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Preface

his paper outlines broad changes in foreign ownership in Canada over the last forty

years. It makesuse of several different but complementary data sourcesthat are produced
by Statistics Canada to analyze the importance of foreign ownership in Canada. Over the
last four decades, foreign multinationals that are operating in Canada have experienced
first a retrenchment and then a resurgence in their activities. This retrenchment occurred
during the period when foreign investment was tightly regulated and could be found across
most industries, but was particularly evident in the energy and mining sector. Theresurgence
that has occurred subsequent to the introduction of a more liberal regulatory regime was
also relatively widespread—though there are several sectors like the science-based and
energy industries where this has not occurred.
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Executive summary

his paper outlinesthe trend followed by foreign control in the Canadian economy over

the last forty years. This has been a period with substantial changes in commercial
policy, in government regulation of foreign investment and in economic conditions. Trade
liberalization has reduced substantially thetariff walls behind which Canadian firms operated.
Government policy with regards to foreign investment first became more restrictive and
then more liberal. The Canadian economy has gone through economic cycles that have
changed its ability to attract foreign investment.

The paper focuses on different measures of the importance of foreign investment that are
produced by Statistics Canada. One is the percentage of assets or revenue that is under
foreign control. The other isthe amount of foreign direct investment coming into the country.
Using these measures, the paper asks whether there have been dramatic changesin foreign
activity, whether these shifts in foreign activity correspond to changes in the regulatory
regime surrounding the climatefor foreign investment, and whether thetrends at the aggregate
level are found in most subsectors. The findings are:

1) The share of both assets and revenues under foreign control starts to decline in the
early nineteen seventies about thetimethe Foreign Investment Review Agency (FIRA)
isimplemented and continues through to the mid-nineteen eighties when the Agency
is transformed into Investment Canada. After the reversal in regulatory regime, the
shares of foreign-controlled assets and revenues rebound. Overall, foreign control
returned by the year 2000 to almost the level that it had been at in the mid-1960s.

2) The aggregate data suggest that there are strong grounds to conclude that the major
regulatory changes over the study period, the implementation of FIRA and the
subsequent replacement of FIRA by Investment Canada, had an appreciable impact
on the aggregate share of economic activity under foreign control.

3) Foreigninvestment was also associated with avariety of changesin the macroeconomic
environment, beyond the impact of regulatory policy. We test this using regression
analysis to investigate the effect of a set of variables that are meant to capture the
economic environment and we still find the effect of the changesin regulatory regime.
We aso extend our analysis by focusing on a broad cross section of industries—
asking if the pattern of decline and growth evident in the aggregate data is evident
across many different sectors or localized to specific industries. We find that this
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pattern is generally widespread—which supports the view that a common regulatory
effect had an impact on the investment environment.

4)  Not all sectors experienced declinein foreign control followed by growth. There are
several reasonsfor this. Inthefirst case, thetighter regulatory constraints of the 1970s
were not relaxed equally across all industries in the mid 1980s. In the energy sector,
restrictions on foreign ownership continued—al beit attenuated from the earlier period.
As a result, the energy sector, which had experienced large declines in the earlier
period, did not experience the same resurgence as did other sectors in the 1990s.
Whileinvestment restrictions wereloosened, the federally owned petroleum company
(Petrocan) continued to exist and to be protected from foreign takeover.

5) Declines in the earlier period were not exactly reversed in some sectors where the
advantages of foreign multinationals were diminishing. Rebounds in foreign control
occurred in the manufacturing sector, as a whole, after foreign direct investment
deregulation. This was particularly true in the manufacturing sectors that are capital
intensive. But there is some evidence to suggest that the attractiveness of some of the
assets that were associated with foreign penetration was reduced over the period.
Foreign control in the science-based (research and development (R& D)-intensive)
sector declined both before and after changes in the regulatory regime. So too did
foreign control in industries where product differentiation was important. Despite
downward trendsin foreign control in both these sectors, it should be noted that foreign
control still remained high therein at the end of the study period.
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Chapter 1. Introduction

he performance of the Canadian economy depends on the efficiency of Canadian

producers and the effectiveness of competitive market forces. In turn, the strength of
market forces depends on inherent market characteristics like market structure but also on
theinteraction of producersand the political system. Firmsin the market respond to economic
incentives. And the operations of market participants are often tempered by regulatory
constraints, writ large, that are imposed by the state.

The history of foreign influence in the form of multinational activity on the Canadian
economy provides one such example of these counterbalancing forces. Foreign direct
investment has been an important component of the Canadian economy since Confederation.
Foreign firms in Canada have responded to economic forces by locating their production
activity in Canada. Throughout, the Canadian political system has attempted to influence
the nature of these activities—first through tariffsand commercial policy and more recently
through direct regulation of foreign direct investment. The latter foray into regulation by
the Canadian state offers a case study of the extent to which market forces can be shaped—
how they are affected when regulation isimposed and how quickly they move back to their
original state when those forces are removed.

In this paper, we explore the outcome of these forces over the last forty years—with an
emphasis on the period when the regulatory regime went through two distinct but opposite
phases and when commercial policy was gradually reducing tariffs. We make use of severa
different but complementary data sourcesthat are produced by Statistics Canadato analyze
the importance of foreign ownership in Canada.
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Chapter 2. Historical background

Over the past forty years, the policy regime that affects foreign direct investment has
changed dramatically in several ways. First, trade liberalization gradually reduced
tariffs over time. The Kennedy round of GATT tariff reductions was felt in the 1970s. The
Tokyo round followed in the 1980s. These two multilateral rounds of tariff reductionswere
followed by the bilateral reductions between Canada and the United States as aresult of the
Canada-U.S. Free Trade Agreement (FTA) in 1989 and then the North American Free Trade
Agreement of 1994 (NAFTA).

An earlier generation of economic studiesfocused on the extent towhich thelevel of Canadian
tariffs influenced the amount of foreign direct investment in Canada. Marshall, Southard
and Taylor (1936) report that over half of Canadian subsidiaries of foreign-controlled firms,
responding to their survey, indicated that high Canadian tariffs had led them to invest in
Canadian markets. In alater survey, Safarian (1973) reports that about 20 per cent reported
asimilar motive. While there are other reasons for foreign direct investment (adaptation of
foreign products to Canadian requirements, economies in transportation, labour savings),
tariffs have long been seen to play asignificant rolein the amount of foreign investment. A
gradual reduction in Canadian tariff rates (see Figure 1)* over the post-war period might,
therefore, have affected the level of foreign investment.

Tariff reductions were not the only forces at work that have been hypothesized to affect the
level of foreign direct investment (FDI) in Canada. While tariff reductions have reduced
the barriers to the movement of goods, changes in the investment regulatory regime have
first created and then relaxed barriers to the movement of capital. Following considerable
discussion regarding the problems arising from foreign direct investment,? the Foreign
Investment Review Agency was created in 1975 to monitor and approve foreign takeovers
in Canada. Subsequently, the National Energy Program was implemented in 1980 with
multiple objectives, one of which was to encourage the Canadianisation of the petroleum
industry.

After a change in government in the 1980s, the Foreign Investment Review Agency was
replaced with a new agency (Investment Canada) in 1985, whose mandate was seen to be
lessrestrictive—asfacilitating and soliciting foreign direct investment rather than controlling
it. At the same time, foreign investment provisions of both FTA and NAFTA changed the
thresholdsrequired for review beforethe agency. In addition, the National Energy Program,
with the exception of continued ownership of the national petroleum company (Petrocan),
was alowed to lapse.
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Figure 1. Averagetariff rates
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Source: Micro-economic Analysis Division database.

Liberalized trade regulatory regimes might be expected to have affected foreign direct
investment in anumber of ways. First, reductionsin regulation reduce the cost and uncertainty
involved with foreign investment and should be expected to increase investment. Second,
tariff reductions allow firms greater flexibility in optimizing their production facilities.
Whether thiswould result in the operations of foreign multinationalsleaving Canadadepends
on whether the Canadian market can be better served from abroad or with production facilities
in Canada once tariffs are decreased and on whether Canada has a comparative advantage
in some areas that would lead production to be located here. Nevertheless, the emphasis
given by arange of models (Eastman and Stykolt, 1960; Eastman, 1964; English, 1964) and
the evidence in Caves (1982) has been that tariffs attracted foreign investment to Canada.
Reductionsin tariffs might, therefore, have been expected to have led to along-run decline
in foreign control. Changes in the regulatory regime, on the other hand, might have been
expected to have been associated, first, with decreases in foreign direct investment, and
then, with increases therein.
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Endnotes

1. Thesetariff rates are calculated as total tariffs collected divided by the value of imports.
2. See Government of Canada (1972) and K. Levitt (1970).
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Chapter 3. The changing importance of foreign firms in
Canada

3.1 Modéels of foreign ownership

Before examining the evidence on multinational activity in Canada, atheoretical perspective
is needed. Theory provides a framework within which the activities of multinationals can
be set.

Multinationalsdiffer from firmsthat simply trade abroad; they engagein production activity
in several countries aswell as trade between these countries. A theory of the multinational,
therefore, needs to explain why a firm extends its production activities across geographic
boundaries.

A seminal theory of the multinational that depends upon contract failure has been devel oped
initsfullest form by Caves (1982).2 Thistheory provides an overarching framework within
which the activities of multinationals can be placed. In thisframework, firms develop cross-
national structures in order to exploit specific assets from which they derive competitive
advantages. These assets are not easily transferred by one firm to another by arm’s-length
contracts because they involve tacit knowledge and imperfect information that makearm’s-
length contractual transactions difficult. Their efficient exploitation is best done by the
extension of the boundaries of the firm across international borders.

Intangible assets, such as R&D or specific organizational competencies, are standard
examples of the type of assets that lead to the development of multinational activities.
These assets effectively represent atype of intrafirm public good—they can be shared and
utilized withinthefirmat little or nomarginal cost. Intrafirm transfers of these assetsthrough
FDI avoids the appropriability problems that can arise from arm’s-length transactions,
especially in cases where new intangible assets are hard to value, or where their utilization
may confer considerable strategic advantage (e.g., new innovations).

The argument that contractual failure in some markets is behind the development of
multinational s is the common link to explain activities in anumber of areas—not the least
of whichisinvestment in natural resourceindustries. These areindustriesin which technology
of extraction provides one explanation for multinational activity. But market failurein raw
material marketsis equally important. It is difficult to write long-term contracts to account
for the contingencies that arisein these markets—because they are particularly volatileand
they often involve bilateral monopolies (Teece, 1978). Cross-border activities are a useful
means of ensuring stable, predictable access to specific inputs—in situations where spot
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markets or long-run contracts do not suffice. Inthese situations, vertical arrangementsafford
the firm agreater measure of control over intermediate inputsthat are used in its production
process.

Others, like Dunning (1993), have developed more extensive classification systems for
explaining the presence of multinational corporations (MNC). Dunning (1993, p. 4) identifies
two distinctive features of the MNC: “organizes and coordinates multiple value adding
activities across national boundaries’ and “internalizes the cross-border markets for the
intermediate products arising from these activities’. Within this framework, Dunning
develops a four-part classification framework in which multinationals are categorized as
(2) natural resource seekers, (2) efficiency seekers, (3) strategic asset or capability seekers,
or (4) market seekers (see 1993, Ch. 3). But each of these characterizations can be seen as
specific applications of Caves core framework—as all provide specific reasons as to why
the transnational company would choose to extend its boundaries into different markets.

Natural resource-seeking MNCs are defined as those who enter certain markets to secure
access to primary inputs and supply sources. They are also motivated by aneed to “acquire
(local) technological capability, management or marketing expertise and organizational
skills” (Dunning, 1993, p. 57). The expansion strategies of resource-seeking MNCs are
often motivated by cost-minimization and access to low cost |abour.

Efficiency-seeking MNCs are defined as those who are motivated by the gains to be made
from exploiting “economies of scale and scopeand... risk diversification” (Dunning, 1993,
p. 59). The geographically integrated production models favoured by efficiency seekers
often focus, inter alia, on product or process specialization. Rationalization may be driven
by either cross-national differencein cost structure and factor endowments, or by underlying
differences in supply capabilities and consumer preferences.

In Dunning’staxonomy, both resource- and efficiency-seeking MNCs enter specific markets
to capitalize on particular comparative advantages in host markets. At first blush, entry
decisions designed to capitalize on basic differences in factor endowments and supply
conditions may be consistent with either vertical strategies—in which different locations
(establishments or companies) represent separate unitsin the firm’'s supply chain—or with
conglomerate strategies—in which thefirm pursues unrelated activitiesin different markets.
This assumes that basic differences in factor endowments, supply conditions, and local
competencieswill, inturn, giveriseto concomitant differencesin the production and location
decisions of the firm—such that some specialization in production can be expected to occur.

Viewed in thislight, the organizational structure of the transnational firmis an extension of
comparative advantage theory of trade; multinationals pursue different activitiesin markets/
locations that are best suited to those activities. But without an additional theory that the
transnational firm actually extends its boundary in order to transfer certain strategic assets
(intangible or otherwise) across vertically related business units, comparative advantage
does not itself provide an underlying rationale for the emergence of multinational vertical
structures. What is required is that the benefits of vertical acquisition outweigh the costs of
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relying solely on arm'’s-length transactionsin markets that are upstream and/or downstream
tothefirm’sprincipal industry. And here, reliance on imperfect contractsin the raw material
sector and transfers of technology in scale-based industries servesto explain the devel opment
of the multinational in these aresas.

Mar ket-seeking MNCsin Dunning’staxonomy are described as pursuing outward investment
strategiesto “ supply goods and services to marketsin these or in adjacent countries’. Their
investment strategies are designed to support (“ sustain or protect”) existing foreign markets
or develop new markets (p. 58). Historically, market-seeking investment strategies served
as ameans of “circumventing trade barriers’. This trade-barrier subgrouping has received
extensive development by Eastman and Stykolt (1960, 1967) and English (1964). It isa
theory that develops the conditions under which a multinational can be induced to shift
from exporting to alocal market to producing therein (Horst, 1972). But it still requires an
explanation asto why the multinational extends production across bordersrather than simply
transferring assets—and thisiswhat the overarching specific asset theory of Cavesprovides.

Finally, strategic-asset seeking MNCs focus on growth strategiesthat provide the firm with
general competitive advantages. This subgrouping is at the heart of the main theory—~but it
extendsit by making the asset superiority of the multinational firm endogenous rather than
exogenous. The specific competenci es possessed by multinationals come not just from their
home country but from developments in their affiliates around the world.

3.2 Data sources and definitions

In this paper, we examine the importance of the activities of foreign firms operating in
Canada. Statistics Canada measures the importance of these activities in several different

ways.

We make use of several terms to describe this activity, terms whose definitions need to be
clarified at the outset. Multinationals are firms that operate production facilities in more
than one country. Foreign multinationals are firms that are resident in countries outside of
Canada but who have operations in Canada—through affiliates, branches or subsidiaries.
Firms operating in Canada who are foreign-controlled are those whose voting interest is
controlled by foreign residents or by aforeign corporation. Assets under foreign control are
the entire assets of foreign-controlled firms. Foreign direct investment is the cross border
flow of long-term capital into firms where at least 10% of the voting interest is owned by
foreign interests.

In order to assess the changing importance of the operations of foreign multinationals in
Canada, dataare required on theimportance of these firms. Dataon the operations of foreign
multinational s used in this study come from three sources within Statistics Canada: data on
foreign control derived from the CALURA* (now CRA) program that isadministered within
Statistics Canadaby the Industrial Organization and Finance Division; dataon foreign direct
investment produced by the Balance of Payments Division and data on the importance of
foreign-controlled firms produced by the Micro-economic Analysis and Manufacturing,
Construction and Energy Divisions.
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Each of these sources provides different but complementary types of information on the
activities of foreign firmsin Canada.

CALURA dataprovide abroad overview of theimportance of the salesand assets of foreign-
controlled corporations in various sectors in the Canadian economy. Defining a foreign-
controlled firm as one effectively controlled from abroad (usualy, but not always, taking
50% of voting control as the control threshold), CALURA devel ops summary statistics on
the percentage of revenue, assets, profitsand equity under foreign control. These dataassign
all equity (or revenue or assets) of the foreign-controlled firm to the foreign-controlled
sector in calculating the share of equity under foreign control. These data classify all the
activities of firmsto particular industries when summarizing the level of foreign control at
the industry level .®

The Manufactures data use the CALURA definition of control but assign control at the
establishment rather than thefirmlevel. Thisallowsamore precise picture of foreign control
at the industry level of detail. Coincidentally, the manufactures data also allow for a more
consistent set of industry definitionsover longer time periods—for the manufacturing sector.

The Balance of Payments Division data provide information on foreign direct investment—
the flows of long-term capital (equity and other forms) across the Canadian border that are
made in Canadian entitiesthat are linked to foreign entities by at least 10% ownership. Itis
these flows that eventually lead to foreign control being established. But it should be noted
that, in the short run, an increase in foreign direct investment flows may not change the
amount of assets under foreign control as measured in CALURA. This can occur either
because the increased flows have not yet led to CALURA classifying the firm as being
under foreign control or because the firm is already so classified and all assetsin the firm
are already classified in CALURA as being under foreign control.

The present stock of foreign direct investment® isthe result of the cumulation of past flows
of foreign direct investment and changes in the valuation of these assets. This stock can
differ from the total value of these assetsto the extent that sources other than foreign funds
(domestic) may be used to finance assets.’

The cumulative flow of foreign direct investment will not equal assets under foreign control
for several reasons. Some part of afirm’s assets may be financed domestically and thus, the
total assets of the firm can be larger than those financed by foreign direct investment flows.
Also the stock of foreign direct investment will not equal assets under foreign control since
foreign control statisticsincludein thiscategory all the assets of afirm under foreign control
while foreign direct investment only includes the foreign-owned share of the assets. Other
differences are discussed in more detail in the Appendix.

Together these different sources yield complementary pictures of the importance of the
operations of foreign firms in Canada. Foreign direct investment data provides us with
information on the immediate flows. The control datatell us how these flows translate into
control of different segments of the economy. In the following sections, we focus primarily
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on CALURA data because we want to know how much of the economy is controlled by the
operations of foreign-controlled firms operating in Canada. But we complement this with data
that examinethe cumulative amount of foreign direct investment that has come acrossthe border
to ask whether cross-industry patterns have changed during the period under study.

3.3 Foreign control in the overall economy

Data from CALURA regarding the extent of foreign control provide a broad overview of
the cumulative effect of foreign investment—on the stock of assets in foreign- and
domestically-controlled firms and on the rel ative revenues of each group at agiven pointin
time. When examined over time, these data can be used to assess broad trendsin the presence
of foreign-controlled firms and their relative importance.

This picture of foreign control is provided by data collected as a result of responsibilities
that Statistics Canadahas been assigned under the Corporations and L abour Unions Returns
Act (now the Corporations Returns Act). The Act provides for the collection of ownership
and financial information on corporations that carry on business in Canada.® The data that
are collected and reported publicly pertain to revenues, assets, profits and equity.

Changesin foreign control for the non-financial sector from 1965 to 2000 are presented in
Figure 2.° Two measures are provided—the percentage of assets of all non-financial firms
accounted for by foreign-controlled firms operating in Canada and the percentage of revenue
earned by these firms (see also Table 1). Assets are an input to the production process—
producing capital services.!® Revenue captures the importance of output. The latter is seen
to be more volatile in the sense that it depends on transitory conditions in markets and,
therefore, in the short runisless useful in describing long-term trends. But in the long run,
the two measures may divergeif the relative productivity of foreign-owned firms (revenue
produced per dollar of assets invested) changes relative to domestically-owned firms.

Figure 2. Foreign control of non-financial corporations
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Source: The datafor the period 1988 to 2000 are taken from 2004 CANSIM tables. The data for 1965 to 1987 are taken from
Catalogue no. 61-210. The data in the earlier period are spliced in 1988 using corrections available in the 1993
version of this catalogue.
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Table 1. Percentage of assets and revenues under foreign control in non-financial
cor por ations (1965-2000)

Year Assets Revenues Revenues/assets
1965 28.6 33.0 1.15
1966 29.6 336 114
1967 30.7 334 1.09
1968 332 35.3 1.06
1969 33.0 35.8 1.09
1970 34.4 36.8 1.07
1971 34.9 374 1.07
1972 328 36.3 111
1973 32.3 36.3 112
1974 315 36.5 1.16
1975 30.2 35.3 1.17
1976 28.4 34.3 121
1977 28.3 346 1.22
1978 26.7 333 1.25
1979 26.8 334 1.25
1980 25.3 315 1.25
1981 234 29.0 1.24
1982 226 29.1 1.29
1983 22.3 29.6 1.33
1984 222 29.6 1.33
1985 21.4 28.8 1.35
1986 215 275 1.28
1987 225 27.3 1.21
1988 233 25.9 11
1989 236 25.4 1.07
1990 23.7 25.8 1.09
1991 23.6 26.7 1.13
1992 239 21.7 1.16
1993 238 285 1.20
1994 236 29.9 1.27
1995 25.1 30.7 1.22
1996 25.4 314 1.24
1997 25.9 31.0 1.20
1998 26.9 323 1.20
1999 25.3 30.1 1.19
2000 255 314 1.23

Note: This table is constructed by the authors from two separate sources that differ slightly in terms of
levels because of differences in definitions and coverage.

Source: The datafor the period 1988-2000 are taken from 2004 CANSIM tables. The datafor 1965-1987 are
taken from Catal ogue no. 61-210. The datain the earlier period are spliced in 1988 using corrections
available in the 1993 version of this catalogue.

The share of both assets and revenues under foreign control start to decline in the early
nineteen seventies about the time the Foreign Investment Review Agency is implemented
and continue through to the mid-nineteen eighties when the Agency is transformed into
Investment Canada. After thereversal in regulatory regime, the shares of foreign-controlled
assets and revenues rebound. The change in the direction of assets under foreign control
leads changes in the direction of revenue under foreign control both at the beginning of the
decline and then at the beginning of the rebound.

The decline in the 1970s and early 1980s that occurs in the proportion of assets under
foreign control islarge—dropping from 35% of the total to only 21% of the total over the
period. The percentage of salesrevenue accounted for by foreign-controlled firmsfell from
37% to 29% over the period.
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With the changein regulatory regime, the importance of foreign-controlled firmsincreased.
The percentage of salesrevenue and assets in this group has been increasing steadily to the
year 2000, though it has not quite reached the levels seen in the late 1960s. The fact that the
increase in foreign control does not quite offset the previous decline is consistent with an
interpretation that attributes changes in foreign control both to declines in tariffs and to
changesin theregulatory regime. In the earlier period, both were working to reduce foreign
control. Inthelatter period, only tariffswould have been operating to reduce foreign control.

There are, of course, several factors that may have caused changes in foreign control over
time. The attractiveness of the Canadian economy to foreigninvestorsincreases and decreases
with changes in the economic climate. And it may be that some of these changes in the
economic climate have driven changes in foreign control. In order to provide a more
comprehensive test of the effects of changesin the regulatory regime, we can try to isolate
the effects of the change in the regulatory regime from changes in the attractiveness of the
investment climatefor foreign direct investment in Canada. To do so, we estimate aregression
of foreign control (FC)) onatimetrend and two period specific binary variables corresponding
to the more restrictive regulatory regime of 1975 to 1985 (FIRA) and the more liberal
regulatory regime from 1986 to 1999 (POSTFIRA). We also include a set of variables (X))
that captures the attractiveness of the economic environment.

(11) FC=ao+ar*T+a2*T* FIRA+a3* T* POSTFIRA+ aa* X

The attractiveness of the economic environment is represented by several variables that
capture different aspects that are often considered as signposts of success or of problems.

Thefirstisrelative Canada/U.S. GDP(RELGDP) expressed in U.S. dollars. Asthe Canadian
economy improves relative to that of the U.S., we might expect the investment climate to
lead to more foreign investment and therefore more foreign control.

The second variable is relative unit labour costs in Canada compared to the United States
(RELUNIT). Unit labour costs are defined as the wage rate divided by labour productivity
and proxies the relative attractiveness of Canada from the stand point of labour costs and
productivity. Since unit labour costs involve two concepts—both wage rate and relative
labour productivity—the measure will increase if wages increase more than does labour
productivity. We expect that increases in this variable reduce the appeal of Canadarelative
to the United States and that the coefficient on this variable will be negative.

Thethird variable is the difference in the growth in wage costs (RELWG). Thisvariableis
defined asthe growth in the Canadian wage rate (wages divided by hoursworked) expressed
inU.S. dollarsminusthe growth inthe U.S. wagerate. Increasesin thisvariable are expected
to make Canada a less desireable place for foreign investment. Therefore, this variable is
expected to have a negative sign.

Finally, we include the difference in the expected return to capital in the two countries
(RELYIELD). Thisis calculated as the stock dividend yield from the TSE in year t minus
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Table 2. Regressions of foreign control

Panel A: Level of foreign control

Variable 1 2
Intercept 30.6" 85.8"
Time trend 0.36 0.03
Time trend* FIRA -0.69" -0.58"
Time trend* POSTFIRA -0.56* -0.37*
Relgdp 75.1
Relunit -57.9*
Relyield 187+
Adjust R? 0.74 0.78

Note: *significant at the 1% level; **significant at the 5% level; ***significant at
the 10% level.

. not applicable
Source: Regression data was compiled from various Statistics Canada and external
data sources.
Panel B: Changes in foreign control
Variable Coefficient Standard Pr>t
error
Intercept 0.56 0.36 0.131
FIRA -1.39 0.46 0.005
POSTFIRA -0.36 0.45 0.425
ARelgdp -45.6 51.77 0.386
ARelunit -3.09 12.06 0.800
ARelwg 2.95 4.87 0.549
ARelyield 0.13 0.29 0.644
Adjust R? 0.17
. not applicable
Source: Regression data was compiled from various Statistics Canada and external
data sources.

the dividend yield from the SP500 in year t. The larger the difference, the larger is the
relative attractiveness of the investment climate in Canada. We expect a positive coefficient
on thisvariable.

The results are reported in Table 2. The first column reports just the coefficients on the
trend variablefor thefirst period, the period during the Foreign Investment Review Agency,
and thelast period when FIRA was replaced by Investment Canada. The coefficient attached
to FIRA is negative and significant, thereby confirming that FIRA was accompanied by a
long-term downward trend in foreign control. So too is the coefficient on the latter period,
though it is smaller, thereby indicating that foreign control had begun to return to the same
levels as the period before FIRA.

The second column includes all four economic condition variablesin addition to the regime
variables. Relativelabour costs and rel ative wage growth rates have anegative and significant
sign. Relative return has a positive and significant sign.

It isnoteworthy that after the economic conditions are included, the coefficients attached to
the FIRA dummy variable remains negative and significant. Despited theinclusion of these
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variables that take into account the attractiveness of the economy, the period during FIRA
was marked by areduction in foreign investment.

Theformulation contained in equation 1.1 hasthe problem that it may contain cointegration
problems. Globerman and Shapiro (1999) address this problem by taking first differences
asin equation 1.2.

(1.2) AFCi=ai+a2* Di+as* D2+ aa* AX:

When we do thisin panel B of Table 2, only the binary variable for the FIRA period is
significant. The coefficient for the post FIRA period does not differ significantly from the
pre-FIRA period. Our regression results then bolster the visual impression provided by
Figure 2—that the period of regulatory restraint was accompanied by areductioninforeign
control.

It isalso useful to examine changesthat were occurring within individual sectorsin order to
ascertain whether the trends of decline and growth were widespread or whether this overall
pattern wastheresult of changesin only asmall number of sectors. Widespread changesare
more likely to come from a common regulatory effect rather than from industry-specific
events.

Foreign control at theindustry level inthefirst period isdepicted in Figure 3, which provides
the percentage of assets under foreign control for 1969-1970, 1979-1980, and 1986-1987
(see also Table 3). At the beginning of the period, foreign control was highest in the natural
resources sectors of mining and fuels. Natural resources had been the focus of multinational
penetration both before and after World War Il (Aitken, 1961) and this sector was till
dominated by foreign-controlled firmsin thelate 1960s. But manufacturing al so was among
those industries with the highest share of foreign control. Foreign multinationals have
operated extensively in both sectors because of the importance of technology transfersin
each area, because of incomplete contract markets especially intheresource area, and because
of the high tariff rates imposed on manufactured goods as part of Canadian commercial
policy stretching back to Confederation.

M ost sectors experienced declinesin foreign control during the period when overall foreign
control fell, but the declineswhen cal culated in terms of percentage points of foreign control
were especialy largein the areaswhereforeign control washighest. In mineral fuels, foreign
control declined from 82% to 37% over the period. Reductions in foreign control were
encouraged in this sector during this period not only by restrictions that were placed on
foreign investment viathe Foreign Investment Review Agency, but also by the creation of
afederal petroleum company, Petrocan. Other large percentage point declines occurred in
metal mines and other mining. It is noteworthy, however, that declines in foreign control
also occurred in manufacturing and many other sectors.

A separate measure of the broad impact of the tightening of controls on foreign direct
investment is provided by the rates of decline in foreign control in each sector (calculated
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Figure 3. Industry changesin foreign control (1968 to 1987)
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Source: CALURA Reports, Statistics Canada.

as the percentage point decline divided by the initial level of foreign control). If a given
percentage of foreign firms were discouraged by the regulatory regime, you might expect
the rates of declinein foreign control to be less variable across sectors than the percentage
point declines. Indeed, the coefficient of variation (a measure of the relative variation of
two series) for therates of declineislessthan half the coefficient of variation for the decline
calculated in percentage points.

Therates of decline are quite high, even in those sectors that started off with alower rate of
foreign control. As a result, when the rate of decline is calculated, even those sectors that
started with low levels of foreign control experienced high rates of decline (Table 3). For
example, themineral sector experienced a55% rate of decline; but transportati on experienced
a62% rate of decline, servicesa44% rate of decline and construction a57% rate of decline.
The only sector to experience growth in foreign control was the wholesale sector.

If the decline in foreign control was relatively widespread, then the distribution across
industries of assets under foreign control should have remained relatively stable over time.
The CALURA data on the industry distribution of foreign-controlled assets (Table 4)
demonstrate that thisdistribution did remain relatively constant in the earlier period. Despite
the genera decline in the share of foreign control in mining and mineral fuels, its share of
all foreign-controlled assets was 21% in 1969-1970, but still 20% in 1986-1987. The share
in manufacturing only fell from 59% to 57%. Other industries experienced relatively minor
changes as well. All of this suggests that the period under the Foreign Investment Review
Agency was marked by arelatively uniform declinein the presence of foreign operationsin
Canada across sectors. Reductions in foreign control were widespread.
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Table 3. Percentage of assetsunder foreign control by industry (1969-1987)

1969-1970 1979-1980 1986-1987 Percentage % change

point change

Public utilities 33 12 05 -2.9 -86
Transportation 9.5 7.5 36 -5.9 -62
Communications 13.2 131 114 -1.8 -14
Agriculture, forestry and fishing 14.3 45 2.8 -11.5 -80
Construction 141 105 6.1 -8.0 -57
Storage 17.0 55 31 -13.9 -82
Retail trade 215 13.0 12.9 -8.6 -40
Services 231 14.8 12.8 -10.3 -44
Wholesale trade 26.8 24.8 29.6 2.8 11
Other mining 575 44.0 23.7 -33.8 -59
Manufacturing 57.8 485 45.1 -12.7 -22
Metal mines 61.5 32.8 185 -43.0 -70
Mineral fuels 82.1 55.7 36.8 -45.3 -55

Source: CALURA reports, Statistics Canada.

Table4. Share of total assetsunder foreign control by industry (1969-1987)—industry % of
total

1969-1970 1979-1980 1986-1987 Percentage
point change
Agriculture, forestry and fishing 04 0.3 0.2 -0.2
Mining 20.5 24.0 19.6 -1.0
Manufacturing 59.2 535 56.5 -2.7
Construction 19 18 0.9 -1.0
Transport, communications and other utilities 6.3 5.0 33 -3.0
Wholesale Trade 7.1 8.7 115 45
Retail Trade 37 31 4.0 0.3
Services 2.8 35 39 11
Total—All Industries 100.0 100.0 100.0 100.0

Source: CALURA reports, Statistics Canada.

While foreign direct investment™ is not exactly the same as the amount of assets under
foreign control (see Appendix), the two measures are related to one another.*? The shares of
theforeign direct investment stock by industry are presented in Table 5. Thelevels provided
inthistablediffer slightly in concept because the financia sector isincluded in the Balance
of Payments Division but not inthe CALURA data. Thisforeign direct investment evidence
too shows relative stability in the shares over the earlier time period from 1961-1981. The
mining sector experiences the most decline—but less than is shown under CALURA.

Comparisons of the sources of declines and the sources of subsequent growth in foreign control
in individua sectors are made difficult by the change in 1988 to the industry classification
system that Statistics Canada uses to classify foreign control statistics (see Appendix for
discussion). The changes in the share of assets under foreign control by sector after 1998 are
provided in Table 6 and Figure 4. In the period from 1988 to 1998, the experience of some
manufacturing industries (chemicals and textiles, transportation equipment, machinery and
equipment, wood and paper) is reversed from the earlier period and these industries undergo
gainsin foreign control. Consumer goods and services, which include both manufacturing and
some merchandising, experience increases in foreign control. Similarly, so does services and
food and trangportation (the latter is dominated by transportation). Energy continuesits decline.
Onthewhole, increasesin foreign control are more widespread than decreases.
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Table 5. Shareof foreign direct investment stock (position) by industry sector (1961-1991)

1961 1971 1981 1991
Mining and smelting 11.9 126 7.9 39
Petroleum and natural gas 24.6 24.6 255 16.3
Manufacturing 24 404 40.2 46.0
Utilities 19 15 0.9 11
Merchandising 5.6 6.8 7.7 7.4
Financial 115 1.1 13.7 205
Other 22 30 40 a7
Total 100.0 100.0 100.0 100.0

Source: Catalogue no. 67-202, Table 30, Balance of Payments, Statistics Canada.

Table 6. Percent of assets under foreign control by industry (1988-1998)
1988 1998 Percentage
point change
1988-1998
Chemicals, textiles 53.8 68.5 14.7
Electrical and electronics 48.2 335 -14.7
Transportation equipment 45.0 52.8 7.8
Machinery and equipment 425 144 1.9
Wood and paper 27.2 315 4.3
Energy 233 20.0 -3.3
Total non-financial 23.3 26.9 3.6
Metallic mineras and metals 22.3 20.9 -14
Consumer goods and services 20.2 28.8 8.6
Food, beverages and transportation services 17.6 318 14.2
Services 14.6 16.5 1.9
Construction 11.6 12.6 1.0
Communications 929 9.0 -0.9

Source: CANSIM Table 179-0001, December 31, 2003, Corporation Returns Act, Statistics Canada.

That these changes are quite widespread is once more confirmed by the relative constancy
of industry shares of foreign direct investment that are derived from Balance of Payments
Division data(Table 7). Despitethisrelative constancy, there are some changesin particular
industries. For example, the energy and metallic minerals sector continues its downward
trend over the post deregulation period falling from over 30% in 1984 to 17% in 1999
before beginning to rebound in 2002. The share of total direct investment in manufactured
products generally increases—food, beverages and tobacco; chemicals, chemical products
and textiles; electrical and electronic products, wood paper and energy all increase from
their lows of the late 1980s to the late 1990s. The share of foreign direct investment in
transport equipment fell over the period, as did construction.
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Figure 4. Sector Foreign Control (1988 to 1998)
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Table 7. Shareof foreign direct investment stock (position) by sector (1984-2002)—per cent of total
1984 1987 1990 1993 1996 1999 2002
Wood and paper industry 39 5.0 5.8 6.4 5.6 6.1 42
Energy and metallic minerals industry 30.7 253 24.1 21.8 175 17.0 22.8
Energy . 19.8 16.6 14.8 11.6 11.3 16.2
Metallic minerals and metal products . 5.6 75 7.0 59 5.7 6.6
Machinery and transportation equipment industry 131 16.1 14.1 14.6 139 121 14.1
Machinery and equipment . 41 41 44 4.0 37 31
Transportation equipment . 120 10.0 10.1 10.0 8.4 109
Finance and insurance industry 154 16.7 18.9 18.9 18.4 20.9 19.2
Services and retailing industry 9.6 7.7 75 7.8 10.4 9.3 8.3
Transportation services . 0.5 0.8 0.9 1.6 12 1.0
Genera services to business and government services . 0.0 1.0 12 11 1.0 13
Education, health and social services " 0.0 0.0 0.0 0.0 0.1 0.0
Accommodation, restaurant and recreation services . 13 15 12 18 17 14
Food retailing . 0.0 0.3 0.3 0.3 04 04
Consumer goods and services . 4.1 38 4.1 55 5.0 4.1
All other industries 27.3 29.2 29.6 30.5 34.3 34.7 314
Food, beverage and tobacco . 7.0 7.0 84 8.4 9.0 10.6
Chemicals, chemical products and textiles . 85 104 11.7 124 11.0 9.5
Electrical and electronic products . 6.3 5.6 54 6.8 8.6 7.3
Construction and related activities . 6.1 4.9 32 45 35 28
Communications . 12 16 17 21 2.6 12
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0

not available for a specific reference period

Source: CANSIM Table 376-0038, International investment position, Canadian direct investment abroad and foreign direct investment in Canada, by
industry.
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Manufacturing

In this section, we extend the picture that we derived above on changes in foreign control
from CALURA data with a complementary set of information. Information on changesin
foreign control can be derived from the Census of Manufactures (Annual Survey of
Manufactures) at afiner level of industry detail than is provided by CALURA that ismore
consistent over time—though only for the manufacturing sector. The measure of foreign
control is essentialy that of CALURA and is applied to establishments in the Census of
Manufactures.

Another advantage of the data on manufacturing is that it allows us to measure an output
concept that is closer to the contribution that an industry makes to GDP. Data on the
importance of foreign control in manufacturing are available for two measures of output—
both for shipments and for value added. CALURA provides only sales revenue as an output
measure. Value added is a measure that comes closer to measuring the real non-duplicated
output of the industry—since it subtracts intermediate inputs from shipments revenue.™®
And this measure, when added across all firms, sums to total GDP in the economy. Total
sales, when summed across all firms, is much larger than GDP. The ratio of sales to GDP
depends on the degree of intermediation or vertical integration that takes place among firms.
For example, afirm that splitsinto two parts still produces the same amount of value added
but doubles it sales—what it once transferred internally it now books as sales from one
establishment to another.

Value added trends can diverge from sales trends—especially over the long run when the
level of intermediate operations may change. If thisis the case, examining the percentage
of value added under foreign control may provide adifferent picture than the percentage of
shipments under foreign control. For example, if foreign-owned firms were increasing the
amount of intra-industry transactions in their production process, sales revenue would
increase relative to value added. And thereis evidence that in the post-NAFTA world, large
firms (many of whom are foreign-controlled) have increased their sales to value added
ratios. Use of sales or revenues then may bias conclusions about the changing importance
of foreign control.

In order to assess how these and other changes have affected the role played by foreign-
controlled firmsin Canada, wefirst investigate how the share of foreign-controlled firmsin
the Canadian manufacturing sector has changed over time. These data are derived from
establishment data, taken from the Census of Manufactures, with each plant classified by
ownership type—domestically- or foreign-controlled.** The changes in the importance of
foreign-controlled establishments in the Canadian manufacturing sector over the period
from 1973 to 1999 are measured using both shipments and value added (Figure 5 and Table 8).
We also report the foreign-controlled share of labour inputs—defined as the sum of
production and non-production workers.*

The share of output in manufacturing accounted for by foreign-controlled establishments,
measured in terms of shipmentsand val ue added, declined to reach alow in 1981 and 1982. The
percentage point decline in the manufacturing sector as a whole is about the same using the
Censusof Manufacturesdataset asisfound inthe CALURA datafor the manufacturing sector.6
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Figure5. Percentage employment, shipments and value-added of foreign-controlled
establishmentsin manufacturing
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Source: Micro-economic Analysis Division database.

Table 8. Share of foreign control in manufacturing (%)

Year Employment Value shipments Value added
1973 41.0 51.4 49.4
1974 40.9 51.4 49.4
1975 39.8 51.7 488
1976 39.6 52.0 488
1977 39.9 52.8 49.0
1978 384 51.3 47.3
1979 37.8 50.9 47.0
1980 36.3 485 448
1981 355 47.9 437
1982 35.1 48.1 437
1983 34.4 486 45.0
1984 34.0 488 446
1985 331 48.2 4338
1986 322 47.0 4238
1087 324 46.4 431
1988 317 46.8 433
1989 322 476 44.6
1990 3238 488 456
1991 34.1 51.0 471
1992 34.3 51.2 465
1993 335 52.3 47.0
1994 332 52.7 46.9
1995 322 52.0 46.6
1996 312 49.6 459
1997 305 49.1 448
1998 322 51.0 46.9
1999 317 52.7 483

Source: Special Tabulations by the Micro-economic Analysis Division using data from the Census of
Manufactures (Annual Survey of Manufactures) using CALURA control concept.
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Figure 6. Foreign-controlled market share using shipments (VST), by sector (Natural resources
excludes Food and beveragesindustries)
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There was a gradual increase in the foreign-controlled output share starting in the mid-1980s.
By the end of the period, foreign control of both shipments and value added had returned to
about where it was in 1975. It should be noted that foreign control as measured by shipments
increased by about the same amount asforeign control of value added. Theratio of the foreign-
controlled share of shipments to value added stayed about constant through to the 1990s. The
manufacturing datathen generally conformto the picture provided by the CALURA data(despite
having been constructed from establishment rather than enterprise or company data). Output
share declines to the middle of the 1980s and then rebounds.

While the foreign share of output remained unchanged over the long run, its share of
employment decreased more or less continuously over time. The labour productivity of
foreign-controlled firms (defined in terms of either shipments or value added per worker)
relative to domestically-controlled firms has, therefore, increased. Except for the two
recession-related downturns, the increase has been more or less steady over the entire time
period. This difference serves to emphasize the need to remember that measures of
importance, using output as opposed to an input like labour, can differ when the relative
productivity of the sector isincreasing.t” When this occurs, using inputs such as labour or
assets, may understate the importance of the foreign-controlled sector in termsof its control
over final output.

The aggregate data that are presented in Figure 5 hide differencesin foreign control at the
industry level. Figure 6 and Table 9 contain foreign ownership shares and changes therein
across six sectors—food and beverages, natural resources, labour intensive, scale-based,
product differentiated and science-based industries.’® Science-based industries are those
where R& D and non-production workers are more important than elsewhere. Scale-based
industriesarethose with high capital intensity and where scale economies are moreimportant.
Labour intensiveindustries are those with lower wage rates and higher labour/capital ratios
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Table 9. Foreign control by manufacturing sector (1973-1999) (% of shipments)

Sector 1973-1983 1984-1988 1989-1993 1994-1999
Food and beverages 29.6 26.0 33.9 39.2
Labour intensive 336 26.0 28.3 30.2
Natural resources 55.2 46.7 47.7 46.0
Product differentiated 56.6 53.1 51.3 47.9
Scale-based 55.8 56.0 58.7 61.0
Science-based 69.3 65.9 64.6 55.0

Source: Special Tabulations by the Micro-economic Analysis Division using data from the Census of Manufactures (Annual
Survey of Manufactures).

than elsewhere. Product differentiated industries generally have higher advertising ratios.
The natural resource sector contains industries where raw material inputs are relatively
important. The food sector, which belongsto the natural resource sector, is separated out so
that the remainder of the natural resource sector (heavily weighted by mineral smelting)
can be examined separately.

The asset-specific theory of the multinational firm explains the development of a
multinational asthe extension of alarge domestic firm across international boundaries that
is caused by the existence of assetsin the possession of thisfirm that are difficult to trade—
either because these knowledge-based assets |ead to asymmetric information difficulties or
problemsin writing contracts, eval uating results and monitoring performance (Caves, 1982).
These assets could involve proprietary production technology, unique marketing skills,
trademarks, or brand names. Because knowledge-based assets are assumed to be difficult to
exchange efficiently viamarket mechanisms, firmsthat possess these assets exploit themin
foreign markets not by selling or licensing them but by setting up shop abroad.

As the asset-specific theory of foreign ownership suggests, foreign control in Canadian
manufacturing isgenerally larger throughout the period in the science-based industrieswhere
foreign multinational s have exhibited superior skillsin applying research and devel opment
to the production process. Similarly, foreign control ishigher in scale-based industrieswhere
high capital intensities are associated with mastering the application of advanced
technologies. Next come the natural resources industries where both capital intensity and
incompl ete contractual markets|ead to foreign penetration. Product differentiated industries,
where assets associated with brands are the incentive for foreign investment, are next. Last
are the labour intensive industries where the previously mentioned incentives for foreign
investment are the least important.

The specialized asset explanation of multinational activity can be tested by examining the
relationship between foreign control at theindustry level and variousindustry characteristics
that proxy the existence of specialized assets. Our choice of variables is conditioned by
previous work (Caves, 1974; Baumann, 1975; Saunders, 1978; Caves et al., 1980).

There are several industry characteristics that this theory suggests should be associated
with multinational activity. Thefirst iscapital intensity. Industrieswith high capital intensity
arethosethat requireaspecial type of technological knowledgeto operate highly mechanized
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operations and that might be expected to have moreforeign control. Associated with capital
intensity is ameasure of scale economies. Both are proxies for the type of skillsthat allow
firms to become larger.

The second characteristic that is expected to be positively correlated with foreign control is
the share of white-collar or supervisory workersinanindustry (Caveset a., 1980). Industries
with embedded knowledge tend to hire alarge portion of supervisory workers because of
the complexity of the production process. It isin these situationsthat technology and know-
how cannot be easily transferred across national borders with the sort of direct investment
associated with multinational operations (Teece, 1976).

Research and development intensity is also hypothesized to be related to foreign control
because of the difficultiesin transferring the knowledge that comes from scientific activity.

Marketing assets might al so be expected to be among the asset typesthat |lead to multinational
activity. Two industry characteristics are used to capture theimportance of these assets. The
first isadvertising intensity. The second isthe number of products per industry. An industry
with agreater number of productsistaken to have more product differentiation and therefore
to be an industry where brands are more likely to play an important role. Both variablesare
expected to be positively related to the degree of foreign control.

We also include ameasure of the extent to which firmsin an industry are diversified across
other industries. Diversity of firms at the domestic level across industries occurs for the
same reason that foreign multinationals are attracted to an industry. Diversity occurs when
afirm can extend special knowledge acquired in one industry to other industries. Industries
where firms are more diversified should therefore be ones where there is more foreign
control.

Finally, we include measures of tariff protection to test the hypothesis that higher tariff
rates are one of the factors behind multinational penetration of an industry.

The coefficients from a multivariate regression that asks how the degree of foreign control
(the share of shipments accounted for by foreign-controlled establishments) across
167 4-digit industries in 1970 is related to these industry characteristics are reported in
Table 10. Variable definitions are presented in Table 11.

Asthe asset-specific theory of multinationals suggests, foreign control is positively related
to capital intensity and scale, R& D intensity, the share of supervisory workers, the number
of products, the advertising intensity, and to industry diversity. The coefficient attached to
each of these variables is statistically significant. An earlier study by Caves et al. (1980)
alsofound advertising, R& D, and diversity (measured by multiplant activity) to be positively
related to the share of sales accounted for by foreign-controlled enterprises).
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Table 10. The determinants of foreign control (1970)
Variable Coefficient Standard Probability
error value
Capitd intensity 0.4243 0.1975 0.0334
Supervisory workers 0.4798 0.1991 0.0172
Research and devel opment 0.0035 0.0014 0.0131
Advertising intensity 1.7146 1.1196 0.1252
Product numbers 0.0009 0.0004 0.0200
Industry diversity -0.4259 0.1290 0.0012
Scale economy 0.3642 0.1827 0.0493
Tariff rate 0.0060 1.0323 0.9533
R? 0.40
F (9,152) 12.77 . 0.0001
. not applicable

Source: Micro-economic Analysis Division manufacturing database.

Table 11. Variable definitions

Foreign-control The percentage of an industry’s shipments that come from plants
that are foreign-controlled. Foreign-control is determined using
basically the same criteriaas CALURA.

Capital intensity Therratio of the census value added minus wages to wages.

Supervisory workers The ratio of non-production workers to total employment in an
industry.

Research and devel opment The ratio of research and development personnel to all wage and
salary earners.

Advertising intensity The input-output coefficient for that industry that captures the
importance of the use of advertising.

Product numbers The number of 5-digit commodities per 4-digit industry.

Industry diversity A measure of crossindustry diversity of al enterprises assigned

to an industry on the basis of the majority of the value added
produced by all plants controlled by these firms. A Herfindahl
index is created for each firm using the shares of output of its
plantsin different industries and then a weighted average for an
industry is created using shipments of each firm.

Scale economy The ratio of minimum efficient sized plant (MES) divided by
industry size where MES is calculated as the average size of
plants that account for the top 50% of shipments in the industry.

Tariff rate The effective tariff rate.
Source: Baldwin (1995).

Our results also show that foreign control is positively related to the effective tariff rate,
though the coefficient is not statistically significant.® Thistoo is similar to previous results
(Caveset d., 1980).

Theseregression resultsgive strong support to the notion that multinational activity isclosely
related to the possession of special assets. But they also suggest that the effects of the tariff
that had so often been stressed in the literature (Marshall, Southard and Taylor, 1936) are
less significant than the special industry characteristics that we have argued are related to
the asset specificity that induces inward investment.
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And to the extent that these assets continue to possess the importance that attracted foreign
multinationals in the first place, changes that were brought about by a more restrictive
regulatory regime might have been relatively widespread. Moreover, the weakness of the
tariff variable suggests that most of the change that is observed in foreign control is the
result of changes in the regulatory regime.

The CALURA data showed that the decline in the share of foreign control that occurred
during the first half of the period was found across most sectors. The same is true of
manufacturing sectors, asillustrated in Figure 6. Market shares declined across most sectors
between the 1970s and 1980s.

The largest percentage point decline during these years occurs in the non-food natural
resource sectors, supporting the previous results on declines in sectors that are integrated
into metal mines. But labour-intensive industries experience the next largest absolute
percentage point decline and the largest rate of decline. These are the industries where
reductions in tariffs were most severe and therefore, where the effect of tariff barriers on
inducing foreign ownership would have most diminished the incentive to invest.

In order to test whether changesin foreign control within manufacturing wasreally related
to thetariff changesthat weretaking place, weregressed the changesin the share of shipments
accounted for by foreign-controlled firms between 1970 and 1979 on the changesin tariffs
and the industry characteristics that were closely related to foreign control in 1970. The
change in tariffs was not significant, thereby suggesting once more that the changes in
foreign control that occurred were more related to individual industry characteristics and
overall regulatory tightness than to tariff changes, per se.

We report the results for changesin foreign control for the period 1975-1985, the period of
time over which the regulatory regime tightened in Table 12. They show that declinesin
foreign control over this period were not related to product intensity, or to the scale economy
proxy. Rather they fell inindustries with high advertising to salesratios. And they tended to
increase in those industries where firms had the skills and tendency to diversify to other
industries. Foreign control also increased in industries that were more R&D intensive. The
latter result isnot fully consistent with Figure 6, which indicatesthat foreign control actually
fell inthe broad group that are defined as ' scientific’ .2 Wetherefore used alternate variables
to measure the effect of R&D. The coefficient on a measure of payments for technologies
abroad was negative. This suggests that the decline in foreign investment occurred not so
much in all R&D science-based industries, but rather in those that had more heavily relied
on imported technologies.

With the change in regulatory regime in the mid 1980s, foreign control increases in food,
labour and scale-based sectors. In contrast, foreign control in the science-based and in the
product-differentiated sector continues to decline. This suggests that the attractiveness of
the type of marketing and technology assetsthat leadsto foreign control declined slightly in
importance. On the other hand, the increase in foreign control in the scale-based sector
suggeststhat knowledge assets associated with the expl oitation of large-scal e plants became
even more important over this period—perhaps because of the possibilities that NAFTA
opened up for the exploitation of scale economies.
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Table 12. The determinants of changesin foreign-control (1975-1985)
Variable Coefficient Standard Probability
error value
Capital intensity -0.0975 0.0398 0.0141
Supervisory workers -0.2751 0.1784 0.1243
Advertising intensity -3.627 1.2491 0.0042
Product numbers -0.0005 0.0004 0.2117
Industry diversity 0.0002 0.0001 0.0503
Scale economy -0.00009 0.0002 0.6290
Research and development 0.00211 0.0010 0.0397
R? 0.1353
F (7,154) 4.60 0.0001
. not applicable

Source: Micro-economic Analysis Division manufacturing database.

Table 13. The determinants of changesin foreign-control (1985-1995)

Variable Coefficient Standard Probability
error value

Changes 1975-1985 in:

Labour intensive industries -0.64 0.19 0.0007
Natural resources industries 0.34 0.25 0.18
Scale-based industries 0.15 0.23 0.51
Product differentiated industries 0.61 0.27 0.02
Science-based industries 0.88 0.37 0.02
R? 0.0751
F (5,228) 4,70 0.0004
. not applicable

Source: Micro-economic Analysis Division manufacturing database.

To examinethe actual changesat theindustry level more closely, we regressed the changes over
the period 1985 to 1995 on the losses that had been suffered in the earlier period (1975-1985).
We ask whether the changes in the earlier period were reversed and whether the amount of
reversal varied across sectors. Theresultsin Table 13 show that for labour intensive industries,
aone percentage point declinein foreign control share during the first period was accompanied
by a 0.64 percentage point increase during the period after regulation. Declines in the natura
resources industries and scale-based industries were not accompanied by any significant gains
inthelatter period. And product differentiated industries and science-based industries continued
to decline in the latter period. These were areas where the incentives that had brought foreign
multinationals to Canada had diminished over time.

In summary, the more detailed manufacturing foreign control data confirm the broad trends
that are present in the CALURA data. There is a broad decline during the period of
increasingly stringent regulation followed by a subsequent rebound. Within the overall
manufacturing sector, there are changes that are associated with certain industry
characteristics that suggest the relative attractiveness of some industries as a target for
foreign multinationals changes over the period. While industries that had specific assets
associated with natural resourcesor capital intensity broadly maintained their attractiveness,
there was areduction in foreign control in industries where brands or R& D had originally
attracted foreign investment. These changes at the individual industry level did not serveto
offset the broad trends that coincide with the two separate periods of regulatory regime.
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Endnotes

3. For discussion of the antecedents of theinternalization theory of multinationals such asHymer
(1957) and McManus (1972), see Dunning (2003).

4. Corporations and Labour Returns Act (now the Corporations Returns Act)

5. This means that secondary activity of afirm that is, say afood retailer, but that owns some
food processing plants, will al be assigned to the retail sector.

6. These stocks are referred to in Balance of Payments Division publications as foreign direct
investment position.

7. Thisisnot the only reason. See Appendix for more discussion.

8. CALURA (now CRA) surveys the largest firms in the corporate population accounting for
about 70% of total revenues.

9. Thefinancia sector is omitted because until 1988 the foreign assets of Canadian firms were
included in the size of the domestic sector.

10. Assets as shown on the balance sheets of corporationsinclude such items as cash, marketable
securities, accounts receivables, inventories, net fixed assets, investments in affiliated
corporations. Revenue is operating revenue (that is, it excludes interest and dividends).

11. Foreign direct investment is the long-term capital (equity, long-term debt) that is transferred
from abroad to a Canadian entity from aforeign-related entity (i.e., one that ownsat least 10%
of the Canadian entity).

12. Over 90% of foreign direct investment in Canadais in foreign-controlled enterprises.

13. It should be noted that, for the period of study, the Census of Manufactures (Annual Survey of
Manufactures) measure of value added is only a proxy for value added since it subtracts out
only material and energy costs but contains a purchased-services component.

14. These data provide afiner level of industry detail that is furnished by classifications that use
firm-based data, such as are provided by Corporations and Labour Unions Returns Act
(CALURA).

15. The Census of Manufactures (Annual Survey of Manufactures) does not collect data on assets
or capital, but does provide information on labour inputs.

16. It need not be because CALURA classifies al of a firm to only one industry, while the
Manufactures data classifies establishments to industries.

17. The same would be true when comparing foreign control using revenue and asset data from
CALURA if capital productivity wasincreasing in the foreign sector relative to the domestic
sector.

18. For adiscussion of the definitions of these sectors, see Baldwin and Rafiquzzaman (1994).
19. Replacement of the effective tariff rate with the nominal tariff rate does not change the results.

20. Thedataprovided in Figure 6, areof course, weighted while the coefficientsin the regression
analysis are not derived from weighted regressions.
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Chapter 4. Conclusion

ver thelast four decades, foreign multinational s operating in Canadahave experienced
both a retrenchment and then a resurgence in their activities. The decline occurred
across most industries but was particularly large in the energy and mining sector.

Several forces have been at work during this period that might have caused these changes.
There has been a gradual reduction in tariffs over the entire period. And there have been
major changes in the regulatory regime that have operated in opposite directions. In the
first period, restrictions on foreign investment were tightened. In the second period, they
were |oosened.

In thefirst period, foreign control declined astariffsfell and the regulatory regime became
more restrictive. In the second period, though tariffs continued to decline, foreign control
increased in relative importance, asrestrictions on foreign direct investment were |oosened.
Overall, foreign control returned by the year 2000 to almost the level that it had been at in
the mid-1960s.

The aggregate data suggest that there are strong groundsto conclude that the major regul atory
changesover the study period, theimplementation of FIRA and the subsequent replacement
of FIRA by Investment Canada, had an appreciableimpact on the aggregate share of economic
activity under foreign control. That said, we recognize that regime change may be associated
coincidentally with a variety of changes in the macroeconomic environment, beyond the
impact of regulatory policy. Wetest this herein using regression analysisto investigate the
effect of a set of variablesthat are meant to capture the economic environment and we stil|
find the effect of regime change. We also extend our analysis by focusing on a broad cross
section of industries, asking if the pattern of decline and growth evident in the aggregate
dataisevident across many different sectorsor localized to specific industries. We find that
this pattern is generally widespread, which supports the view that a common regulatory
effect had an impact on the investment environment.

Nevertheless, we find that not all sectors experienced decline followed by growth. Nor
would this have been expected for several reasons.

In the first case, the tighter regulatory constraints of the 1970s were not relaxed equally
acrossall industriesinthemid 1980s. In the energy sector, restrictions on foreign ownership
continued—albeit attenuated from the earlier period. As a result, energy, which had
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experienced large declinesin the earlier period, did not experience the same resurgence as
did other sectors in the 1990s. While investment restrictions were |loosened, the federally-
owned petroleum company (Petrocan) continued to exist and to be protected from foreign
takeover.

Second, we would not expect declines to be exactly reversed if the underlying economic
incentives behind foreign direct investment changed in some sectors. If particular types of
assets no longer created the same incentives to establish foreign operations, we might well
have expected a change in foreign control even without a change in regulatory regime.

Rebounds in foreign control occurred in the manufacturing sector as a whole after foreign
direct investment deregulation. This was particularly true in manufacturing industries that
are capital intensive. But there is some evidence to suggest that the attractiveness of some
of the assets that were associated with foreign penetration was reduced over the period.
Foreign control in the science-based (R& D-intensive) sector declined both before and after
changes in the regulatory regime. So too did foreign control in industries where product
differentiation was important. Despite downward trends in foreign control in both these
sectors, it should be noted that foreign control still remained high therein.

Most other sectors started and ended the period with much lower levels of foreign control.
Foreign control in communications, construction, and retailing started the 1970s at lower
levels, but nevertheless declined up to the end of the 1980s. Wholesaling held its own and
grew slightly during this period. In the second part of the period, foreign control in
communications, construction, food retailing, consumer goods and services (which included
retailing) also rebounded, but by small amounts.

With the exception of the energy sector, foreign control at the end of the period is about
where it was at the beginning. But it underwent a dramatic decline that coincided with the
implementation of restrictionson foreign control. And with theremoval of activeintervention
on the part of the Canadian state, the original level of foreign ownership was reestablished
by the end of the period. At least in the case of regulation of foreign ownership, the economy
isnot onewhere the consequences of aone-timeintervention by the political system persisted
unabated after the initial regulatory intervention ceased. Instead, regulatory intervention
changed the shape of the economy, but that shape was restored over the course of a decade
and a half once regulatory pressure was relaxed.
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Chapter 5. Data appendix

CALURA (now CRA) data

Information on the importance of foreign control is collected by the Industrial Organization
and Finance Division (IOFD) as aresult of responsibilities that Statistics Canada has been
assigned under the Corporations and Labour Unions Returns Act (now the Corporations
Returns Act). The purpose of the Act is to collect ownership and financial information on
corporations that carry on business in Canada. The data that are collected and reported
publicly pertain to revenues, assets, profits and equity.

Data are provided both for corporations that are under foreign control and under domestic
or Canadian control. Control is defined as the ability to effectively control the board of
directorsof the corporation. Most of thetime, this meansthat the owner(s) must have majority
(50% or more) voting ownership. However, when effective control is achieved through
minority ownership and Statistics Canada is aware of this, control is also assigned on this
basis.

The value of activity reported as being under foreign control is the total activity of the
enterprise that is deemed to be foreign-controlled. For example, the assets of a firm under
foreign control are defined to be all assets of that firm, including the share that belongs to
Canadian minority shareholders, if they exist.

Several changes in the collection procedure have occurred over time. First, the concept of
an enterprise has gone from that of alegal enterprise to that of a statistical enterprise.

Until 1988, an enterprise was agroup of corporations under common control. After 1988, a
statistical enterpriseisused. Thisconsistsof one or more enterprisesfor which aconsolidated
set of financial statements is produced. The data published using statistical enterprises
eliminate the intercorporate transactions and claims within each statistical enterprise and
some double counting that may have occurred until this time.

Second, there have been some changes in coverage. Prior to 1988, firms in the financial
sector were measured by the size of their total world-wide assets; after 1988 world-wide
assets were removed from the domestic sector’s assets. Since there isno way to correct for
this difference in the financial sector, we focus here only on the non-financial sector.
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The other change that has a minor impact on the series for aggregate control of all non-
financial industriesis a change in classification. After 1988, the real estate sector is moved
to the non-financial sector. Corrections are made for this change to generate the continuous
time series used here.

Inthe CALURA data, firms are classified in their entirety to asingle industry based on the
one activity that accounts for the largest proportion of gross value added. Until 1988, the
data are collected on an SIC-E basis whereas after this the data are collected on an SIC-C
basis. The SIC-C classification system was developed to handle a statistical problem that
often arose from the cross-industry presence of many firms activities. The aggregation
systeminthe SIC-E focuses more on activities (agriculture, mining). The aggregation system
in the SIC-C focuses more on product lines (food, energy). Corporate restructuring can
sometimes|ead to the corporate reclassification of activitiesand therefore, to discontinuities
in industry series on foreign control. It was felt that the SIC-C system would reduce these
discontinuities.

Census of Manufactures (Annual Survey of Manufactures) data

Dataon foreign control can also be calculated from the Census of Manufactures (Survey of
Manufactures). The Census (now called the Survey) of Manufactures collects data on
establishments in the manufacturing sector. The frame consists of virtually all
establishments—with some cutoff of smaller establishments. These data cover shipments,
employment, value added, wages, and materials expenditures. Data on these variables are
collected from questionnairesthat are sent to most manufacturing plants. These questionnaires
contain varying levels of detail that differ between larger and smaller plants. Data for the
very smallest plants come from administrative tax files.

Each establishment within an industry isassigned to an owning enterprise and the national ity
of control of each enterpriseis determined—using basically the same data that are collected
for CALURA purposes by the Industrial Organization and Finance Division. The enterprise
concept up to 1988 is dlightly more encompassing than that used by IOFD. In the latter
case, it wasthelegal entity. For the manufacturing data, itisall legal entitiesunder common
control.

Because the data on foreign control can be calculated for establishment data on shipments
and employment, summary statistics can be calculated for a finer level of industry detail
than they can be for the CALURA data. CALURA data, which are collected at the firm
level (onfinancial variables), have the difficulty that companies often do not maintain their
books for these variables (profits, assets) on an individual plant basis but only at the firm
level. And afirm’sactivities often cover morethan oneindustry. Asaresult, an entirefirm’'s
activities have to be assigned to one industry. For example, a large grocery retailer that
owns food-processing plants would have the latter included within the retailing sector for
purposes of control calculations associated with the CALURA data. On the other hand, the
datafrom the Census of Manufactureswould assign the establishment datato food processing
and define the firm within thisindustry as all establishments owned by the retailer.
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The Manufactures' data consistently use the SIC-E classification system during the period
from the 1960s to the late 1990s and thus this data does not suffer from the discontinuity
that the CALURA data contain when it moves from the SIC-E to the SIC-C classification
system in 1988. Admittedly, the SIC-E system does change over time, there being one for
the 1960s, one for the 1970s, one for the 1980s, and one for the 1990s. But concordances
exist that have allowed for continuous files to be developed that allow for reasonably
continuous time series.

Balance of Payments Division foreign direct investment data

The Balance of Payments Division system is used to record transactions between Canadian
residentsand therest of theworld. It tracksrecei pts coming into Canadafrom all international
sources, as well as payments made by Canadians to non-residents. The current account
records international trade in goods and services, investment income including interest,
dividendsand profits; and current transferswith non-residents. The capital account measures
transactions involving capital transfers and non-produced non-financial assets and the
financial accounts measurethreetypesof financial investment—direct investment, portfolio
investment (stocks, bonds and money market instruments) and other types of investment
(loans, deposits, official international reserves).

As part of the latter, the Balance of Payments Division collects data on direct investment
flows as well as direct investment position. Direct investment flows into Canada are those
made by aresident enterprise of another country in an enterprise resident in Canada with
the intent of having a significant influence on the affairs of the Canadian enterprise.
Generally, arule of 10% ownership of voting equity in the Canadian entity is used when
identifying a direct investment rel ationship.

While the criterion to determine whether thereis adirect investment relationship generally
relies only on voting equity, direct investment flows cover all transactions in equity and
debt between the Canadian enterprise and the foreign entity that are linked by a direct
investment relationship. It should be noted that if a Canadian subsidiary expands by issuing
debt to the local Canadian financial community, assets under foreign control will increase
without any commensurate increase in foreign direct investment flows.

The Balance of Payments Division a so produces dataon Canada' sinternational investment
position—or the cumulated effect of a series of flows and other valuation changes. This
presentsthe value and composition of the stock of Canadian financial claimson non-residents
and Canadian financia liabilitiesto non-residents. Financial claimsare a store of value and
unlike non-financial assets are not directly employed in productive activity. There are three
types of financial assets: direct investment, portfolio investment and other investment. The
cumulation through time of the current account balance is reflected in the net international
investment position at a point in time—but the relationship is not one-to-one because of
several changes that are brought about by exchange rate movements and other valuation
changesthat arereflected in the foreign direct investment position but not in flows published
by the Balance of Payments Division.
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It should be noted that the use of a 10% threshold to determine direct investment in the
Balance of Payments Division is generally less than the 50% control standard used to
determine foreign control in CALURA and, therefore, the direct investment position can
differ for thisreason from measures of assetsunder foreign control asmeasured by CALURA.
By definition “(d)irect investment reflects a significant influence in the other enterprise
and does not need to be as intense as controlling investment, which entails a continuing
power to determine its strategic operating, investing and financing policies without the co-
operation of othersin acontrolling interest” (Statistics Canada, 2000).

Finally, direct investment flows are recorded on a net basis. The flow is netted of all
transactions in both assets and liabilities between a direct investor and investee. Thus, if a
non-resident parent provided additional capital to its Canadian subsidiary and at the same
time, the parent’s accounts receivable on transactions in goods and services with the
subsidiary rose, the direct investment flow would be the Canadian subsidiaries’ increased
liability to the parent lessthe increased asset possessed by the parent. Thus, if the Canadian
entity both receives foreign direct investment and makes foreign direct investment, only
the net flow will beregistered. Thisisanother reason that net foreign direct investment will
not necessarily cumulate to total assets under foreign control in Canada.

The statistical results for direct investment are derived from the statistical Canadian
enterprise, that is, the Canadian company and its fully consolidated associates, subsidiaries
and branches.
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