelY monetar.y sphere and belongs more to that of real production 

activities. It is, thus, a process for transforming money savings 

into both financial investment and real investment. As direct 

investment is partly a financial phenomenon i t should be distinguished 

from the foreign affiliates ' expenditure on buildings, plants and 

machinery, and aIl other expenses, which May be financed from either 

the affiliates' own resources, or from funds raised in the host 

country wi thout any new capital inflow from the parent country having 

taken place. Besides, therehave always been differences in the 

timing of investment inflows and the consequent expenditures by the 

affiliates. Therefore, though the investment inflows and expenditures 

may be equal in value over a longer period, for example, a year, they 

may not be equal at any point of time. 

The reasons why, and the marmer in which, portfolio place­

ment differs from direct investment are apparent men one thinks of 

the domestic equivalent, real investment and financial investment in 

bonds and stocks. Relative interest rates, which are of less ooncern 

to the business firm than the relative rates of profits anticipated 

from real investment in various countries, are clearlY of great 
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importance to the person interested in lending out monay at interest. 

There is every reason to believe, even after allowing certain 

qualifications, and lIlUch evidence, that cetris paribus, portfolio 

capital is attracted from one country to another by the offer of 

higher interest rates. To that extent, the received doctrine of 

international capital movements is valid for portfolio placement 

in fixed interest bearing securities in a way in ~ch it is 

clear~ invalid for direct investment.(12) 

Portfolio placement is made on calculations of return 

versus risk in comparison with investment opportunities at home. (13) 

The owner of po~tfolio placement has no interest in playing any 

important role in form:ing the policies of the enterprise. Instead 

he is primarily influenced by such considerations of income yield, 

tax advantages, marketability and general safet,y. In general, 

portfolio placement has a passive character in contrast to the more 

dynamic influences of direct investment. (14) 

Another significant difference betwesn portfolio placement 

and direct investment is that in the case of the former, the initiative 

is with the borrower, in the case of the latter it is with the lender. (15) 

(12). H.W. Arndt, liA suggestion for Simplifying the Theory of International 
Capital Movement", Eêohômia Internazionale, August 1954, p. 475. 

(13). 

(14). 

A. }~fry, op. cit., p. 620. 

Canadals International Investment Postion. 1926 - 1954, op. cit, 
p. 21. 

(15). Ohlin, Interregional and International Trade,Harvard University 
Press, 1935, pp. 350 and 370. 
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More important~, direct investment involves activities Whioh are 

associated with and influence decisions about the production of 

goods and services in a foreign country. These affect the composition, 

structure and output of the internal economy and the international 

transactions of that country, Whereas the owners of portfolio placement 

have no such roles to p~. 

Direct investment usually brings to the host country 

sophisticated technology, entrepreneurial and managerial skills, 

marketing techniques, new ideas, new products, probably new markets, 

and other benefits, besides the actual capital. There is no waiting 

for the training of teChnicians and managers, for time-consuming and 

uncertain technological innovations, for trial runs and try-out9, and 

for the acquiring of the necessary experience. Direct investment is, 

thus, a "package" of product, tecnnology, management and market access, 

as well as capital. (16) On the other hand, portfolio placement, by 

definition, is seldom associated with management and very rare~ 

carries with it any technology, entrepreneurship or other type of 

techniques. This distinction is the major reason why direct investment 

has almost always been considered to be more productive in an economic 

sense than'portfoliO placement. (17) The validity of this assumption 

olearly depends on exactly what is meant by' Iproductive investment l , 

whether it is a high rate of return on a dollar investment or a 

greater net contribution to the host country's econo~ after deducting 

(16). 

(17 )~ 

M.H. Wattins and Others, 'Foreign Ownership and the structure of 
Canadian Industryl, Pri vy Council Office, Ottawa, January 1968, 
P. 26. 

A. Maffr,y, op. cit., p. 619. 
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all related costs including external diseconomies. The latter 

criterion may be more appropriate and in that sense the assumption 

still remains an unproven fact. 

A con.trary view that portfolio placement is likely to be 

productive can be postulated. For example, assume two firms.of the 

same Bize in the same industry Whose products are for home-consumption; 

.one is foreign-owned with imported technology, entrepreneurship, 

skill and capital and little knowledge of the domestic market; the 

other is native-owned with sorne portfolio placement, imported tech­

nology of similar efficienc,y to that of the direct investment firm 

on service p~ents, and knowledge and personal experience of the 

domestic product and factor-marke.ts. In tbis situation the foreign­

owned firm ma.y be no better off than the domestic-owned firm as i t is 

unlikely that the former could ever buy the personal experience which 

the domestic entrepreneur may have acquired over ~ years. In short, 

it is possible that the notion that direct investment spreads the 
.. 

blessings of capital and technology throughout an eager world has 

been exaggerated out of aIl proportion. (18) . 

Even the assumption that direct investment can be distinguished 

from portfolio placement on the grounds that only the former carries 

with it technology and· management know-how has become questionable. 

The emergence of new t.ypes of international institutional 1ending, 

(18). F. Mclntyre, "Foreign Investment and Foreign Trade Po1icy in the 
United States", American Economic Review, May 1954, p. 624. 
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such as the loans and cre di ta provided by the Export-Import Bank and 

the International Bank for Reconstruction and Development represent 

a sort of hybride These loans are accompanied b.1 a considerable 

amount of know-how, which in the past was rather exclusively a function 

of direct investment; but as in the case of portfolio placement it 

does not assume control. (19) Besides, direct investment, in response 

to a changed foreign investment cllmate, is increasingly exporting 

know-how of all t.ypes with capital playing a smaller role and involving 

reduced or no control of the enterprises. In this way i t has moved 

closer to portfolio placement, which by definition is investment 

without oontrol. Bere it is relevant to recall that the Japanese 

acquired industrial techniques ver" effectively While rigidlY limiting 

foreign business investment in their countr". Also, the technical 

assistance programs now in operation show that there are other ~ys of 

spreading technical knowledge. (20) These supplY patented knowledge, 

organization, and know-how rather than capital or capital goods. Two 

specific means which are alternative to direct investment are licensing 

agreements and joint ventures, that is, the licensing of an independent 

firm of the ho st country to manufacture i ts products, or the entering 

into a joint equity venture with an independent domestic firm by a 

foreign principal. Licensing agreement can take a variety of forma, 

(19). 

(20). 

H.J. Dernburg, IlDiscussion on Coz:porate International Investment", 
!merican Economc Review, May 1954, p. 629. 

R. Nurks.e, "International Investment To-Day in the Light of Nine­
teenth Centur,r Experience", Economic Journal, December 1954, p. 753. 
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from the mere granting of the use of a patent or trademark to complex 

agreements involving an active contribution of the licensor to the 

assets and management of the licencee; agreements of the latter type 

are joint ventures. Whether these alternatives are efficacious from 

the viewpoint of the host country depends on how the firme, in fact, 

perform. (21) Moreover, to make merely the technological point, there 

is no need to combine a capital movement with technology, since the 

technology can be sold separately, ei ther outright or under licensing 

and royalty arrangements. (22) 

More attention might be given to the practicability of 

devices by which foreign technical know-how might be obtained without 

foreign capital and the dividend commitment limited in time. The 

corollary would be to obta1n foreign capital, as far as possible in 

the form of fixed interest capital through government or even corporate 

bond issues. F?) Today the knowledge and the technology appropriate to 

sorne sectors, for instance public utilities, are wellltnam and standard-

ized. In those fields, Bince this knowledge can be imported on sa1ar,r 

or service payments, direct investment would seem to carry an excessive 

burden. On the other hand, in new industries where know-how and 

management are not genera1ly accessible and command a high price, 

direct investment May be eminently worthWhi1e. In between the 

(21). M.H. Watkins and Others, op. cit., p. 235. 

(22). C.P. Kindleberger, op. cit., p. 410. 

(23). H.W. Arndt, "Overseas Borrowing - The New Model", The Economic 
Record, August 1957, p. 261. 
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standardized and the widelY variegated tecbnology in different aectors 

there May be some intermediate sectors in Which the plantis design and 

management is not completely standardized but in which the variety of 

design is limi ted. In those cases new forms of international investment 

may be appropriate (for instance, management contracts with or without 

a ndnority holdings). (24) In "Foreign Investment and the Growth of 

Firma", E.T. Penrose(25) cites a remark of H.W. Arndt that as far as 

policy towards future foreign investment in Australia is concernad, 

the Holden case(26) May induce some caution in giving indiscrindnates 

encouragement to direct investment. Arndt suggested that Australia 

might do well to concentrate less on attracting American capital and 

more on hiring American technical and managerial lmow-how. 

Direct investment is customarily made in line wi th the long 

range growth programs of the parent corporations, and hence, ia not 

(24). 

(25). 

(26). 

P.N. Rosenstein - Rodan, 'Philosophy of International Investment 
in the Second Half of the Twentieth Century', in J.H. Adler (ed.) 
Capital Movements and Econome Development, St. Martin's Press, 
New York, 1967, p. 177. 

E.T. Penrose, "Foreign Investment and the Growth of Firma", 
Economie Journal, June 1956, p. 221. 

General Motors Holden's Ltd., the Australian wholly-ow.ned subsidiary 
of General Motora Corporation in the U.S., made a profit of At 9.8 
million after taxes in 1953-54, which is ,560% on the original. dollar 
investment of GMH, 39% on share holders ' funds (net worth), 24% on 
funds employed or 14% on sales; and that a dividend was declared to 
the parent company of .M. 4.6 million, which is 260% on the original 
dollar investment of GMH, 18% on shareholders 1 funds br 11% on 
funds employed. The di vidend declared is about 8% of the dollar 
export receipts of Australia for 1954-55, Ibid., p. 221. 
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as subject to short term considerations as is portfolio placement. 

It is rarely liquidated, and typically involves not merely the 

original inflow of capital but also a continuing accumulation of 

investments obtained.through reinvestment of retained earnings, add-

itional inflow of capital, and the extension of long-term and short­

term credit by the parent company. In this context i t would be more 

meaningful to argue that the growth of direct investment tllrough the 

reinvestment of undistributed profits by firms should more appropriately 

be analyzed in the light of a theory of the growth . of firms ra ther 

than a theory of foreign investment. (27) 

J.N. Behrman has expressed the view that direct investment, 

unli~e portfolio placement, does not affect international capital 

transfers considerably because it builds capital in host countries.(28) 

The investor tries to minimize his fresh cash investment through local 

borrowings and plowing back earned profits. Foreign exchange 

contributions of direct investment are kept to a minimum and are 

generally employed to the extent that the law of the host country 

requires or that sources of funds from the host country are not 

available. If this were the case, the difference between direct 

investment and portfolio placement would be profound, and direct 

investment should be regarded as primarily a movement of financial 

and entr~preneurial talent, and only incidentally a capital movement.(29) 

027). Ibid., p. 224. 

(28). Jack N. Behrman, "Promoting Free World Eeonomic Development Through 
Direct Investment ll , American Economie Review, May 1960, p. 273. 

(29). C.P. Kindleberger, op. cit., p. 411. 
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This distinction hinges on the fact that the owner of portfolio 

placement is interested in the higher return on his capital arising 

from the greater scarcity of capital abroad than at home, While the 

direct investor wants to cash in on a special advantage, arising 

from technology, large amounts of available capital, access to markets 

and so on. The capital movement here is merelY incidental to the 

exploitations of a monopoly or technical advantage and frequentlY 

can be avoided. This analysis explains why direct investments can 

take place nmtually and simultaneously between two countries, whereas 

portfolio placements, with rare exceptions for diversification of 

risk, move' in a ,single direction. 

In theory direct investment as weIl as portfolio placement 

can consist of both equity capital and debt capital. (30) But, in 

practice, direct investment is largely represanted by equit,r capital 

in the form of shares of incorporated subsidiaries and by the net assets 

of unincorporated branches. Direct investment thus, usually involves 

only a little funded debt, and instead of entailing fixed return, it 

carries a variable rate of return which is dependent on earning 

capacit,r. The level of profits remitted also varies depending on the 

total profits earned and on the decision of the parent company as to 

What percentage of it should be brought home. Portfolio placement, 

(30). Since, in practice direct investment is mostly represented ~ 
equity capital and portfolio placement is largely represented by 
debt capital, the following analysis in this chapter, for convenience, 
assumes that direct investment involves no funded debt and portfolio 
placement consists of only debt capital. 



- 16-

mostly represented b.1 debt capital, is usual~ on a contractual 

basis and the rate of return flow whioh consists rnainly of interest is 

usuallY fixed by the contract. In a balance of payments context, 

however, it should be emphasized that since direct investment consists 

most~ of equity investment whi1e portfolio placement consists very 

substantiallY of loan capital, a str~t comparison of the costs of 

the two is not possible. Nevertheless, ex~ante comparisons can be . 

made in terms of the direct balance of payments effects. (31) Another 

point worth noting is that direct investment usua1~ carries ownership 

rights of not fixed duration in contrast with the requirement of 

repayment or refinancing at a given time in the case of portfolio 

placement. (32) 

It has been traditionally held that loans with fixed interest 

payments are likel3 to be more of a burden on the economy of the 

investee country than equity investment because in the former case the 

payments have to made at the sarne rate aven in periods of depressed 

economic activities While in the latter, dividend payments fall when 

profits are low. In other words, direct investment was said to have 

the special advantage of being adaptable to cyclica1 fluctuations; 

no dividend need be declared in a bad year. Portfolio placement, on 

the other hand, carries fixed annual charges whose burden is very much 

heavier in the years of recession. Based on this contention, the 

(31). S.S. Tarapore, IISome Aspects of Foreign Investment Policy", 
Reserve Bank of India Bulletin, }my 1966, p. 514. 

(32). A.E. Safarian, op. cit., p. 2. 
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assertion has been made that dividend paymenta are preferable, from 

a balance of payments point of view, to intereat paymenta, aince the 

latter involve fixed charges which become relativelY more burdenaome 

when the rate of growth of the host-econo~ is falling. This alleged 

preference appearS based on the poasibilit,y of another great world 

depression at sorne future date. Post-war national economic policies 

and experience tend to deDY' this pessimistic view; and many economists 

and polic,r-makers believe that another serious global depression is 

highly improbable. 

The ratio of benefits from equit.1 investment and from bond 
,; 

placement has changed markedly in our age. The a,rclical fluctuations 

are less severe no~s and of shorter durations. Furthermore, the 

overall post-vlorld Uar II experience has been one of rising prices and 

this trend is expected to persist causing a continuing mild inflation. 

No government of a modern nation ia prepared to leave its econo~ at 

the whim of market interactions. A rising price trend for the whole 

econo~ invariably suggest, contrar,r to What has been asserted, that 

the burden of fixed payments will continuè to fall as time goes by, 

and this trend seems to be strengthened by the fact that almost all 

countries, even those with an overall free-enterprise 5.1stem, are 

planning to achieve higher growth rates in the future than in the past. 

Alsa, it seems that in minor fluctuations companies do not reduce 

dividends rates but rather keep them stable so as to keep shareholders 

happy and their shares marketable. Thus the advantage derived from 
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the ability to declare a zero dividend during an economic crisis has 

become practic~ nil with the decreased possibility of such an 

avent. In other words, bond credits have become relatively more 

attractive to the borrowing country tbPn the equity investments. 

The appraisal of the relative costs and benefits of portfolio place­

ment and direct investment must accordingly be revised as i t seems 

ver,y likely that the more severe depressions can be prevented b.1 

appropriate internal government poliC,Y.(33) In addition, the present 

international monetar,y system provides the opportunity for non­

competitive devaluation, which also reduces the burden of fixed 

p~ents in two w~s, (1) by reducing the value of domestic currency 

and (2) by the devaluation-induced inflation. Of course, the service 

payments on foreign-held securities, which are payable in foreign 

CUITency, will increase the bul'den on the depreciated currency. On 

the other hand, devaluation-induced inflation will increase the profit 

margin on direct investment,for which higher remittances will have to 

be made in the future. Thua, it ois high time to question the fIat 

assertion that portfolio placement is less preferable than direct 

investment. 

It is true that in the case of portfolio placement the 

return flow of debt service charges including part of the principal 

ldll bring immediate constraints to the econoncr of the host country, 

assuming that no part of the return flow is utilized for either 

(33). E.T. Penrose, op. cit., p. 231. 
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refinancing or new investments. But this assumption seems to be 

unrealistic. Whïe direct investors are unlikelY in normal circumstances 

to repatriate the equi ty capital they have acquired, i t is also true 

that little public overseas debt has in practice been repaid in normal 

circumstances. (34) The only remaining question is 'What are the rates 

of remittances in terms of both portfolio placement and direct inveatment. 

Here, indeed, for the better understanding of both academic economis~9 

and policy-makers a detailed empirical analytical study is urgently 

needed. However, the available evidence may show that, even though 

onlY a part of the profits on direct investnlent ia rend. tted, the rate 

of remittance May be higher in the case of direct investment than in 

that of portfolio placement. Besides, as far as portfolio placement 

is concerned the amount and time of rep~ent are definitely set out 

and known in advance while in the case of direct inves1:ment they are 

neither known in advance nor fixed. In the latter case they will 

tend to increase to the extent the firms achieve success. Their level 

a150 dapends upon a number of variables such as political decisions. 

It has been cited that the retum on equity investment in 

general i5 between 15 and 24 per cent before taxes, and between 10 

and 15 per cent after taxes. Bond credit, on the other band, costs, 

from 5 to 6 per cent. (35) To th05e lower bonds returns, additional 

(34). H.W. Arndt, fI0verseas Borrowing - The New Hodelfl , op. cit., p. 257. 

(35). P.N. Rosenstein - Rodan, op. cit., p. 176. 
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payments for complementary technological service and technical 

assistance would have to be added to permit comparison with the 

higher retum on equity investments. However, it is very unlikely 

that the payments for imported technology and other stills and tech-

niques would amount to more than th~ difference between the returns 

on equity investment and bond credit. Furthermore, it is not clear 

whether the quoted rate of retum on equit,y investment included 

payments for royalties and other fees related to equity investment 

or not, the traditional practice has been to exclude these payments 
~ 

when the rate of retum is calculated. If they are excluded, as 

the usual practice, as mentioned ab ove, the gap between the rate of 

retum onequity investment and bond placement would be further 

widened b.Y adding in these ~ents for royalties and associated fees. 

Because equit,r investment carries a high rate of retum, 

a very higb proportion of foreign investment in equity form would 

show that the cost of direct investment in terms of the transfer 

burden would be greater; too graat probably to permit the transfer 

of dividends and other payments and the occasional repatriation of 

capi~aL Since the transfer burden of direct investment is larger 

tod~ while the scarcity of technical knowledge is smaller, a change 

in the 'optimal' distribution of bond placement and8[Uity investment 

among different sectors ~ beenvisaged. 

(36). P.N. Rosenstein - Rodan, op. cit., p. 176. 
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In the context of New Zealand's experience with foreign 

investments, Rosenburg(37) has concluded that since the returns on 

direct investment tend to be a multiple of the return ori fixed-

interest-bearing placement, especiallY on government borrowings, 

it seems advisable for a country to borrow on a fixed interest 

basis rather than allow foreign capital te take over equitiès. 

Besides, the burden of interest on fixed-interest placement, tends 

to lighten wi th inflation. If a country' s internal policy is based 

on maintenance of full emplo,yment in times of falling external 

prices of exports, the danger of the burden of remitted profits 

becoming unbearable at such times is undeniably great. Finally, 

the best way to check the growth of service charges is to reduce the 

foreign debt. This is relativelY easy wi'th investments bearing 

fixed interest for fixed terms. On the other hand, investors who 

have entrenched themselves in particular direct investment activities 

Which give opportunities for the fuller emplo.yment of their resources 

and which earn an attractive profit, are difficult to buy out. If 

such buying out is to be successful i t will usually be at capital 

values much in excess of the funds actually brought into the country, 

so that the capital burden of direct investment tends.to grow without 

inflation, and eyen more so When inflationary conditions existe It 

is claimed on the basis of an econometric study that the balapce of 

payments profile of the direct investment appears in more favourable 

(37). Rosenburg, "Capital Imports and Growth - The Case of New Zealand -
Foreign Investment in New Zealand, 1040 - 1958", The Ec onomic 
Journal, March 1961, p. 106. 
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light during the early years while, portfolio placement is more 

advantageous over the long periode (38) Thus, any a priori conclusion 

that, in general one form of foreign investment is more advantageous 

than another would not only be a non-sequi tur, but i t would be highly 

misleading for policy-making purposes. 

It has been contenied(39) that if more of Canada's economic 

development had been initiated and continued b.1 Canadian controlled 

industries, at least part of the large amounts tbat came in as direct 

investment would have come as portfolio placement inatead. Consequently, 

the more flexible return on direct 'investment would have been replaced 
, 

b.1 the rigid payments arising out of the contractual obligations of 

the C~adian companies. Though in this argument it is implied that 

rigid payments are less desirable than flexible payments, why is i t 

not spelled out nor is it explained how rigid debits on portfolio 

placement would have been a greater burden on the Canadian economy 

in the light of the actual experience since vlorld l.Jar II. 

Portfolio placement, assuming no holdings of stock shares, 

contracta for the payment of interest at fixed intervals and the 

repayment of the capital when the bonds mature. Direct investment, 

on the other hand, entails the transfer of'profits as they arise with 

the interest payments being unimportant. Domar(40) examined the 

(38). 

(39). 

(40). 

s.s. Tarapore, op. cit., p. 514. 

F .A. Knox, "United States Capital Investment in Canada", 
American Economie Review, May 1957, p. 607. 

E. Domar, "The Effect of Foreign Inveatment on the Balance of 
Payments", Arnerican Economie Review, December 1950, pp. 805-806. 
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relationship between inflows and outflows of funds due to the continued 

borrowing abroad through bond issues. He found that because of the 

influence of compound interest, outflows resulting from an inti al 

portfolio placement mount in volume very quickl:y. A host country, 

therefore, may be forced to borrow continuously so that it can pay 

its debt charges. Maffry(41) also has contended that as the amount 

or service payments on, portfolio placement grows with the volume of 

outstanding portfolio placement, it must soon overtake the amount of 

new investment, so that on balance, there is no net contribution of 

foreign exchange to the host country. Although Rosenberg(42) has shown 

that this is not just a theoretical possibility because it did happen 

to New Zealand for several years, it need not be always true in aIl 

cases. The case of direct investment is different; the real question 

revolves around the transfer of profits. Here too, the volume of profits 

remittances can increase very rapidly, especially When the initial 

investment generates profits that are re-invested to generate even 

more profits later. This is especially true in periods When the 

host country' s economy experiences an inflationary grovrth. It will 

be empirically shown elseWhere in this studr that in the case of 

direct investment, too, there was also no', net gain of foreign 

exchange on balance in Many individual years and even over a fifteen 

year periode 

(41). A. Maffry, op. cit., p. 619. 

(42). Rosenburg, op. cit., p. 105. 
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On certain restrictive assumptions, i.e., constant returns, 

full employment and monopvly returns to specialized foreign capital, 

it has been concluded that for the host country portfolio placement 

is more costly than direct investment. (43) These assumptions are 

too unrealistic for polia,y formulations. In reality, it 8eeme 

probable that the rate of return on direct investment may be higher 

if one takes account of all the related current payments on direct 

investment. For .example, it is estimated that the Latin American 

countries pay out a return of 15 par cent on direct investment for 

entrepreneurial services in aàdition to a real rate of interest on 

capital. (44) Furthermore, if one allows for the almost spontane-ous 

capacit,y of direct investment to generate larger and larger investment 

income liabilities in the long run, say 15 years, it would appear that 

the average rate of remittance as weIl as the average total return, 

on direct investment are higher than on portfolio placement. In other 

words, While there may be a net outflow of foreign exchange related to 

direct investment, i.e., income outflow on direct investment may exceed 

the net direct investment inflow, foreign direct investment can increase 

at an ever-growing rate by plowing back its own unremitted earnings. 

Consequently, total incorne accruing to direct investment would become 

substantially larger and larger as the years pass, so that the average 

total income and even the average total remittance, on a $100 initial 

(43). K.J. Rothwell, "The Extra Borrowing Costs .. of Fixed Returns Over 
Equi ty Foreign Capital", Indian Economie Journal, vol. 2, January­
March, 1964, pp. 304-310. 

(44). F. Pazos, "Private Versus Public Foreign Investment in Under­
Developed Areas", op. ci t., p. 224. 
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direct investment over a long period, say 15 years, would be greater 

than in the case of a $100 portfolio placement for the same periode 

It should be noted that portfolio placement and direct 

investment are ver,r different' in their effects both in the short-run 

and in the long-~~n because while outstanding portfolio placement is 

reduced·over time, direct investment tends to increase through the 

re-investing of retained earnings. The argument that direct invest-

ment is more advantageous from a balance of payments viewpoint, seems 

to be the result of confused thinking, for, apart from repatriation 

of capital and dividends remittance, retained earnings in turn crea te 

new investment income liabilities which in future, may reach very 

high values. The main reason for confusion here is the failure to 

distinguish clearly between a short-term phenomenom and a long-term 

one. It is true that since portfolio placement is almost entirely 

on a contractual basis it sets up an immediate return flow in the 

form of payments for intereat, sinking funds and amortization. On 

the other hand, the practice of plowing back retained earnings on 

direct investment in the host country has the effect of reducing, 

from the balance of payments point of view, the amount of investment 

service transferred across the exchanges. (45) This argument, if 

cited as a lasting advantage of direct investment over portfolio 

placement, is misleading since the advantage is only for 

(45). A. Maffry, op. cit., p. 620. 



- 26 -

the short-run and May constitute a greater hardship and threat to 

the balance of payment problem of the host country in the long-rune 

The affects of direct investment on the balance of payments 

of the host country are far more widespread and deeper than the 

effects of the portfolio placement. Both direct investment inflow 

and portfolio placement inflo"lv affect the capital account of the 

balance of payments, but direct investment invariably and aignifi-

cantly influences the current account also. The establishment of 

either a branch or a subsidiary invariably brings the importa of 

goods and services from the parent country. Moreover, the effects 

of a particular direct inveatment on the current account are 

continuous and last until the whole inveatment is repatriated. 

Production by the foreign affiliate May enta il the continued buying 

of certain components and parts, managerial services, research 

services etc. from the parent or other affilia tes abroad. 

It is stated that direct investment also brings access to 

markets abroad and ,viII likely result in increased exports. (46) 

But this May or may not occur. This may be true in some resource 

industries, such as petroleum extraction. The proposition, however, 

is very questionable with respect to manufacturers. The available 

empirical knowledge does not permit the va.lidity of this advantage 

of direct investment over portfolio placement to be assessed and 

(46). M.H. vlatkins and Others, op. cit., p. 249. 
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generalized. It seems that at least three weak or unrealistic 

assumptions are involved in this affirmation. First, the parent­

poli~ effect on the affiliate is assumed to be a positive one, 

that is, it encourages additionsl export-creation. This is not 

necessarily so. Second, it is assumed that the parent company's 

contact, reputation and standing will still be of great benefit 

to an affilia te established in another country where much of the 

environment is different from that of the parentis country. In 

other words, the assumption is made that an affiliate is a homo­

geneous and identical part of the parent business; this neglects a 

number of factors including different consumer preferences. This 

is somewhat similar to the assumption that the establishment of a 

common market idll remove aIl hurdles to factor movements among 

member countries which factually is simply not true. Third, it is 

assumed that aIl firms started by foreigners are more export-creating 

than domestic-owned firms though aIl other conditions are similar; 

this may be true in individual cases but such a blanket generalization 

cannot be accepted as it ignores difîerences in the degree of 

enterprise of individual entrepreneurs. The question of the overall 

effect of direct investment versus portfolio placement on import­

displacement also cannot be accurately predicted until individual 

cases have been studied and quantified to de termine the aggregate 

effect. 

The obligator,y return payments abroad on portfolio placement 
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are mostly interest payments with a smaller portion contributed by 

dividends. Direct investment, on the other'hand, requires return 

payments on capital; a large share of which is dividends and much 

a smaller share interest. But, direct investment carries with it 

management, technology and other skills and techniques which require 

additional payments, i.e., royalties, technical and managerial fees 

and other related business services. Besides these direct payments, 

other indirect ones may be generated by the intricate relationship 

between affiliates and parents, for instance, higher trave~ and 

freight expenses t.han might be the case otherwise. Furthermore, 

the size of large corporations in Which direct investment is usually 

concentrated, is partly due to the degree of their mechanization, so 

they pay less for wages per dollar of value added, and hence their 

profits and capital costs, and potential payments abroad, are 

relatively large. (47) 

Successful direct investment, it is claimed, unlike portfolio 

placement, usually generates further increase in investments through 

the reinvestment of retained earnings. Here too theargument'seems 

somewhat unfavourably biased against portfolio placement aince the 

returns on portfolio placement can also be used for additional place­

ment either in the old enterprise itself or in new ventures. It is 

true that the plowing back of retained earnings temporarily eases 

(47). C.D. Blyth and E.B. Cart y, "Non-Resident Ownership of Canadian 
Industry", Canadian Journal of Economies and Political SCience, 
November 1956, p. 607. 
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the drain on foreign exchange and cushions the balance of payments 

problem. There is, however, an important distinction; portfolio 

placement compels the econo~ to pay off returns as the,y come due 

and the econo~ adjusts to the strain of the p~ents, while direct 

investment can defer p~ents and b.1 such action great~v increase 

the amount to be remitted in future. If the retained earnings are 

plowed back the earning-capacity of the direct investment is greatly 

increased 'tdthout any inflow of new funds. At any future date, the 

investing company can decide to transfer its entire profits, a sum 

greatly in excess of the original amount, and this could be a serious 

blow to the foreign exchange position of the host country as they could 

happen even when the host country is facing a foreign exchange crisis. 

Sorne of the balance of payments problems that direct investment May 

create are masked so long as substantial proportions of the profits 

of foreign firms are retained in the host country. But as total 

profits of foreign firms grow and the firms become more solidly 

established, dividendremittances from direct investment will tend 

to involve larger transfers of foreignexchange than would have been 

the case if only portfolio placement had been received. Consequently, 

a 'real balance of payments problem' in this sense May arise. (48) 

Another serious balance of payments problem May arise from 

the practice fol10wed by Many foreign affiliates of only remitting 

(48). E.T. Penrose, op. cit., p. 231. 
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part of the earned profits to their parents and retaining the balance 

in the host country. Unremitted profits in excess of requirements 

for business needs are invested in the bonds and stocks of the host 

country's businesses and governments, liquid as sets which can be 

quickly converted to cash When desired. Normally, these assets are 

liquidàted over various periods of time as the owners find other 

uses for them and this process does not disrupt the money and 

exchange markets. But, at times, however, there can be unusually 

heavy liquidations of these liquid assets to convert into the 

investing country's currency in order to transfer to parent country. 

These actions may be taken in response to either a directive issued 

by the Government of the investing country ordering its affiliates 

to repatriate their retained earnings or a decision by the share 

holders of the parent company. The result for the hast country will 

be a heavy and unexpected drain on its foreign exchange reserves and 

a sharp attack on the international value of its currency. If this 

happens, the host country's Government would be forced to take 

drastic action to avoid a full-scale balance of payments crisis, 

i.e. issue counter-guidelines to the foreign subsidiaries in it, 

impose exchange controls, devalue its currency, etc. The presence 

of these large liquid holdings in the host country under foreign 

ownership and control is a direct result of the direct investment in 

it and of the associated practice of retaining a substantial share 

of its earnings in the host country. 
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It has been said that portfolio placement is often 

unrelated to the means of repayment or even unproductive in an 

economic sense becaùse it is not for carefullY defined productive 

purposes and usually not·of a kind that will contribute directly 

or indirectlY to the means of servicing the loans.(49) Actually, 

it appears that it is not the type of investment that is important 

as regards to the repayment question but the sector in Which the 

investment is being made, if one looks at it from micro-level, and 

assuming aIl other economic environments are the same. On a macro-

level, an optimal distribution of investment irrespective of the 

repayment capacity of particular sectors is a prerequisite for the 

fast and balanced grOlfth of any econo~. This applies particularly . 

to investrnent in infra-structure Which is by itself unproductive as 

far as the reRayment is concerned but is the basic requirement to 

generate and maintain growth in other sectors of the econo~. It 

is the overall structure of the econo~ that determines the capacity 

to repaye 

Direct investment May or may not create disposable foreign 

exchange. The investment can be in the form of imports of goods 

and services or in the form of capital funds to be spent in the ho st 

country. In the former case direct investment does not create any 

free1y disposable foreign exchange, but in the latter case it does. 

In other words, direct investment in the form of required goods and 

services does not increase the host country's supply of foreign 

(49). A. Maffry, op. cit., p. 616. 
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exchange. If, on the other band, the investment is in the form of 

money-capital the host country will get that much additional foreign 

exchange and will be free to dispose of it as it sees fit. There 

are instances of tied portfolio placement in Whieh 10a08 were made 

for defined purposes, including the purehase of specified goode and 

services from the loan-granting country. Usually, however, the 

borrowing country can use the reeeipts of portfolio placement in 

any way it wishes. Mostly it thus creates 'freely disposable 

foreign exchange Which borrowers could use with wide latitude'. (50) 

Most people will agree that a native entrepreneur is much better 

acquainted with the nature, requirements and potentialities of his 

own country's economy than non-residents. If so, it is reasonable 

to assume that the portfolio placement has the advantage over direct 

investment of leaving the foreign resources involved free to be 

utilized to the best advantage of the host country. Furthermore, 

portfolio placement gives the host country the opportunity to buy 

from the most competitive market. These traits are in contrast to 

direct investment where the foreign exchange involved is tied to the 

specifie project and to the particular source, and Where the foreign 

parent company can obtain a higher price than if faced with inter-

national competition. 

As mentioned earlier, a major proportion of direct invest-

ment consists of imported machinery and equipment, frequently with 

(50). Ibid., p. 616. 



- 33 -

Most of the money needed to pay for labour and materials raised 

in the host country itself, either by borrowing from local sources 

or through the local sale of equi titus:. To the degree that this is 

true, direct investment is comparable to a tied loan and entails 

the risk of creating a transfer problem in reverse, that is, an 

import surplus without the capital to finance it. (51) If the 

financing of the local shares of foreign direct investment enter-

prises is done by creating the credit, the investment expenditure 

i8 inflationary. The new credit created when used to finance the 

new foreign facility will increase national income and frequently 

imports. This increaae in importa will create an import aurplus 

for the host country if the currect account had been in balance 

or it will increase the import surplus if there was a defidit in 

currect account previously, since the direct investment concerned 

does not provide any additional foreign exchange to pay for the 

increased imports involved. This type of problem seldom arises in 

the case of portfolio placement which is generally not tied to the 

imports on goods and services. 

(51). C.P. Kindleberger, op. cit., p. 401. 
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CHAPTER II 

DIRECT INVESTMENT AND THE BALANCE OF PAYMENTS 

The balance of payments of a country i8 an inventory of 

estimates of transactions involving settlements, over a given period 

of time, between that country and the rest of the world. (1) As 

theoretically conceived it is made up of two parts: current account 

and capital account. The currect account comprises a country's 

exports and imports of merchandise, its receipts and payments of 

investment income, its receipts and payments for business and related 

services, and for all other services rendered and received by it. 

such as the freight and insurance charges on goods exported and 

imported, the expenditure of its residents travelling abroad and 

of foreign visitors in it, etc. 

The capital account presents all transactions of a financial 

nature; it shows capital inflows and official monetary movements. A 

net surplus in a country's current account will be reflected in an 

increase in that country's holdings of foreign assets and/or a 

reduction in its foreign liabilities. Similarly, a deficit on the 

current account results either in a reduction in its foreign claims 

or an increase in its foreign liabilities. Theoretically, the final 

balance on capital account must exactly equal the balance on the 

(1). Professor Kindleberger defines the balance of payments of a 
country as a systematic record of all economic transactions between 
the residents of the reporting country and residents of foreign 
countries during a given period of time. C.P. Kindleberger, 
op. cit., p •. 17 ~ 
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current account but there, generally, is a difference between the 

two balances which is shown under 'errors and omissions'. 

The balance of payments is an essential tool in the kit of 

the modern statesman charged with the task of policy formulation in 

modern directed or partially directed economies. (2) It sheds light 

on the operations of a country's econo~ by showing the nature and 

magnitude of its international transactions. If aIl the payments 

to other countries are viewed against aIl the receipts from other 

countries, the balance, favourable or unfavourable, will show the 

amount of the settlement to be made in foreign exchange. Thus the 

balance of payments of a country shows the net gain or loss of foreign 

exchange resulting from its total transactions with aIl other countries 

during a certain periode 

A country, like an individual, must me et its financial 

obligations. If the current debits exceed the current credits, the 

balance of payments is said to be in a deficit on current account. 

This means that a country's net external indebtedness has incr~ased 

and may indicate that it has been living beyond its means internationally. 

The capital account of the balance of payments show the composition 

of this increased indebtedness. A country with a surplus on current 

account is in the reverse po~ition. This change in net indebtedness 

is important for long-term viability. 

(2). W.J. Wasserman and R.M. Ware, The Balance of pa~ents, Simmons­
Boardman Publishing Corporations, New York, 196~ pp. 162-163. 
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Fluctuations in foreign exchange reserves, that is, in 

currently available international purchasing power, have more 

immediate consequences for day-to-day economic policy. Such reserves 

increase or decrease accordingly as the net credits on capital 

account in the balance of payments exceed or fall below the deficit 

on current account. A non-reserve country cannot run a deficit 

indefinitely. Sooner or later its holdings, its capacity to procure 

additional reserves by borrowing, by drawing on the IMF or by 

obtaining aid from others is likely to be used up. Deficits in the 

case of such countries are a distinct danger signal. Although the 

~alance of ,ayments may indicate the immediate source of the deficit 

in the several accounts which it carries, it seldom points a finger 

at the definite cause. Surpluses and deficits are more of the nature 

of a sympton than a diagnostic tool. (3) 

The deficit or surplus in the balance of payments measures 

the differences between the total autonomous payments and the total 

autonomous receipts by a country to and from other countries, over 

a stated period of time. 'Autonomous' transactions encompass both 

private and government payments for imports of goods and services, 

profits, expenditures on travelling and living abroad, r~mittances 

by immigrants and so on. If the sum total of the autonomous 

expenditures of a country are greater than its autonomous receipts, 

or vice versa, the difference is made up by accomodating transactions, 

(3). Ibid., p. 163. 

._~"-
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principally in the form of changes in monetary reserves. In formal 

presentations, accomodating transactions usually are shown separately, 

followtng the autonomous transactions. The autonomous transactions 

are aaid to be 'above the line' while accommodating transactions ar~ 

said to be 'below the line'. 

The balance of payments of a country forms an integral part 

of its national income and gross national product accounts. Its 

emphasis is, of course, on the performance of the economy in the field 

of international economic relations, rather than in the domestic field. 

A surplus in the balance of merchandise trade of a country means that 

it is providing foreign countries with more goods in value terms than 

it is receiving from them, and that the effect on the domestic economy 

will be expansionary. A deficit in the balance of trade has the 

opposite effect. 

On the other hand, from the point of view of the effect of 

domestic economic activities on the balance of payments, it is apparent 

that domestic expansion will tend to increase the demand for imports 

and that domestic contraction will tend to reduce the market for 

imported goods and services. This relationship also applies to all 

other forms of non-merchandise trade except investment income and 

business service payments. The magnitude of these latter payments 

depends mainly on the amount of foreign investment, its profitability, 

and the decision of the foreign owners whether or,not to transfer the 

whole or part of the earned profits. An increase in investment income 



- 38 -

transferred does not necessarily Mean that the demand on a country's 

resources have been reduced to its full extent because a part of it 

May be spent in that country, but that command over some of its 

production has been transferred to foreign residents. 

As far as the effects of capital inf10ws are concerned, 

it is reaeonab1e to expect that they will exert a net expansionary 

influence on the economy of the receiving country un1ess they are 

who11y in the form of goods. The capital inf10ws which are not goods 

will increase demand for the host country's labour and other resources 

because they are 1inked with investment expenditures which wou1d not 

otherwise have taken place. Thus, cha~ges in the balance of payments 

affect the domestic economy and changes in the domestic economy affect 

the balance of payments. 

The different components of a country's international 

transactions which make up the balance of payments are c10se1y 

intertwined. A change in any one item of the balance of payments 

can affect a11 other components and the entire balance of payments 

position. The interac,tions resu1ting from a change in one component 

can be determined on1y by ana1ysing how this particu1ar item influences 

other basic items of both the current and capital accounts of the 

balance of payments. According1y, any ana1ysis on the effect of direct 

investment on the balance of payments of a recipient country necessi­

tates a detai1ed and comprehensive consideration of changes in a11 

items of current account, both receipts and payments, and in capital 
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account, both long-term and short-term c'apital movements, which 

could be theoretically attributable to direct investment activities. 

Thus, the effect of a direct investment in a country on its balance 

of payments goes far beyond the inflow of that investment and the 

remittances of earnings. 

Direct investment inflows usually le ad to sorne imports of 

goods and services, and the production of foreign affiliates May 

create exports to the investor country and other countries. In 

addition, there are some other indirect effects on trade in goods 

and services and complementary and offsetting capital movements. 

Moreover, it should also be borne in mind that the consequences of 

a single act of investment will be spread over a number of subsequent 

years, in fact, as long as that investment is not repatriated. AlI 

these characteristics make the judgement of the effect of direct 

investment on the balance of payments enormously complex and 

complicated. In short, it means that an act of direct investment 

should not be regarded as an isolated foreign exchange transaction, 

or the simple receipt of foreign capital but one that has direct 

and indirect effects on aIl items in the current and capital 

accounts of the balance of payments. 

Ideally one would wish to measure the effect of one unit of 

direct investment on the balance of payment, by estimating the net 

balance of initital inflow and subsequent inflows and outflows of 

foreign exchange, directly or indirectly associated with the initial 
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investment. Such a measure would enable us to compare the net impact 

on the balance of payments following one unit of direct investment, 

with the situation if the particular investment had not been made. 

This is a very hazardous, indeed an impossible, task. 

Instead,we address ourselves to what effect the continued 

flow and existence of direct investment has had on the balance of 

payments' of a host country over a selected period of time.(4) The 

approach adopted here may be called 'the total approach' since it 

is meant to measure the total inflow and outflow of foreign exchange 

associated with direct investments for all the years in the period 

chosen. 

(4). It is acknowledged that the following etudies, P.W. Bell, 
t1Private Capital Movements and the Balance of Payments 
Positiont1 , in Factors Affecting the United States Balance 
of Payments '. 87th Congress, 2nd Session, 1962, Washington, 
W.S. Salant et al., The United States Balance of Payments 
in 1968, The Brookings Institution, vlashington, 1963, 
J. Polk, I.W. Meister and L.A. Veit, U.S. Production Abroad 
and the Balance of Payments, National Industrial Conference 
Board, New York, 1966, W.B. Reddaway and Others, Effects of 
U.K. Direct Investment Overseas, An Tnterd.m Report, 
Cambridge University Press, London, 1967, and L.B. Krause 
and K.W. Dam, Federal Tax Treatment of Foreign Income, 
The Brookings Institution, Washington, 1966, particularly 
that P.W. Bell, op. cit., a pioneer model approach to 
measure the effects of direct investment abroad on the 
U.S. balance of payments, have helped in visualizing the 
problems involved and the approach adopted to these 
problems in this study. 
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In this approach the emphasis is on the stream of payments 

and receipts of foreign exchange related to direct investment over a 

period of time. The basic advantage of this approach is that it can 

link the balance of payments effect of direct investment to the 

international investment position of the host country which is the 

result of cumulative inflows and outflows. It is the total inter­

national investment position that is responsible for generating the 

greater portion of the total inflows and outflows of foreign exchange 

associated with direct investment. In addition, this approach 

explicitl1 reveals how much net capital associated with direct 

investment has moved into the host country year by year to supplement 

domestic savings. It also shows the amount of ~ foreign exchange 

in various ways related to direct investment that came into the 

host country each year to add to its foreign exchange resources and 

to ease the balance of payments position. Finally, as this approach 

links the balance of payments effect of direct investment to the 

host country's international investment position, it helps to make 

some rough estimates of what the effect of direct investment on the 

balance of payments will be in future years. 

It should be made explicit here that we do not ascribe the 

current outflows of foreign exchange associated with the direct 

investment of a given year or a given number of years, to the current 

inflow of direct investment because this would be an attempt to relate 

two unrelated events. In other words, 'the total approach' does not 
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assume that the outflow of foreign exchange associated with direct 

investment of year 1 or years l, 2 and 3 are due to the inflow of 

year l, or years l, 2, and 3, respectively. Our approach only 

reveals how much of foreign transactions related to direct investment 

coming under the spectrum of balance of payments, has taken place 

in each year and for the selected period as a whole. More importantly, 

i t would show whether the investee country or the investing country 

had a ~ foreign exchange gain on these transactions, without 

pointing up the effect of each unit of direct investment on the 

balance of payments. 

A careful study of the problern reveals that there are 

seven variables which May be either directly or indirectly related 

to direct investment and the balance of payments. 

1. The Inflow of Direct Investment 

The inflow of direct investment includes money capital, plant 

and equipment, raw materials and serni-finished goods, technical and 

managerial personnel, technology and other services. This is recorded 

in the capital account of the balance of payments as a long-term 

capital inflow for direct investment. As part of the inflow usually 

consisted of goods and services, it will in turn affect the current 

account of the balance of payrnents as an incre~se in imports. Thus, 

direct investment creates a current account debit equal to the value 

of these complementary imports. In addition, the money capital portion 

of the inflow generally adds to foreign exchange holdings of the country. 
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Thus, direct investment inflows simult&neously affect the capital 

account, the currect account, and the foreign exchange reserves of 

the host country. 

2. Unremitted Profits 

A portion of the earned profits of foreign subsidiaries, 

provided there is no policy directive from the investing countryts 

government, is generally set aside as unremitted profits to be used 

for the further growth of the foreign-owned enterprises or to be 

invested in other profitable fields. Its effect on the host countryts 

balance of payments is quite complexe At the actual time when a part 

of the earned profits are retained in the host country as unremitted 

profits, there is no visible effect on the balance of payments and 

is not usually shown in the balance of payments accounts. Even if 

it were to be included, it would not affect the net balance of 

p~ents position. Retained earnings, if remitted abroad and then 

brought back as new capital for direct investment, would increase 

the recorded current account deficit but would simultaneously increase 

the recorded net capital inflow by the same amount. In short, the 

sarne amount would be recorded as a current account debit and as a 

capital account credit. However, for the short-run it does assist 

in holding down balance of payments deficits since a part of the 

earned profits which could be transferred abroad, is note If it were 

remitted, the host country would have been forced to find additional 

foreign exchange, the deficit on current account would have increased, 
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and the monetary reserves would have fallen, assuming that other 

items remained the Barne. However, a part of the additional profits 

remitted might still have been spent in the host country. In this 

case there would be an offset to the current account deficit and to 

the ultimate drain on the foreign exchange reserves. 

However, the more complex and pervasive effect of unremitted 

profits on the balance of payments is visible only in the long-rune 

For, the very act of plowing back the unremitted profits will increase 

the value of foreign direct investment. Thus, even while there is 

a net outflow of direct investment, i.e., disinvestment exceeds new 

investment, the total value o~ foreign assets can increase through 

the effect of unremitted profits. This increase in foreign assets 

will usually generate more income and probably, more income will be 

remitted abroad increasing further the burden on the host country's 

balance of payments. 

The host country does not benefit to the same extent and 

in the same manner from retained earnings as from the inflow of direct 

investment. An inflow of direct investment adds to the available 

foreign resources both as imports of goods and services and as trans­

fer of foreign exchange. But the plowing back of retained earnings 

not only does not increase the foreign exchange reserves but May 

actually increase the demand for foreign exchange to pay for. new 

imports stemming from the expansion of the foreign enterprises 

financed by these retained earnings. Though in the short-run there 
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May be sorne relief since a part of the earned profits is not remitted, 

the indirect effects May cancel out even this short-run advantage. 

Thus, while we cannot be sure of any short-run advantage, we do know 

that in the long-run the unremitted profits will impose a greater 

transfer payments burden on the host country. 

3. Dividends and Interest Remittance 

The inflow of direct investment and its continued existence 

generates a retum flow in the form of dividends and interest. Divi­

dends remitted consist of dividends paid abroad by foreign subsidiaries 

and the earnings of branches of foreign compantes sent back to head 

offices abroad. This transfer of dividends and interest can be the 

most serious constraint that direct investment can bring to a host­

economy. As a rule, only a part of the total dividends of the foreign 

subsidiaries are remitted, the remaining being held back in the host 

country for further investment. The level of dividends remitted depends 

on the total profits earned and on the decision of the parent company 

as to what proportion of it should be brought home. This decision can 

also be influenced by the policies of both the investment and the host 

country's governments. Dividends and interest transferred to the 

investing country are entered as 'investment income payments' in the 

ourrent account of the balance of payments statement of the host country. 

These payments either increase the deficit or reduce the surplus of the 

current account of the balance of payments. In addition, these trans­

fers also May affect the current account favourably, as a part of the 

remitted dividends and interest May be spent in the host country for 
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goods and services including travelling. 

4. Royalties and Fees 

In addition to profits and interest payments, direct invest­

ment invariab~ generates yet another direct payment, i.e., ra,yalties 

and fees. Ro,yalties and fees include payments for trademarks, patents, 

use of drawings, engineering or technological services, consultations 

or other services relating to indus trial techniques and processes, 

management services, contribution towards the expenses of the parent 

companies for research and development, advertising, the recording 

of data, rent for some special machinery, etc. These royalties and 

fees on direct investment are also entered in the current account of 

the balance of payments statement as payments and their effect is 

similar to that of dividends and interest remitted abroad. The amount 

of the inflow of direct investment less payments of dividends and 

interest and royalties and fees shows the capital-flow effect of direct 

investment. 

5. Direct Trade-Effect, 

Direct investment is closely linked with the imports of 

goods and services, mainly from the investing country. The establish­

ment of a new foreign affilia te usually involves the imports of 

machinery and equipment, raw materials and goods in different stages 

of production, and technical, managerial and marketing services from 

the investing country because foreign affiliates are frequently smaller­

sca1e replicas of the foreign entrepreneurs' home enterprises. In 
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measuring the effect of direct investment on the balance of payments 

of ~e recipient countr,r, these complementary imports must be deducted 

from the inflow of capital in order to find exactly how much of the 

new direct investment inflow reached the host countr,r in the form of 

free foreign exchange. In terms of a single investment, these imports 

may weIl be substantial in the early years following the investment 

but may taper off as the foreign facilities are properly established 

and diversified. The speed at which this happens depends on to what 

sector the direct investment has been channelled to, the nature and 

industrial structure of the host country, and the policy of the parent 

company with regard to its exports to the affiliates. These complemen-

tary imports may normally be thought of asonce-and-for-all increasea 
~ 

in the host country's imports. However, the operation of the foreign 

affiliates generally generates continuous demand for importa of 

replacement machiner,y, raw materials, semi-finished goods and services. 

The magnitude of these complementaryimports is partly 

determined by the economicdependence, particularly the technological 

dependence, of the host country on the investing country. The more 

broad-based the host country's industrial capacity is, the less May 

be the need for imports from the investing country as the domestic 

economy can provide alternative sources for goods and services. 

However, in reality, the level of imports is mainly determined by the 

policy of the parent company, and in some cases large imports are made 

despite the availability of similar economic goods in the host country. 
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In measuring the effects of direct investment on the balance of 

payments of the host country by 'the total approach', although direct 

import requirements can be considered as a continuous stream of 

imports, it is empirical~ more meaningful to consider these related 

imports as 'total' for a particular period, say a year. Thus, the 

total net direct investment inflow of one year minus the total foreign 

affiliate~ imports would give the actual increase in foreign exchange 

as a result of direct investment made in the host country during that 

year. 

On the other hand, direct investment May also have a 

favourable effect on the host country's balance of trade. Production 

of for9ign affilia tes may create new exports to the investing country 

and/or to third countries. Assuming that direct investment only 

supplements residents' investments, these newly created exports very 

likely would not have taken place in the absence of the foreign 

production facilities. Besides, it is a known fact that comparative 

cost advantage is not a static phenomenon. Even if some affiliates 

are unable to export competitively at the beginning of their operations, 

they usually do develop comparative advantage at least in sorne markets 

after some time. The time needed to develop the required comparative 

advantage to penetrate some foreign markets depends on the sector in 

which the direct investment took place. Similarly, the amount of 

exports created also depends on the industry in which the foreign 

capital is invested and the policy of the parent company towards the 

export development of the affiliates. 
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In addition to creating exports, the production of foreign 

affiliates May replace goods previously imported fram either the 

investing country or iram third countries. This import-displacement 

effect of direct investment is as significant as the export-creating 

effect; the former will save foreign exchange and the latter will 

earn foreign exchange. Again, the.amount of import displaeement due 

to direct investment depends in which séctor of the economy it has 

been taking place. 

The foreign exchange savings ascribed to the displacement 

of imports by foreign affiliates production and the gains of foreign 

exchange created py the newly-created exports of foreign facilities 

are recorded as favourable movements in the eurrent account of the 

balance of payments of the host country. But the complementary imports 

generated by the foreign affilia te enterprises as a normal consequence 

of their operation, have to be shown as an unfavourable item in the 

current account. The net of these two represents the net effect of 

direct trade on current account. The amount of the inflow of direct 

investment minus the remittance of dividends and interest and royalties 

and fees and plus or minus the direct trade-effect measures the direct 

effect of direct investment on the host country's balance of payments. 

These effects are called direct because they are directly linked to 

the act of production by foreign affilia tes , and are the invariable 

direct consequences of direct investment. 
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6. Indirect Trade-Effect 

Although it rnay be difficult to quantify, account must be 

taken, at least theoretically, of the so-called indirect and induced 

effect of direct investment on imports and the exports of goods and 

services of the host country. These indirect and induced trade effects 

are related to both the production and the presence of foreign affil­

iates. The following few instances will illustra te how direct invest­

ment activities indirectly affect the host country's international 

trade in goods and services. 

Foreign affilia tes often import more than the actual require­

ments needed to start and to continue production in their enterprise. 

Usually a part of their importa of goods and services consista of 

fini shed goods from the parent country which is traded in the host 

country. The foreign affiliates' contact with the host country's 

markets generates additional new demand for certain imports which 

would not have occurred had there been no foreign affilia tes functioning. 

Even the resident-owned companies in response to a more foreign-orién­

tated domestic demand created by the presence of the foreign affilia tes 

are induced to import more. The establishment of foreign affiliates 

may also result in the development of more efficiently organized 

marketing facilities both domestically and between the parent country 

and the host country. In all these transactions, the foreign affiliates 

serve as connecting links, between the host country and the investing 

country. 
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The production activities of foreign affiliates may create 

additional capacity to produce more goods and services in the host 

country. Increases in supply capabilities generally exert their 

effect on trade in goods and services by improving competitive 

position, i.e., b.7 lowering costs relative to those elsewhere through 

the economies of scale. And it is likely that the higher the output 

capacity of the host country, that is, the host country's capability 

of producing more goods, the more effectively it can compete with 

the investing country, and the more it can meet its own demand for 

goods and services, and frequently those of both the investing country 

and third countries. Therefore, increases in the investee country's 

output capacity tend to reduce its imports and increase its exports. 

It is likely that direct investment inflow will cause the 

host country's level of spending to rise. The inflow of direct 

investment capital may cause the level of domestic spending to rise 

by a larger amount than the capital inflow in two ways: (1) When the 

foreign affilia tes finance part of their investment spending by 

raising additional capital domestically, or (2), When they stimula te 

more domestic investment than they replace. The net effect of the 

capital inflow in such cases ls to increase the imports of goods and 

services by the host country, the extent depending on the import 

coefficient of expenditure. 

The establishment of foreign affiliates May lead the host 

country to have increased communication and association with the 
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investing country which may influence the consumption pattern, 

attitude to travel, production pattern, etc., aIl of which together 

can be called the "demonstration effect of direct investment". This 

"demo'nstration effect" 'Will likely increase the trade of goods and 

services. It is reasonable to assume that this is an important 

factor in causing the investee country to have higher imports than 

exports as the investing country is usually relatively economically 

more developed, and the people of relatively less developed countries 

tend to imitate the people of the more developed cOllntries. 

If direct investment facilities become more profitable as 

a direct or indirect result of a rise in host country's export 

priees or of domestic inflation, the investing country's receipts 

of remitted income on direct investment will also increase. This 

increase in investing country's incomemay increase the imports of 

the investing country from the host country. 

7. Induced-Capital Movements 

Another variable which May be related to the balance of 

payments effect of the flow of direct investments consists of 

complementary and offsetting financial movements which are induced by 

the flow of direct investments. The establishment of foreign arfiliates 

May lead to increased utilization of the investing country's financial 

markets by the host country to finance imports from the parent country. 

It may also cause increased flows of funds such as portfolio placement 

and short term capital into the host country from the parent country's 
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financial markets. It is likely that there will be increased outflows 

of capitalfrom the host country as more and more information becomes 

available through foreign affilia tes concerning investment opportunities 

in the investing countries, both in the financial markets and in real 

production activities. Moreover, the financial policies of some firms, 

particularly Where they are wholly owned by non-residents, May reflect 

th~ requirements of parent companies more than those of the affiliates, 

and this attitude May lead to the underdevelopment of some sectors of 

the domestic capital market, and thus cause serions balance of payments 

problems. (5) Though conceptually this variable has great significance 

it is impossible to measure it quantitatively since the available 

statistical information does not shed any light on this aspect. 

(5). A.E. Safarian, op. cit., pp. 19-20. 
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CHAPTER III 

CANADrAN BALANCE OF PAYMENTS SINCE 1950 

In balance of payments terms, the year 1950 represents a 

eonvenient point at which to commence an analysis of recent Canadian 

balance of payments experience, since it marks the beginning of a 

period of continuing and persisting currect account deficits. The 

statistics in Table 1 show the basic items in the current and capital 

account balances from 1950 to 1965. Depending on the nature and 

purpose OI the analysis, the entries in the balance of-payments 

account can be grouped in a large number of ways, and balances 

struck for each group. Accordingly, the data in Table 1 are grouped 

in summary form and the statement is slightly modified from the 

usual presentation in order to bring out the main points on which we 

intended to comment. 

With the exception of the year 1952, Canada has had a 

deficit in the current account of its balance of international 

payments every year since 1950. In the whole fifteen-year period 

b~tween 1950 and 1965, Canada's cumulative net deficit on current 

account was $12.7 billion. The balance of trade - commodityexports 

minus imports - was in Canada's favour in 1950, 1952 and 1954 and has 

been so each year sinee 1961, whi1e a large-deficit is shown in other 

years particularly between 1955 and 1960. For the fifteen years 

between 1950 and 1965, there was on1y a small cumulative defieit on 
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TABlIl 

CANADIAN BAlANCE OF IIft'ERIATlONAL PADŒm'S, SEIECTED DATA, 1950-1965 
A minus C-} indicates daticit 

(Killionl ot dollars) 

;BASIC . ITEMS " 1950' 1951 1952 1953 1954 1955 1956 1957 1958 1959 1960 1961 1962, 1963 1964 19'5 -- - - - - - - - - - - - -
Cumnt Account 

Net Marchandise Trade 7 -~51 485 -60 18 -2ll -728 -594 -116 -42l -lÛ 1tl) ~: S03 701 U8 

Net InvestmeBt Income -371 -333 -269 -247 -281 -318 -392 -48) -477 -535 -537 -606 -646 -720 -768 -764 

Net Business and Related Services -137 .153 -125 -127 -138 -144 -168 -174 -178 -173 -lTl -190 -201 -204 -222 -2l8 

Net Other Ncm-Hercbandiae Trade 182 125 96 -14 -23 -14 -84 -203 -306 -358 -377 -305 -167 -lOG -135 -266 

Net Total Ncm-Hercbandise Trade -326 -361 -298 -388 -442 -476 ...w. -857 -961 -1066 -1085 -1101 -1014 -1024 -1125 -1248. , 

Net Current ACCOlDlt -319 -512 187 -448 -424 -687 -1372 14Sl 1137 ..JM7 -1233 -928 -830 -S2l -424 ..lJJO 

Capital. Aceount 

Net Direé.t Iimstaent 260 290 275 3SO 335 360 545 465 ,390 48S 620 4a) 400 145 175 410 

Net Other LoDg Tera Capital 3SO 376 1SO 269 264 54 945, 855 763 694 309 4SO 288 492 645 4S4 

Net Long Term Capital 610 666 455 649 599 414 1490 1320 US3 1179 929 930 688 631 820 864 

Net Sho~ Term Capital 431 -98 -605 -239 -51 229 -70 26 93 '297 265 288 297 30 -33 423 

Net Capital Jfovementl 1041 568 -lSO 410 548 643 1420 1346 1246 1476 U94 1218 985 661 7W1 1281 

BalaDee to be Sett1ed. 722 56 31' -38 124 -44 48 -105 109 -U -39 290 155 l46, 363 151 

Ofticial, HonItu7 Ifovements 722 56 37 -38 124 -44 48 -105 109 -11 -39 290 155 l46 363 1''1 

Net: ,lèDotes balance ot rece1pts minus pqments 

Source:].. %b.t ÇaDldJID JalID!:1 g.f Intema:t1smaJ' Pa;pJMlltIl~ ~cgm;IJWI gf StaÜIUg, fmm 121i6 :lia 1~65, Dominion Bureau of Statistics, Ottawa, March lS 
~ 95, 103, 104, 114~1l7, 123, ,147-150, 1 , 182; Tables ru, A3:-, , All, Bl, B4-Bll 04, DI-D3, D5-DB, El-E3 F, 5.06, 20. ' 

2. • a:z EatiJatea ot the Cuad:llD Bllgce It 1D~81'IJIt,cmal. flv-Jil r_l.l fsllilasu: 1~6&, Dominion, Bl:U'eau ol stlOis:tics, ottawa, March 1967, p. 7. 

3. Qyarterlt Est1at!! ot the Ce,?:I'P Rel'Re! ot Ipterpatiopal Ppwt '. 9'jit.er 1967, Dominion Bureau of Stat1stios, ottawa, Maro,h 1968, p. 22; 

Note: In the following pages the above references l, 2 and l-will be oUed iJlab,~p&nated.~.forms-as-l-:l...a.ommm9Wm'"2.,,,'Qu.ç'terq:IV. 1966', and 
3. 'Quarlerly IV,_1967' respectively'. 
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merchandise trade account of $300 million; and this comprised only 

a little more than 2 per cent of the total current account deficit 

incurred in this periode 

In spite of a small acceleration in the outflow of Canadian 

capital abroad, on balance, investment income showed 8 large deficit 

for each of the years in the period, 1950-1965. Moreover, this 

deficit has been acce1erating, rising from $311 million in 1950 to 

$164 million in 1965, an average annual compound rate of increase of 

about 5 per cent. For the whole period between 1950 and 1965 there 

was a cumulative net outflow of $1.1 billion on investment income 

account. This $1.1 billion accounts for about 61 per cent of the 

total cumulated current account deficit. Exact1y the same trend is 

shown by the balance on business service and related transactions. 

Although inde pendent Canadian producers also purchase business 

services from abroad, MOSt of these payments are the resu1t of foreign 

direct investment in Canada. On this account there was a net deficit 

of $2.1 billion over the fifteen-year period; this is about 22 per 

cent of the total cumulated current deficit for the 1950 to 1965 

periode The net outflow in this regard in 1965 was about 59 per cent 

more than in 1950. Thus, total service payments on foreign capital, 

i.e., investment income plus other service payments, alone accounted 

for not less than 15 per cent of the total current account deficit 

incurred over the 1950-1965 periode This points up that the main 

factor responsible for the continued and growing deficit on current 
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account has been the payments associated with the servieing of 

foreign investments. Although the residual item on current aeeount, 

that is, all other non-merchandise trade excluding investment income 

plus business and related service payments, shows a surplus in the 

early years, it has been in deficit annually sinee 1953. The total 

deficit on this account amounted to $1.9 billion for the whole 

period, accounting for about 15 per cent of the total eurrent account 

deficit incurred in thos years. 

Consequently, year after year, from 1950 on, Canada faced 

a deficit in its current account. In 1950 the defieit was only 

$0.3 billion but it amounted to $1.1 billion in 1965, representing an 

average annual compound rate of increase of about 8.8 per cent. For 

the whole period from 1950 to 1965 there was a cumulative deficit of 

$12.7 billion on Canada's current account. Each eomponent has 

contributed to the current account defieit shown for the period as a 

whole; the unfavourable balance rising by a little more than 2 per 

cent for merchandise trade, 61 per cent for investment income, 22 per 

cent for business and related services, and 15 per cent for all other 

non-merchandise items. Furthermore, the deficits shown in almost all 

the service items have been growing steadily sinee 1950. For the 

1950-1965 period as a whole, the deficit incurred on non-merchandise 

account was responsible for about 98 per cent of the total deficit 

shown on current account. 
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If we now turn to transactions with specifie regions of the 

world we see, here too, that there is a consistency in Canada's 

transactions with other countries. The data in Table 2 show that 

throughout the period 1950-1965, Canada's merchandise trade balance 

with the United states was in deficit, and it seems that the deficit 

tended to swell in times of prosperity and to shrink in periods of 

recession. For the fifteen-year period Canada's merchandise trade 

overall balance with all countries shows a deficit of $300 million 

but the deficit with the United States was a massive $10 billion. 

Thus, throughout the period under consideration Canada earned 

a surplus in its merchandise trade balance with all other countries 

excluding the United States (see Table 3) for the period between 1950 

and 1965; this totalled $9.7 billion. Thus the deficit of $10 billion 

incurred with the United States during this period was almost offset 

by the surplus earned in the dealings with other countries, i.e., 

$9.7 billion. 

On balance of investment income Canada experienced a net 

outflow with both the United states and the rest of the world, the 

accumulated net outflow being $4.6 billion in the case of the United 

states and $3.1 billion for the rest of the world. But the trend was 

slightly different in the case of the balance of business services 

and related transactions; each year in the entire period Canada had 

a deficit with the United States, and a surplus in some years with 

the rest of the world and a deficit in others. The deficit on this 
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TABIE J 

CANADIAN BALANCE OF PAlMEBTS lŒTH ALI. COONTRIES EXCIPl'THE :UNI'ŒD S'rAms, SElECTED DATA, 1950-1965 
A minus (-) 1Dd1cates dlticit 

(HUl1OJlI ot dollar;) 

BASIC ITEMS mg ml lm W 1:m l:m ~ w.:z !2J! ~ 1960 ~ ~ W !2é! ~ 
"-
Cpmnt Aqqpupt 

N.t MercblndiM Trade S7 369 958 530 458 474 439 353 356 11S 52' 788 622 991 1509 1lS9 , 

Net Il1YIltment IncOllll -98 -93 -93 -101 -lOS -llS -l45 -2l5 -224 -255 -29l -289 -322 -3S6 -346 -62 

Net Bu~ss and Related Serdces -1 2 8 ; -1 -1 1 1 -2 1 -3 -4 2 3 8 8(P) " 

Not ether Nen-Mercbandin Trade 108 155 144 25 24 -16 -17 -11 -100 -124 -10; -82 -40 19 40 -298 

Net Total Non-Herchandise Trade 9 64 59 -71 -82 -132 -161 -225 -326 -378 -399 -375 -360 -364 -298 -352 

Net Current Account 66 433 1017 459 376 342 27;8 128 30 -263 126 W 262 627 12ll WI 

C.m:w, Accmm\ 

Net Direct Inveatment 99 9 -97 -12 -23 -20 12 27 S6 47 l4l 89 78 -1ll -48 13 

Net ether LoDg Term Capital -114 97 16S 221 227 22S 474 330 117 205 42 -1l2 ".!/O -95 -l45 -2S4 

Net Long Term Capital -15 106 68 209 204 205 4S6 357 203 252 183 -23 8 ..a -193 -24l 

Net Short Tel'll Capital 110 -94 ~112 2 -35 72 73 47 -2 -88 37 -70 -96 44 -659 1091 

Net Capital Hovmmts 95 12 -44 2ll 169 277 j;9 404 201 l64 220 -93 -88 -162 -8S2 850 

Balance to be Stttled 161 44; 973 670 S45 619 837. 532 23l -99 346 33> 1~4 465 359 " 1657 

Official" Mmletary JfoveDDta 28 17 -43 4 3 -2 14 -1 1 56 •• 63 -3a> 87 332 114 

P: Provisional 

•• Denotes Nil 

Source: Bee Table 1. 
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account with the United states over the fifteen-year period totalled 

$2.8 billi~n while a surplus of $27 million is shown for the rest of 

the world. Except for the years, 1950, 1955, and 1965 Canada had a 

deficit each year on the balance of aIl other non-merchandise trade 

with the United States, the accumulated deficit on this account 

amounting to $1. 7 billion. vlith the rest of the world on this account, 

Canada had surpluses between 1950 and 1954, deficits between 1955 and 

1962, surpluses again in 1963 and 1964 and finally a deficit in 1965; 

sho~ng an overall deficit of $278 million. The service transactions 

balance, that is, the balance on total non-merchandise transactions, 

thus shows a deficit with the United States for each year in the 

1950-1965 period, with the total deficit for the entire period 

aggregating $:9 billion. Canada had a deficit with the rest of the 

world on total non-merchandise transactions each year in the period 

except 1950 to 1952 and the deficit for the entire period came to 

$3.4 billion. 

Finally, Canada's current account with the United States 

showed a deficit each year in the period; it increased fram $385 

million in 1950 to $1.9 billion in 1965, and totalled $19 billion 

over the fifteen years. \'lith the rest of the world the picture was 

the opposite, Canada having a surplus each year except for 1959, and 

a surplus of $6.3 billion for the whole periode However, as we have 

seen earlier, Canada has had an overall deficit in its dealings ~dth 

the world over the 1950-1965 period because it has not been able to 
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offset, except to a small degree (about one-third), the very large 

imbalances incurred in its transactions with the United states. The 

main factor responsible for this overall deficit on current account 

shown for the period is the net outflow incurred on service payments 

on foreign investment. 

F. Knox's estimates(l) allow us to make sorne historical 

comparisons. According to him, Canada had an almost constant trade 

deficit during the period 1900-1913, and after that, general1y a 

trade surplus. Investment income was a deficit item for all the 

years from 1900 to 1934 and other service payments were also a 

deficit item for the greater part of the periode The net result was 

a continual current account deficit from 1900 to 1915, a surplus 

from 1916 to 1919, another deficit from 1920 to 1922, a surplus again 

from 1923 to 1928, and deficit from 1929 to 1931 and a surplus from 

1932 to 1934. These alterna te deficits and surpluses shown in the 

1900-1934 period represent quite a different pattern from that which 

we have experienced since 1950. 

On the capital account side we find how the deficit on current 

account has been balanced. The balance on direct investments, foreign 

direct investment in Canada minus Canadian direct investment abroad, 

has been fluctuating widely during the period; it reached $620 million 

(1). F. Kno~, "Canadian Capital Movements and the Canadian Balance 
of International payments, 1900-1934", in Marshall, Southard, 
and Taylor, Canadtan-American Indust A Stud in International 
Investments, Yale University Press, New Haven, 193 , pp. 3 -317. 
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in 1960 but was down to $145 million in 1963. Changes in both foreign 

direct investment in Canada and Canadian direct investment abroad 

are responsible for the variations shown. There was a net inflow of 

direct investment of $6 billion during the period 1950-1965: this was 

equivalent to about 41.3 per cent of the total current account deficit 

incurred during this periode The same fluctuating trend ia shown by 

the other long-term capital movements during the periode Between 

1950 and 1965 on this account, a net total of $1.4 billion came to 

Canada, the equivalent of 58.1 per cent of the total current account 

deficit. In total, the balance on long-term capital movements, that 

is, direct inve~tments plus other long-term capital movements, shows 

a surplus of over $13 billion, and about $681 million more than the 

total current account deficit. Although the last item, the balance 

on short-term capital movements, was unfavourable in six years in the 

1950-1965 period, the net result was a surplus of about $1.3 billion. 

Thus, the surplus of $681 million on long-term capital movements plus-­

the surplus of $1.3 billion on short-term capital account together 

oontributed about $2 billion to Canada's monetary reserves over the 

period in question. 

The Canadian Government's action in initiating a fluctuating 

exchange rate in September 1950, appears to have reduced, as desired, 

the volume of exchange reserves. In 1950, Canada had a phenomenal 

increase in her reserves, i.e., a gain of $722 million compared with 

a rise of $128 million in 1949, but this was taken place entirely 
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earlier to the introduction of flexible rates. For, in the last 

quarter of 1950 When flexible rates came into existence, there was 

a net loss of $131 million compared with the net gain of $g53 million 

in reserves during the first three quarters of the year. Moreover, 

during the eleven years between 1951 and 1961, there was a net outflow 

of foreign exchange in five years, but since 1962, there has been a 

continuous net annual increase in monetary reserves. Also, during 

the period 1951 to 1961, when different types of floating rates, 

Le., "true" floating exchange rate, "nudged" floating rate and the 

"manipulated" floating rate, were in existence, Canada's foreign 

exchange reserves rose by $427 million, While in the other five years, 

that is 1950, and from 1962 to 1965, the increase totalled $1.5 

billion. If we exclude 1961 when the government gave effect to a 

"manipulated" floating rate by openly intervening in the foreign 

exchange market, the net rise in the reserves was only $137 million 

over this 1951-1960 period compared to the net inflow of $1.8 billion 

for the six years, 1950 and 1961 to 1965. 

We have seen that year after year, from 1950 on, with the 

exception of the year 1952, Canada's current account balance waa in 

deficit, and this deficit has been growing at a higher rate from $0.3 

billion in 1950 to $1.1 billion in 1965. In addition~ it is also 

noted that the deficit incurred on non-merchandise account particularly 

the service payments on foreign investment was responsible for the 

overall deficit on current account. This implies, it ia to be emphasized 
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that it i8 not enough to achieve a favourable balance in merchandise 

trade alone. Canada has to develop a very large and growing commodity 

export surplus to meet the rising deficits on non-merchandise account, 

particularly the various service payments on foreign investment and 

the induced effect of foreign investment. In this respect it must be 

remembered that the Canadian economy is very deeply involved in foreign 

transactions, and the international sector has a very substantial and 

perhaps a unique impact on other sectors of the Canadian economy. More 

specifically, Canada's balance of payments problem, if any, is a 

retlection of Canada-United States,r~lationshtt:ntn,"the ~en~e that the 

annual imbalance on current account are wholly the problems of Canada's 

trade and payments with the United States, problems caused largely by 

the high level of U.S. investments in Canada. This problem can only 

be resolved by increasing exports and/or reducing imports, or by 

adopting new policies towards foreign investment in Canada. 

The question of long-run viability is complex. Canada has 

been able to meet its mounting current deficits up to the present 

because it has been able to attract very large amounts of capital from 

foreign countries. If Canada had not been able to attract long-term 

investments in amounts equal at least to the deficits incurred on 

current account, its foreign exchange reserves, although sizeable, 

would have been exhausted long ago. However, it should be remembered 

in this context that the incurring of foreign debt is itself a cumula­

tive process because more and more funds are required each year to 
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service this indebtedness as it grows, unless the balance of trade 

and/or other balances are substantially improved. This process, if 

allowed to go on for too long, May eventually result in a situation 

Where Canada May not be able to find sufficient funds from abroad to 

make service payments on foreign investments unless measures will be 

taken to reduce its imports or increase exports substantially. In 

the meantime a very substantial part of its resources would have 

come under foreign control Which in turn entails increased outward 

service payments. Thus, Canada has drawn heavily on foreign funds 

between 1950 and 1965 and if the economy is to grow at an increasing 

rate, assuming no policy change, it must continue to depend heavily 

on foreign resources, and to continue to increase its international 

indebtedness. The question is to what extent and for how long. This 

is the crucial problem. The Most desirable and reasonable proposition 

in this context would be to find some way to achieve a higher and 

steadily increasing growth rate While endeavouring to reduce, or, at 

least not to increase its foreign debt. 

Before ooncluding this section sorne mention should be made 

of how the past trend of the Canadian balance of payments can be used 

to forecast its possible future trend. The annual average current 

account deficit for the first hal! of the fifteen year period, 1950 to 

1965, was $628 million While for the latter hal! of the period under 

consideration it was $961 million. A simple extrapolation of this 

trend, cetaris paribus, would place the annual average current account 
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deficit for the next aight years, from 1966 to 1973, at about $1.5 

billion. For the whole period, the cumulative eurrent account 

deficit would amount to about $11.8 billion. 

The deficit on investment income account has recorded a 

very high rate of increase; the annual average deficit between 1950 

and 1957 being $336 million and from 1958 to 1965, $630 million. 

Assuming that the rate of increase of each factor contributing to the 

increase in the deficit on investment income remains the same for the 

next eight years, the annual average deficit on it would probably be 

about $1.2 billion. The annual average deficit on business services 

and related transactions was $146 million between 1950 and 1957 while 

it was $195 million over the 1958-1965 period. Applying the same 

rate of increase for the next eight-year period, i.e., from 1966 to 

1973, the deficit on thts account would average about $260 million. 

Thus, the projected annual average deficit on investment income and 

business services and related transactions would be about $1.5 

billion during the period from 1966 to 1973. This anticipated annual 

deficit of $1.5 billion on these two accounts is exactly equivalent 

to our projected total deficit on current account. It implies that 

on aIl other items of the current account the receipts would be equal 

to the payments. Let us assume that this is probable. 

A simple extrapolation thus, shows that oy 1973 Canada will 

be having an annual average deficit of at least $1.5 billion in its 

current account and which will have to be met by capital inflow from 
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abroad. Thus, for the 1966 to 1973 period, the accumulated deficit 

wou1d be about $11.8 billion, so that Canada's externa1 debt would 

be $11.8 billion greater iD 1973 than it was in 1965. This trend 

looks somewhat like a vicious circ1e, the higher the foreign debt, 

the higher the current account deficit, and the higher the current 

account deficit the higher the foreign debt. 

In this context it shou1d be noted that the above ana1ysis 

imp1ies that the current account deficit necessitates the capital 

inf10ws. This is not comp1ete1y true. The inf1~w and continued 

existence of foreign investments, particu1arly direct investment, 

is one of the major causes of the continued deficit in Canada's current 

account. The setting up of foreign firms as we11 as the continued 

existence of foreign firms in Canada are, in fact, likely to affect 

one or more items in the current account balance. Bence, we May say 

that capital inf10w causes part of the current account deficit and 

which in turn necessitates part of the capital inf10w in Canada. 

This inter-re1ationship a1so may contribute significantly to the 

above-mentioned "vicious circ1e" characteristic of the Canadian 

balance of payments prob1em. 

Over the 1ast seven or eight years a number of responsible 

Canadians have contended that excessive re1iance on foreign capital 

was the MoSt important cause of the growing imba1ances in Canada's 

balance of international payments and of the deve10pment of chronic 

and structural unemp10yment during the 1950's. The former Governor of 
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the Bank of Canada, Mr. Coyne, has argued(2) that the excessive inflow 

of foreign capital during the 1950's under the existing flexible 

exchange rates system pushed up the value of the Canadian dollar, 

induced a massive inflow of imports and prevented or discouraged 

Canadians from investing in many of the most fruitful and rapid-growth 

types of domestic economic activities. His thesis was that there was 

an obvious connection between the net inflow of capital, the excess of 

imports, and the failure of Canadian production to expand sufficiently 

to provide an increase in employment to match the growth of the labour 

force. His contention wes that capital inflow created new imports 

Which would not have taken place otherwise, and reduced the value (in 

Canadian dollars) of Canadian exports and held them to a level lower 

than might otherwise have been achieved. Thus, these actions not only 

caused unemployment but prevent employment in general from rising in 

Canada. 

Professor Barber subsequentlY expressed(3) the view that 

the dominant cause of the drop in the Canadian growth rate in the 

early 1960's was the excessive volume of capital inflow during the 

latter part of the 1950's. He claimed that during the 1950 to 1954 

period the capital inflow was moderate in size and the "Canadian 

economy adjusted to it without apparent difficulty. But when capital 

(2 ). 

(3). 

J.E. Coyne, Foreign Debt and Unemployment" Speech at a meeting 
of the Canadian Club of Toronto, November 14, 1960 (mimeo) pp. 9-11 

C. Barber, "Canada's Unemployment Problem", The Canadian Journal 
of Economies and Political Science, February, 1962, pp. 89-91 
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apending began to recede from the peak reached in 1957, a corresponding 

decline in the capital inflow and the current account deficit did not 

take place. He aaserted that it was clear that aince 1957 the net 

inflow of capital has been much larger than could be readily abaorbed 

by the Canadian economy. Canada has been borrowing funds from other 

countries to finance the purchase of imports which directly or indi­

rectly could have been produced with its own unemployed resources. 

Thus, Canada's high level of unemployment during the latter years of 

the 1950's was primarily due to the Government's failure to encourage 

a reduction in the capital inflow and in the size of the current 

account deficit. 

R.G. Penner has noted(4) that the net effect of long-term 

capital inflow is deflationary or not depending upon its composition 

and on the economic forces at work in the borroldng economy. However, 

he conc1uded that the theoretica1 and empirica1 evidence indicatea 

that the type of capital inflow entering Canada during the 1950's waa 

certain1y not deflationary and that a strong possibi1ity exists that 

it was in fact expansionary on balance. Penner's theoretica1 frame­

work has been slightly improved by J.R. Melvin who has found(5) that 

in genera1 we cannot predict whether a capital inf10w will be expan­

sionary or contraetionary. If a capital inflow is used to purchase 

newly produced goods and services, either foreign or domestic, then 

(4). 

(5). 

R.G. Penner, "The Inflow of Long .. tenn Capital and the Canadian 
Business Cycle, 1950-1960", The Canadian Journal of Economies 
And Po1itical Science" November 1962, p. 542. 

J.R. Melvin, "Capital F10ws and &np1oyment Under Flexible Excha .ge 
Rates", The Canadian Journal of Economies, May 1968, pp. 331-332. 
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in order to know whether national incorne has risen or fallen, we must 

know the domestic elasticity of demand for imports and the degree of 

substitution which exists between imports and domestic products. If 

the capital inflow is used to purchase existing real or financial 

assets we must know the elasticities and the substitution parameters 

for both countries, as well as the marginal propensities to save and 

importe However, Melvin has'warned the readers that his findings 

should not be considered as the final answer, for there are many 

real-world phenomena which he has not been able to take into account. 

Though the Coyne-Barber argument is apparently appealing in 

its simple form, it does not take into consideration a number of 

qualifications affecting any general conclusion on the effect of 

capital inflow on the level of employment under flexible exchange 

rates. iVhen these qualifications are taken into account, the general 

conclusions arrived at will be those of Melvin's, i.e., in general 

a capital inflow under flexible exchange rates can be either contrac­

tionary or expansionary. Furthermore, although Melvin's theoretical 

framework is a slightly improved version of Penner's, he has.not 

analysed the Canadian experience in the 1950'8 as did Penner, and 

Penner's conclusion on the Canadian experience in the 1950'8 refutes 

the Coyne-Barber argument that the capital inflow into Canada during 

this period was deflationary. 

A close examination of the total net capital inflows and 

current account deficits during the 1950-1965 period reveals the 
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argument that large and continuing current account deficits in the 

Canadian balance of payments have been entirely due to the net total 

capital inflows ia baaed on a serious conceptual misunderstanding. 

It seems that this argument overlooks a factor which is perhaps more 

important than the one it considered basic. It is true that to the 

extent the deficit on current account ia generated by the capital 

inflow, the cessation of the inflow will itself directly lead to an 

improvement in the deficit. R.J. Ball has meaningfully argued(6), 

however, that it does not follow that it is in fact always desirable 

to reduce the inflow of capital, since the major concern may be 

really the existence of an B;utonomous or fixed import surplus which 

induces a capital,inflow rather than·the other way around. This 

point is of great significance because in the former case the balance 

on ourrent account improves automatically with a reduction or 

cessation of the capital inflow, while in the latter it does not, and 

will not until drastic direct action is taken by the responsible 

authorities to restore some kind of equilibrium. 

The movements in gross national expenditure of a country 

do not affect each item of its current account proportionately. 

Depending on the effect of changes of gross national expenditure on 

each component, the items in the current account may be divided into 

(6). R. J. Ball, "Capital Importa and Economie Development: Paradoxy 
or Orthodoxy", Kyklos, Faso 3, 1962, p. 619. 
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two parts: these may conveniently be called 'variable' items and 

'fixed' items. The variable items<consist of merchandise imports 

and exports, travel expenditure payments and receipts, and freight 

and shipping payments and receipts. The fixed items include invest­

ment income payments and receipts, inheritances, immigrants and 

emigrants funds, official contributions and other government trans­

actions,and business services and other transactions. 

The variable current expenditures ·abrOâd are affected by 

movements in gross national expenditure, increasing during periods of 

eÀ~ansion and decreasing during periods of contraction. The level of 

gross national expenditure in turn is affected by capital inflows. 

The overall current payments abroad consist or the sum of variable 

current expenditures and fixed current payments. The size of the 

latter items is not directly related to the current gross national 

expenditure or for that matter, to the current capital inflows. In 

particular, investment income payments are determined by the volume 

of accurnulated foreign investments, their profitability and the 

decisions of non-resident corporations as to what proportion of the 

total profits is to be remitted. They are also determined by the 

policies of the governments of both the investing and borrowing 

countries on matters of repatriation of investment income, the nature 

of foreign investment, i.e., whether in stocks or in bonds, and the 

proportion of branch profits to total profits of foreign investment. 
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While the level of gross national expenditure undoubtedly 

has some effect on the amount of profits earned in any particular 

year, remittances of investment income are not very sensitive to 

changes in gross national expenditure. Furthermore, in practice, the 

rates of remittances are not even directly related to changes in the 

earned profits. There is evidence that the amounts of dividends 

remitted May even fall in years in which total profits increase. (7) 

other components of fixed payments are obviously unrelated to short-

term changes in gross national expenditure. It is thus evident that 

the ourrent total payments abroad will not vary directly with changes 

in gross national expenditures; indeèd, they may move in the opposite 

direction. 

The annual deficit on the current account of the Canadian 

balance of payments is not merely the excess of what Canadians bought 

abroad over what they sold abroad during the year. It also includes 

deficit on fixed current account. This deficit on fixed current 

account 1s not the excess of current expenàitures over receipts 

incurred in buying goods and services abroad. In fact, it is the 

excess of payments over receipts Which is determined by factors having 

little or nothing to do with the level of any particular year's gross 

national expenditure. 

(7). For instance, in 1950, dividends remitted and profits earned 
totalled $296 millions and $446 millions respectively, but 
dividends remitted totalled only $260 millions when profits 
earned increased to $595 million in 1955; see Table 14. 
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It ia the variable current account balanoe and not the 

fixed current account balance which is influenced by the capital 

inflows. In other words, actua1l1 it is the fixed current account 

balance that shows the requirements of net total capital intlow in 

order to balance Canada's total external payments and receipta, 

assuming no changes in the monetar.y reserves and no adjustments in 

the variable current account balance. The factors, however, which 

determine the capital inflows, particularly' long-term foreign 

investments, in any one year are quite unrelated to these require­

ments. They are related, of course, to general investment oppor­

tun! ties as seen by the investors. Thua, if the rate of inflow of 

new foreign capital was to fall, there would have to be a cutback 

in the variable current account deficit. 

From Table 4 we May observe that there vere deficits on 

variable current account for eight years. But in the remaining 

eight years, the variable current account shows surpluses despite 

the fact that there were large net capital inflows in seven out of 

these eigbt years. Furthermore, the deficit on variable current 

account, accounted for only 15.4% of the net total capital inflows 

during those eight years. In addition, over the 1950-1965 period 

as a whole the variable current deficit was only $269 million, or 

only 1.8% of the net total capital inflows. 

In particular, Table 4 shows the dramatic difference 

between the period 1955-1960 and the period 1961-1965. In the earlier 
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TABLE 4 

NET CAPOTAL MOVEMENTS AND CURRmT ACCOUNT DEFICITS, 1950-1965 

(!'lillions of dollars) 

Net Total Variable Fixed Total 
capital Current (1) Ourrent (2) Current 

Year Movements Account Deficits Account Deficits Account Deficits 

1950 1041 202 -521 -.319 

1951 568 -10 -502 -512 

1952 -150 577 -.390 187 

195.3 410 -.35 -41.3 -448 

1954 548 46 -470 -424 

1955 64.3 -194 -49.3 -687 

1956 1420 -787 -585 -1.372 

1957 1.346 -682 -769 -1451 

1958 1246 -271 -866 -11.37 

1959 1476 -585 -902 -1487 

1960 1194 -284 -949 -12.3.3 

1961 1218 9.3 -1021 -928 

1962 985 210 1040 -8.30 

196.3 667 596 -1117 -521 

1964 7S7 761 -il85 -424 

1965 1287 - --2!! -1224 -11.30 

Total 14,686 -269 -12447 -12716 

(1) It is the sum total of merchandise exports and imports, travel 
expenditure receipts and payments, and freight and shipping receipts 
and payments. 

(2 ) It is the net total of investment income payments and receipts, business 
services and other transactions, official contributions and ot~er 
government transactions, personal and institutional remittance~, 
inheritance and immigrants and emigrants funds. 

Source: 'Compendium' pp. 94, 95, 97, 10.3-105, 107, 114; Tables 4. Al, 4. A4, 
4.A6, 4.A.3 to All; 4.Bl, ~ B4, 4. B6, 4. B4 to Bll; 4. c4 

'Quarter1r lV, 196~, p. 22, Table 2 
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period, net capital inf'lows were large enough to cover the tixed 

current account deficit and to cause a substantial variable current 

account deficit in every year. These variable current account 

deficits in each year ot this period My be attributed to the heavy 

net capital inflows during those years. In the subsequent per10d, 

however, though net capital inflows did not diminish substantially, 

the variable current account balance has become surplus in each year. 

This trend in the latter period is not consistent with the trend in 

the earl1er periode Bence, the past experiences do not substantiate 

conclueively.that variable current account deficits or for that 

matter, total current account deficits move each year correspond1ng 

to changes in the net capital inflows. 

It is evident fram Table 4 that the fixed current account 

defici ts continue to increase year alter year. Undoubtedly', this 

continutng increase resulted mainly fram the growing foreign 1nvest­

ment assets. This accelerating service charge payment on fore1gn 

investment seems to necessitate continued net capital inflows despite 

a continuing surplus on the variable current account between 1961 and 

1965. This situation requires, if total current account is to be 

completely eliminated, a very substantial reduction in the value of 

imports and an increase in the value of exports in order to increase 

the variable current account surplus so as to completely offset the 

fixed current account deficit. 
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CHAPTER IV 

DIRECT CAPITAL-FLOW EFFECT OF DIRECT INVESTMENT 

We May now attempt to quantify variables Which are relevant 

to the analysis of the direct capital-flow effect of direct investment 

in Canada. For convenience, this Chapter is divided into three 

sections. Section Ideals with the growth of direct investment in 

Canada. The income payments to foreigners on direct investment in 

Canada is discussed in Section II, and Section III compares the annual 

and accumulated direct investment inflows and the annual and accumulated 

income payments on direct investment for the 1950-1965 period to 

determine the direct capital-flow effect of direct investment in 

Canada. 

At the very outset a short description of the nature of the 

statistics which are going to be used here may be appropria te. We 

propose to depend mainly on the information provided by the Balance 

of Payments Division of the Dominion Bureau of Statistics, Ottawa. (1) 

The definition of direct investment used by the DBS(2) 

includes the following categories: 

(a) Branches of foreign enterprises, incorporated or unin­
corporated, i.e., including branches of foreign sole proprietorships 
and partnerships. 

(b) Other unincorporated enterprises operating separately 
in Canada but owned by non-residents or in which non-residents are 
controlling partners. 

(1). For convenience, in the following this source will be cited as 
the 'DBS'. 

(2). Canadirul Balance of International Paxments, 1961 and 1962 And 
International Investment Position, Dominion Bureau of Statistics, 
Ottawa, August, 1964, p. 96. --
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(c) Incorporated enterprises (such as subsidiaries) 
operating in Canada, in Whose policies non-residents exercise an 
important voice. 

(d) Commerèial real estate owned by non-residents, if this 
categor,y of direct investment enterprise does not take a~ of the 
forma mentioned above. 

Thus the categor,y of direct investments generally includes 
aIl concerns in Canada Which are known to have 50 per cent or more of 
their voting stock held b,y the residents of any single foreign countr,y. 
In addition, a few concerns are included Where i t is known that 
effective control is held b,y a non-resident parent firm with less than 
50 per cent of the stock. In effect, this categor,y includes aIl known 
cases of unincorporated branches of foreign companies in Canada, aIl 
Wholly-owned subsidiaries and a number of concerns in Which a parent 
compaqy outside of Canada holds less than aIl of the capital stock but 
snfficient to exercise effective control. In addition, there iBa 
small number of Canadian companies included where more than one-hall of 
their capital stock 1s owned in a single countr,y outside of Canada but 
Where there is no parent concerne These exceptional cases are conf1~ed 
to instances Where control 1s believed to rest with non-residents.()J 

In addition, we intend to utilize Whatever stat1stical 

information is available from U.S. Balance of payments Division, 

WaShington(4), to supplement and to reinforce the conclusions that May 

be derived from the Canadian statistics. It is to be noted here that 

direct comparisons cannot be made between data published by the U.S., 

and the D.B.S., because the U.S. definition of direct investment is 

different from that of Canada, as is clear from the following definition 

of the concept of direct investment used by the U.S. 

A Canadian corporation qualifies as U.S. direct investment 
if 25 per cent or more of its voting, stock is owned by a U.S. resident 
or an affiliated group of residents. Analogous U.S. equity interest in 
an unincorporated Canadian enterprise ia also classed as direct invest­
œnt. Furthermore, U.S. investment in a Canadian corporation is con­
sidered direct investment if aIl the U.S. stockholders taken together 

(3). Canada's International Investment Position 1926-1954, op. cit., p. 24. 

(4). This source will hereafter be cited as 'the U.S.'. 
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hold 50 per cent or more of its voting stock even when no affiliated 
group of them holds as much as 25 per cent. A Canadian enterprise 
in Which a U.S. resident or group has equit.y ownership of between 10 
and 25 per cent is classified as an associated toreign enterprise. 
This categor,y of investment is really intermediate between direct and 
portfolio investment but investments ot tliis kind have been tew, and 
data on them have been included with direct investment data in the 
balance of payments. Furthermore, the concept ot direct investment 
extends to foreign branches and subsidiaries of foreign affilia tes 
if as much as 25 per cent of the equit~)of the secondar,y organization 
is owned indirectly b.1 a U.S. parent.{~ 

The basic definitions of direct investment used by Canada 

and the U .• S. are similar but the U.S. statistics show a higher level 

of direct investment in Canada than do the Canadian statistics. In 

general, U.S. statistics cover aIl investments by U.S. residents in 

controlled companies, while the Canadian statistics cover only trans­

actions of a long-term character with principal owners. (6) 

l THE GROWTH OF DIRECT INVESTMENT 

In this section we shall examine the inflow of direct 

investment and unremitted profits. These two together form the annusl 

increase in direct investment. The annual increase in the book value 

of direct investment can be found by adjusting the annual increase in 

direct investmentfor factors such as revaluations, reclassifications 

and similar accounting adjustments. It is the book value of direct 

investment that shows the value of total direct investment assets in 

Canada which generate the income to be remitted abroad in different 

forma, or retained in Canada. 

(5). 

(6). 

E.M. Bernstein, The Balance of pa~nts of the United states, 
The Rev1ew Committee for Balance 0 payments stâtistics, . 
Washington, April i965, p. 62. . 

Canadian Balance of International payments 1963, 1964 and 1965 
and International Investment Position, Dominion Bureau of 
Statistics, Ottàwa, August 1967, p. 49. 
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The concept of direct investment inf10w fo11owed in the 

Canadian balance of payments statistics is somewhat different from 

that used in estimating the data for the investment Posit.ion.(7) 

Whi1e year-end estimates of the total value of direct investment inflow 

shown in the investment position inc1ude the total value of long-term 

investments in Canada owned by a11 residents of th~ country in which 

control lies, the figures shown as net direct investment inf10w in 

the balance of payments statements caver only those of the cQntro11ing, 

affiliated, or principal owners. (8) The difference between the total 

value of direct investment inf10w shown in the investment position 

and the net direct investment inf10w shown in the balance of payments 
" 

statement, is ca1led "other factors". In the Canadian balance of 

payments statement, the "other factors" are, it seems, inc1uded in 

other long-term capital movements. Consequently, it is not possible 

to segregate the total annual direct investment inf10w as shown in 

the investment position in the Canadian balance of payments statement. (9) 

(7). The investment position presents the estimates of Canada's Bssets 
abroad and foreign assets in Canada. The difference between them ie 
described as the Ganadian balance of international indebtedness. 

(8). Canada's Balance of International paymentsz 1961 and 1962 And 
International Investment Position, op. cit., p. 97. 

(9). It may be said, therefore, that the compiling of statistics on 
direct investment in Canada is not balance of payments o~ented. 
This deficiency means that the item net direct investment inflow in 
Canada shown in the balance of payments statement and the total annual 
direct investment inflow shown in the investment position cannot be 
directly reconciled even though a complete balance of payments 
statement is tripartite, including not only the current and capital 
accounts but a statement of its international investment position 
alao. It would be desirab1e for purposes of c1arit,y and,consistency 
for this source to show total direct investment inflow as i t is 
shown in the investment position in the balance of p«,yments statement. 
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As we said above, the total net annual direct investment 

shown in the investment position consists of two constituents, that ia, 

net capital inflow for direct investment and "other factors". The 

lIother factors" include not only capital inflow but changes resulting 

from revaluations, reclassifications and similar accounting adjustments. (10) 

The published amount for "other factors" thus is an unreal number which 

oan be €li ther very much less or very much more than the actual capital 

inflow included in it beoause each of the aocounting adjustments can 

be either positive or negative. 

However, the DBS does publish an item oalled "other capital 

movements" from the U.S. for direct investment, in addition to the 

item net capital inflow for 'direct investment. The item "other capital 

movements" from the U.S. includes not onq new issues, retirements J 

borrowing, investment abroad etc. affecting the total value of invest-

ment in Canada by American residents in U.S. controlled enterprises 

but also certain classification adjustments in respeot of direct 

investment transaotions representing significant investment in non-U.S. 

control1ed enterprises. (11) However, while the item "other capital 

movements" from the U.S. does include an e1ement of classification 

adjustment it does not coyer reva1uation, reclassifications and other 

accounting adjustments which are included in the item "other factors". 

But it does not appear possible to isolate the factor classification 

(10). 

(11). Ibid., p. 112. 
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adjustment included in the item "other capital movement8". The net 

direct investment inflow from U.S. combined with "other capital 

movements" does add upto the published figure for total net direct 

investment inflow from the United States. It is suggested(12) "that 

the financial structure, organization and home capital markets of 

the direct investment enterprises controlled by countries other than 

the United States, were such that "other capital movements" intlow5 

from those countries would be relatively small. Accordingly, the 

amount shown "other capital movements" from the U.S. is taken as an 

approximate equivalent to the total "other capital movements" from 

aIl countries. 

It should be clearly remembered that what is considered 

as total direct inveBtment inflow in the official statistics does 

not necessarily Mean that an equivalent amount of foreign exchange 

actually came to Canada. If a foreign principal ships goods and 

services to its affiliates in Canada on credit this is recorded as 

cél:Pital inflow, but no foreign exchange came to Canada. This ie true 

also where the serVices of expert personnel on the payroll of a foreign 

parent company are lent to its affiliates in Canada for a period of 

time. The accurnulated remunerations of these technical personnel, a 

portion of which is perhaps retained in the parent country, May be 

shawn as a loan from the foreign principal, or May be paid for by 

giving equity interest in exchange for the skilled services. These 

two items and similar transactions really should be recorded separately 

(12). Letter to this writer from E.B. Cart y, Director, Balance of 
payments and Financial Flows Division, Dominion Bureau of 
Statistics, ottawa, February 7, 1968. 
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as intercompany accounts. It is odd that Canada unlike Many other 

countries, (13) dces not show intercompany accounts which often form 

a major portion of the annual total direct investment inflow. 

Again, in head office-branches relationships, branch profits 

are recorded as investment income transferred to the head office and 

~ amount not actually repatriated to the head office is recorded as 

a capital inflow, although no foreign exchange, goods or services 

came to Canada. These non-repatriated branch profits have a similar 

effect on the foreign exchange inflow as do the unremitted profits _ 

of foreign subsidiaries. Renee, these amounts should be treated like 

unremitted profits. Similar~, parent companies may extend credit 

to their foreign subsidiaries in Canada to cover a dividend declared 

by the subsidiar,y, and this transaction also appears to be considered 

part of the total direct investmel'.t inflow. This item also should be 

included with the unremitted profits instead of with direct investment 

inflow. 

These discrepancies point up the fact that the amount shown 

as direct investment inflow May often be very much greater than the 

actual new capital inflow which came to Canada for direct investment. 

It is interesting to note that the DBS does not give aoy ide a of the 

magnitude of the different constituents on the item called total direct 

investment inflow. AU that one can do under these circumstances in a 

study like this is to accept, knowing these limitations, the amount 

(13). For instance, the United Kingdom and Mexico. 
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shown for direct investment inflow as equivalent to the sum of the 

inflow of foreign exchange and the value of goods and services 

imported from the parent country. 

Direct Investment Inflow 

The statistics in Table 5 show the annual net total direct 

investment flows into Canada from abroad from 1950 to 1965. This 

Table also gives the cumulative net total direct investment for each 

of the years in the 1950-1965 period. Annual net total direct invest­

ment as used here denotes annual gross direct investment minus annual 

disinvestment. It 1s evident from Table 5 that the annual net total 

direct investment does not show any definite trend, either up or down, 

over this period as it fluctuated from year to year. These fluctuations 

may have been caused by the economic policies and business conditions 

of the investing countries and/or of Cànada. During the whole 1950 to 

1965 period, there was a cumulative net total direct investment of 

$8,910 million in Canada byall investing countries. It should be 

clearly understood that this amount of $8,910 million is the total 

sam of capital associated with direct investment that came into Canada 

during the period under consideration. It comprised both money capital 

and goods and services. In other words, Canada has drawn $8,910 

million as direct investment fram foreign savers in order to supplement 

Canadian savings for investment. Or this means that direct investment 

contributed the equivalent of $8,910 million, taking associated importa 

as equivalent to foreign exchange, to Canada's foreign exchange earnings 

between 1950 and 1965. 



Year 

1950 

1951 

1952 

1953 

1954 

1955 

1956 

1957 

1958 

1959 

1960 

1961 

1962 

1963 

1964 

1965 
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TABLE 5 

~ DIRECT INVESTMENT INFLOWS, CANADA, 1950-1965 

A minus (~) indicates an outflow trom Canada 

Net Direct 
Investment 

225 

320 

360 

450 

425 

445 

650 

545 

430 

570 

670 

560 

505 

280 

270 

535 

(Millions of dOllars) _, 

Other Capital 
Movements(l) 

17 

34 

135 

-3 

36 

63 

269 

241 

182 

109 

77 

257 

117 

52 

-66 
(2) 

150 

Net Total Direct 
Investment 

242 

354 

-495 

447 

461 

508 

919 

786 

612 

679 

747 

817 

622 

332 

204 

685 

Cumulative Net 
Total Direct 
Investment 

242 

596 

1,091 

1,538 

1,999 

2,507 

3,426 

4,212 

4,824 

5,503 

6,250 

7,067 

7,689 

8,021 

8,225 

8,910 

(1) New issues, retirements, borrowing, investment abroad, etc. atfecting 
the total value ot investment in Canada by residents in U.S~ controlled 
enterprises; a1so includes classification adjustments in respect of 
direct investment transactions representing si gnifi ca nt investment in 
non-U.S. controlled enterprises. 

(2) DBS estimate. 
Source: 'Compendium', pp. 184 - 186, 

'Quarterly IV, 1967', p.22 
Tables 6.1 and 6.2 



TABLE 6 
(1) 

DIRECT INVESTI1E:NT INFLOWS FROM OTHER COUNTRIES , CANADA, 1950-1965 

(Millions of dollars) 

Year Net Direct Investment 

1950 23 

1951 44 

1952 37 

1953 93 

1954 120 

1955 128 

1956 185 

1957 142 

1958 126 

1959 142 

1960 209 

1961 1.94 

1962 177 

1963 60 

1964 82 

1965 114 

(1) All countries except the U. S. 

Source: See Table 5 

Cumulative Net Direct Investment 

23 

67 

loti 

197 

317 

445 

630 

772 

898 

1,040 

1,249 

1,443 

1,620 

1,680 

1,762 

1,876 
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The annual volume of net direct investment in Canada from 

aIl countries except the U.S. as shown in Table 6, also fluctuated 

f:r',JlU year to year. The total net direct investment for the wole 

period, 1950 to 1965, was $1,816 million. It should be borne in mind 

that this amount may be a little less than the actual net total direct 

investment made during the period because it is not possible to get 

figures for 1I0ther capital movements ll from these countries. However, 

as was said earlier, the value of "other capital movements" froID 

these countries seems to be very small. The cumulative net direct 

investment for fifteen years of $1,816 million by these other ccuntries 

accounts for about 21 per cent of the aggregate net direct investment 

made in Canada by aIl foreign countries. 

Similar~, the data in Table 1 show that annual net total 

direct investment from the U.S. also fluctuated. Over the 1950-1965 

period the cumulative net total direct investment was $1,034 million, 

representing 19 per cent of the cumulative net total direct investment 

from aIl countries together. 

Statistics in Table 8, from the U.S. source, show the total net 

direct investment that came from the U.S. to Canada between 1950 and 1965. 

Though the Canadian definition and the U.S. definition of direct invest­

ment are reported~ different, and it has been popularly believed that the 

U.S. definition of direct investment yields a higher level of direct 

investment in Canada than does the Canadian one, Table 8 shows a remark­

able correspondence. Between 1950 and 1965 the cumulative total 
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TABLE 7 

U.S. DIRECT INVESTl'1ENT m'LO'VlS, CANADA, 1950-1965 

A minus (-) indicates an outflow from Canada 

Net Direct 
Year Investment 

1950 202 

1951 276 

1952 323 

1953 357 

1954 305 

1955 317 

1956 465 

1957 403 

195? 304 

1959 428 

1960 461 

1961 366 

1962 328 

1963 220 

1964 188 

1965 421 

Notes: See Table 5 

Source: See Table 5 

(l"1illions of dollars) 

Other capita} Net Total Direct 
Movements l Investment 

-17 219 

34 310 

135 458 

-3 354 

36 341 

63 380 

269 734 

241 644 

182 486 

109 537 

77 538 

257 623 

117 445 

52 272 

-66 122 
(2 ) 

150 571 

Cumulative Net 
Total Direct 
Investment 

219 

529 

987 

1,341 

1,682 

2,062 

2,796 

3,440 

3,926 

4,463 

5,001 

5,624 

6,069 

6,341 

6,463 

7,034 
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Year 

1950 

1951 

1952 

1953 

1954 

1955 

1956 

1957 

1958 

1959 

196Q 

1961 

1962 

1963 

1964 

1965 
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TABLE 8 

U.S. DIRECT INVESTMEm -INFIDWS, CANADA, 1950-1965 

(Millions of dollars(l» 

Net Direct Investment Cumulative Net Direct Investment 

313 . 313 

247 560 

421 981 

397 1,378 

397 1,775 

348 2,l23 

591 2,7Jli. 

650 3,364 

409 3,773 

400 
, 

4,173 

437 4,610 

306 4,916 

336 5,252 

394 5,646 

273 5~919 

983 6,902 

(1) U.S. dollars are converted into Canadian dollars using annual noon 
average rates given b.Y the Bank of Canada. 

Source: BAlance of Javnents z Statistical Supplement, Revised Edition, 
Office of Buswess Economies, \fashington, 1963, pp. 178-182,184, 186,20Pl 
209, Tables 50, 51, 52, 57. 
Survey of Current Business, Office of Business Econowics, 
'lIlashingtont August 1902, 'p. 23, Table 3; August 1963, p. 19, Table 3; 
AugUst 1964, p. 10, Table 3; September 1965, p. 25, Table 3; 
September 1966, p. 35, Table 6; September 1967, p. 43, Table 4; 
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direct investment inflow from the U.S., according to the Canadian 

definition, was $7,034 million, while the cumulative net capital 

outflow from the United states for direct investment in Canada, 

according to U.S. definition, was only $6,902 million, $132 million 

less. 

Unremitted Profits 

At the outset it may be mentioned that although it is now 

mid-1968 data on various constituents of direct investment in Canada 

for the ysar 1965 are still not available from the DBS. Among the 

items not available from this source are the unremitted profits, book 

value of investment, total earnings, allowance for witholding tax, etc. 

On the other band, statistics on the various aspects of U.S. direct 

investment in Canada are available from the U.S. source right up to 

the year 1967. Therefore, i t seeme that the U. S. source requires 

only a one-year lag between the actual events and publication of 

statistical information about them while the Canadian source requires 

a three-year wait. This time lag is a serious handicap to Canadian 

policy makers who need up-to-date figures to formulate policies for 

the immediate future. 

As no other reasonable basis could be found, the unremitted 

profits for 1965 have been estimated on the average ratios of unremitted 

profits to total dividends remitted for the five years, 1960-1964. 

As the total dividends remitted in 1965 are known, the unremitted profits 

for 1965 can be readily estimated by this Methode This crudely estimated 
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figure looks reasonable when compared wi th the relationship between 

the volume of unremitted profits and dividends remitted to the U.S. 

by the U.S. arfiliates in Canada for the year 1965, available from 

the U.S. source. 

Annual unremitted profits also, as is shown in Table 9, do 

not show ~ particular trend: over the 1950-1965 period as they 

fluctuated widely from year to year. Over the fifteen-year period, 

the cumulative unremitted profits totalled $5,204 million. 

Unremitted profits of the subsidiaries are not shawn 

separately for the U.S. or for a"lf3' other country. The DBS does 

publish figures for the unremitted profits of the U.S. affiliates, 

but these include changes resulting from revaluations, reclassifi­

cations and other accounting adjustments. There is no way to isolate 

the actual volume of unremitted profits of the U.S. affiliates from 

these totals. 

The annual unremitted profits of the U.S. subsidiaries shown 

in Table 10 are taken from the U.S. source. They also show wide varia­

tions from year to year. The accumulated total of unremitted profits 

of U.S. subsidiaries between 1950 and 1965 amounts to $5,648 million. 

Increase in Direct Investment 

. Annual increaœs in direct investment stem from two main 

sources, i.e., annual total net direct investment and unremitted profits. 

Since both annual total net direct investment and annual unremitted 

profits have fluctuated widely during the per1od, the sum of these t'WC, 
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-TABLE 9 

UNREMITTED PROFITS OF DIRECT INVESTMENT, CANADA 1950-1965 

. (Millions of dOllars) 

.:rear Unremitted Profits Çunrulative Unremitted Profits 

1950 1.50 150 

1951 190 340 

1952 295 635 

1953 305 940 

1954 280 1,220 

1955 335 1,555 

1956 400 1,955 

1957 425 2,380 

1958 235 2,615 

1959 350 2,965 

1960 280 3,2h5 

1961 240 3,485 

1962 305 3,790 

1963 410 4,200 

1964 455 4,655 

1965 54~ 5, 20L~ 

E: Estimated 

Source: 'Compendium' p. 186, Table 6.2 
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1951 

1952 

1953 

1954 

1955 

1956 

1957 

1958 

1959 

1960 

1961 

1962 

1963 

1964 

1965 
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TABLE 10 

UNREMITTED PROFITS OF ll.-S. AFFILIATES, " CANADA 1950-1965 
(1) 

(Millions of dollars ) 

Unremitted Profits 

159 

191 

234 

296 

267 

337 

434 

342 

271 

377 

377 

270 

397 

575 

53? 

582 

Cumulative Unremitted Profits 

159 

350 

584 

880 

1,147 

1,484 

1,918 

2,290 

2,531 

2,908 

3,285 

3,555 

3,952 

4,527 

'5,066 

5,648 

(1) U.S. dollar~ are converted into Canadian àollars using annual noon 
average rates given by the Bank of Canada. 

Source: See Table 8 (U. S. )". 
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TABLE 11 

ANNUAL INCREASE IN nmECT INVESTMENT, CANADA, 1950-1965 

(Millions of dollars) 
Cumulative Total 

Year Net Total Direct Unremitted Total Increase Increase In 
Investment Profits In Investment Investment 

1950 242 150 392 392 

1951 354 190 544 936 

1952 495 295 790 1,726 

1953 447 305 752 2,478 

1954 461 280 741 3,219 

1955 508 335 8!d 4,062 

1956 919 400 1,319 5,381 

1957 786 425 1,211 6,592 

1958 612 235 8~.7 7,439 

1959 679 350 1,029 8,468 

1960 747 280 1,027 9,495 

1961 817 240 1,057 '10,552 

1962 622 305 927 11,479 

1963 332 410 7h2 12,221 

1964 204 455 659 12,880 

1965 685 54~ 1,234 14,11L~ 

E: Estima ted 

Source: Bee Tables 5 and 9 
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i.e., the annual inorease in direot investment, also shows variations 

from year to year. This annual inorease in direct investment in 

canada from 1950 to 1965 is Shawn in Table 11. 

The cumulative total increase in direct investment during 

the period 1950 to 1965 is $14,114 million. The total net direot 

investment portion aocounted for 63 per cent and unremitted profits 

part for the remaining 37 per cent of the cumulative net increase in 

investment. The foreign ownership of Canadian resouroes would have 

been 37 per oent less in 1965 if the non-resident investors had 

repatriated their entire earned profits. And the profits earned b.1 

the foreigners in ~arn would have been considerably less beoause with 

direct investment less in each year, the capaoity to generate profits 

through the compound rate effect would have been considerably lower 

b.1 1965. It should be noted that these non-resident investors are 

getting the higher profits created by plowing back unremitted profits 

not just for a year or two but indefinite1y, or unti1 the investment 

is repatriated. 

At the end of 1949 direct investors owned Canadian assets 

va1ued at $3.6 billion, (14) but at the end of 1965, the value of the 

foreign direc~ investment assets had risen to ;p18 billion, an increase 

of $14,114 million. This means that during this fifteen-year period, 

foreign ownership of Canadian resources increased. by about 400 per cent 

over the leve1 at the beginning of this period. In other words, at the 

(14). The Canadian Balance of International Pa~e~~ 1961 and 1962 
And International Investment Position, op. cit., p. 133, Table XIII. 
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beginning of 1950, direct investment in canada was only one-fifth of 

its value at the end of 1965. This eighty per cent increase during 

the fifteen years resul ted, as we have seen, from new direct invest­

ment which accounted for about 50 percentage points of the increase 

and unremitted profits which contributed the other 30 percentage 

points. 

It is not possible to make a similar analysis to show how 

much the U.S. and other countries have shared in this increase in the 

foreign ownership of Canadian assets, as we do not have the figures 

for the unremitted profits of the U.S. and of other countries' affil-

iates in Canada. However, we can get an idea of hOvI this increase 

was effected in the case of U.S. owned assets in Canada from the 

pertinent statistics pub1ished by the U.S. 

The cumulative increase in total U.S. direct investment in 

canada between 1950 and 1965 as shol~ in Table 12, is $12,550 million. 

This total comprises the cumulative increase in net direct investment, 

$6,902 million, and the cumulative increase in uRremitted profits, 

$5,648 million. In other words, toward the accumulated increase of 

U.S. direct investment during this fifteen-year period, net direct 

investment and unremitted profits eontributed about 55 and 45 percent, 

respeetively. At the beginning of 1950, U.S. direct investors OlVDed 

$3.2 billion worth of Canadian resourees(15) while at the end of 1965 

(15). Balance of Payments Statistical Su~lemen~, Office Business 
Economies, Washington, 1959, p. 18 • 
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'UBLE 12 

.ANNUAL INCREASE IN U. S. DIRECT INVESTMENT, CANADA, 1950-1965 

-(Millions of dollars) 

Cumulative Total 
Year Net Direct -Unremi tted .Total Increase Increase In 

Investment Profits In Investment Investment 

1950 31.3 159 472 472 

1951 247 191 438 910 

1952 421 234 655 1,565 

1953 397 296 693 2,258 

1954 397 267 664 2,922 

1955 342 337 685 3,607 

1956 591 434 1,025 4,632 

1957 650 342 992 5,624 

1958 409 27J. 680 6,304 

1959 400 377 777 7,081 

1960 431 377 814 7,895 

1961 306 270 576 8,471 

1962 336 397 733 9,204 

1963 394 575 969 10,173 

1964 273 539 812 10,985 

1965 983 582 1,565 12,550 

SOllrCeg Sec tables 8 and 10, (U.S.) 
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their Canadian assets were worth $16 billion, or $12,5,0 million more. 

During this fifteen-year period, Canadian assets owned by the U.S. 

direct investors had increased by about 400 per cent trom their 1950 

level. In other words, at the beginning of 195o, U.S. direct invest­

ors owned only 20 pèr cent of the total assets they held at the end 

of 1965. Towards this 80 per cent increase shawn in U.S. owned 

Canadian resources over these fifteen years, net direct investment 

trom the U.S. contributed 44 percentage points and unremitted protits 

36 pereentage points. Compared with the other countries percentage­

wise, the U.S. thus actually provided relatively less capital than 

other countries, sinee the increase in al1.foreign countries taken 

together of 80 per cent comprised 50 percentage points of new capital 

versus the 44 pereentage points of new capital torming part of the 

80 per cent increase shown by the U.S. direct investment during tbese 

fitteen years. 

It shou1d be borne in mind that it is the period 1950 to 

1965 that the substantial increase in foreign ownership of. Canadian 

resources bas taken place. Much of this increase was due to the 

plowing baek of profits earned right in Canada. In addition, by 

plowing baek $5,204 million in unremitted profits, toreigners had 

created more permanent assets which will generate incorne indetinitely. 

Finally, during this period, Canada has reeeived onlY' a total of 

$8,910 million in ~ foreign capital to supplement its domestie 

saving for capital investment purposes. 
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II INOOl-Œ PAYMENTS ON DIRECT :mvESTMENT 

Income payments on direct investment consist of two main 

types of remittances, those covering (a) dividends and interest, and 

(b) royalties and fees. 

Dividends and Interest Remitted 

Dividends on direct investment include net profits earned by 

unincorporated branches of foreign companies in Canada as well as the 

dividends of Canadian subsidiaries and other companies controlled by 

the foreigners paid to non-resident shareholders. They do not include 

dividends paid by the same companies to shareholders residing in foreign 

countries other than the parent country as such payments are classified 

as dividends on portfolio placements. It should be noted that some 

significant amounts of di vidends accruing to non-residents are not shown 

in the statistics of dividend payments as they are included in the 

"miscellaneous income account" of the item, "miscellaneous current 

transactions", mainly because the stock generating the dividends are 

held through intermediaries in Canada. (16) 

As we know, direct investment usually involves onlY a little 

funded debt which entails a fixed return as interest. Interest payments 

'Which are included in the item "dividends and interest" remitted on 

direct investment are payments for the loans contracted by the foreign 

arfiliates in Canada. Rere also i t should be noted that intercompany 

payments in the form ofinterest on funded debt appear in the interest 

(16). Canadian Balance of International 'paymenti; 1959 and International 
Investment Position, Doiïanion Bûreauof S tistics, Ottâwa, 1960, 
p. 22. 
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item while interest on intercornpa~ borrowings and other unfunded 

forma of debt are shown in "the miscellaneous income items" as part 

of the larger item "miscellaneous current transactions". (17) Thus 

since a part of the dividends and interest paid is not shawn in the 

statistics of dividends and interest remitted, the available statis­

tics' on dividends and interest payments are not complete and always 

slightly understate the true total. 

These dividends and interest remittances take different 

forma. They may be accomplished by the transfers of foreign exchange, 

i.e., by converting Canadian dollars into the investing country's 

currency, by movements of goods and services unaccompanied by any 

foreign exchange, or partly by the movement of foreign exchange and 

part~ by the sending of goods and services. We do not have any 

information on what proportion of the remiited profits and interest 

is paid as foreign exchange and what proportion of it is transferred 

in the form of goods and services. This lack of information limits 

a~ analysis on the economic significance of the form taken by the 

remittance of earned incorne. 

In Section l we have noted how capital inflow for direct 

investment is usually inflated by the practice of including retained 

branch profits and credit extended for a dividend declared, in the 

capital inflow for direct investment. These practices, as far as the 

profits and interest remittances are concerned, also inflate the actual 

(17). Ibid., p. 22. 
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remittanoes wh1ch have taken place because the amount of retained 

branch profits and the amount of credit extended for a d1vidend 

declared, are also considered as income outflows even though they 

do not leave Canada. AIl these limitations on available statistics 

should be kept in mind in assess1ng the find1ngs of th1s study. 

Dividends and interest payments are the most signifioant 

payments item on direct investment. The figures in Table 13 show 

the annua1 outflow of dividends and interest and the cumulative 

outflow of dividends and interest between 1950 and 1965. It ia 

evident that at least since 1960 the annual outflow of dividends and 

interest has been increasing rapidl1. In 1965 the dividends and 

interest paid on direct investment was about 128 per cent higher than 

the 1950 total. But it was also 122 per cent higher than the 1960 

level. This rise in the outflow since 1960 represents a 17.2 par 

cent annual compound rate of inorease. This rapid upsurge in the 

payments of dividends and interest may be significant for the future 

trend of the outflow of dividends and interest. The Table also 

points up another significant implioation, namely that the size of 

the interest component has been declining steadily since 1954, ao 

that the interest cOMponent in 1965 was only 44 per cent of What it 

was in 1953. Over the fifteen years the total 1nterest paid comprised 

only 3 per cent of the total dividends and interest remitted abroad. 

In 1960 the amount of dividends paid abroad was $310 million while 1n 

1965 1t amounted to $696 million, representing an increase of about 



- 103 -

TABLE 13 

DIVIDENDS AND INTEREST REM[TTANCE, CANADA, 1950-1965 

~Millions of dOllars) 

Year 

1950 

1951 

~952 

1953 

1954 

1955 

1956 

1957 

1958 

1959 

1960 

1961 

1962 

1963 

1964 

1965 

Dividends 
& Interest 

309 

272 

239 

217 

230 

274 

310 

340 

339 

365 

318 

396 

398 

424 

562 
(1) 

703 

Cumulative 
Dividends & 
Interest 

309 

581 

820 

1,037 

1,267 

l, 541 

1,851 

2,191 

2,530 

2,895 

3,2l3 

3, 609 

4,007 

4,431 

4,993 

5,696 

. l?i vidend s 

296E 

258E 

224E 

2 OlE 

215E 

260E 

297~ 

390 

417 

555 
(1) 

696 

Cumulative Interest 
Dtvidends 

296 l3E 

554 14E 

778 

979 

l,l94 

l, 454 

,1,751 

2,079 

2,408 

2,764 

3, t)7L~ 

3,462 

3,852 

4,269 

4,824 

5,520 

10 

8 

8E 

8 

7 

7 

7 

(l) DBS estimate 
E: Estimated. 
Source: ICompendium! p. l64 Table, 5.06; p. 172, Table 5.13 

Cumulative 
Ïriterest 

13 

27 

42 

58 

73 

87 

100 

112 

122 

131 

139 

147 

155 

162 

169 

176 
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125 per cent' and this increasing trend continued right up to 1965. 

It should be noted that this increase in dividends payments 

was primarily due to the increase in total profits and not to a higher 

proportion of total earned profits being remitted. From Table 14, 

for example, we observe that the rate of remi ttance was the same in'. : 

1962 and 1965. Remitted profits, however, increased from $390 

million in 1962 to $696 million in 1965. Thus the rate of remit-

tance does not appear to bear a direct relationship to the amount 

of profits earned. 

During the 1950-1965 period Canada paid $5,696 million as 

dividends and interest on direct investment, of this amount $5,520 

million was dividends and $176 million was interest. The statistics 

in Table 15 show the amount of dividends and interest remitted to 

foreign countries other than the United States. For the entire 

period under consideration these other countries received $679 million 

as dividends and interest which represents 12 per cent of the total 

dividends and interest paid abroad on direct investment. Out of the 

$679 million total of dividends and interest payments only $14 million, 

or 2 per cent, was interest while the remaining $665 million, or 98 

per cent, was dividends. 

A major share of the total dividends and interest paid go to 

residents of the U.S., who own about 80 per cent of the total direct 

investment in Canada. (18) Canada sent $5,017 million (see T~ble 16) 

to the U.S. in dividends and interest on direct investment; this 

(18). See The Canadian Balance of International payments, 1963. 1964 
anq' 1~6~' ':And International Investment Position, op. ci t., p. 123 
Table 10. 
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TABLE 14 
-r-

TOTAL PROFITS ON FOREIGN DIRECT INVESTMENT, CANADA, 1950-1965 

(Millions of dollars and percentages) 

Dtvidends Unremitted Total Ra ti 0 Of Di vidends 
Year Remitted Profits Profits Remitted to Total Profits 

1950 296 150 446 66 

1951 258 190 448 58 

1952 22lr 295 519 43 

1953 201 305 506 40 

1954 215 280 495 43 

1955 260 335 595 44 

1956 297 400 697 43 

1957 328 425 753 44 

1958 329 235 564 58 

1959 356 350 7~6 50 

1960 310 280 590 53 

1961 388 240 628 62 

1962 390 305 695 56 

1963 417 410 827 50 

1964 655 455 1,110 59 

1965 696 549 1,245 56 

Source: See Tables 9 and 13 
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œABLE 15 

BIVIDENDS AND INTEP~ST PAID TO THE OTHER(l)COUNTRIES, CANADA, 1950-1965 

-(Millions of dollars) 

'Dividends 'Cumulative 
J:ear & Interest Dividends - Cumula ti ve ' Cumula ti ve 

& Interest -Dividends Dividends Interest ·Interest 

1950 17 17 17 17 .. 
1951 14 31 13 30 1 '1 

1952 25 56 24 54 1 '2 

1953 20 76 18 72 2 4' 

1954 25 101 23 95 2 6 

1955 31 132 29 124 2 8 

1956 , 30 162 28 152 2 10 

1957 33 195 32 184 1 11 

1958 36 231 36 220 11 

1959 45 276 45 265 • • 11 

1960 38 314 30 303 • • 11 

1961 46 360 45 348 1 12 

1962 46 406 h5 393 1 1) 

1963 52 458 52 445 • • 13 

1964 77 535 76 521 1 14 

1965 144 679 141.~ 665 14 

(1) All countries except the U.S. 

.. Nil 

Source: See Table 13 
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TABLE 16 , 

,DIVIDENDS AND INTEREST REMITTED Ta U.S., CANADA, 1950-1965 

(l1illions of dollars) 

Cumulative 
Dividends Dividends Cumulative Cumulative 

.Year &: Interest ,& Interest ,Dividends ,Dividends ,!nterest Interest 

1950 292 292 279 279 13 13 

1951 258 550 245E 524 13E 26 

1952 214 764 200E 724 14E 40 

1953 197 961 183 907 14 54 

1954 205 1,166 192E 1,099 13E 67 

1955 243 1,409 231E 1,330 12E 79 

1956 280 1,689 269E 1,599 11E 90 

1957 307 1,996 296E 1,895 11E 101 

1958 303 2,299 293 2,188 10 111 

1959 320 2,619 311E 2,499 9 E 121 

1960 280 2,899 272 2,771 8 129 

1961 350 3,249 343E 3,114 7E 136 

1962 352 3,601 345 3,459 7 143 

1963 372 3,973 365 3,824 7 150 

1964 485 4,458 479 4,303 6 156 

1965 559(1) 5,017 552 4,855 6 162 

(1) DBS estimate 

E: Estimated 

Source: ICo~endiuml, pp. 164, 174, Tables 5.06, 5.14 
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1950 

1951 

1952 

1953 

1954 

1955 

1956 

1957 

1958 

1959 

1960 

1961 

1962 

1963 

1964 

1965 
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TABLE 17 

'DIVIDENDS AND INTEREST REMITTED TO U.S., CANADA, 1950-1965 
(1) 

'(Millions of dollars) 

Di vidends Sc Interest 

320 

248 

218 

205 

232 

289 

321 

321 

306 

331 

350 

470 

509 

491 

684 

758 

.Cumulative Dividends & Interest 

320 

568 

786 

991 

1,223 

1,512 

1,833 

2,154 

2,460 

2,791 

3,141 

3,611 

4,120 

4~.6l1 

5,295 

6,053 

(1) U.S. dollars are converted into Canadian dollars using annual noon 
average rates given Qy the Bank of Canada. 

Source: See Table 8 (U.S.) 
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represents about 88 per cent of the total paid abroad as dividends 

and interest over the 1950-1965 periode Of this total sent to the 

U.S. dividends on direct investment amounted to $4,855 million, 

representing 88 per cent of the total dividend payments. Since 1960, 

although there was not much increase in 1962 over 1961, the dividend 

payments to the U.S. have risen considerably, following the sarne trend 

shown by total dividend payments. The interest portion amounted to 

only $162 million, or 3 per cent of thebOtal dividends and interest 

paid to the U. S. over this periode Wi th 92 per cent of the total 

interest payments in contrast to the 88 per cent of total dividends 

~ents, going to the U.S., relatively a slightly lower ratio of 

interest, i.e., 8 per cent compared to the dividends share of 12 per 

cent, has gone to countries other than the U.S. 

The statistics in Table 11 showing the dividends and interest 

remitted by the U.S. subsidiaries in Canada to the U.S. from 1950 to 

1965 are taken from the U.S. source. They show that since 1958 the 

dividends and interest remitted by the U.S. affiliates in Canada have 

been increasing steadily and, in 1965 they were 148 per cent higher 

than in 1958. This trend reinforces what was said earlier regarding 

the probably trend of dividends and interest payments abroad in the 

future. According to the U.S. source, U.S. affiliates in Canada 

remitted $6,053 million as dividends and interest during these fifteen 

years; this is $1,036 million greater than the dividends and interest 

total paid their parents by the U.S. affilia tes in Canada according to 

the data provided by the DBS. 



- 110-

Rgyalties and Fees 

This is the second component of the income payments on 

direct investment. The item "royalties and fees" inc1udes remittances 

for royalties, patents, trade marks and trade names, rent on equipment, 

payments for management, technica1, professiona1 and administrative 

services, payments for research and development, payments for advert­

ising and so on. Unfortunately, the DBS does not publish any infor-
(19) , 

mati on on the details of these various paymentB which are assoc-

iated with the direct investment. This important item of payments 

on direct investment is not even mentioned in the context of the 

international investment position or in the discussions on payments 

on direct investment. In the annua1 Canadian balance of international 

payments statements it seems this iten: is inc1uded a10ng with Many 

other misce11aneous items in "a11 other current payments". "The 

Canadian Balance of International payment A Compendium of Statistics 

from 1946 to 1965" published by the DBS, shows the different constit­

uents of the item called "aIl other current payments" from 1946 onl'mrd. 

But the item "royalties and fees,payments on direct investment" is not 

shown separately even here, but it iB inc1uded in the category 

entitled "business service and other transactions". 

However, the Corporations and Labour Unions Returns Act 

(CALURA) Organization does col1ect and pub1ish information on payments 

made':às royalties and fees to non-residents since 1962 by the reporting 

(19). Once it is mentioned that in 1953 Canadian companies contro11ed 
abroad paid to non-residents over $90 million in business services, 
and those Canadian companies received about $15 million for simi1ar 
services to non-residents, main1y from parent and affiliated 
companies; Canada's International Investment Position, 1926 - 1954, 
Op. ci t., p. 61. 
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corporations. (20) But CALURA Division does not show these items of 

payments associated exclusivelY with direct investment as defined by 

the DBS. This is because the CALURA concepts of foreign-owned 

corporations are different from those used by the DBS. Another 

technical problem is that the CALURA figures do not cover all foreign 

affiliates since all foreign controlled companies are not included in 

the survey. However, CALURA estimates these payments separately for 

enterprises which are controlled by foreign companies whose capital 

was over 50 per cent owned abroad. This more or less approximates the 

definition of direct investment adopted by the DBS. 

In order to achieve full coverage, the amount of payments of 

royalties and fees made by the companies which are foreign controlled 

and whose capital was over 50 per cent owned abroad have been inflated 

on the basis ofdividends payments. This was possible because CALURA 

also shows the dividends paid by those reporting companies abroad along 

with royalties and fees. The amount of royalties and fees shown by 

CALURA were inflated by the ratio of dividends reported b.1 CALURA and 

by the DBS. B.1 this method we were able to obtain the approximate 

amount of total of royalties and fees paid abroad on direct investment 

from 1962 to 1965. This procedure assumes that the ratios of dividends 

payments to the royalties and fees payments made by the foreign controlled 

(20). See COrporations and Labour Unions Returns Act, Re;ort for 19631 
Part l, Dominion Bureau of Statistics, Feb~ 19 7. 
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companies included and excluded by CALURA are the same. 

In order to get an approxima te amount for ro,yalties and fees 

on direct investment for the other years in this period, that is, from 

1950 to 1961, the rate of change of the remittance of the ro,ralties 

and fees during this period by the U.S. affiliates in Canada to their 

parent companies, published by the U. S., were combined wi th the esti­

mated figures of royalties and fees payments provided by CALURA for 

1962 to 1965. For example, the amount of royalties and fees paid to 

the non-residents controlled companies in 1962 was $224 million 

(the i~lated CALURA figure) and this amount is nmltiplied by the 

ratio (0 •. 82) of the amount of royalties paid by the U.S. affiliates 

in Canada to their parent companies in 1961 to that of 1962 (calculated 

from Table 21) as is shown in the U.S. source to get the amount of 

ro,ralties and fees paid in 1961. This yields an estimated total amount 

of ro,yalties and fees of $184 million for 1961. It is assumed here 

that the rate of change of royalties and fees paid abroad on direct 

investment from 1950 to 1961 is the same as the rate of change in 

royalties and fees paid by the U.S. affiliates in Canada (see Table 21) 

to their parent companies (published by the U. S.). One has to keep 

in mind that these are on~ estima tes based on certain assumptions, as 

explained above, and which may involve errors if the assumptions do not 

hold. However, as Bagehot pointed out in his Economie Studies, nthis 

abstract science (Economies) holds good only upon certain assumptions, 

but though the assumptions are often not entirely correct, the results 

May yet be approximately truell. 
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The figures in Table 18 show the annual and the cumulative 

estimates of the royalties and fees on direct investment remitted 

abroad from 1950 to 1965, estimated by the procedure described above. 

Since 1953, the annual payments of royalties and fees have increased 

steadily year after year, reaching a total of $336 million in 1965, 

which is about 680 per cent greater than in 1950. This increase from 

$43 million in 1950 to $336 million in 1965 represents an average 

annual rise of 14.7 per cent. For the whole period from 1950 to 1965, 

$2,099 million were sent abroad from Canada as ro,yalties and fees on 

direct investment. This $2,099 million is equivalent to about 29 per 

cent of the total dividends and interest paid abroad during this periode 

Since this item has been increasing steadily since 1953 and has main­

tained an average growth rate of 14.7 per cent between 1950 and 1965 

it seems probable that it will continue to increase at a similar 

annual rate in the future. 

In addition to the . CALURA Reports, the DBS and the Department 

of Trade and Commerce jointlY published "Foreign-owned Subsidiaries in 

canada,,(21), a report on the operations and the financing of the larger 
(22) 

subsidiary companies based on information received by a survey. 

This source provides some information on royalties and fees payments 

(21). 

(22). 

Foreign-Owned Subsidiaries in Canada, lmown as "guide lines" or 
"SUrvey" first published in June 1967, gives information for 1964 
and 1965. The second one, soon to be published, will show revised 
data for 1964 and 1965 and preliminary data for 1966. 

This publication, Foreign-0wned Subsidiaries in Canada, will be 
denoted by the 'Word 'Survey' in the following pages. 
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TABLE 18 

EsTIl1ATED ROYALTIES AND FEES REMITTED, CANADA, 1950-1965 

(-Millions of dollars) 

Year Royalties & Fees Cumulative Royalties & Fees 

1950 43 43 

1951 51 94 

1952 58 152 

1953 38 190 

1954 53 243 

1955 56 299 

1956 80 379 

1957 82" 461 

1958 84 545 

1959 123 668 

1960 151 819 

1961 184 1,003 

1962 224 1,227 

1963 257 1,484 

1964 279 1,763 

1965 ]3.~. 2,099 

(1) Estimated on the basis of: information received from the CALURA 
Organization, Ottawa and the Balance of Payments Division, Department 
of Commerce, Washington. 
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since 1964. There are a few technical problems in relating the 

information on royalties and fees provided by this Survey with the 

statistics on other items provided by the DBS. First, .. the Survey 

definition of foreign control, i.e., a corporation is non-resident 

controlled if 50.1 per cent or more of its shares are controlled by 

non-residents, is somewhat different from the definition given by 

the DBS. Secondly, this Survey does not cover !1! the foreign-owned 

and foreign-controlled companies operating in canada, but only a 

selected group including most of the large ones. Thirdly, and more 

importantly, Survey data go back to only 1964 and hence this source 

does not provide any information for the earlier years in the 1950-

1965 periode 

However, this Survey does provide some important information 

not available in the CALURA Reports. The Survey data show the royalties 

and fees paid to the U.S. and, to all other countries except the U.S., 

separatelY. The ratios of these payments to the U.S. to the total 

p~ents abroad warks out at 92.3 per cent, 91.3 per cent ~nd 91.5 

per cent in 1964, 1965 and 1966 respectively. (23) This seems to be a 

fairly stable relationship and hence suitable for estimating the amount 

of royalties and fees paid going to the U.S. and to other countries. 

The method used here is to use the average percentage payments of these 

years to the estimated total payments of royalties and fees abroad 

(see Table 18) to obtain separate estimates of royalties and fees paid 

(23). These percentages are worked out from the revised and extended 
data published in the Survey. They are obtained from the 
Department of Trade and Commerce, Ottawa. 
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to the U.S. and to all other countries. 

The figures in Table 19, estimated as ,explained above, show 

the annual and cumulative royalties and fees remitted to foreign 

countries other than the U.S. between 1950 and 1965. During this 

period, Canada paid $175 million inro,ya1ties and fees associated 

with direct investment to these countries. Similarly, Table 20 shows 

the estimates of the annual and cumulative payments of royalties and 

fees to the U.S. on U.S. direct investment in Canada. It shows that 

Canada paid to the U.S. $1,924 million as royalties and fees over the 

1950-1965 period, or 92 per cent of the total rqya1ties and fees 

payments abroad. This $1,924 million is equiva1ent to 38.3 per cent 

of the amount paid as dividends and interest on U.S. direct investment 

in Canada to the U.S. 

The statistics in Table 21 show the royalties and fees 

remitted by the U.S. affi1iates in Canada according to the U.S. source. 

It should be recognized that the amount of royalties and fees shown in 

this Table covers only the payments of U.S. affiliates to their parent 

companies in the U.S. During the fifteen year period from 1950 to 1965 

the U.S. affiliates in Canada paid their U.S. principals $1,265 million 

as royalties and fees. 

III DIRECT CAPITAL-FLOW EFFECT 

The direct capital-flow effect can be defined as the net effect, 

either positive or negative, during a period of time on the foreign 

exchange reserves and on the capital mobilization for home investment of 

the capital inflow for direct investment. In other words, the capital-
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T~LE 19 

(1) 
ESTIMATED ROYALTIES AND ~EES PArD TO OTHER COUNTRIES, CANADA, 1950-1965 

(Millions of dOllars) 

Year Royalties & Fees Cumulative Royalties & Fees 

1950 4 4 

1951 4 8 

1952 5 13 

1953 3 16 

1954 4 20 

1955 5 25 

1956 7 32 

1957 7 39 

1958 7 46 

1959 10 56 

1960 13 69 

1961 15 84 

1962 19 103 

1963 21 124 

1964 23 147 

1965 28 175 

(1) AlI countries elItcept the U. S. 

Source: See Table 18. 
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• TABLE 20 ... 
~TIMATED ROYALTIES AND FEES REHITTED TO U. S. , CANADA, 1950-1965 

(Millions of dollars) 

Year ~oya1ties & Fees .Cumu1ative Royalties & Fees 
" 

1950 39 39 

1951 47 86 

1952 53 139 

1953 35 174 

1954 49 223 

1955 51 274 

1956 73 347 

1957 75 422 

1958 77 499 

1959 113 612 

1960 138 750 

1961 169 919 

1962 205 1124 

1963 236 1360 

1964 256 1616 

1965 308 1924 

Source: See Table 18. 
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TABLE 21 

ROYALTIES .AND FEES (1) PADœTS, CANADA, 1950-19.65 

(Millions of dollars(2» 

Ra,ya1ties and Fees Cumulative Royalties & Fees 

26 26 

31 57 

35 92 

23 115 

32 147 

34 181 

49 230 

50 280 

51 331 

75 406 

92 498 

112 610 

136 746 

145 891 

175 1066 

199 1265 

Excluding film renta1 

U. S., dollars converted into Ganadian dollars using annual noon 
average rates given by the Bank of Canada. 

Source: Letter to this writer from Balance of Payments Division, Office 
of Business Economies, U.S. Department of Commerce, January 26, 1968. 
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flow effect, i.e., total direct investment inflow minus total income 

remitted on direct investment, will show how much of foreign exchange 

the host countr,y has either gained or lost in overal1 terms as a 

resu1t of the direct investment. It a1so provides information on the 

volume of net foreign capital associated with direct i-nvestment ir the 

host country available for domestic investment in that country. This 

information can be ascertained for individua1 years and/or for a 

nurnber of years together. This direct capita1-flow effect is crucially 

important for a~ host countr,y because the basic reasons for attempting 

to attract direct investment are to supplement insufficient domestic 

savings of capital for investment, and to bolster the host countr,y's 

foreign exchange resources to avoid or ease palance of payments 

difficu1ties. 

In addition, in this section we will examine changes in the 

capaci ty of the host country to pay earnings on direct investment during 

this periode This is done by: (1) comparing the total payments on 

direct investment with export earnings to show the capacity to meet the 

investment incornein terms of foreign exchange earned and (2) comparing 

the total payments on direct investment with gross national product to 

deterrnine the volume of resources which wou1d have been availab1e for 

investment in the host country had there been no payrnents made on direct 

investment. 

The statistics in Table 22 provide information on annua1 net 

total direct investment inflow, the sum of dividends, interest, royalties 
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TABLE 22 

. DIRECT CAPITAL-FLOW EFFECT OF DIRECT INVESTmlT, CANAIll, 1950-1965 

,(Millions of dollars) 

.Year·Net Direct. Cumula ti ve. Di vidends . Cwnu1ati ve . Annua1 . Cu1l'll11ative 
Investment Net Direct . Interest Dividends, Difference Difference 

Investment Royalties Interest, Between Inf10w Between Inf1o~ 
& Fees Royalties Of Investment Of Investment 
payments & Fees & outf1ow & Outf1ow 

payments Of Income Of Income 

1950 242 242 352 352 -110 -110 

1951 354 ,;::,,6 323 675 31 -79 

1952 495 1091 297 972 198 119 

1952 447 1538 255 1227 192 J.ll 

1954 461 1999 283 1510 178 489 

1955 508 2507 330 1840 178 667 

1956 919 3426 390 2230 529 1196 

1957 786 4212 422 2652 364 1560 

1958 612 4824 423 3075 189 1749 

1959 679 5503 488 3563 191 1940 

1960 747 6250 569 4032 278 2218 

1961 817 7067 580 4612 327 2455 

1962 622 7689 622 5234 •• 2455 

1963 332 8021 681 5915 -349 2106 

1964 204 8225 841 6756 -637 1469 

1965 685 8910 1039 7795 -354 1115 

•• Nil 

Source: See Tables 5, 13 and 18 
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and fees payments, the annual difference between these two variables 

and the cumulative totals of all these items for the 1950-1965 periode 

Canada shows net gains in capital for domestic investment and in foreign 

exchange to increase the exchange reserves each year in the period 

between 1951 and 1961. But in 1950, 1963, 1964 and 1965 Canada paid 

more abroad than it received as foreign capital, while in 1962 payments 

and receipts were exactly equal. For the period 1950-1965, as a whole 

canada paid abroad a total of $7,795 million as income on direct 

investment capital. This $8,910 million of direct investment received 

by Canada includes an element of classification adjustments in respect 

to direct investment transactions representing significant investment 

in non-U. S. controlled enterprises. There is no, way of know1ng how 

much this classification a4justment accounts for in the "other capital 

movements" total of :~l, 670 million. Perhaps, this contributes to 

making the cumulative net total direct investment of the U.S. in Canada 

shown by the DBS $132 million larger than the cumulative net total U.S. 

direct investment in Canada shown by the U.S., despite the fact that 

the U.S. definition of direct investment should yield the higher level 

for direct investment in Canada. 

Turning to the difference between the total capital inflow 

for direct investment and the total income paid on direct investment 

between 1950 and 1965, it is evident from Table 22 that during these 

fifteen years Canada had a net gain of only $1,115 million. A part 

of this can be accounted for by the inclusion of accounting adjustments 
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shown in "other capital movements" total and to the incomplete 

coverage of dividends and interest paid on direct investment. It 

does show, however, that according to the DBS information, Canada 

received only something 1ess than $1,115 million as net foreign 

capital to supplement her savings for domestic investment and to 

increase her foreign exchange reserves from direct investment, during 

the who1e 1950-1965 periode 

Table 23 shows the net gain of foreign capital through 

direct investment from al1 foreign cmu,tries other than ~he U.S. The 

data show that unti1 1962, Canada had an annual gain in foreign 

capital from these foreign countries, that is, the annua1 net inf10w 

of direct investment from aIl countries except the U.S. was greater 

than the annual payments to these countries as income on direct 

investment. During the three years, 1963 to 1965, the annua1 payments 

of income exceeded the annual inf10w of direct investment. For the 

period as a who1e, Canada had a net gain of $1,022 million of foreign 

capital through the direct investment of these countries. 

The statistics in Table 24 show the direct capital-f1ow 

effect of U.S. direct investment in Canada from 1950 to 1965. Each 

year from 1951 to 1961 Canada had a net gain of U.S. capital through 

U.S. direct investment, but in 1950 and again from 1962 to 1965, 

Canada's payments as income on U.S. direct investment exceeded the 

amount of U.S. direct investment coming to Canada. Over the who1e 

1950 to 1965 period, Canada had a gain of on~ $93 million from U.S. 
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TABLE 23 
DIRECT CAPITAL-FLOW EFFECT OF DIRECT INVESTMENT OF OTHER COONTRIES, (1) CANADA, 1950-1965 

.(Mi1lions ot dOllars) 

l'ear Net Direct Çumulative Dividends .Cumulative ;Annua1 ~9umula tive , 
Investment Net Direct Interest Dividende, Difterence Difterence 

Investment Royalties Interest, Beteen Between Int10w 
& Fees Royalties Intlow ot Ot Inves"tment 
paym.ents & Fees Investment & Outfiow ot 

Payments. & Outt1ow Income 
Ot Income 

1950 23 23 21 21 2 2 

1951 44 67 18 39 26 28 

1952 37 104 30 69 7 35 

1953 93 197 23 92 70 105 

1954 l20 317 29 121 91 196 

1955 128 445 36 157 92 288 

1956 185 630 37 194 148 436 

1957 142 772 40 234 102 538 

1958 126 898 43· 277 i.:S3 621 

1959 142 1040 55 332 87 708 

1960 209 l249 51 383 158 866 

1961 194 1443 61 444 133 999 

1962 177 1620 65 509 112 1111 

1963 60 1680 73 582 -1.3 1098 

1964 82 1762 100 682 -i8 1080 

1965 114 1876 172 854 -58 1022 

(1) AU countries except the U. S. 

Sourpe: See Tables 6, 15 and 19 
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.TABLE 24 

DIRECT CAPITAL-FIDW EFFECT OF U.S. DIRECT INVESTMENT,. CANADA, 1950-1965 

(Millions of dollars) 

y~ 'Net Direct .cumulative -Dividends Oumnlative Annua1 .Gumulati ve 
Investment Net Direct Interest Dividends, Difference Difference 

Investment Royalties Interest, Between Between 
& Fees Royalties. IDflow Of Inflow Of 
Payrnents & Fees Investment Inve8tment 

Payments & Outf1ow & Outf1ow Of' 
Of Income Incorne 

1950 219 219 331 331 -112 -1l2 

1951 310 •. 529. 305 636 5 -107 

1952 458 987 267 903 19l 84 

1953 354 1341 232 1135 122 ':206 

1954 341 1682 254 1389 87 293 

1955 380 2062 294 1683 86 379 

1956 734 2796 353 2036 381 760 

1957 644 3440 382 2418 262 1022 

1958 486 3926 380 2798 106 1128 

1959 537 4463 433 3231 104 1232 

1960 538 5001 418 3649 120 1352 

1961 623 5624 519 4168 104 1456 

1962 445 6069 557 4725 -1l.2 1344 
;A 

1963 272 6341 608 5333 -336 1008 

1964 122 6463 741 6074 -619 389 

1965 571 7034 867 6941 -296 93 

Source: See Tables 7, 16 and 20. 
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direct investment, a very small contribution toward Canadian savings 

for investment and towards improving Canada's foreign exchange reserves. 

We have to keep in mind that the "other capital movements", one 

component of the total U.S. direct investment, includes an element of 

classification adjustment, as explained above. The inclusion of this 

factor definitely did affect the figure for the actual amount of capital 

movements. 

Bearing this in mind, let us look at Table 25 taken from the 

U.S. source Which shows the direct capital-flow effect of U.S. direct 

investment from 1950 to 1965. It shows that Canada had an annual gain 

only in the years between 1952 and 1958 and in 1965, while in every 

other year in the period, i.e., 1950, 1951 and 1959 to 1964 inclusive, 

Canada's remittances as incorne on direct investment exceeded the annual 

total of U.S. direct investment in Canada. More importantly, it shows 

that for the whole period of fifteen years Canada actually lost $416 

million, net, that is, Canada paid out $7,318 million as income on U.S. 

direct investment to the U.S. while it received only $6,902 million as 

U.S. direct investment. In other words, in overall terms Canada wes 

not able to utilize even a single dollar that came from the U.S. to 

increase total domestic investment or to supplement its foreign exchange 

resources. On the contrary, in addition to what it had received from 

the U.S. as direct investment, Canada had to draw down $416 million from 

its savings to meet its obligations to the U.S. 
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TABLE 25 

DIRECT CAPITAL-FLOW EFFECT OF U.S. DllŒCT INVESTM&NT, CANADA, 1950-1965 

-(Millions of dollars) 

Year Net Direct Cumulative Dividends Cumulative AmuI Cumulative 
Investment Net Direct Interest Dividends, Ditference Differe.ce 

Investment Royalties Interest, Between Between 
& Fees Royalties Inflow Of Inf'low Of 
Pa:yments & Fees Investment Investment 

Parments & Outllow & OUtflow 
Of Income Of Income 

1950 313 313 346 346 -33 -33 

1951 247 560 279 625 -32 -65 

1952 421 ';"981 253 ::$15 168 103 

1953 397 1378 288 1106 169 272 

1954 397 1775 264 1370 133 405 

1955 348 2123 323 1693 25 430 

1956 591 2714 370 2063 221 651 

1957 650 3364 371 2434 279 930 

1958 409 3773 357 2791 52 982 

1959 400 4173 406 3197 -6 976 

1960 437 4610 442 3639 -5 971 

1961 306 4916 582 4221 -276 695 

1962 336 5252 645 4866 -309 386 

1963 394 5646 636 5502 ~42 144 

1964 273 5919 859 6361 -586 -442 

1965 983 6902 957 7318 26 -416 

Source: See Tables 8, 17 and 21 (U.S.) 
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The statistics from the DBS source show that Canada had a net 

gain of $93 million of U.S. capital through U.S. direct investment, 

Whi1e the data in the U.S. source indicate that Canada 10st about $416 

million through U.S. direct investment. But if we take account of the 

fact that the royalties and fees payments reported qy the U.S. source 

do not inc1ude royalties and fees paid by the U.S. affi1iates in Canada 

to the companies or individua1s other than their parents in the U.S., 

Canada wou1d appear to have 10st a 1itt1e more than $416 million through 

U.S. direct investment in Canada. Even if this is ignored a1together, 

there is a difference of $509 million between the figures in the U.S. 

source and the DBS publication. This cou1d be due to a number of 

reasons such as the DBS inclusion of an e1ement of classification 

adjustments, and its incomp1ete coverage of dividends and interest 

earned by the direct investment as exp1ained above, the errors which 

may be invo1ved in estimating royalties and fees, the differences in 

the U.S. and in the Canadian definition of direct investment and so on. 

However, the U.S. stP.tistics appear to be the more re1iab1e since they 

have wider coverage and do not inc1ude any classification adjustments. 

For these reasons, it is preferable to use the figures in the U.S. 

source for drawing our conclusions. 

Fins1ly, let us see how Canada's capacity to earn foreign 

exchange has fared during the period, 1950 to 1965, taking account of 

the changes in the total income remitted on direct investment. In 

addition, it is interesting to note the changes in the ratios of income 
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remitted on direct investment to the gross national product, an index 

of the portion of Canadian resources that has been devoted to making 

payments on direct investment, and which cou1d have been invested in 

Canada had it not been necessar,y to make these payments to non-residents. 

Table 26 shows that the ratio of income remitted on direct 

investment to the total current account receipta (exc1uding mutua1 aid 

to NATO and inheritances and immigrants funds) has increased from 804 

per cent in 1950 to 9.2 per cent in 1965. This ratio averaged 6.1 per 

cent during the first eight years, i.e., from 1950 to 1957, and went 

up to an average of 7.6 per cent during the last eight years, that ia, 

from 1958 to 1965. These ratios revea1 that Canada had to uti1ize a 

re1ative1y greater part of her export earnings in 1965 than in 1950 to 

make direct investment income payments. In addition, the proportion of 

remitted income on direct investment to Canadian merchandise exports 

a1so increased slightly over the period, rising from 11.2 per cent in 

1950 to 11.9 per cent in 1965. The average ratio of 1950 to 1957 also 

rose from 8.0 per cent to 9.8 per cent in 1958 to 1965. This means 

that a greater part of the revenue from Canadian produced goods sold 

abroad had to be set aside in 1965 than in 1950 for payments of income 

remitted on direct investment. Thus, these different indexes point up 

the same fact, that more of Ganada's earnings of foreign exchange was 

uti1ized in 1965 than in 1950 to meet the payments of income .on direct 

investment. 
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TABLE 26 

RATIO OF CAPACITI TO PAY INCOM8 ON llIRF!CT! INVESTMENT, CANADA, 1950-1965 

(Peroentages) 

Year Remitted Remitted Remi tted Incom.e Earnings To ;EarniDgs To ~rnings 
Inoome To Inoome To To Gross Nat- Current Merohandise To Gross 
Carrent Merchandise ional Produot Aooount (1) Exports 
Aooount ( ) Exports Reoeipts 
Receipts 1 . 

1950 8.4 1l.2 2.0 12.0 16.0 

1951 6.4 8.2 1.5 10.1 13.0 

1952 5.3 6.8 1.2 10.6 13.6 

1953 4.7 6.1 1.0 10.4 13.5 

1954 5.5 7.2 1.1 10.9 14.3 

1955 5.7 7.6 1.2 il. 5 15.4 

1956 6.1 8.1 1.3 12.4 16.3 

1957 6.6 8.6 1.3 13.2 17.3 

1958 6.7 8.6 1.3 10.4 13.4 

1959 7.3 9.5 1.4 12.5 16.3 

1960 6.7 .8.7 1.3 10.6 .13.9. 

1961 7.5 9~8 1.5 10.7 13.7 

1962 7.5 9.8 1.5 11.2 lh.6 

1963 7.5 9.7 1.6 11.9 15.6 

1964 8.0 10.1 1.8 12.3 15.6 

1965 9.2 11.9 2.0 14.1 18.1 

(1) Total CUITent acoount receipts exc1uding mutua1 aid to NATO and 
inheri tance and immigrants funds 

National 
Product.: 

2.8 

2.4 

2.5 

2.2 

2.3 

2.5 

2.6 

2.7 

2.0 

2.4 

2.1 

2.2 

.2.~3 

2.5 

2.7 

3.0 

Source: 'rum., pp. 100, 1.02, Tabl.es 4. A7 and 4. Al.2. 
~ ~li 1V 1967 1 , pp. 22 

âiSiOca! Smiiiau Supplement, Bank of Canada, Ottawa, 1966, pp.156-15i 
National Accounts Income and ~endi ture, 1i26-56, 1962, 1966 • 
pp. 32 - 33, 26 and 28, Tabâi3, 14.;ind 8 
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Another index, the proportion of gross national product 

required to pay the incorne remitted on direct investment, shows the 

proportion of the Canadian resources that had to be sent abroad because 

of direct investment in Canada. This ratio was 2 per cent in 1950, 

and declined to 1 per cent b,y 1953. Since then it has risen steadily 

and stood at 2 per cent in 1965. The average ratio during 1950 to 

1953 of 1.4 per cent has gone up to 1.7 per cent in 1962-65. This 

means that during the last four years from 1962 to 1965, Canada has 

had to devote a higher proportion of its gross national product to 

payments of income on direct investment than during the period 1950 

to 1953. 

Another interesting feature apparent in Table 26 is the 

proportion of Canada's foreign exchange earnings and gross national 

product that wou1d have had to be sent abroad if the foreign investors 

had remitted abroad all the income earned on direct investment, instead 

of keeping part of it in Canada as unremitted profits. The ratio of 

total earnings (after paying all taxes including withholding taxes) to 

the total current account receipts (excluding the mutual aid to NATO 

and inheritances and immigrant funds) rose from 12.0 per cent in 1950 

to 14.1 per cent in 1965. This indicates that more than 14 per cent 

of Canada's total foreign exchange earning would have to have been used 

in making payments on direct investment if all the earnings O? such 

investment had been remitted abroad. The ratio of earnings of direct 

investment to merchandise exports increased from 16.0 per cent in 1950 
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to 18.1 per cent in 1965. And the proportion of earnings on direct 

investment to gross national product also went up, rising from 2.8 

per cent in 1950 to 3 per cent in 1965. 

These indexes all show that Canada was paying a higher 

proportion of its foreign exchange earnings and gross national product 

to the foreigners as earned income on direct investment in 1965 than 

in earlier years of this periode Moreover, if the present U.S. policy, 

i.e., balance of payments guidelines which compel the U.S. residents 

with investments abroad to repatriate the entire amount of earned 

income, had been adopted by all other foreign countries with direct 

investments in Canada (and if Canada had not subsequentlY been exempted 

from the U.S. regulations), it would have taken 14.1 per cent of the 

total current account receipts and 3 per cent of the gross national 

product to meet the remittances on direct investment. 

The above analYBis does permit the drawing of a few conclusions 

on the direct capital-flow effect of direct investment in Canada. 

1. Direct investment in Canada during the period between 

1950 and 1965 contributed little foreign capital in overall terme to 

supplement domestic savings to increase overall investment or to 

supplement the foreign exchange resources. 

2. Whatever ~ foreign capital Canada received through 

direct investment during this period came from countries other than the 

United States. 
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3. Canada did ~ gain any net U.S. capital for home 

investment or to meet foreign exchange requirements from the U.S. 

direct investment in Canada for the 1950-1965 period as a whole. 

4. Canada's receipts of capital through U.S. direct 

investment have all gone to ~ the income earned on U.S. direct 

investment in Canada which have rapid~ increased (by approximately 

$11 billion) during this period, and there was actual~ a net capital 

outflow on direct investment account for the period as a whole. 

5. With very little ~ capital inflow during the period 

of fifteen years, 1950-1965, foreigners have still acquired the 

ownership of additional Canadian resources worth $14,114 million 

which will generate more and more income in the future. 

6. In 1965 Canada had to use a higher proportion of its 

foreign earnings in terme of both current account receipts and 

merchandise exports, and of its gross national product to meet the 

total income payments on direct investment than in 1950. 

7. The ratios of total earnings, not only income payments, 

on direct investment to carrent account receipts, merchandise exports 

and gross national product, were pll higher in 1965 than they were in 

1950. 
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CHAPTER V 

TRADE-EFFECT OF DmECT INVESTMENT 

It is only logical to assume that the functioning of foreign 

affilia tes in Canada which are established by non-residents will create 

certain amounts of addi tional exports and imports which would not have 

taken place otherwise. The net trade-effect of direct investment, that 

is, the value of total direct and indirect exports plus the value of 

import displacement minus the value of complementar.y and other indirect 

imports created by the operations of foreign arfiliates, may be a 

surplus or a deficit. As we said of the direct capital-flow effect of 

direct investment, the trade-effect of direct investment can also be 

estimated for any time period, either for individual years or for a 

number of years together. 

Although we can itemize the different factors involved in 

estimating both the direct and the indirect trade-effects, it is almost 

impossible to quantify the variables involved because of the lack of 

statistical data. The quantification of the indirect trade-effect of 

direct investment would be, indeed, difficult even if statistics were 

available since it requires discretionary judgements. But even the 

basic data on the direct trade-effect are not available despite the 

fact that the collection of information on the exports and imports of 

foreign arfiliates do not pose a~ formidable problem. Consequently 

we have neither full coverage for any year nor even incomplete'coverage 

of any kind for a number of years, and any attempt to remedythese past 

shortcomings now involves serious problems. Hence, we propose in this 

Chapter to consider the trade-effect of direct investment in two,ways 
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which do not exactly correspond to the direct and indirect trade 

approach set out in Chapter II. In Part l we draw upon Whatever 

statistics that are available on the total exports and imports of 

foreign affilia tes in Canada. These we may conveniently call the 

direct trade-effect, although some indirect trade-effects, as we have 

visualizaed earlier, are included in the total imports of foreign 

affiliates. We will discuss the overall pattern of Canadian exports 

and imports during the 1950-1965 period in Part II. Although, it is 

almost impossible to form conclusive judgemants concerning the total 

relationship between direct investment and the pattern of external 

trade, we have no other means to make even the crudest quantitative 

assessment of indirect trade-effect of direct investment. 

l DIRECT TRADE-EFFECT 

The direct trade-effect can be estimated by deducting the 

value of the complementary imports which are essential to the function­

ing of the foreign affiliates frorn the amount of foreign exchange 

saved through the import displacement created thr~~gh the production 

of foreign facilities, and the foreign exchange earned by their exports. 

It should be noted that the DBS does not collect information separately 

on the exports and the imports of foreign affiliates in Canada. However, 

the Foreign-Owned Subsidiaries in Canada (the Survey) presents infor- o. 

mation on the exports and imports of some foreign affiliates. Unfortun­

ately, these data only commenced in 1964 and it is not possible to get 

any idea of the trade of these foreign affiliates prior to that year. 
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Furthermore, as we have noted earlier, this Survey does not cover 

aIl foreign affilia tes. It 6nly includes non-financial companies 

incorporated in Canada which have assets exceeding $5 million and 

whose voting shares are more than 50 per cent held by a non-resident 

corporation. The reporting corporations however, do account for a 

substantial proportion of the business conducted by aIl non-financial 

corporations in Canada more than 50 per cent foreign owned. This 

proportion was about 60 per cent for aIl industries and about 70 per 

cent for those engaged in manufacturing and mining operations. 

According to CALURA(l) there were about 4,500 reporting foreign-owned 

corporations in Canada in 1963 while the Survey coveredonly about 

820 companies. It is known, however, that Most of the foreign-owned 

corporations Whichare not covered in the Survey are very small in 

size, and are proportionately greater in the fields of utilities and 

merchandising. 

The data provided by the Survey on the foreign trade of 

foreign-owned companies in Canada do not permit us to take account of 

the value of the import displacement caused by the production of these 

foreign facilities. Hence, the import displacement effect, theoretically 

a part of the direct trade-effect, cannot be discussed further in this 

Section, but is dealt with in overall terms in the next Section. 

Imports for resale with no processing, theoretically, should not be 

included in the direct trade-effect of direct investment since they are 

(1). Corporations and Labour Unions Returns Act Report For 1963, 
Part l, op. cit., p. 20, Table IX. 
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not essential for the operations of the foreign affilia tes. However, 

sinee the Survey shows only the total imports of foreign-eontrolled 

eompanies, we are eompelled to include imports for resale. 

The available data from the U.S. on the exports and imports 

of U.S. affiliates in Canada will be utilized in addition to the 

information available from the Survey. This U.S. source, however, 

gives 'comparable and consistent data on total imports and exports 

for only the U.S. manufacturing affiliates, and not all U.S. affillates, 

in Canada and onlY for the three years, 1963-1965. This means that 

the data available from the U.S. source are also neither complete nor 

available for aIl the years in the 1950-1965 periode 

As a result of the deficiencies mentioned above, all that 

this Section attempts to do is to see Whether some qualitative and 

tentative generalizations can be made on the direct trade-effect of 

direct investment from the data that are available. The reader must 

bear in mind then that the tentative conclusions drawn here are based 

on incomplete and inadequate information. Furthermore, no attempt is 

made to estimate the exports and imports of foreign affiliates for the 

other years in the 1950-1965 period, because the available data are 

considered too unreliable and scanty for meaningful estima tes. 

The statistics in Table 27 show the armual and cumulative 

direct trade-effecta of the reporting foreign-controlled companies for 

the years 1964, 1965 and 1966. In each of these three years the value 

of theae importa from the U.S. exceeded the value of their exports to 



- 138 -

TABLE 27 

DIRECT TRADE EFFECT OF FOREIGN AFFILIATES REPŒTING, CANADA, 1964-1966 

. (Millions of dollars) 

1964 1965 1966 
u.s. Others Total .!!:.§.:. Qthers Total ~ Others Total - . 

~ort Sales To l, 753 1,105 2,858 1,961 1,115 3,076 2,692 1,165 3,857 

Imports Purchase 
From 1,771 662 2,433 2,274 684 2,958 2,742 708 3,450 

Balance of Trade -18 443 425 -313 431 118 -50 457 407 

Cumulative Export 
Sales To 1,753 1,105 2,858 3,714 2,2~0 5,934 6,406 3,385 9,791 

Cwmùative Import 
Purchase From 1,771 662 2,433 4,045 1,346 5,391 6,787 2,054 8,841 

Cwnul.ati ve Balance 
Of Trade -18 443 425 -331 874 543 -381 1,331 950 

Source: Revised and erlended data pub1ished in Foreign-owned Subsidiaries In 

Canada, obtained from Department of Trade and Conmerce, Ottawa. 
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the U~s., and the cumulative deficit with the U.S. amounted to $381 

million. These annua1 de1'icits with the U.S. were far exceeded by 

the trade surpluses earned in trading wi th all other foreign cOllntries 

except the U.S. The cumulative overall trade surplus for the years 

1964 to 1966 was $950 million. The annual trade surplus es earned 

'With aU countries except the U.S. remained almost unchanged during 

these three years at between $431 and $451 million and in each of 

these three years the value 01' the total exports to al1 countries 

exceeded the value 01' the total imports from all foreign countries. 

The question now is can this trend be accepted as (1) the probable 

general trend 01' the direct trade-effect 01' the whole direct investment 

during these three years, and (2) for the whole period under consider­

ation, 1950-1965. 

However, before we dwell on this question let us consider 

the data shown in Table 28 taken from the U.S. source. They show the 

direct trade-effect 01' U.S. manuf'acturing a1'filiates in Canada from 

1962 to 1964. They indicate that the value 01' imports from the U.S. 

exceeded the value 01' exports to the U. S. 01' the U. S. manuf'acturing 

affiliates in each 01' the three years, 1962, 1963 and 1964. The annual 

deficit increased each year and the cumulative deficit for the three 

years was $2,691 million. It ia interesting to note also that the value 

01' the imports 01' U.S. manuf'acturing a1'filiates from the U.S. alone, 

exceeded the value 01' their total exports to a11 côuntries including the 

U.S. in each of' these three years. The deficit incurred with a11 countries 

ws greater in 1963 ($110 million) than the deficits in 1962 ($69 million) 
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TABLE 28 

,DIREaI' TRADE EFFECT OF U.S. MANUFACTURING AFFILIATES, CANADA, ~962-~964 

.(Millions of dollars (~» 

1962 1963 1964 

Imports From U.S. ~,774 2,00~ 2,290 

Exports To U.S. 95~ ~,099 ~,323 

Balance of Trade With UoS. -823 -90~ -967 

Cumulative Balance Of Trade Wi th U. S. -823 -~, 724 -2,69~ 

Exports To Other Countries 754 792 945 

Tota~ Exporte ~, 705 ~,89~ 2,268 

Ba~ance of Trade " -69 -~~O -22 

Cunmlative Balance of Trade -69 -~79 -201 

(~) U.S. dollars are converted into Ganadian dollars using annua~ noon 
average rates gi ven by' the Bank of canada. 

Source: 
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and in 1964 ($22 million). The cumulative deficit of these U.S. 

affilia tes from 1962 to 1964 thus amounts to $201 million. And this 

deficit would probably be greater if we could take account of the 

value of the imports of the U.S. manufacturing affiliates in Canada 

from foreign countries other than the U.S. 

Now let us go back to the question whether we can accept the 

results shown by theSurvey data as representing the averall trend of 

the exports and imports of foreign affiliates in Canada. First, it 

must be said that on many counts the trends shown in Table 27 cannot 

be considered representative of the external trade activities of the 

foreign affiliates in Canada, particularly in the early years of the 

19,0-196, periode Among the reasons for this are that the Survey 

covers only less than one-firth of the total number of foreign 

controlled companies. v~ile these reporting companies do account for 

about 60 per cent of the business conducted by the non-financial 

corporations more than ,0 per cent foreign-owned, this means that 

most of the non-reporting foreign-owned companies are very small. 

Also, what evidence ia available indicates the smaller companies do 

not conform to the pattern of the large ones. This is because the 

large corporations are very specialized, technologically more advanced, 

far more competent in launching efficient and aggressive export 

promotion activities, better known in the outside world, favoured 

with relativelY lowèr unit cost of production due to the economies 

of large scale, well equipped to produce better qualit,y products, and 
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thus enjoy a better competitive position in international markets. 

Therefore, the,y have a greater comparative advantage in exporting 

their products compared with the small companies. Futhermore, the 

smaller companies are prone to import a higher proportion of their 

inputs(2) than the large corporations because the latter are frequently 

integrated both vertically and horizontally. Also, the large companies 

can import both the quantities and varieties of goods to exploit aIl 

the advantages of a buyerls market, while the small companies do not 

have this advantage. This means that imports of the small campanies 

usually cost more per unit. In addition, the small companies, unlike 

the larger ones, are often more dependent upon their foreign parent 

companies for policy direction which is frequently more import-otiented. 

Furthermore, a higher proportion (70 per cent) of mining 

companies are included in the Survey and Canadian mining companies are 

very mu.ch export-oriented (3) compared wi th manufacturing and utili ty 

companies, so it can be assumed that if !1! foreign-owned companies 

were covered, the ratio of exports to imports would be smaller than 

(2). See A.E. Safarian, op. cit., Chapter V. 

(3 ). The Canadian mining industry, embracing the mining and prepara tion 
of metallic ores and concentrates, non-metallic minerals and fuels 
had a production value of close to $3.5 billion in 1966. In value 
terma, approximately one-half of the produçtion was exported in 
ores, concentrates and other crude forma. Industrial Activity in 
Canada: Review and Outlook, Department of Trade and Commerce, 
ottawa, November, 1967 (unpublished). 
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the one shown by the data on the seleeted eompanies eovered by the 

Survey. Also, sinee the data in Table 28 show a different pieture 

from those in Table 27, i.e., the U.S. manufaeturing affiliates in 

Canada had imported from the U.S. alone more than they had exported 

to all foreign eountries including the U.S. Thus, on account of all 

these reasons, we must conclude that the trend shown by the statistics 

in Table 27 i8 not representative. And finally, the data in the Survey 

may not be representative for the earlier years of the 1950 to 1965 

period, because, as said earlier, in terms of a single investment 

the assoeiated imports May weIl be substantial in the early years 

following the investment, but may taper off as the foreign affilia tes 

become established and diversified. It should he noted that the ratio 

of new investment to the total value of existing direct investment is 

much smaller in each of the three years covered by the Survey than in 

the early years of the period of 1950-1965. 

One feature common to both the Survey's data shown in Table 

27 and to the data from the U.S. source shown in Table 28, is that 

the foreign affiliates in Canada always show a trade deficit with the 

U.S. The important question then is to what extent this deficit with 

the U.S. was offset by the trade surplus with other countries. The 

data shown by the Survey indicate that the deficit with the U.S. was 

more than offset by the trade surplus earned with forèign countries 

other than the U.S. On the other hand, Table 28 shows that the exports 

of the U.S. manufacturing affiliates to aIl countries other than the 
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u.s. were not enough to offset the excess of their imports over their 

exports to the U.S. And if we could include the value of the imports 

of U.S. manufacturing affilia tes from foreign countries other than the 

U.S., thë yearly and cumulative overall deficits would undoubtedly be 

larger still. And aIl that can be said in these circumstanoes is 

that we do not have adequate information in the light of the problems 

mentioned above, to generalize the indications provided by the Survey 

80 as to arrive at any definite conclusion on the question of the 

direct trade-effect of foreign affilia tes. G~essing on no firm basie 

is more dangerous than leaving the question unanswered. However, 

considering the qualifications and limitations of the Survey data 

including its incomplete coverage, compared with the data provided by 

the U.,S. source, one could make the guess-estimate that the overall 

cumulative direct trade-effect of direct investment in Canada for the 

whole period, 1950-1965, would more 1ikely be a deficit than a surplus. 
", 

II DIRECT INVESTMENT AND THE PATTERN OF TRADE 

In this Section we will make an attempt to review the pattern 

of Canadian imports and exports so that we may be able to make a few 

genera1 remarks on the extent of import substitution and export creation 

during the 1950-1965 periode 

It is evident from Table 29 that the ratio of the value of 

the fuels and lubricants imported to the value of total merchandise 

imports has been declining steadily since 1950, and was only 1.3 per 

cent in 1965 compared with 15.8 per cent in 1950. Although the ratio 
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TABLE 29 

RATIO: OF EACH CLASSIFICATION TO TOTAL MERCHANDISE IMPORTS, 
CANADA, 1950-1965 

(Percentages) 

Year Fuels & 'Industrial Investment -Consumer Special Total 
, Lubricants Mater1als Goods Goods Items I!!!E0rts 

1950 15.8 32.1 22.5 29.2 0.4 100.0 

1951 13.4 34.1 25.7 26.2 0.6 100.0 

1952 12.8 29.0 30.7 26.6 0.9 100.0 

1953 11.8 27.6 31.4 28.7 0.5 100.0 

1954 11.5 26.8 30.7 30.1 0.9 100.0 

1955 10.7 28.0 31.1 29.8 0.4 100.0 

1956 10.1 27.7 33.6 28.1 0.5 100.0 

1957 10.8 26.7 33.6 28.5 0.4 100.0 

1958 9.9 26.5 31.0 32.1 0.5 100.0 

1959 9.2 26.5 31.1 32.7 0.5 100.0 

1960 8.7 26.5 31.6 33.4 0.8 100.0 

1961 8.2 26.9 31.6 32.3 0.9 100.0 

1962 7.8 27.6 31.7 32.0 0.9 100.0 

1963 8.2 27.3 30.4 33.1 1.0 100.0 

1964 7.3 27.8 31.6 30.5 2.8 100.0 

1965 7.3 26.8 31.9 30.9 3.1 100.0 

Source: Statistical Summary; SUtiPlement 1963, 1§~5 and 1966, Bank 
Canada, Ottawa, pp. 15 -159, ï5b8iid 1 • 



-~-

of the value of imported industrial materials to total merchandise 

importa fluctuated slightly during the period, the ratio was down 

to 26.8 per cent in 1965 versus 32.1 per cent in 1950. The ratio 

of imported investment goods to total merchandise importa rose from 

22.5 per cent in 1950 to 31.9 per cent in 1965. The ratio of consumer 

goods imported to total merchandise imports also went up, rising from 

29.2 per cent to 30.9 per cent over the periode Thus, in 1965 compared 

with 1950, a lesser proportion of Canadian importa were absorbed by 

two sectors (fuels and lubricants, and industrial materials) and a 

larger proportion by the other two sectors (investment goods and 

consumer goods). 

Table 30 which shows the ratio of merchandise imports to 

gross national product, reveals that lower percentages of groaa national 

product were deVoted to both imported fuels and lubricants, and indus tria 1 

materials, in 1965 th an in 1950, while a greater percentage was spent on 

imported investment goods. The portion of gross national product going 

for importa of consumer gooda remained unchanged. This Table also 

shows that in overall terrns, there has not been much change in the 

proportion of the gross national product.devoted to total importa, over 

the 1950-1965 periode More specifically, the ratio of total merchandise 

imports to gross national product has fallen slightly, from 11.4 per cent 

in 1950 to 16.6 per cent in 1965, an insignificant decline considering 

the time period and the increase in the absolute figures involved. 

Furthermore, this ratio has been rising since 1963 while no trend, 

either falling or rising, was evident prior to 1963. This is interesting 
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T'ABLE 30 

J,UTIO OF MERCHANDISE IMPORTS TO GROSS NATIONAL PRODUCT, CANADA ~ 
195D-1965 

(Percentages) 

Fuels & Industrial Investment qonsumer ~pecial .Total 
Year Lubricants Materlals Goods Goods Items Importe -
1950 2.7 5.6 3.9 5.1 0.1 17.4 

1951 2.5 6.4 4.9 5.0 0.1 18.9 

1952 2.1 4.7 5.0 4 • .3 0.2 16.3 

1953 2.0 4.7 5.3 4.9 0.1 17.0 

1954 1.8 4.3 4.9 4.8 0.1 15.9 

1955 1.8 4.7 5.2 5.0 .0.1 1'0.8 

1956 1.8 5.0 6.1 5.1 0.1 18.1 

1957 1.8 4.6 5.8 4.9 0.1 17.2 

1958 1.5 4.1 4.8 4.9 0.1 15.4 

1959 1.5 4.2 4.9 5.2 0.1 15.9 

1960 1 • .3 4.0 4.6 $.1 0.1 15.1 

196. 1 • .3 4.1 4.9 5.0 0.1 15.4 

1962 1.2 4.3 4.9 4.9 0.2 15.5 

1963 1.2 4.1 4.6 5.0 0.2 15.1 

1964 1.1 4.4 5.0 4.8 0.5 15.8 

1965 1.2 4.5 5.3 5.1 0.5 16.6 

Source: National Accounts Income and Expenditure~ 1926 - 1956, .!22g, 1966, J 

Op. Cit., pp • .32-.3.3, 26, 18, Table 2; and see Table 29. 
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in view of a statement made by Professor B. Wilkinson in his book(4) 

that 'We observed in the preceding chapter that there has been a 

lOng-run decline in imports relative to GNE (all in current priees), 

which has continued up to the present'. The statistics (all in 

current priees) shown in Table 30 which pertain to a slightly longer 

period do not support the above statement which pertain to the 

1953-1963 period. 

One can argue that the domestic demand for goods and not 

the gross national product should be related to the total merchandise 

imports because the gross national product includes services as well 

as goods. The data in Table 31, which show the ratio of merchandise 

imports to the total Canadian domestic demand for goods between 1950 

and 1965, also support the findings described above. They reveal that 

the proportion of fuel and lubricants imported to the total domestic 

demand for goods has fallen from 3 per cent in 1950 to 1.4 per cent in 

1965 and that the ratio of indus trial materials imported to the total 

domestic demand for goods has go ne down from 6.2' per cent in 1950 to 

5.2 per cent in 1965. This Table also shows that investment goods and 

consumer goods imported to the total domestic demand for goods has 

risen from 4.3 per cent and 5.6 per cent in 1950, to 6.2 per cent and 

6 per cent in 1965, respective1y. More important~, the ratio of 

total merchandise imports to total domestic demand for goods is shown 

(4). 
Recent Trends 
1968, p. 19. 
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TABLE 31 

ItATIO OF MERCHANDISE IMPORTS TO TOTAL DOl~STIC DEMAND FOR GOODS, 
1950-1965 

CANADA, 

'(Percentages) 
F'uel Industrial Investment Consumer Special Total 

lear Lubricants 'Materials 'Goods "Goods Items 'Imports 

1950 3.0 6.2 4.3 5.6 0.1 19.2 

1951 2.7 7.0 5.2 5.4 0.1 20.4 

1952 2.4 5.4 5.7 5.0 0.2 18.7 

1953 2.2 5.3 5.9 5.4 0.1 18.9 

1954 2.1 4.9 5.7 5.5 0.2 18.4 

1955 2.1 5.3 5.9 5.7 0.1 19.1 

1956 2.0 5.4 6.6 5.5 0.1 19.6 

1957 2.0 5.0 6.3 5.4 0.1 18.8 

il958 1.8 4.7 5.5 5.7 0.1 17.8 

1959 1.7 4.8 5.6 5.9 0.1 18.1 

1960 1.6 4.8 5.5 6.0 0.2 18.1 

1961 1.5 4.9 5.8 6.0 0.2 18.4 

1962 1.5 5.2 6.0 6.0 0.2 18.9 

1963 1.5 5.1 5.7 6.2 0.2 18.7 

1964 1.4 5.3 6.0 5.8 0.6 19.1' 

1965 1.4 $.2 6.2 6.0 0.6 19.4 

Source: 

e-



, - -.15.0 -

to have increased somewhat f~om 19.2 per cent in 1950 to 19.6 per 

cent in 1965. 

The data in Table 32 pertain to anothërîndex, i.e., the 

ratio of merchandise imports to domestic demand for domestically­

produced goods ~uring the 1950-1965 periode This index shows the 
~ 

change in the proportions of imported goods absorbed by dlfferent 
. . 

sectors to the tôtal Canadian demand for goods. This Table indicates 

that the percèntage share of imported fuel and lubricants has gone 

down substantial~ during ,the·period, vith the Canadian economy 
. , . 

depending upon imported fuels and lubricants for 3.8 per cent of the 

total domestical~ consum~d' goods in 1950, and for only 1.7,per cent 

of the total in 1965. In 1950 Canada's consumption of imported 

industrial materials comprised 7.6 per cent of total consumption of 

goods, but in 1965 Canada utilized a slightly smaller proportion of 

imported industrial materials, i.e., 6.5 per cent. In the case of 

both investment goods and c~nsumers goods the ratio of consumption 

of foreign~produced goods to total demand for goods was higher in 

1965 than in 1950. In the investmen~ sector, this ratio was 5.3 per 

cent in 1950 while in 1965 it was 7.7 per cent. Simi la rly, in the 

consumption sector, this proportion was 6.9 per cent in 1950 and in 

1965 it increased to 7.4 per cent. Finally, the proportions of total 

foreign goods and total home-produced goods utilized were 23~7 per cent 

and 76.3 per cent respectively, in 1950 and 24.1 per cent and 75.9 per 

cent respectively, in 1965. 
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TABLE 32 

.RATIO OF MERCHANmSE IMPORTS TO DOMESTIC DEMAND FOR DOMESTICALLt-
PRODUCED GOODS, CANADA, 1950-1965 

(Percentages) 

ruel & _ Industrial Investment Consumer Special. Total 
Year Lubricants Materia1s Goods Goods 'Items Imports 
.0.--. 

1950 3.8 7.6 5.3 6.9 0.1 23.1 

1951 3.4 8.8 6.6 6.7 0.2 25.7 

1952 3.0 6.6 7.0 6.1 0.2 22.9 

1953 2.7 6.4 1.3 6.8 0.1 23.3 

1954 2.6 6.0 6.9 6.8 0.2 22.5 

1955 2.5 6.6 7.4 7.0 0.1 23.6 

1956 2.5 6.1 8.2 6.8 0.1 24.3 

1957 2.5 6.2 1.8 6.6 0.1 23.2 

1958 2.1 5.7 6.7 6.9 0.1 21.5 

1959 2.0 5.9 6.9 1.3 0.1 22.2 

1960 1.9 5.8 6.7 1.3 0.2 21.9 

1961 1.9 6.1 1.1 1.3 0.2 22.6 

1962 1.8 6.4 7.3 1.4 0.2 23.1 

1963 1.9 6.3 7.0 7.6 0.2 23.0 

1964 1.7 6.5 7.4 1.2 0.1 23.5 

1965 1.7 6.5 7.1 7.4 0.8 24.1 

Source: See Table 31 
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It is evident from the above analysis that substantial import 

substitution has ta ken place in one sector of the economy, i.e., fuel 

and lubricants, and a moderate import displacement has occurred in the 

sector of industrial materials. But in the other two sectors, i.e., 

investment goods and consumer goods, Where higher a degrees of processing 

is required, there was more import creation than import substitution. 

As a result, whatever import substitution took place in the less advanced 

two sectors was more than offset by import creation in the advanced 

sectors. Thus, it appears that though direct investment in Canada 

increased by 400 per cent during the period 1950 to 1965, it has not 

created any overall import displacement in the national economy. It 

implies further that Canàda has to stress more development in these 

advanced sectors Which are at present the MOSt active in import creation. 

Now let us see how the pattern of Canadian merchandise exports 

has changed during the 1950-1965 periode The statistics in Table 33 

indicate that there was a fair amount of change in the composition of 

exports during this periode The significance of primary products, i.e., 

farm and fish products and forest products, in total exports declined 

considerably between 1950 and 1965. The proportion of these primary 

products exports to total merchandise exports fell from 64.8 per cent 

in 1950 to 43.8 per cent in 1965. The item metals and minerals on the 

other hand, has captured a higher share of total exports, rising from 

19.3 per cent of the 1950 total to 30.6 per cent of that of 1965. 

Similarly, the item 'other manufactured goods and miscellaneous products' 
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,TABLE 33 

RATIO OF EACH GROUP OF EXPORTS TO TOTAL MERCHANDISE EXPORTS, 
GANADA, 1950-1965 

(Percentages) 

Farm & 
Fish J Forest J Metal &,. Chemica1s'& 

~ Products Products Minera1s Fertilizera 

1950 29.7 35.1 19.3 3.0 

1951 29.1 34.9 19.4 3.3 

1952 30.6 31.4 21.3 2.9 

1953 30.3 30.9 21.8 3.3 

1954 25.1 34.8 23.3 3.9 

1955 21.2 34.7 28.3 4.2 

1956 23.2 30.9 30.4 3.8 

1957 20.7 29.7 32.7: 4.0 

1958 23.9 28.8 29.4 4.0 

1959 21.2 29.4 32.2 3.9 

1960 18.9 29.4 33.7 4.4 

1961 22.0 27.5 31.5 4.3 

1962 19.9 26.8 32.4 3.9 

1963 21.0 26.1 31.0 3.8 

1964 22.2 24.2 30.0 3.7 

1965 19.8 24.0 30.6 3.8 

Source: Statistical Summary, SUpplement 1966 

Bank of Canada, ottawa, pp. 156-157 

Other 
Manufactured , 
Goods & Misc. Re-~orts , 

11. 7 1.2 

12.0 1.3 

12.5 1.3 

12.4 1.3 

11.2 1.7 

9.9 1.7 
", 

10.1 1.6 

10.9 2.0 

11.7 2.2 

10.9 2.4 

11.1 2.5 

12.2 2.5 

14.2 2.8 

15.4 2.7 

17.4 2.5 

19.0 2.8 

Total 
Export~ 

100.'0 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0, 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 
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has increased its share in the total exports considerab1y, rising 

from 11.7 per cent in 1950 to 19.0 per cent in 1965. The item 

'chemica1s and fertiiizers' has shown a sma11 increase up from 3 

per cent in 1950 to 3.8 per cent in 1965. A1though there has been 

a considerable structural change in the composition of Canada exports 

during the period, in 1965 the share of primary products and meta1s 

and Minera1s together still accounted for 74.4 per cent ·of total 

exports, and the manufactured goods inc1uding the misce11aneous 

products for on1y 22.8 per cent, or 1ess than one-fourth of the 

total. 

The statistics in Table 34 show the ratios of merchandise 

exports to gross national product from 1950 to 1965. It is interesting 

to note that the ratio of merchandise exports to the gross national 

product has fa11en from 17.4 per cent in 1950 to 16.8 per cent in 

1965. Even if we take three years' averages (1950-1952) at the 

beginning and three years' averages (1963-1965) at the end of the 

period, instead of comparing the first year (1950) in the period under 

consideration with the 1ast year (1965) the proportion of merchandise 

exports to the gross national product still show a decline, fa11ing 

from 18.0 per cent (1950-1952) to 16.8 per cent (1963-1965). This 

means that Canada was actually exporting a lower proportion of its 

gross national product at the end of the period under consideration 

than at its beginning. 
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TABLE 34 

RATIO OF MERCHANDrSE EXPORTS TO GROSS NATIONAL PRODUCT, 
1950-1965 

CANADA, 

(Pereentages) 

Farm & ,Other 
Fish .Forest .Meta1s & 1 Chemiea1s & Manufaetured Total 

,Year Produets Produets Minera1s Fertilizers Goods & Mise. Re-Exports ExportE 

1950 5.2 6.1 3.4 0.5 2.0 0.2 17.4 

1951 5.4 6.5 3.6 0.6 2.3 0.2 18.6 

1952 5.6 - 5.7 3.8 0.5 2.3 0.2 18.1 

1953 5.0 5.1 3.6 0.6 2.1 0.2 16.6 

1954 4.0 5.5 3.7 0.6 1.8 0.2 15.8 

1955 3.4 5.5 4.5 0.7 1.6 0.3 16.0 

1956 3.7 4.9 4.8 0.6 1.6 0.3 15.9 

1957 3.2 4.5 5.0 0.6 1.7 0.3 15.3 

1958 3.6 4.3 4.4 0.6 1.7 0.3 14.9 

1959. 3.1 4.3 4.8 0.6 1.6 0.4 14.8 

1960 2.8 4.4 5.0 0.7 1.6 0.4 14.9 

1961 3.5 4.3 5.0 0.7 1.9 0.4 15.8 

1962 3.1 4.2 ,.1 0.6 2.2 0.4 15.6 

1963 3.4 4.2 5.0 0.6 2.5 0.4 16.1 

1964 3.9 4.2 5.3 0.7 3.0 0.4 17.5 

1965 3.3 4.0 5.1 0.7 3.2 0.5 16.8 

Source: See Tables 31 and 33 
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The data in Table 35, showing the ratio of merchandise 

exports to the total domestic supply of goods from 1950 to 1965, 

reveal that the proportion of total domestic supp~,of goods exported 

almost follows the trend shown by the ratio of merchandise exports 

to the gross national product. The proportion of the total domestic 

supplY of goods exported went up slightly from 21.3 per cent in 1950 

to 21.8 per cent in 1965. But the average ratio of the first and 

last three years of this period has gone down from 22.8 per cent to 

22.0 per cent. As the average comparison is likely to be more reliable 

than just end years comparison, it can be stated that the proportion 

of the domestic supply of goods exported has also fallen during the 

period under consideration. 

Thus these two indexes, the ratio of merchandise exports to 

the gross national product and the ratio of merchandise exports to 

the total domestic supply of goods, reveal that Canada has not improved 

its export performance in overall terms over the 1950-1965 periode In 

this context it May be interesting to look at the Canadian performance 

relative to the world and the industrial countries' performances. The 

data shown in Table 36 show that Canada's performance relative to world 

performance in the exports of goods has declined over the period being 

considered. So also has the ratio of Canadian exports to the export of 

indus trial countries. The drop in Canada's share of the exports of the 

indus trial countries was fairly substantial, i.e., from 9.26 per cent 

in 1950 to onlY 7.21 per cent in 1965. 
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'l'ABLE 3'5 

RATIO OF MERCHANDISE EIrORTS TO TOTAL DOMESTIC SUPPLY OF GOOD8, 
CANADA, 1950-1965 

(Percentage) 

Farm & Other , 
Fish Forest Meta1s & Chemica1s & Manuf'actured Total 

Year products Products MineraIs Ferti1izers Goods & Mi sc. Re-ExP0r~s EePort -
1950 6.3 7.5 4.1 0.6 3.5 0.3 21.3 

1951 7.1 8.4 4.7 0.8 2.9 0.3 24.2 

1952 6.8 7.0 4.7 0.6 2.8 0.3 22.2 

1953 ~.9 6.0 4.2 0.6 2.4 0.3 19.4 

1954 4.4 6.1 4.1 0.7 2.0 0.3 17.6 

1955 4.2 7.0 5.7 0.9 2.0 0.3 20.1 

1956 4.7 6.3 6.2 0.8 2.1 0.3 20.4 

1957 3.7 5.2 5.8 0.7 1.9 0.4 17.7 

1958 4.1 4.9 5.1 0.7 2.0 0.4 17.2 

1959 3.9 5.3 5.8 0.7 2.0 0.4 18.1 

1960 3.4 5.3 6.0 0.8 2.0 0.5 18.0 

1961 4.3 5.3 6.1 0.8 2.4 0.5 19.4 

1962 4.0 5.4 6.5 0.8 2.9 0.6 20.2 

1963 4.4 5.4 6.5 0.8 3.2 0.6 20.9 

1964 5.2 5.6 7.0 0.9 4.0 0.6 23.3 

1965 4.3 5.2 6.7 0.8 4.2 0.6 21. E 

Source: See Tables 31 and 33 
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TABLE 36 

RATIOS . OF CANADIAN EXPORTS TO WORLD EXPORTS AND EXPORTS OF THE INDUSTRIAL 
ÇOUNTRIES (1), 1950-1965 

~Percentages) 

Canadian Exports As 
Canadian Exports As % or The Exports Of 

Year '% or Wor1d Exports- Industria1 Countries -:r--

1950 5.58 9.26 

1951 5.31 8.63 

1952 6.55 10.02 

1953 6.23 9.57 

1954 5.18 8.86 

1955 5.13 8.10 

1956 5.61 8.40 

1951 5.44 1.93 

1958 5.69 8.29 

1959 5.63 8.21 

1960 5.18 1.40 

1961 5.19 7.34 

1962 5.02 7.12 

1963 5.01 7.11 

1964 5.31 1.47 

1965 5.18 1.21 

(1) Industria1 countries comprise the U.S.A., the U.K., indus trial 
Europe, Canada and Japan. 

Source: International Financial Statistic~, SUPE1ement to 1966/61 
Issue, International Monetary Fund, Washington, D.C., pp.XV1-XU 
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Thus, Tables 34, 35 and 36 all indicate that Canada had not 

shown a~ improvement in her export performance during the period 

1950-1965 and that its competitive position has actually worsened. 

This is a serious problem for a country like Canada whose dependence 

on international commercial transactions, both trade and capital 

movements, is very high. This is even more serious)considered in the 

light of the probable future trend of rising profit remittances abroad 

by foreign-controlled companies operating in Canada. The fact that 

despite an increase of 400 per cent in direct investment in Canada 

over the 1950-1965 period, Canada has not been able to increase its 

share of world exporta or improve its international competitive 

position ia a cause for concerne However, it is likely that the 
) 

large amounta of direct investment received during this period have 

contributed to Canada faring as well as it has in view of the great 

changes that have taken place in world exports since 1950. 

It is evident from Table 31 that Japan and industrial conti-

nental Europe, achieved a significant increase in their share of world 

exports over the 1950-1965 periode At the same time the shares of the 

U.S.A., and the U.K. in total world exports declined considerably. 

This had happened because certain countries, particularly Weat Germany, 

ltaly, and Japan, devastated by World War II have regained their 

competitive position followi.ng the re-building of their e"conomiea. In 

this respect the year 1950, i.e., a pre-recovery year, is not suitable 

as a base year to compare the changes in the competitive position of 
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• :t'ABLE 37 

TH~ RATIOS OF EXPORTS OF SELECTED COUNTRIES TO WORLD EXPORTS, SELECTED YEARS, 
1950-1965 

(Percentages) 

,Ratios Of: 1950 1951 1957 1958 1964 196.$ 

U.S. Exports To Wor1d Exports 18.6 20.1 21.0 18.9 17.5 16.6 

U.K. Exports To World Exporta 11.5 10.1 9.9 10.0 8.4 8.3 

Industria1 Europe's To Wor1d Exports 23.0 24.9 29.4 30.9 35.4 36.6 

Exports Of France To World Exports 5.5 5.5 5.1 5.4 5.9 6.1 

Exports Of Germ~ To Wor1d Exports 3.6 .4.6 8.6 9.3 10.7 10.9 

Exports Of Italy To World Exports 2.2 2.2 2.6 2.7 3.9 4.4 

Exports Of Japan To Wor1d Exports 1.5 1.8 2.9 3.0 4.4 5.1 

Exports Of Austra1ia To Wor1d Exports 3.0 2.7 2.2 1.8 2.0 1.8 

Exports Of Canada To Wor1d Exports 5:6 .5.4 ·,.4 ,.7 ,.3 5.2 

Source: See Table 36 
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various countries. But the share of Canadian exports to world exports 

despite these developments abroad declined only very slightly, falling 

from 5.6 per cent in 1950 to 5.2 per cent in 1965. This means that 

Canada, unlike the t'.S.A. and the U.K., has almost maintained its 1950 

position more or less the same. However, this may only be partly due 

to the operations of foreign affiliates in Canada, as despite an 

increase of 469 per cent in direct investment in the case of Australia 

during the 1950-1965 period(5),that country's share of world exports 

declined (as is seen in Table 31) from 3 per cent in 1950 to 1.8 per 

cent in 1965. 

It should be mentioned finally that we cannot draw: any 

definite conclusion from the above analysis on the overall trade-effect 

of direct investment in Canada during the period considered. It does, 

however, seem that our examination of both the direct trade-effect and 

the indirect trade-effect suggesta the probability that Canada had a 

trade deficit in overa1l terms from the operations Df foreign affiliates 

in Canada, over this 1950-l965,period • 

(5). Private Overaeas Investment in AustrAlia, Supplement to the 
Treaa~ Information Bulletin, Commonwealth Treasur,y, Canberra, 
M~, 19 5, p. 18, Table 12; and estimated for the year 1965. 
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Appendix l 

Capital-Flow Effect of Portfolio Placement 

The purpose of this appendix is to examine empirical~ three 

different but related questions: (1) whether, in the Canadian context 

during the 1950-1965 period, the service payments, i.e., retirements 

plus dividends and interest, both annually and cumulatively, on the 

portfolio placement exceeded the amount of new portfolio placement 

inflows, annually and cumulatively; (II) whether the capital-f10w effect 

of the direct investment or that of the portfolio placement in Canada 

during the 1950-1965 period was the more favourable to Canada from a 

balance of payments point of view; and (III) whether the rate of income 

was higher on the direct investment or on the portfolio placement during 

the 1950-1965 periode The statistical answers to these questions would 

clarify certain of the hypotheses referred to in Chapter I. 

1. In his famous article Domar has agreed(l) with other writers 

that since the inflows of portfolio placement are usually subject to 

the payment of amortization, dividends and interest, the outflow of 

funds so produced is expected, after a relativel1 short interval, to 

exceed the inflow. He have also noted in Chapter l M'r. Maffry' s 

contention(2) that as the amount of service payments on portfolio place-

ment grows with the volume of outstanding portfolio placement, it must 

(1). E. Domar, op. cit., pp. 805-806. 

(2). A. Maffry, op. cit., p. 619. 
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~ overtake the amount ofnew portfolio placement inflow, so that on 

balance, there is no net contribution of foreign exchange to the host 

country. It is obvious from the above two statements that the 

generally accepted position is that within a short period of time, the 

service p~ents on portfolio placement will exceed the gross annual 

inflow of portfolio placement, and the difference must be offset by 

foreign exchange earned through other sources. In other words, after 

a short ~le the annual gross inflow of portfolio placement will not 

be sufficient to meet the required service payments on accumulated 

portfolio placement, and there would be a net foreign exchange 10ss for 

the host country in this regard. 

It is cited(3) that Jacob Viner estimated in his 'Canada's 

Balance of International Indebtedness 1900-1913' that the total non-

resident investment in Canada amounted to $1,232 million in 1900, almost 

entirely in the forro of portfolio placement. In 1926 the value of the 

accumulated outstanding portfolio placement in Canada was $3.9 billion. (4) 

These historical figures indicate that the period under consideration, 

1950-1965, is by no me ans the first period at Which portfoliO placement 

started coming to Canada. On the other hand, the 1950-1965 period is 

more than half a centur,y after the earlier date at which portfolio 

placement inflow is known to have been high. Consequently, according 

to the generally accepted hypothesis noted above, the annual service 

payments on portfoliO placement should have been exceeding the annual 

(3). Canada's International Investment Position 1926-1954, op. cit, 
p. Il, Statement I. 

(4). Ibid, p. 72, Table I. 
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inflow of portfolio placement because the period being considered here, 

1950-1965, is very much beyond the suggested limits, i.e., a 'short 

interval' or 'soon'. 

The statistics in Table A-l show the gross infloi'T of an~ 

the gross service payments on portfolio placement, their different 

constituents, and the net foreign exchange movements associated with 

portfolio placement in Canada during the 1950-1965 periode The Table 

shows that the service p~ents on the portfolio placement do not 

exceed the inflow of portfolio placement in every year in this period, 

as among the sixte en individual years from 1950 to 1965 there are 

only seven in WhiCh service payments on the portfolio placement were 

larger than the inflow of portfolio placement. For the other nine years 

the inflow of portfolio placement exceeded the service payments on the 

outstanding portfolio placement. In detail, there were net foreign 

exchange gains, (i.e., outflow was smaller than the inflow) in 1950 

and 1951, services payments exceeded the capital inflows and there 

were consequent foreign exchange losses in the next four years, 1952 

to 1955, in the next four years, 1956 to 1959, there were net foreign 

exchange gains Whi1e the next three years, 1960 to 1962, show foreign 

exchange losses, and fina1ly, during the 1ast three years, 1963 to 

1965, there were net foreign exchange gains. Thus, during the 1950-

1965 period changes in the net movement of foreign exchange associated 

with the portfolio placement in Canada followed regular cycles, i.e., 

the net inflow and net outflow occurred for the sarne number of years 

in succession. Puring the period under consideration, there were 
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TABLE A-l 

INFLOW OF AND SERVICE PAYMENTS ON FOREIGN PORTFOLIO PLACEMENT, 
CANADA, 1950-1965 

A minus (-) indicates an outflow from Canada 

(Millions of dollars) 

Yeu Trade in New Issues Portfolio Retirements Dividends Gross Net Cumu-
Out stand- Placement & Out- H-nve- lative 
ing Issues Inflows Interest Flows ments Net 

of Move-
Foreign ments 
Ex- of 
change Foreign 

Exchange 

1950 329 210 539 -284 -166 -450 89 89 

1951 38 411 449 -184 -178 -362 87 176 

1952 -95 323 228 -89 -174 -263 -35 141 

1953 -31 335 304 -146 -189 -335 -31 110 

1954 63 333 396 -205 -194 -399 -3 107 

1955 -28 166 138 -185 -199 -384 -246 -139 

1956 198 667 865 -l41 -214 -355 510 371 

1957 97 800 897 -134 -254 -388 509 880 

1958 88 688 776 -158 -275 -433 343 1223 

1959 202 709 911 -258 -306 -564 347 1570 

1960 54 448 502 -266 -338 -604 -102 1468 

1961 100 548 648 -301 -368 -669 -21 1447 

1962 -51 729 678 -319 -385 -704 -26 1421 

1963 -131 984 853 -404 -436 -840 13 1434 

1964 -21 1100 1079 -382 -448 -830 249 1683 

1965p -219 1240 1021 -382 -490 -872 149 1832 

P Provisiona1 

Source: 1 Compendium!., .... pp. 118, 121, 122, 164-165, Tables 4.D3, 4.D4, 4.D5, 5.06. 
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net gains in foreign exchange in the first two years, ne~losses of 

foreign exchange in the next four years, net gains of foreign exchange 

again in the next four years, net losses of foreign-exchange for 

another three successive years, and net gains in foreign exchange 

associated with the portfolio investment in Canada in each of the 

final three'years. 

Furthermore, Table A-l shows that in the Canadian case during 

the 1950-1965 period, despite the fact that the amount of service 

payments were larger than the volume of portfolio placement inflow in 

seven individual years, portfolio placement still contributed a net 

increase in foreign exchange of $1,832 million in overall terms. In 

other words, the excess of the portfolio placement inflow over service 

payments on the portfolio placement totalled $1,832 million over this 

period. 

The above findings show that in the Canadian case the accepted 

hypothesis is not supported by the empirical evidence. If the accepted 

hypothesis applied to the Canadian case there would have been a net 

outflow of foreign exchange each year during the 1950-1965 period, and 

this of course would have resulted in a net cumulative outflow of foreign 

exchange for the whole period under consideration. Factually, then, 

instead of conforming to the accepted hypothesis ~mich postulates that 

additional foreign exchange from other sources is needeq t~ meet the 

service payments of the outstanding portfolio placement, portfolio 

placement in Canada contributed about $1,832 million to the Canadian 

foreignexchange resources over the 1950-1965 period.. Thus, the 
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hypothesis that the new portfolio capital inflow is soon exceeded by the 

associated service payments is not true in the case of Canada over the 

1950-1965 pèriod. 

Il. Now we May examine the second qu~stion, Whether direct 

investment or portfolio placement imposed the higher burden on the 

Canadian balance of payments position during the 1950-1965 periode 

This can be determined by comparing the direct capital-flou effect of 

the direct investment vdth that of the portfolio placement during the 

periode It is evident from Table A-2 which compares the capital-flow 

effects of direct investment with those of portfolio investment, that 

Canada had a net gain of foreign exchange through direct investment in 

eleven individual years in: the 1950-1965 periode On the other hand, 

in the same period Canada received net foreign exchange through 

portfolio placement in only nine individual years. However, What is 

important in such a comparison is not the number of individual years 

in which there were net foreign exchange gainS or losses but the 

amount of foreign exchange lost or gained by Canada as the result of 

direct investment and portfolio placement. Accordingly, Table A-2 

shows that on account of direct investment there were net los ses of 

fGr~gn exchange in only four individual years and that these totalled 

to .$1,450 million, yielding an annual average of $382.5 million. In 

the case of portfolio placement d,.ring the period under consideration, 

Canada experienced net foreign exchange los ses in seven years, the 

to al of which was $464 million for an annual average of oolY $66 million. 
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TABLE A-2 

CAPITAL FLOW EFFEOT OF DIREal' INVESTMENT AND PORTFOLIO PLACEMENT, 
CANADA, 1950-1965 ' 

A minus {-) indicates an outi'low from Canada 

(Millions of dollars) 

Year Annual Difference Cumulative Difference Annual Cumulative 

1950 

1951 

1952 

1953 

1954 

1955 

1956 

1957 

1958 

1959 

1960 

1961 

1962 

1963 

1964 

1965p 

Between Inf10w of Between Inf10w of Difference Difference 
Direct Investment Direct Investment and Between Inflow Between 
and Outf1ow of Income Outflow of Incarne ofPorti'olio Inf10w of 

Placement and Portfolio 
Outflow of Placement and 
Service Outflow of 
P~ents Service Payments 

-UO -110 89 89 

.31 -79 87 176 

198 119 -35 141 

192 311 -31 110 

178 489 -3" 107 

178 667 -246 -139 

529 1196 510 371 

364 1560 509 880 

189 1749 343 1223 

191 1940 347 1570 

278 2218 -102 1468 

237 2455 -21 1447 

•• 2455 -26 1421 

-349 2106 13 1434 

-637 1469 249 1683 

-354 1115 149 1832 

P: Provisiona1 

•• Nil 

Source: See Tables 22 and A-l. 
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Thus, While there were net losses of foreign exchange on portfolio 

placement for more years than for direct investment, the size of the 

net losses were mach smaller in the case of the portfolio placement 

than in that of direct investment. Furthermore, as mentioned earlier, 

through direct investment Canada shows a net gain of foreign exchange 

in eleven years for a total of $2,565 million, and an annual average 

of $233 million. In the case· of the portfolio placement, however, as 

mentioned above, there were net gains of foreign exchange in nine 

individual years for a total of ~2,296 million and an annual average of 

.{>255 million. Thus, the average annua1 net gain ws also smal1er in 

the case of the direct investment than in portfolio placement. Ab ove 

all, over the 1950-1965 period while Canada had a net gain of only 

$1,115 million from the direct investment, the net gain from portfolio 

placement amounted to $1,832 million, or $711 million more. 

A very important point in this ·context is that during the 

1950-1965 period i"lhile Canada had a greater net gain of foreign exchange 

from the portfolio placement, Canada's liabilities rose substantially 

more on account of direct investment than because of portfolio placement. 

Thus, during theperiod under consideration non-residents increased 

their ownership of Canadian resources by $14,114 million through direct 

investment, but by only $6,446 million through portfolio placement. In 

other wjrds, while Canada received through the portfolio placement about 

64 per cent more Ioreign exchange than it received through the direct 

investment during this period, the debt created by portfolio placement 
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was only 45.6 per cent of the one created by the direct investment. 

Furthermore, the latter l~ll generate greater income and greater debt 

in the future. At the be~inning of 1950 Canada's foreign liability 

due to accumulated portfolio placement was $4.1 billion and at the end 

of 1965 it was approximately $10 billion, representing an increase of 

144 per.cent during the 1950-1965 periode But at the beginning of 1950 

outstanding direct investment in Canada totalled only $3.6 billion, 

while it had risen to $18 billion by 1965 for an increase of 400 per 

cent over the periode Thus, Canad.a's external liability over 1950-1965 

period rose by 144 per cent through portfolio placement compared with an 

increase of 400 per cent through direct investment. At the same time, 

Canada received a net foreign exchange inflow from the portfolio 

placement 64 per cent more than through direct investment. It should 

be noted also that the increase of 400 per cent in direct investment 

compared with the i44 per cent rise shown in the portfolio placement, 

would generate a much greater amount of income in the future. 

In this context, it should be understood that the greater 

increase in direct investment compared with portfolio placement, despite 

the higher volume of net foreign exchange inflow through portfolio 

placement, was made possible by their inherent characteristic differences, 

i.e., direct investment accumulates through the process of reinvesting 

the retained earnings while a part of portfolio placement is automatically 

repatriated annually, and.there are no associated retained earnings to 

be plowed back in the case of portfolio placement. Another contributing 
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factor is that direct investment generated a higher income than did the 

portfolio placement during this period, although the accumulated 

liability on account of the portfolio placement was much greater 

($4.1 billion) at the beginning of ~e period under consideration 

than that of the direct investment ($3.6 billion). During the 

1950-1965 period direct imrestrnent generated a total of about $12,999 

million of income in Canada while portfolio placement generated only 

·~4,614 million of income, or only 35.4 per cent as much. Thus, "{..J'hile 

the outstanding portfolio placement was 14 per ?ent higher than that 

of direct investment at the beginning of 1950, and "{vhile more funds 

for ~ortfolio placement than for direct investment came to Canada in 

the period, ($10,284 million versus $8,910 million, a difference of 

15.4 per cent), direct investment still generated 182 per cent more 

income than portfolio placement over this period. 

To SUIn up the ab ove ana1ysis shows that: 

(1) Portfolio placement contributed a higher volume of 

net foreign exchange than did direct investment 

during the 1950-1965 period to supplement the 

foreign exchange resources of Canada. 

(2) The volume of direct investment in Canada increased 

substantially more than that of portfolio placement 

despite the fact that the latter brought a larger 

foreign capital inflow over the period. 

(3) Direct investment generated and remitted a higher 

total income than did portfolio placement although 
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the outstanding portfolio placement at the beginning 

of 19,0-196, period l"laS greater than the 

outstanding direct investment, and despite th~ 

fact that more portfolio placement capital came 

to Canada during the periode 

(4) The gap between the total incomes generated by 

direct investment and by portfolio placement will 

be substantially vdder in the future, since the 

outstanding direct investment was much greater than 

that of portfolio placement in 196,. 

Ill. The third question can be answered by a comparison of the 

annual average rate of incone on direct investment with that on 

portfolio placement for the periode This shows the average cost of 

the direct investment and of the portfolio placement to the Canadian 

economy. 

While the average rate of income is known to be a. somewhat 

nebulous concept, since it is used here for comparison purposes only, 

whatever deficiency involved will influence equally the average rate of 

income on both direct investment and portfolio placement. Hence its 

use can be justified here. The annual average rate of income on port­

folio placement is arrived at by dividing the total annual dividends 

and interest earned, by the amount of outstanding portfolio placement 

at that date, The annual average rate of incorne on direct investment 

is calculated by dividing the total of annual remitted dividends, 
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interest, ra,ralties and fees and unremitted profits, by the outstanding 

direct investment at the end of the year. These annual average rates 

of income show Whether direct investment or portfolio placement was 

the more remunerative from the investor's point of view. 

The statistics in Table A-3 show the annual average rate of 

income on direct investment and on portfolio placement during the 

1950-1965 periode The average rate of income on direct investment was 

12.6 per cent in 1950, that is, each $100 of direct investment in 

Canada earned an income of $12.60 in 1950. The average rate of income 

on direct investment fell steadily each year until it reached 6 per 

cent in 1958, it rose to 7 per cent in 1959, fell to 5.8 per cent in 

1960 and has moved up steadily ever since reaching 9.3 per cent in 1965. 

In the case of portfolio placement the rate of income was 3.8 per cent 

in 1950, that is, a portfolio placement holder received onl1 $3.80 per 

$100 invested in 1950. The annual average rate of income on portfolio 

placement fluctuated narrowlY (between 3.7 per cent and 4 per cent) 

until 1959, since then it rose slowlY and steadilY to 4.9 per cent in 

1965. During the period the highest average rate of income on portfolio 

placement was 4.9 per cent compared with 12.6 per cent for direct invest-

ment. Table A-3 shows that in every year during the 1950-1965 period the 

average rate of income on direct invef!tment vIas greater than that on 

portfOlio placement, the differences ranging from 8.8 percentage point 

to 1.5 percentage point. The average rate of incorne on direct investment 
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TABLE A-3 

AVERAGE RATE OF INCOME: ON DIRECT INVESTMENT .AND PORTFOLIO 
PLACEMENT, CANADA, 1950-1965 

(Percentages) 

Year Average Rate Average Rate of Incarne Excess Average 
of Incarne on on Portfolio P1acement(2) Rate of Income 
Direct Invest- on Direct 
ment (1) Investnlent 

Over Portfolio 
Placement 

1950 12.6 3.8 8.8 

1951 li.3 3.9 7.4 

1952 li.3 3.7 7.6 

1953 9.3 3.8 5.5 

1954 8.4 3.7 4.7 

1955 8~6 3.9 4.7 

1956 8.9 3.7 5.2 

1957 8.4 4.0 4.4 

1958 6.0 3.9 2.1 

1959 7.0 4.0 3.0 

1960 5.8 . 4.3 1.5 

1961 6.0 4.5 1.5 

1962 6.3 4.6 1.7 

1963 7.1 4.9 2.2 

1964 8.2 4.8 3.4 

1965p 9.3 4.9 4.4 

P: Provisiona1 

(1) It is calculated by dividing the annua1 remitted dividends & 
interest, remitted royalties & fees, and unremitted profits 
by the book value of direct investment at year ends. 

(2) It is measured by dividing the remitted dividends & interest by 
the book value of portfolio placement at year ends. 

Source: 'Compendium', pp. 232-233, Table 12; and see Tables 9, 13, 18 and A-l. 
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during the wole period was B.4 per cent compared with only 4.2 per 

cent in the case of the portfolio placement or exactly twice as much. 

In other words, from the Canadian point of view the cost of direct 

investment was exact~ twice that of portfolio placement. 

Perhaps, sorne may argue that it is not logical to include 

royalties and fees payments in calculating the rate of income on direct 

investment. But royalties and fees payments are very rnuch a part of 

the total income on direct investment, and are as relevant as dividends 

or interest payments. However, it may be interesting to compare only 

the rate of dividends and interest generated by the direct investment 

and by the portfolio placement. Such a comparison will show differences 

between the "rate of retum", a traditional concept covering dividends 

and interest, on portfolio placement and direct investment. However, 

it should be borne in mind that it is the "rate of income ll , and not the 

"rate of dividends and interest" that is relevant, "both from the 

investing and investee countries l points of view when the required 

payments on portfolio placement and direct investment are being 

considered. 

Bearing this in mind, let us look at Table A-4 which compares 

t~e average rate of dividends and interest on direct investment and on 

portfolio placement during the 1950-1965 periode Between 1950 and 1960 

the rate of dividends and interest on direct investment fluctuated from 

year to year. It was 11.5 per cent in 1950, it declined to 4.6 per cent 

in 1960, then rose steadily reaching 7.3 per cent in 1965. Dividends 
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TABLE A-4 

AVERAGE RATE OF DIVIDENDS AND INTEREST ON DIRECT INVESTMENT AND 
PORTFOLIO PLACEMENT, CANADA, 1950-1965 

(Percentages) 

Year Average Rate Average Rate of Excess Average Rate of 
of Di vidends Dividends & Dividends & Interest on 
& Interest Interest on Direct Investment Over 
on Direct 
Investment(l) 

Portfolio 
Placement(2) 

Portfolio Placement 

1950 li. 5 3.8 7.7 

1951 10.2 3.9 6.3 

1952 10.2 3.7 6.5 

1953 8.7 3.8 4.9 

1954 7.6 3.7 3.9 

1955 7.9 3.9 4.0 

1956 8.0 3.7 4.3 

1957 7.6 4.0 3.6 

1958 5.3 3.9 1.4 

1959 6.0 4.0 2.0 

1960 4.6 4.3 0.3 

1961 4.6 4.5 0.1 

1962 4.8 4.6 0.2 

1963 5.4 4.9 0.5 

1964 6.4 4.8 1.6 

1965p 7.3 4.9 2.4 

P: Provisiona1 

e (1) It equals remitted dividends & interest and unremitted profits 
divided b.1 the book value of direct investment at year ends •. 

(2 ) See Table A-3. 

Source: See Table A-3. 
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and interest are, of course, the only components of income on 

portfolio placement and the changes in it during this period have 

already been discussed and need not be dealt with further here. It 

is obvious from Table A-4 that in each and every year in the 1950-

1965 period the rate of dividends and interest on the direct investment 

was greater than that on the portfolio placement. The difference 

ranged from 7.7 percentage points in 1950 to 0.1 percentage points in 

1961; since 1962 it has risen gradually and steadily reaching 2.4 

percentage points in 1965. For the period as a whole the average rate 

of dividends and interest on direct investment was 7.3 per cent compared 

with only 4.2 per cent for portfolio placement. This means that during 

the 1950-1965 period a non-resident investor received an annual average 

of $3.10 more on each $100 in direct investment than on the same 

amount in portfolio placement. This comparison between the rate of 

dividends and interest on direct investment and on portfolio placement 

clearly demonstrates, that over the 1950-1965 period, direct investment 

was more costly than portfolio placement in the case of Canada. Thus, 

the comparison of the rates of only dividends and interest on direct 

investment and on portfolio placement fully supports the conclusions 

drawn from the comparison of incomes on direct investment and on 

portfolio placement that direct investment was more costly for Canada 

than the portfolio placement during the 1950-1965 periode 
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APPENDIX II. 

FOREIGN OWNERSHIP AND CAPITAL-FLOW EFFECT OF DmECl' INVESTI-1ENT 

This appendix attempts to use the theoretical model 

developed by G.G. Moffat(l) to measure the extent of foreign 

ownership and the direct capital-flow effect of direct investment in 

Canada. His model consisted of two parts, i.e., one of which shows 

how to determine the extent of foreign ownership in an econo~ and 

the other shows conditions under Which investment provides a ~ 

foreign exchange receipt to the host country. After discussing the 

foreign o'tmership and capital-flow effect conditions separately, he 

then, combines them to show the circumstances under Which diréct 

investment from abroad can provide net foreign exchange gains wi·l:;hout 

increasing the proportion of local enterprises owned qy non-residents. 

Depending upon Whether the rate of growth of the direct 

investment is greater than, equal to, or less than the rate of growth 

of resident investrnent the proportion of non-resident owned Canadian 

productive as sets will increase, remain unchanged, or fall. This is 

w.ritten as: 

b~a < 
where: b = rate of growth of direct investment 

a = rate of growth of resident investment 

(1) 

(1). G.G. Moffat, "The Foreign Ownership and Balance of Payments 
Effects of Direct Investrnent from Abroad", Australian Economie 
Papers, June, 1967, pp. 1-24. 



• - 179 -

= N + jBi b ~B~= (2) 

n + ji 

'Where: N annual net direct investment ini'low from abroad 

j the proportion of income payable on direct investment 

B 

i 

n 

'Which is ploughed back into the local enterprises 

the value of direct investment at the end of each year 

the rate of income after tax on direct investment 

N the annual rate of net direct investment iDflow 'B 

By substituting equation (2) in equation (1) and re-arranging the 
-

terms, the condition becomes: 

n ~ a - ji 
< (3) 

where: a = l the rate of growth of investment owned by residents 
S 

l annual net resident owned investment 

S the value of resident owned assets 

The annual net ini'low of direct investment from abroad 

must exceed the surn of dividends, interest, royalties and fees remitted 

on direct investment abroad in order to create a favourable direct 

capital-flow effect to the host countr,r, i.e., to achieve a ~ earning 

of foreign exchange. That is 

N> (l-j) Y (4) 
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where: Y = incorne payable on direct investment. 

By substituting Bi for Y in equation (4) and dividing through by B, 

th~ direct capital-flow effect condition becomes: 

ri:> (1- j)-i 

which can be re-arranged to 

n + ji> i 

(5) 

(6) 

when the foreign ownership and capital-flow effect conditions are 

combined four possible cases emerge. 

(1) Direct investment inflow can continue 

indefinitely as a net source of foreign 

exchange "Wi th out any increase in the foreign 

ownership ratio, if 

a ~ n + ji ~ i (7) 

It implies that the greater the 'rate of 

growth of local enterprises owned by residents 

the higher the level of annual direct invest­

ment inf10w Which can be undertaken to satisfy 

the direct capital-flow effect condition 

without increasing the proportion of foreign­

ownership. 

(2) The proportion of foreign ownership will 

increase while direct investment continues to 

provide a favourable direct capital-flow, When 

a < n + ji > i ( 8) 
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(3) The foreign ownership ratio will fall and 

direct investment will cause an unfavourable 

direct capital-flow effect, if 

a > n + ji {,i 

(4) The proportion of foreign ownership increases 

while direct investment results in a net 

outflow of foreign exchange, When 

a <.. n + ji <.. i (10) 

This is the Most adverse oondition a host country May perhaps face at 

some point of time in its history of foreign direct investment. 

NO't-l let us attempt to use. this theoretical model to measure 

the foreign ownership and direct capi tal-flov1 effect of direct investment 

in Canàda. T~ble A-5 shows the combined foreign ownership and direct 

capital-flOi-1 effect of direct investment in Canada over the 1950-1965 

periode The method by v1hich the different variables are estimated are 

explained at the end of this appendix. Through the Whole 1950-1965 

period the foreign ownership ratio has been increasing as "a" was always 
. -

less than lib" (=n + ji). This is also evident from the values of n, 

lmich was 14.2 per cent in 1950 but had risen to 21.7 per cent by 1965. 

The direct capital-flow effect was favourable to Canada during 1951 to 

1960, while i t was unfavourable in 1950 and in the years 1961 - 1965. 

This is also shown by the values of m, i.e., in 1950 the outflow as 

income was only 68.8 per cent of the total inflow, but during the 
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TABLE A-5 

FOREIGN OWNERSHIP AND CAPITAL FIDW EFFECT OF DIRECT INVESTMENT, CANADA, 

1950-1965 

(Estimates based on $ 1949) 

Annua1 
Average b nt 
During n j i (n+ji) a % 

1950 0.057 0.299 0.120 0.093 0.066 a<n+Ji<:i 68.8 

1951-1955 0.064 0.483 0.082 0.104 0.059 a<n+ji>i 153.7 

1956-1960 0.057 0.431 0.058 0.082 0.040 a<n+ji>i 173.0 

1961-1965 0.027 0.339 0.055 0.046 0.038 a<n+ji (i 76.0 

m = the ratio of inf10w of direct investment to the outf1ow of incorne on 
direct investment. 

n = the proportion of the value of direct investment to the total value 
of productive assets owned by residents in Canada. 

n 
% 

14.2 

16.2 

19.2 

21.7 
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1951-1955 and 1956-1960 periods, the average ratios of inflows to 

outflows were 153.1 per cent and 113 per cent, respectively. But in 

the 1961-1965 period the average ratio of inflow to outflow was only 

16 per cent. 

Finally, the joint conditions reveal that (1) in 1950 the 

foreign ownership ratio was increasing while causing an unfavourable 

direct capital-f1ow affect, the most serious situation, (2) in the 

1951-1960 period, though the foreign ownership ratio was increasing, 

there was a favourab1e direct capita1-f1ow effect, and (3) during the 

1961-1965 period foreign ownership ratio was again increasing and the 

direct capita1-f1ow effect was unfavourable to Canada. This latter 

Most adverse case calls for the prompt attention of the policY~makers. 

Method of Estimation 

~ua1 total net direct investment inflow (N), annua1 amount 

of incorne p~able abroad which is p10ughed back (J) and annual total 

income pa;yà.b1e abroad on direct investment (y) are obtained from Tables 

5, 9 and 22 respectively. B.Y using the GNE imp1icit price lndices(2) 

of new non-residential construction these items were converted into 

constant 1949 dollars. 

(2). 
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The value of direot investment (B) at the end of 1949 is 

obtained from Canada's International Investment Posltion 1926-1954.(3) 

The annual inorease L~ direot investment (N + J) in 1949 priees for the 

year 1950 caloulated as explained above, is added to the value of 

direct investment for 1949 whioh gives the value of direct investment 

for the year 1950 at 1949 priees. The annual increase in direot 

investment for each subsequent year is calculated, in the sarne way, 

and added to the prenous year 1 s value of direct investment to get the 

value of direct investment from 1951 to 1965 in 1949 priees. 

The above information on N, J, Y and B were used to oalculate 

n, i, j and n+ji. 

The net fixed capital stock pl~'physical inventory stooks 

held b.1 the total commeroial and institutional econo~ which covers 

the total econo~ less residential housing, government departmelits, 

defence and postal services is taken here as equivalent to the total 

value of produotive as sets in Canada. This commercial and institutional 

eoonomy which accounted for approximatel1 91 per cent of the total 

value added in 1965. (4) The net fixed capital stocks under the straight 

line depreciation rate and inventory stooks in 1949 priees for 1950-1965 

(3 ). 

(4). 

Op. Cit., p. 72, Table 1. 

S. Magum, The Source of Potential Output in the Canadian 
Eoonomy, 1946=80, A Pr§iûction Fonction Anal.ysis, .. ~~ .• D. 
thesis (Draft), Unpublished, p. 1. 
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were obtained from Magum. (5) It is explained above how the annual 

value of direct investment in 1949 priees for the years 1950-1965 

was caloulated. SimilarlY, the annual value of portfolio placement 

in 1949 priees was calculated for the years 1950-1965 using the 

value of portfolio placement in 1949(6) and net annual increase in 

portfolio placement (See Table A-l) converted into constant dollar of 

1949. The SUIn of the annual value of direct investment and portfolio 

placement deducted from the sum of net fixed capital stock and inventor,y 

stock gives the annual value of the productive assets o~med by 

residents in Canada (S). 

Yearly total inves,tments by resident were estimated by the 

following method:, 

(1) Net fixed investments in 1949 priees, taken from(7) 

plus (2) changes in physical inventor,y in 1949 priees, obtained from 

National Accounts Incorne and Expenditure for various years. (8) 

minus (3) direct investment and portfolio placement in 1949 priees, 

calculated as explained above. 

equals(4) annual investment by residents (I). 

(5). Ibid., p. 99, Table A-III-4. 

(6) Canada's International Investment Po~ion 1926-1954, Op. Cit., 
p. 72, Table I. 

(7). S. Magum, Op. Cit., p. 89, Table A-III-l. 

(8). 
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