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RESUME

Les societés multinationales implantées au Canada
n"auront pas de grandes difficultés & absorber les coQts
d’adaptation gu’'entrafnera 1l Accord de libre-échange. Voila la
principale conclusion de cette étude, qui contient une analyse
theorique et empirigque et présente les résultats d une enqueéte
meneée aupres des 47 principales multinationales industrielles dont

les ventes deépassent un milliard de dollars.

En effet, pour les multinationales (lesquelles réalisent
jusqu’a 70 pour cent des échanges bilatéraux), la libéralisation
du commerce n’imposera pas de colQts d'adaptation notables au
Canada, parce que ces entreprises sont pratiquement toutes asse:z
compeétitives pour affronter de nouvelles situations. gtant donne
l'efficacite de leur systeéeme de planification strateégique interne,
les filiales canadiennes d’entreprises américaines, de méme que
les filiales américaines d entreprises canadiennes, ne seront pas

obligees de fermer des usines ou de proceéder & des mises & pied.

Les analyses theéoriques et empirigues et les données
d’enquete révelent que la libéralisation des échanges permettra un
accroissement de l1'integration économique du Canada et des £tats-
Unis, ce qui fera augmenter 1 emploi et la production dans les
deux catégories de multinationales susmentionnees. En effet, le
climat économigque favorable creé par la libéralisation du commerce
stimulera probablement les entrées d’ investissements directs de

pays tiers comme le Japon et les pays d'Europe.




Cette 2tude souligne 1’apparition de multinationales
controlees par des Canadiens et les deébouchés dont elles
benéficieront sous le nouveau régime commercial. De nouvelles
données empiriques démontrent gue les sociéteés méres canadiennes
exportent beaucoup a leur filialesi elles exportent, de fait, cing
fois plus de produits & leurs filiales américaines qu'elles n’en
importent. Par ailleurs, cet excédent commercial des
multimnationales canadiennes est en partie compensé par les achats
des filiales canadiennes d'entreprises américaines auprés de leur
socieéte mere. Mais, dans 1l'ensemble, le Canada jouit d’'un
"excedent" au solde du commerce interne des deux catégories de

multinationales.

Autre fait important, les filiales canadiennes
d'entreprises américaines importent, en moyenne, environ 23 pour
cent de leur productions il est donc difficile d attribuer leur
présence au Carmada au seul remplacement des importations. Ce
résultat remet en cause 1l image classique de ftiliales creées
uniquement pour contourner les barriéres tarifaires et contredit
la théorie de la "désindustrialisation", parce que ces filiales
restent au Canada pour des motifs de gestion et de

commercialisation qui n'ont aucun rapport avec les tarifs.

Far ailleurs, le role des filiales au Canada devrait
etre analyseé selon les principes de la théorie de la gestion. A
cause des colts "irrecupérables" engageés pour la mise sur pied
d’une filiale, il est peu probable qu’'elle disparaisse subitement,
méme si la socieété meére voulait & 1origine se soustraire aux

tarifs canadiens. En outre, la plupart de ces filiales profitent
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des avantages particuliers que leur assure leur scciéte mere,
comme les technigues brevetées de production et les méthodes de

commercialisation.

Une enquete menée aupres des directeurs génédraux des
plus grandes sociéteés multinationales caradiennes aux états-Unis
et des plus grandes filiales américaines au Canada indique que
l’adaptation structurale qu'exigera la libéralisation du commerce
bilateral sera minime. Ces directeurs influents croient que leur
entreprise a les moyens de s’ adapter efficacement & tout nouveau
regime commerciali ils estiment que les effets sur l’emploi
demeurent neutres a court terme et s’averent beénéfiques & long
terme. Les principales multinationales contribueront ainsi a
reduire au minimum les coQts d’'adaptation qgu'entrafnera 1°Accord

de libre-—-echange bilateéeral.

Four ce qui est de la politique économique, la principale
conclusion de cette éetude est qu’il faudra reconnaftre le role
vital que jouent les grandes socieétés multinationales en matieére
de commerce bilateral et d'investissement, et qu’il sera
nécessaire aussi de faire participer leurs cadres supérieurs,
etant donneé qu’ils controlent des aspects importants du processus
d*adaptation, aux discussions sur les réformes exigges par le

nouveau régime commercial.
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ABSTRACT

Multinational enterprises operating in Canada will
be able to absorb most of the adjustment costs of a
bilateral free trade agreement. This is the key finding of
this research study, based on theoretical and empirical
analysis, supplemented by a questionnaire to the 43 largest
industrial multinationals with sales of over one billion

dollars.

The impact of trade liberalization on multinational
enterprises (which account for up to 70 percent of
bilateral trade) will not lead to significant adjustment
costs in Canada since virtually all of these multinational
enterprise§ are sufficiently competitive to absorb such
environmental changes. Due to the efficient nature of
their systems of internal strategic planning neither U.S.
subsidiaries in Canada nor Canadian multinationals
operating in the United States will experience plant

closures or worker layoffs.

The theoretical, empirical and survey results all
demonstrate that trade liberalization will present
opportunities for the further economic integration of the
United States and Canada, leading to increases 1in
employment and output by both sets of multinational

enterprises. Indeed, the favourable economic climate



following trade likeralization will probably lead to
greater inflows of direct investment from third countries,

including Japan and European nations.

This study emphasizes the emergence of Canadian-
owned multinationals and the opportunities available to
them in a new trading environment. New empirical work
establishes that Canadian parent multinationals have large
exports to their subsidiaries; parents export five times as
much as they import from their U.S. subsidiaries. The
trade surplus by Canada's multinationals is partly offset
by the purchases of U.S. subsidiaries in Canada from their
American parents. However, Canada runs a surplus "trade
balance" on such internal trade by the two sets of

multinationals.

Another important finding is that U.S subsidiaries
in Canada export, on average, about 25 percent of their
output:; they can hardly be classified as being in Canada
entirely for reasons of import substitution. This work
calls into question the o0ld fashioned view of foreign
subsidiaries as being purely tariff factories and it
challenges the "deindustrialization" thesis since these
subsidiaries remain in Canada for a variety of management
and marketing reasons unrelated to the tariff.

Further, the role of branch plants in Canada should

be understood from the background of management theory.
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There are exit barriers in the form of "sunk" costs which
will minimize the sudden departure of foreign-owned firms
originally attracted here to avoid Canadian tariffs.
Moreover, most of these branch plants have access to the
firm specific advantages of their parents, such as
proprietary production and marketing skills; hence they
will not lose their competitive advantages after trade

liberalization.

The results of a survey of the chief executive
officers of the largest Canadian-owned multinational
enterprises in the United States and the largest U.S.
subsidiaries operating in Canada suggest that structural
adjustments after bilateral trade liberalization will be
minimal. These influential executives believe that their
companies can adjust efficiently to new trading regimes and
that there are neutral effects on employment in the short-
run and beneficial effects in the long-run. The key
multinationals will thereby help to minimize the

adjustment costs arising from a bilateral trade agreement.

The Xey policy implication of this research is
that it is necessary to recognize the vital role played by
the largest multinational enterprises in bilateral trade
and investment and to involve their senior managers in
discussions of new trading regimes, since they control key

aspects of the adjustment process.
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FOREWCRD

This study is part of the Council's research program on Trade
Policy Options and Structural Adjustment in Canada., The paper
focuses on the linkage between international trade and the
international investment activities of both U.S. and Canadian-
owned multinational enterprises. In an open Canadian economy
multinationals with substantial direct investments across
industrial sectors play a large role in bilateral trade. Almost
three quarters of our bilateral trade with the United States in
manufactured products is carried out by multinational enterprises
through their parent-subsidiary trading channels. The response of
Canadian and American multinationals to a new trading regime will
largely determine the extent and the speed of our economic
adjustment to the Canada-U.S. Free Trade Agreement.

By analysing the response of multinationals through a survey of
Canadian multinational enterprises and U.S. subsidiaries in
Canada, this paper concludes that bilateral trade liberalization
would not lead to the closing down of American plants in Canada or
to large adjustment costs in Canada. In addition, most multi-
nationals with establishments on both sides of the border are well
positioned, in terms of their marketing skills and export
activities, to absorb changes in bilateral trading relations.
Trade liberalization will further increase intra-firm
{parent~subsidiary) trade and could give a stimulus to investment
by both U.S. and Canadian-owned multinationals. It could present
opportunities for further economic integration of Canada and the
United States, leading to an increase in output and employment by
both sets of multinational enterprises.

Alan Rugman has written widely on international investment and

trade. He is currently professor of International Business in the
Faculty of Management, University of Toronto, Ontario.

Judith Maxwell April 1988
Chairman
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Chapter 1

TRADE LIBERALIZATION AND FOREIGN DIRECT INVESTMENT

MAJOR RESEARCH OBJECTIVES

The focus of this research study is the linkage between
international trade and the international investment activities
of multinational enterprises involved in the Canadian economy.
Such foreign direct investment is now a major world phenomenon.
Indeed, Stopford and Dunning (1983) estimate that there are now
over 10,000 multinational enterprises in the world, but the
largest 500 of these account for 80 percent of all foreign direct
investment. In 1981 the total sales of these 500 multinationals
amounted to U.S. $2,700 billion, which is over half the value of
the world's international exchange. Of these 500 multinaticnal
enterprises, about half (242) come from the United States, 172
from Europe, 62 from Japan and 18 from Canada. A multinational
enterprise is defined as an organization that engages in the
production and distribution of goods and services in two or more
nations. For a discussion of this and alternative definitions
see Rugman (1981), Chapter 1.

Canada is a nation which is especially open to the influence
of multinational enterprises; indeed Canada is best viewed in
economic terms as a small (on a world scale), open, trading
economy, where today the role of multinational enterprises at

least matches that of trade itself. This implies that Canadian
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trade policy is also an investment policy. Put another way, the
successful implementation of any substantial changes in trading
relationships will require appropriate responses from the
multinationals which are an integral part of Canada's economy.

We need to know, as changes occur in the political and legal
environment affecting Canada's trading relationships, how does
direct investment react? 1In particular, how are the potential
adjustment costs of trade liberalization affected by the presence
in Canada of both foreign-owned multinational enterprises, and
today an increasing number of Canadian-owned multinationals
operating in the United States and other nations?

Due to its current policy relevance primary attention is
directed towards analysis of the adjustment impact of bilateral
(U.S. = Canadian) trade liberalization. However, also considered
are the investment implications of trade liberalization within
the eighth round of the General Agreement on Tariffs and Trade
(GATT) as established in Uruguay in September 1586. The primary
focus leads to research on two dimensions of foreign direct
investment; first, the role of U.S. multinational enterprises in
Canada and second, the newer presence of Canadian multinationals
in the United States. Together the intra-firm sales of these two
sets of multinationals have been estimated to account for nearly
70 percent of all bilateral trade in manufactured products
(MacCharles, 1985a).

From this it can be deduced that the adjustment costs of

bilateral trade liberalization will be borne largely by such




multinational enterprises. Indeed, since about 200
multinationals account for the great bulk of bilateral exchange
the successful implementation of a bilateral trade agreement
rests largely upon the shoulders of the strategic planning teams
of these firms. It is also known that it is in the self interest
of these firms to minimize disruption of their business
activities as they restructure and otherwise effect transitions
to new trading rules. Therefore, to an extent, the social burden
of adjustment is absorbed by these multinational enterprises as
they act in their private interests. This implies that the
so-called adjustment costs (especially of labour) may be less
than forecast in economic models which neglect direct investment
and do not capture the discretionary nature of strategic planning
and management decision making.

The major objective of this research study is to supplement
and offer a more realistic alternative to the traditional
economics based models of trade adjustment. This is achieved by
shifting the focus towards analysis of the actual multinational
enterprises present in the adjustment process. This requires
that data be presented identifying relevant trade and investment-
related characteristics of the largest U.S. subsidiaries in
Canada, and the largest Canadian multinationals in the United
States. These data also need to be related to the literature on
intra-industry trade, derived especially from the experience of
the E.E.C., where cross-investment by multinationals abounds.

Finally, data on the degree and growth of bilateral intra-




industry trade and production need to be gathered and used to
help evaluate the manner in which trade liberalization will alter
the activities of multinational enterprises. This leads to a
type of social benefit cost analysis in which the employment-
related effects of trade liberalization can be studied by
analysis of the structure and patterns of intra-firm trade and
investment, and the manner in which these may be altered by the
managers of the multinational enterprises.

On a theoretical plane the process of adjustment within the
multinational enterprises needs to be examined from the viewpoint
of management theory, especially strategic planning, as taught in
business schools. In particular, relevant aspects of the
transaction cost approach to the explanation of foreign direct
investment help to explain why multinationals need to internalize
control over intermediate products such as proprietary "knowhow".
Rugman (1981) and Caves (1982) offer summaries of the modern
literature on the theory of the multinational enterprise; this
work is now well known as internalization theory. An appreciation
of internalization theory leads to a richer understanding of the
managerial imperatives involved in an analysis of the costs of
adjustment to a new trade regime. This combination of empirical
and theoretical research on the multinational enterprise adds new
dimensions to analysis of trade policy, dimensions which are
missing from economics based models of adjustment which cannot
handle factors such as intra-industry trade and the subtleties of

multinational behavior.
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The plan of the study is as follows. The first half deals
with aggregate data on direct investment. The remainder of this
first chapter presents basic data on the extent of U.S. direct
investment in Canada, and of Canadian direct investment in the
United States. An appendix relates the magnitudes of these
investment data to trade data. Chapter 2 surveys the literature
on direct investment, in particular the extent to which trade and
investment are substitutes or complements. Chapter 3 presents
for the first time a symmetrical analysis of the two sets of
multinationals active in bilateral trade investment. Within the
focus of a discussion of intra-firm trade, data are developed on
the exports of U.S. subsidiaries and contrasted with their
imports. The same is done for Canadian affiliates in the United
States. Chapter 4 analyzes these data to determine the net
benefits to Canada of this direct investment activity. An
appendix provides more detail on the process through which the
benefits of intra-industry trade accrue to Canada.

In the remainder of the study disaggregated data are used.
Chapter 5 identifies the 36 multinationals with sales of one
billion dollars or more. Also discussed is the extent of their
international operations and their performance. This chapter
provides the background for the discussion to feollow on the
strategic management decisions faced by these firms as a result
of trade liberalization. Chapter 6 complements Chapter 2 by
undertaking a systematic theoretical discussion of the strategic

management factors involved in firm adjustment to trade
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liberalization. Chapter 7 reports the nature and results of a
questionnaire sent to the 36 multinationals. The manner in which
they will adjust to trade liberalization is revealed. Chapter 8

draws conclusions.

RECENT TRENDS IN CANADIAN FOREIGN DIRECT INVESTMENT

From a Canadian perspective the United States is still the
major source of foreign direct investment. For many years now
nearly 80 percent of all foreign direct investment in Canada has
come from the United States. The industrial strength of the
United States is today challenged by Japanese and other Asian
competitors, by a revitalized Western Europe and by state-owned
enterprises from third world countries. The large current
account deficit over the last five years (Cdn. $160 billion for
1985 alone) has been financed by growing capital account
deficits, indicating net inflows of financial and foreign direct
investment. Yet the United States is still an engine for world
trade and investment. As well as playing host to inflows of
foreign direct investment it is still the world's largest home
country for the export of direct investment.

Here the size and significance of U.S. foreign direct
investment in Canada is examined. Alsoc examined is the sectoral
composition of such U.S. direct investment and recent trends.
Finally, the nature of a new phenomenon is explored - the

outflows of Canadian direct investment to the United States.




This has very important implications for Canadian trade and

investment policy.

Size of U.S. Direct Investment

Table 1.1 reports_data on the stock of U.S. foreign direct
investment in Canada for the last ten years. The stock during
this period has increased (in absolute terms) from 32 to 63
billion dollars. Such additions to the stock of foreign direct
investment include the net flows plus the reinvested earning of
U.S. subsidiaries in Canada. The average rate of increase in the
U.S. stock has been nearly eight percent per annum, with
considerable variation, especially over the last five years.

During the recession of 1982, worsened by the tightened
administration of the Foreign Investment Review Act (FIRA) and
the implementation of the National Energy Program, (see Rugman,
1983) there was an increase of under one percent in the U.S.
stock of foreign direct investment in Canada. In fact at that
time there were large net outflows of direct investment (of over
Ccdn. $11 billion in 1981 , see Rugman (1987), Chapter 1 and the
technical appendix). Only the large amount of retained earnings

kept the stock growing.

Dominance of U.S. Direct Investment

Table 1.2 indicates that Americans owned 76.3 percent of the
stock of foreign direct investment in Canada in 1984. The slight

decline from the historical norm of 80 percent of U.S. ownership
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Table 1.1

United States Stocks of Foreign Direct

Investment in Canada

1976-1985
Canada Percent Growth
(milions C$) $
1976 31,917 7.59
1977 34,720 8.78
1978 38352 10.46
1979 42,775 31 :83
1980 48,686 13.11
1981 52,123 7.06
19€2 52,640 0.98%
1983 56,390 7.12
1984 62,359 10.59
1985 63,375 1.63
Average Percent Change 1975 -1985 7.89

Sources: Canada, Statistics Canada, Canada's International
Investment Position: 1981 to 1984 (Ottawa: Supply and
Services Canada, Catalogue 67 - 202, May 1986): Table
19 for 1975 - 1984, pp. 58-59.

Data for 1985 supplied by the International Investment
Postition of the International and Financial Economics
Division of Statistic Canada.
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Taple' 1.2

Area of Ownership of Foreign Direct Investment in Canada
(Stock at Year End, Millions C$)

1984 % 1980 3
North America
United States 612 3519 7653 48,686 79, ©
Other gt 1.4 939 lgs S
63,500 AT 49,625 80.5
South and Central America 248 (6} 103 o)
248 053 103 02
Europe
United Kingdom T 31002 9.0 51388 8la T
EEC (Bmgludineg-U.K. ) 5., 088 leia s 4,303 "ot
Other Europe 19l 254 1§, S50 Y 5
I'5,322 8% 10,986 L7
Africa 253 943 138 0.2
259 053 138 O
Asia
Japan 1 572 2l 605 s 0
Other Asia 464 Ok 6 107 Ol8Z
2,216 20N 712 15572
Australia 237 0.3 80 5=
237 0.3 80 [
Total

8L, 018 100.0 61,644 00,1

Source: Canada, Statistics Canada, Canada’s International
Investment Position 1981 to 1984, (Ottawa: Supply and
Services Canada, Catalogue 67 - 202, May 1986): Table
19 for 1990 and 1984, p. S,




at 2.1 percent) and a slight increase in European investment,
which is now at 18.7 percent of the total. (0f this, British

investment is today only 9 percent of the total stock.) |

Sectoral Composition of Direct Investment

Table 1.3 is the first of two dealing with sectoral aspects
of foreign direct investment in Canada. Table 1.3 confirms the
dominance of the United States as the leading foreign direct
investor in Canada, across all the major sectors. For 1982, (the
latest year of published data) the United States accounted for 85
percent of all of the stock of direct investment in manufacturing
and 70 percent in all other sectors. At that time the United
States held 77 percent of the stock of foreign direct investment
in Canada's petroleum and natural gas sector. Yet since the
introduction of the National Energy Program the proportion of
Canadian ownership in the petroleum sector has increased to

nearly 50 percent - a phenomenon not captured with these data.

Trends in the U.S.Sectoral Composition

Table 1.4 contains data on the sectoral composition of U.S.
foreign direct investment in Canada (the first column of Table
1.3). Manufacturing accounts for 43 percent of the U.S. total,
petroleum and natural gas for 27 percent and financial 12 I
percent. Within manufacturing the biggest growth between 1978

and 1982 occurred in chemical products; the slowest growth in
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wood and paper products, textiles, and non-ferrous metals. Over
this period there was actually a decline in the U.S. stock of
direct investment in mining and smelting. Over the same period
the fastest growth industry for U.S. foreign direct investment

was finance at 74 percent.

Two Way Direct Investment

Today the United States is both a major direct investor in
Canada, but now also a major host country for foreign direct
investment, including Canadian. The dramatic nature of this
reversal, under which Canada has become a net exporter of foreign
direct investment (mainly to the United States) is illustrated by
data in Table 1.5.

Table 1.5, column 2, reports the data on U.S. direct
investment in Canada (the same data as in Table 1.1, but now
including the additional year of 1975). Column 1 of Table 1.5
adds the data for Canadian direct investment in the United
States. There has been an astonishing seven-fold increase in
such Canadian foreign direct investment between 1975 and 1985.
The average annual rate of increase has been over 20 percent.

The result of the large outflows of Canadian foreign direct
investment, coupled with the slower rate of increase of U.S.
direct investment in Canada is that the ratio of outward to
inward investment has changed substantially. The last column of
Table 1.5 indicates that tecday Canada has the equivalent of 60

percent of the stock of U.S. direct investment in Canada, up from



1.14

Table 1.5

Bilateral Stocks of U.S. Foreign Direct Investment in Canada and
the United States, 1975 - 1985

(millions C$)

Canadian FDI U.S. FDI Net
Position Position Position

in the U.S. in Canada [y =T2) (CINE /7 (62)
1975 5,559 29,666 - 24,107 18.7
1976 6,092 31 2907 - 25,825 19.1
1977 7116 34,720 - 27,604 20.5
1978 8,965 38,352 - 29,387 334
1979 12,063 42,775 - 30,708 28.4
1980 16,386 48,686 - 32,298 38 o7
1981 21,831, 52,123 - 30,292 41.9
1882 23011317 52,640 - 29,503 44.0
1983 25,528 56,390 - 30,862 45.3
1984 29,932 62,359 -~ 32,427 50.0
1985 35,474 63,375 - 27,901 56.0
Average
Rate of 20.81% 7.89%
Increase
1975 =
1985

Sources: Canada, Statistics Canada, Canada's International
Investment Position: 1981 -~ 1984 (Ottawa: Supply and
Services Canada, Catalogue 67 - 202, May 1986): Table
18, pp. 54-54 and Table 3, pp. 30 - 31.

Data for 1985 supplied by the International Investment
Position of the International and Financial Economics
Division of Statistics Canada.
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only 18.7 percent in 1975. If this trend continues, by 1990
Canada should have as much foreign direct investment in the

United States as there is U.S. direct investment in Canada.

SUMMARY: RECENT TRENDS IN DIRECT INVESTMENT

From the data examined here it is clear that the single most
important trend observed is the upsurge of Canadian direct
investment in the United States. A recent study has explored the
reasons for such outward investment and described the
implications for Canadian and U.S. trade and investment policy,
see Rugman (1987). These reasons range from the attractiveness
of the large U.S. market to the presence of heightened U.S.
administered protection, international risk diversification, and
the mature pattern of the modern multinational exhibiting cross-
investment and intra-industry trade. Yet the outflows of
Canadian direct investment should not blind us to the fact that
U.S. direct investment in Canada has still been growing.

What does it mean for Canada to have increases in both
inward and outward direct investment? These data on direct
investment reflect the increasing economic integration of the.
United States and Canada. The vehicle for such integration is
the multinational enterprise. Canadians are well aware of the
historical influence of U.S. multinationals on the Canadian
economy. These firms are still here and Americans still own

about half of Canada's manufacturing sector.




However, today we witness the presence of large
Canadian-owned multinational enterprises operating successfully
in the United States. Such multinationals as Canada's Alcan,
Noranda, Seagram, Moore, Domtar, Bombardier and others have
secured an important stake in America. A recent study examined
the corporate strategies and performance of Canada's twenty
largest multinational enterprises, see Rugman and McIlveen
(1985) .

The growth of Canadian foreign direct investment in the
United States is just part of an upsurge from all the major
trading partners of the United States. 1Indeed, Japanese and
European direct investment has grown even faster than Canadian.
The reason is that the United States market is the single largest
and most diversified in the world. It is the magnet for direct
investment and still the leading engine for world economic
development.

The logic of geography favours Canada. Sitting next door to
the world's richest economy means that as firms on both sides of
the border continue to operate in one large integrated North
American market there will be continuous U.S. direct investment
in Canada, across all sectors. There will also be a
correponding rate of growth of Canadian direct investment in the
United States. These two way flows of foreign direct investment
reflect the realities of modern-day business and strategic
management. In a world of government regulation and

decentralized administrative protection there is an increased



rationale for organization of exchange through multinaticnal
enterprises, rather than via trade, see Rugman (1981), Safarian
(1985), Rugman and Anderson (1987).

Even if trade is liberalized between Canada and the United
States, either as part of a bilateral or multilateral process, or
both, it is likely that two way direct investment will keep on
expanding. Once multinational enterprises have made strategic
investment decisions it becomes difficult to divest or move back
towards other forms of involvement such as trade, licensing and
joint ventures. Thus, in the future, Canada will become an even
stronger part of an integrated global economic system activated
by multinational enterprises.

The real issue for Canadians to address is simple. Is
Canada in a position to secure its appropriate shares of direct
investment? By this I mean that Canada should first develop
policies to attract direct investment. These would mean the
abolition of the residual screening powers of Investment Canada
and the aggressive promotion of Canada's investment potential by
both the federal government and also the provinces. Second,
Canada needs a policy environment which encourages the
development of mature and world-class Canadian multinationals.
These firms are our keys to the future. Their success in the
U.S. market is just as important to the welfare of Canadians as
an increased inflow of direct investment is to Canada.

It has been shown that foreign direct investment is a two

way street. For Canada, our southern neighbour accounts for some



80 percent of all inward direct investment and is alsoc the
leading host to Canadian outward investment. These investment
flows are today determined by multinational enterprises, Canadian
as well as American. The role of governments in both nations
should be to provide a more predictable and stable investment
climate, so that business can continue to increase the prosperity

of both Canadians and Americans.




Appendix 1A

The Magnitudes of Bilateral Trade and Investment

The significance of this work on bilateral foreign direct
investment (FDI) can be appreciated by consideration of the
magnitude of bilateral FDI compared to bilateral trade. As
reported below the total value of bilateral Canadian trade
(exports plus imports) for 1984 was about Cdn.$186 billion. 1In
contrast the total sales volume resulting from bilateral
investment (sales by U.S. subsidiaries in Canada plus sales by
Canadian affiliates in the United States) was sixty percent
greater, at nearly Cdn.$300 billion. Furthermore, the sales of
the "billion dollar club", the 43 largest U.S. subsidiaries and
Canadian multinationals accounted for Cdn.$130 billion, or nearly
half of the bilateral sales of all the multinationals.

Obviously there are overlaps between the investment data on
sales of multinationals and the trade data. For example, the
U.S. subsidiaries in Canada export about one quarter of their
output; similarly Canadian import data reflect the fact that U.S.
subsidiaries in Canada also import about one quarter of the
output.

This appendix examines the economic significance of the 21
largest Canadian industrial multinational enterprises (MNEs) and
the 22 largest U.S. subsidiaries in Canada, as of 1986. Only
MNEs with 1984 sales greater than Cdn. $1 billion are included,

these are some members of the "billion dollar club" discussed in



detail in Chapter 5. In Chapter 5, extensive data are presented
for the Canadian and American industrial corporations which are
members of the "billion dollar club". Reported are the sales of
all the U.S. subsidiaries and affiliates in Canada and the United
States, as well as the level of exports and imports between the
two countries. Daté for 1984 are used, this being the latest
available year for data from the U.S. Department of Commerce
(DOC). This is the agency responsible for collecting data on
both the activities of foreign owned corporations in the United
States and U.S. companies abroad. This appendix relies primarily
on DOC data in order to maintain consistency in the analysis.

Appendix Diagram 1Al reports the level of sales by both the
U.S. subsidiaries in Canada and Canada's affiliates in the United
States. This is an indication of the results of foreign direct
investment activity by both Canada and the United States in one
another's economies. In 1984, U.S. subsidiaries had sales of
Cdn. $186.4 billion. Canadian affiliates, on the other hand, had
sales of Cdn. $109.0 billion.

The extent of FDI between Canada and the United States can
also be seen comparing it to the level of Canadian-U.S. exports
and imports of goods and services. The total trade (exports and
imports) between the two countries in 1984 was Cdn. $185.6
billion, while the value of "gross'" FDI (Canada plus the United
States) was Cdn. $295.4 billion or, approximately, 1.6 times as
large.

Appendix Diagram 1Al also shows the gross sales of the top

21 multinationals in Canada in 1985 (using 1984 data), and the
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sales of the largest 22 U.S. subsidiaries in Canada, with sales
greater than Cdn. $ 1 billion in 1985 (also, using 1984 data).
The 1984 sales of these firms can be seen in Appendix Tables 1Al
and 1A2. As Appendix Diagram 1Al illustrates, sales of the top
22 U.S. subsidiaries accounted for 40.43 percent of all U.S.
subsidiary sales in 1984. The total sales of these 43 MNEs in
Canada were Cdn. $128.5 billion.

Before continuing, it is necessary to note that all these
data reported are for "ultimate beneficial owner". These data
are compiled on the activities of U.S. subsidiaries in foreign
countries at two levels of ownership. First, they consist of
ownership data at the level of the ultimate beneficial owner
(UBO). These data cover those subsidiaries where the level of
U.S. ownership (person or company that resides in the United
States) is ten percent or greater. DOC also presents data which
consist of ownership at the majority-owned foreign affiliate
level (MOFA). These include any U.S. subsidiary that is fifty or
more percent controlled by a person or corporation in the United
States. In many cases the level of ownership does not
significantly change the figures, though the UBO figures are
normally greater than the MOFA figures, for example, the value of
MOFA data for U.S. subsidiaries in Canada for 1984 is Cdn.$172
billion instead of the UBO figures reported here of Cdn.$186
billion. UBO data are also not as disaggregated as the MOFA
data. Data gathered by DOC on foreign affiliates in the United

States are, however, only presented at the UBO level.



Firm
148 Alcan
2 Northern Telecom
3 Gulf Canada
4, Genstar
5. Hiram Walker Resources
6. Noranda
i Nova
8. Seagram
9. Moore Corp
10. Abitibi-Price
11l. John Labatt
12. MacMillan Bloedel
13. Domtar
14. AMCA International
15 Inco
1l6. Massey-Ferguson
17. Consolidated Bathurst
18. Molson
19. Cominco
2105 Ivaco
21. B.C. Forest Products
Total
Note p 4 Ranked by sales in 1984
Source:

Appendix Table 1Al

Identification of 21 Largest Canadian-Owned
Industrial Multinationals

(June, 1985): 211-236.

1984 Sales or Revenue
(Millions of cdn. $)l

5,576
4,462
8,433
1,923
3,754
3,400
3,840
2,821
2,046
2,153
2,150
2,136
2,063
1,456
1,530
1,503
1,627
1,521
1,590
1,194

1,033

$53,200

"Report on Business 1000," Report on Business Magazine




Appendix Table 1A2

1A.6

The Largest Canadian Subsidiaries of U.S. Multinationals

Subsidiary Parent 1984 Sales (@)
(Millions Cdn.$)
Subsidiary

General Motors of Canada GM 13,816
Ford Motor Co. of Canada Ford 12,218
Imperial 0il Exxon 8,615
Chrysler Canada Chrysler 6,292
Texaco Canada Texaco 6,267
Sears Canada Sears Roebuck 3,441
Canada Safeway Safeway 3,470

IBM Canada IBM 2,487
Amoco Canada Amoco 1,523
F.W. Woolworth Canada F.W. Woolworth 1,734
Mobil 0il Canada Mobil 0il 1,425
Alberta and Southern Gas Pacific Gas (P) 1,484
Anglo-Canadian Tel GTE 1,519
cargill Cargill 1,659
Canadian General Electric G.E. 1,439
Suncor Sun Co. 1,585
Chevron Canada Resources Chevron 811

Dow Chemical Canada Dow 1,309
K-Mart Canada K-Mart 1,012
Great A & P Co. of Canada A& P 1,108
dupont Canada duPont 3525813
Procter & Gamble Procter & Gamble 949
Note: (a) Ranked by sales in 1984

(b) Canadian Business
Sources: "Report on Business 1000," Report on Business Magazine

(June, 1985):

211=236'.

"Taking the Measures of Corporate Canada," Canadian Business
500 (June, 1985 Special): 52-83.
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1A.8

Appendix Table 1A3 reports key ratios for the U.S. subsidiaries
in Canada and for Canadian affiliates in the United States. For 1984
sales, the 43 MNEs identified in Appendix Tables 1Al and 1A2 accounted
for 43.52 percent of the total sales of U.S. subsidiaries in Canada
and Canada's affiliates in the United States. These MNEs subsidiary
and affiliate sales accounted for 59.26 percent of Canada - U.S. trade
(exports plus imports) in 1984. Similarly, the 43 MNEs accounted for
69.31 percent of Canada - U.S. trade in the same year. The U.S.
subsidiaries in Canada also sold 21.66 percent of their sales in
Canada back to the United States in 1984.

Appendix Diagram 1A2 demonstrates the relative size of foreign
sales and purchases by U.S. subsidiaries in Canada and Canada's
affiliates in the United States. (The data on foreign sales by U.S.
subsidiaries in Canada are MOFA; all other data are UBO). In 1984 the
U.S. subsidiaries in Canada had nearly eight times the level of
foreign sales than did Canada‘'s affiliates in the United States. As
discussed in Chapter 3, by extrapolating data from Canada's Department
of Regional Industrial Expansion (DRIE), due to the lack of
availability of DOC data, it can be found that U.S. subsidiaries
purchase more than three times as much from abroad as Canada's
affiliates did in the United States. It should be noted that the DRIE
data underestimate the sales and trade of U.S. subsidaries in Canada
by about 30 percent (see Chapter 4).

Appendix Diagram 1A3 compares the sales and purchases from the
United States by U.S. subsidiaries in Canada. 1In 1984, U.S.

subsidiaries purchased Cdn. $37.4 billion from the United States, and
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1A. 10

s0ld Cdn. $40.4 billion to firms in that country. Of those
amounts, Cdn. $33.8 billion in sales were to the U.S. parent
groups. (This amount is largert than in Diagram 1A2 since that
was based on DRIE data which under estimates sales and also
foreing sales and purchases of U.S. subsidiaries). The level of
purchases from the United States subsidiaries parent groups is |
not available from DOC data. (Data on purchases and sales by 3
U.S. subsidiaries in Canada are MOFA; all other data are for !
UBO). However, DRIE has data which indicate that there were at !
least Cdn. $22.7 billion in purchases. In comparison, Canadian
affiliates in the United States sold Cdn. $1.2 billion back to
their parent groups, while purchasing Cdn. $6.4 billion from
them. As can be seen, intra-firm sales to the United States
accounted for 42.02 percent of Canada's exports of Cdn $95.6
billion to the United States in 1984.

These data can also be used to calculate the "product
presence" of combined trade and FDI items. For 1984 data the
product presence of the United States in Canada would be the sum
of Canadian imports from the United States (U.S.$90 billion) plus
the sales of U.S. subsidiaries in Canada (Cdn.$186 billion)
giving Cdn.$276 billion. 1In contrast, the Canadian product
presence in the United States is the sum of Canadian exports to
the United States (U.S.$96 billion) plus the sales of Canadian
affiliates in the United States (Cdn.$109 billion) for a total of
Cdn.$205 billion. This means that the United States runs a

product surplus with Canada of Cdn.$72 billion; an interesting
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L&, 122
contrast to its trade deficit (of goods and services) of U.S.$6
|75 IR RBR1

In conclusion, it can be seen that bilateral FDI is of great
magnitude and that it is an important component of bilateral
exchange. Further, in 1984, the 43 largest MNEs (U.S.
subsidiaries and Canadian MNEs) accounted for a large proportion
of bilateral sales and trade. The data suggest that an analysis
of bilateral FDI in general, and these corporations in
particular, should be undertaken to provide an indication of the
adjustments that will take place in response to any environmental
change such as a comprehensive bilateral trade agreement. This

is the major objective of this study.




CHAPTER 2

TRADE LIBERALIZATION, ADJUSTMENT, AND INTERNATIONAL INVESTMENT

In this chapter analysis will focus upon foreign direct
investment, rather than portfolio (financial) investment, since
only direct investment involves control and is affected by major
structural changes in the trading environment. Portfolio
investment flows are broadly determined by the U.S.=-Canadian
interest rate differential and related monetary variables,
whereas direct investment is dependent upon factors affecting the
relative profitability of actual operations in the United States
and Canada, see Rugman (1980b) Chapters 1, 2 and 11.

In terms of bilateral and multilateral trade liberalization
there are three major areas where the linkages of trade and
direct investment need to be considered; these are:

(i) the impact of trade liberalization on inward direct
investment, especially the strategic responses of U.S. owned
multinationals in Canada to a new trading environment;

(ii) the effect of trade liberalization upon Canadian direct
investment in the United States, and the responses of Canadian
multinational enterprises (especially if U.S. non- tariff
barriers to trade in the form of contingent protection are
removed) ;

(iii) the nature of the adjustment process under new trade
agreements when it is recognized that currently some 70 percent
of U.S.-Canadian merchandise trade is intra-firm and that some

200-300 large U.S. and Canadian-owned multinational enterprises
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account for most of such internal transactions between parent and
subsidiaries (for evidence see Chapters 3 and 6). Such
multinationals are used to scanning environmental factors (such
as changes in trade policy) and they incorporate this information
into their strategic planning decisions. To some extent this
raises the possibility that economist's models of the adjustment
costs of freer trade, which frequently ignore intra-firm trade,
may overestimate adjustment costs which, to a large degree, are
borne by individual multinationals.

Each of these three areas will be considered in detail in
this study. Before doing so, a few general principles will be
outlined. Analysis of both of the first two issues, dealing with
inward and outward direct investment, to an extent hinges upon
the question of whether direct investment and trade are regarded

as substitutes or complements.
TRADE AND DIRECT INVESTMENT: SUBSTITUTES OR COMPLEMENTS?

Some people tend to think of direct investment as a
substitute for trade. For example, it is well known that much of
the major U.S. foreign direct investment into Canada was
motivated by the need to jump the Canadian tariffs first imposed
in 1879 to protect Canadian industry. Instead, Canada secured a
large degree of foreign ownership of its industry, see Rugman
(1980b) and inefficiently sized plants, see Baldwin and Gerecki
(1985). Recently economists, such as Safarian (1985) and Burgess

(1985 and 1986) have argued that with liberalized trade there
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will be an expansion of both trade and investment. Lipsey (1986)
argues that this is precisely what occurred with the formation of
the E.E.C. since direct investment expanded in a complementary
manner with trade.

This argument that trade and investment are really
complements (not substitutes) and that the relationship between
them need not have negative effects on employment is now examined
in three ways. First a simple example is given. Second a more
technical discussion based on the literature of the modern theory
of the multinational enterprise is developed. Finally, work by
Safarian and Burgess in this vein is reported.

From the viewpoint of the Canadian manéger of either a small
or large firm already engaged in exporting to the United States
the current escalation of U.S. "contingent protection" is a type
of non-tariff barrier to trade (see Rugman and Anderson, 1987).
This presents an incentive to switch from exporting to foreign
direct investment, an internal managerial decision which will
depend upon an evaluation of the costs and benefits of such a
switch of modality.

The costs of foreign direct investment, defined as
production and distribution in a foreign nation (thus making the
firm into a multinational enterprise), include the political and
environmental risks of operating in a different nation. 1In

general, Canadian firms will experience lower entry barriers when
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starting up in the United States than in a less familiar nation
such as Japan. Location acts as a major factor in reducing
information costs and other uncertainties about subsidiary
production in the United States, especially for the larger
Canadian firms.

The reverse argument holds for U.S. foreign direct
investment in Canada. The experience of foreign ownership is so
familiar to Canadians that in this study a focus can be put,
whenever possible, on the more unfamiliar nature of Canadian
outward investment. Naturally both sides of the story are
important.

The major problem for public policf of foreign direct
investment substituting for exporting is that there is a common
perception that jobs are lost to Canadians. For example, if
National Sea Products faces a countervailing duty on frozen fish
in the future, then to protect its U.S. market, it may need to
close down some of its processing plants in the Maritimes and
open new plants in New England. Such foreign investment creates
jobs for Americans and appears to lose jobs in Canada.

However, if such a substitution of foreign direct investment
for exporting is the only way for National Sea to service a
protectionist U.S. market then the corporate efficiency of this
multinational will actually help to maintain jobs in Canada.
This occurs in two ways. First, if the U.S. subsidiary purchases
a significant amount of imports from the parent (and, on average,

the U.S. subsidiaries of all of Canada's multinationals purchase
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five times as much as they sell back to their parents, see
Chapter 3). Second, when National Sea earns profits on its
foreign operations and when the dividends are paid to Canadian
shareholders, thereby creating wealth (and jobs) for Canada.
Indeed the process of multinational activity by Canada's large
multinationals generates net benefits for Canadians, including an
expansion of employment that would otherwise have been lost in a
world of intense global competition, see Rugman and McIlveen
(1985).

The argument that trade and investment are complements
(rather than substitutes) obviously does not raise this issue of
a social loss of jobs. Briefly, those taking this view suégest
that liberalization of trade promotes a growth of economic
activity which leads to greater investment opportunities (both
domestic and foreign) and greater production (both domestic and
foreign). The E.E.C. experienced rapid increases in both
internal trade and direct investment after its formation and
greater inflows of third party investment, especially from the
United States. The implications of the E.E.C. experience for a
U.S. Canadian bilateral trade agreement are that there will be an
increase in intra-firm trade and production after the agreement,
plus greater inflows of direct investment, probably from Japan
and Europe. These points will be examined in the new empirical
work on the extent of intra-industry trade and production in
North America, reported in Chapters 3 and 4.

The literature suggests that the question of whether trade
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and direct investment are substitutes or complements is actually
a non-issue. Trade and (portfolio) investment can be considered
as substitutes when considered within the context of the
Heckscher-Ohlin-Samuelson framework, as by Mundell (1957) and
Kemp (1964). However, once the key characteristics of direct
investment are included, such as intermediate knowledge assets,
differentiated products and scale economies by multi-plant
operations, then it becomes obvious that managerial decisions are
the critical considerations.

As is now well known a large literature on the multinational
enterprise postulates that the decision to make a foreign direct
investment is an act of strategic management. To sell products
abroad every multinational enterprise can chose between
exporting, direct investment and non-equity forms of foreign
involvement such as licensing. The choice is determined by
evaluations of the relative costs and benefits of each modality,
see Rugman (1981), Caves (1982) and Rugman et. al. (1985) for
syntheses and expositions of these basic principles of
international business.

In the context of the modern theory of the multinational
enterprise it is apparent that trade and investment are neither
entirely substitutes nor complements. A firm can use either or
both methods depending upon the circumstances. There are no
absolutes, only a relative ccst-benefit analysis to be made,
given available information, including the nature of tariff and
non-tariff barriers to trade.

Within this framework it is easy to predict the outcome of
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trade liberalization. Multinationals, from both the United
States and Canada, are concerned primarily with secure markets

and stable sales. In the present status gquo of increased

recourse to contingent protection by U.S. rivals Canadian
multinationals will tend to increase their direct investment in
the United States as they find exporting becomes more difficult.
With trade liberalization (provided it includes the end to such
non-tariff barriers to trade) the process will slow down, i.e.,
there will be a slower rate of increase in Canadian direct
investment in the United States. However, existing Canadian
investments are highly unlikely to be repatriated, due to the
existence of exit barriers and the observed successful
performance of Canadian subsidiaries to date. For similar
reasons U.S. subsidiaries in Canada will not close up after trade
liberalization; however there may be a gradual slow down in the
rate of increased direct investment.

Safarian (1985) examines the issue of whether or not
investment is a substitute or a complement to trade. He
considers the effects of a new trading agreement between Canada
and the United States on the activities of multinational
enterprises. He separates new investment from the activities of
existing subsidiaries in each country and then analyzes the
individual changes that will occur with respect to; U.S.
multinationals with subsidiaries in Canada; Canadian

multinationals with subsidiaries in United States; and
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third-country multinationals with subsidiaries in either Canada
or the United States. He indicates that tariff and non-tariff
barriers initially forced companies to locate in Canada. This is
an argument which supports investment as being a substitute for
trade. However, there are other more relevant features today
which override the tariff barrier argument. Safarian uses the
modern theory of foreign direct investment to deduce that
multinationals invest in other countries in order to profitably
utilize knowledge assets within the organizational form of the
subsidiary. Internal production is preferred to exporting (or
licensing) when there exist constraints such as: the difficulty
in transferring technology to a third-party, risk of imitation;
the cost of bargaining; after-sales and marketing skills; and the
existence of government subsidies and performance requirements.

Since the tariff barrier reason for the location of
subsidiaries in Canada may not be as important today, Safarian
indicates that removal of these other constraints should allow
Canadian manufacturing to rationalize by scaling=-up and .
specializing in fewer product lines. However, due to the
increases in competition brought on by the new "environment",
both Canadian and U.S. multinationals will still invest in the
other country in order to capture and maintain their markets. 1In
fact, trade and investment between Canada and the United States
will both increase, i.e., complementing each other rather than
substituting for one another. The key reasons for this are; (1)

that firms tend to trade with their own affiliates due to
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specialization of subsidiaries and the growth in vertical
integration of firms (intra-firm trade); and (2) that in order to
deter the threat of increased imports or direct investment; firms
will either; (i) enter the competitor's market; (ii) export to
the competitors market; (iil) buy out the foreign competitor, or
(iv) even become involved in some sort of "collusive" market
sharing agreement.

As evidence of the complementarity of trade and investment,
Safarian points out the situation which occurred in the E.E.C.,
where foreign direct investment expanded rapidly even though
barriers were removed. Safarian, however, cautions that
unaccounted for non-tariff barriers may have given rise to the
same results. Safarian indicates that four factors will help to
limit the flow of investment out of Canada. These include; (1)
rationalization by U.S. firms that are already here (the sunk
cost argument) ; (2) that secondary Canadian manufacturers will
gear up to take advantage of the change; (3) that there will be
an expansion in primary resource processing (Canada's comparative
advantage); and (4) that there will be increased third-country
investment in Canada. If, however, his prognosis is wrong,
Safarian presents the argument that the "exodus" will lower the
real value of the Canadian factors of production, which will
encourage firms, both Canadian and non-Canadian, to try and
produce in Canada since there will be increased opportunities for
earning profits.

3uilding on earlier papers, Burgess (1986) also examines the
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issue of substitutes and complements. He focuses on three
questions concerning the Canada - United States "free" trade
talks and the location of Canadian and American firms. These
include: (1) would a free trade agreement (FTA) encourage or
discourage firms to locate new plants in Canada; (2) would a FTA
cause widespread disinvestment by U.S. multinationals currently
operating branch plants in Canada behind trade barriers; and (3)
would a FTA put many Canadian-owned firms at risk to takeover by
large U.S. multinationals who can afford assured access to the
U.S. market as well as marketing and distribution expertise.

Burgess makes an anlysis of the criteria that should be
included in a FTA. 1In terms of foreign investment he indicates,
that except for some basic limitations, a FTA should receive
national treatment by the other country. Burgess also reviews
the Harris and Cox (1983) computational general equilibrium
model. He indicates that the model does not go into the dynamic
changes which would occur in the long-run governing the prospect
of investment and plant location.

Burgess does not support the notion that exporting and
establishing branch plants are substitutes. He argues that the
establishment of foreign branch plants as a way of capturing the
economic rent from "certain firm-specific intangible costs" is
too simplistic an explanation. Rather, subsidiaries are
necessary in order to service local individual markets. Also,
subsidiary companies tend to trade with each other, buying and

selling (vertical and horizontal specialization), components at
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various stages of processing. In this case, trade and foreign
direct investment are complementing each other and not just
substituting for one another. 1In general, Burgess contends that
foreign direct investment will be stimulated in both directions
with a FTA between Canada and the United States, and that there
are no indications it will be biased in one direction or the

other.

INTRA-FIRM TRADE

It has been shown that both Safarian (1985) and Burgess
(1985 and 1986) have reasoned that after the introduction of
bilateral free trade there will be an increase in direct
investment in the form of intra-firm trade. The conventional view
as expressed in the Macdonald Royal Commission report (Canada,
1985)] 1is that the expanded economic opportunities within a North
American free trade area will generate economies of scale,
leading to greater specialization, more efficient production runs
(especially for Canadian producers), and greater bilateral
trade. For evidence on the small scale of Canadian plants in the
1970s and some support for the proportion that trade
liberalization will increase plant size see Baldwin and Gorecki
(121815 13 For some recent counter evidence, to the effect that
Canadian exporters may not increase their degree of
specialization, see Balcome (1986).

The nature of business today, however, is different from
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the neoclassical world of simple comparative advantage and scale
economy effects, which would predict greater exports after free
trade. Instead, nearly half of the world's international
exchange takes place between multinational enterprises, see
Stopford (1982). The proportion of bilateral intra-firm trade is
even higher, at around 70 percent, see MacCharles (1985b and
1987) and the data in Chapter 3 of this study. Due to the
constraints of today's global competition, economies of scope and
strategic positioning are very important to such multinationals.
It is apparent that after free trade, both U.S. and Canadian
multinationals will need to adopt new business strategies to
retain or establish appropriate market shares and to continue to
control activities within their internal markets. It is in this
sense that North American intra-firm trade would be expected to
expand in the form of both an increase in final and intermediate
products.

Evidence that such expansion occurred in the E.E.C. can be
found in Franko (1977), Aquino (1978), Giersch (1979) and Balassa
(1986). The implications of the E.E.C. experience for Canada has
been discussed by Lane (1986) and MacCharles (1985a, b). Here
this work is used as a basis for new research on the extent of
bilateral intra-industry trade in Chapters 3 and 4 while the
previous work is extended by analysis of specific multinationals
and the way in which their strategic planning function operates,
in Chapters 5 - 7.

MacCharles (1985a) examined the extent of domestic and
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international intra-industry trade (IIT) for Canada. MacCharles
finds that the small market size in Canada has encouraged
horizontal and vertical diversification on a greater scale than
in other countries. The high degree of horizontal and vertical
diversification has in fact, added to unit costs of Canadian
manufacturing due to diseconomies of scale. His evidence appears
to indicate that Canadian owned firms have been adjusting faster
than U.S. subsidiaries to new trade strategies. Canadian firms
have been increasing the degree of specialization and their
propensity to export over the 1970s faster than the U.S.
subsidiaries in Canada. In fact, he finds that U.S. firms, until
recently, were continuing to diversify rather than specializing
in fewer product lines.

Another factor to be considered is that of non-North
American investment, especially as it may respond to a bilateral
trade agreement. Due to the vitality of such an expanded North
American economy greater inflows of European, Japanese and other
overseas direct investment would be expected. Such investment
should be motivated by the expanded market opportunities in North
America. In this situation Canada might expect to receive more
than a proportionate share of such investment, since there will
be access to the U.S. market via Canada.

However, with bilateral trade liberalization it is
anticipated that Canada will retain its sovereignty, tax systenm,
exchange rate, culture and other attributes of the nation. This

distinctiveness of Canadian political, cultural and social
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institutions (from the viewpoint of a foreign investor), reduces
the political risk of investing in the United States while not
compromising the economic return. Thus Canadian sovereignty
becomes an economic asset in a world where the principles of
international diversification still matter. The extent to which
such political and social diversification affects "third party"
investment in North America is not the primary focus of this
study and is largely ignored here. Therefore the beneficial
effects of such investment inflows will mean that the adjustment
costs of bilateral trade liberalization are overestimated in this

study.

U.S. SUBSIDIARIES IN CANADA

Concern has been expressed that U.S. owned multinationals
will close up their Canadian subsidiaries after free trade. The
argument is that many U.S. multinationals originally came to
Canada to jump its tariff wall, but the post-war liberalization
of trade in the seven GATT rounds has reduced this incentive.
Yet there are still a large number of U.S. subsidiaries in
Canada. Why is this? Partly it is due to the "sunk costs" of
having established factories and businesses which involved
discrete investment decisions which are difficult to liquidate
once conditions change. This is a type of "exit" barrier
discussed in the literature con strategic planning by analysts

such as Porter (1980). But of greater importance is the changing




nature of foreign direct investment today.

It has been demonstrated in Dunning and Rugman (1985) that a
major motivation for foreign direct investment is the need to
overcome transaction costs and other exogenous natural market
imperfections, an explanation which is entirely separate from the
tariff argument. To an increasing degree modern multinationals
compete on economies of scope whereby they need to customize
products for segments of national markets and utilize modular
assembly and flexible manufacturing systems to combine production
efficiency with marketing intelligence. Such in-house production
and marketing skills are fostered by management teams operating
within carefully designed organizational structures which bridge
national jurisdictions. This process of internalization, in
response to exogenous transaction costs, is an efficient company
response and this motivation for multinational operations will
continue even after a bilateral free trade area is introduced.

It is necessary to work this modern theory of the
multinational enterprise into studies of the adjustment problems
stemming from trade liberalization. Most of the general
equilibrium models fail to incorporate aspects of intermediate
knowledge advantages into their structure and they are thereby
poor predictors of the effects of freer trade. Harris (1985) has
calculated that the short-term effect of bilateral free trade
will be a 5.5 percent increase in employment, with even larger
gains in the long-run after adjustment is completed. The Harris

finding takes into account the fact that capital is
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internationally mobile whereas labour is less mobile; thus under
free trade the return to capital is fixed and any gains from
increased output go to labour. He also attempts to incorporate
aspects of multinationality, such as scale economies, but his,
and related models, need to be rethought to find out if more
critical components of internalization can be incorporated.

This point becomes even clearer when it is remembered that
we are moving towards a service economy. In Canada today 70
percent of employment is in service industries. Most services
are consumed internally, so the amount of services involved in
bilateral trade is much lower, at 20 percent, see Stern (1985).
The nature of a service is that it must be delivered by the
producer to the customer. In the context of trade today, this
frequently requires the involvement of a multinational
enterprise, since only within such a firm can quality control be
maintained.

After bilateral free trade we would expect to observe a
large increase in traded service activities, especially in the
financial and human capital services characteristic of
multinational enterprises. This expansion of traded service
activity will generate many relatively high paid jobs for
Canadians, provided that there is good management education and
related training programmes. Again, the nature of intangible
service activities can be incorporated into trade models by
recognizing the powerful predictions of internalization theory,
which deals with such intangible intermediate products.

Baranson (1985) examines the impact of free trade on U.S.
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branch plants in Canada, which came here, he states, to avoid the
Canadian tariff. On the basis of a simplistic production
function focus on high technology and computer integrated
manufacturing he argues that U.S. branch plants in Canada will be
replaced by more efficient plants in the U.S. South. He predicts
that the development of technologically efficient "clusters" in
the U.S. South will pull the branch plants out of Canada, which
has higher labour costs and lower productivity. He states that
the branch plants in Canada lack management and marketing skills
to participate in the economies of scope driven systems that U.S.
firms will need to adopt to remain internationally competitive.
In particular, flexible manufacturing systems and more versatile
production will not come from the U.S. branch plants.

It is apparent from this study that Baranson knows little
about Canada, and that a simple checking out of the facts would
invalidate his predictions. For example, he ignores Canadian
multinationals and states that U.S. branch plants account for two
thirds of Canadian manufacturing industry with sales over $250

million. Yet, examination of the Financial Post 500 (1986)

reveals that only about 30 percent of Canada's largest firms are
actually U.S.- owned. The only Canadian-owned multinational
mentioned by Baranson is Northern Telecom, whereas there are many
other Canadian multinationals, which are already using successful
technologies.

The conceptual problems with Baranson's work are his one
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dimensional focus upon the production function, which ignores the
modern-day importance of marketing, especially its strategic
importance, discussed in recent works on Canadian multinationals,
such as that of Rugman and McIlveen (1985) and by Litvak and
Maule (1981). There already exist many successful Canadian-owned
multinationals (in addition to Northern Telecon). Both
Abitibi-Price and Domtar Inc. have integrated, computer
controlled paper mills. Moore Corporation Limited has taken
flexible manufacturing to a high level with on-site printing of
small business forms in its Moore Business Centre stores. It is
expanding its telemarketing efforts and it has computer
controlled production in its main production facilities, see
Rugman and McIlveen (1985).

Baranson's argument, that the majority of U.S. branch plants
will leave Canada, is wrong from the point of view of both the
niching and marketing arguments for location. It also fails to
take into account non-tariff barriers. Only government
procurement is identified in his analysis as such a barrier. But
nominal tariff barriers today would do little to explain why
there are so many foreign subsidiaries in Canada. Therefore, in
order to explain rationalization under free trade, an explanation
of what will happen to non-tariff barriers to trade also has to
be put forward.

Baranson argues that U.S. industry will cluster to the U.S.
South leaving only Canadian firms still serving the Canada market

in "specialty" areas, with all major production originating from
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the U.S. South. Yet Canadian firms or even U.S. branch plants
could cluster in Southern Ontario, see Wonnacott (1986). Most
Canadian centres are in fact no further away from the huge U.S.
eastern seaboard market than the South is to the major U.S.
market. Canadian companies are in fact just as likely to produce
for the larger market as are American firms in the same position.

Chisholm (1985) reviewed the incidence of tariff protection
among 20 manufacturing sectors in Canada with the incidence of
the level of foreign ownership. His proposition was, that if
tariff protection is an important cause of foreign direct
investment, the pattern of sectoral incidence of tariffs should
mirror the sectoral incidence of foreign control across all 20
sectors. After considering the pattern for 1970, 1975, and 1978,
Chisholm concluded that the pattern is incompatible with a close
causal relationship between tariff protection and foreign
ownership within the Canadian manufacturing sector. 1In general,
reduced tariff barriers would not have a major impact on the
overall level of foreign direct investment in Canada.

It has been argued by economists such as Safarian (1985) and
Wolf (1984) that with a bilateral free trade agreement there will
be incentives for U.S. subsidiaries in Canada to expand
production using world product mandates. I am on record
elsewhere as being extremely wary of the possibility of
U.S. multinationals wishing to dole out such world product
mandates to the Canadian subsidiaries, see Rugman (1983). This

analysis demonstrated the increased risks to the parent




multinational of such a policy of decentralized R and D,
production and marketing of the firm-specific advantage(s) of the
firm. However, it was based on an interpretation of public
policy whereby Canadian federal and provincial R and D subsidies
would be restricted to subsidiaries with a world product

mandate. The analysis did not consider the adaptability of the
subsidiaries to changes in the North American trading
environment, especially where discriminatory subsidies were not
the issue.

Perhaps a more fruitful way of looking at this is to
recognize that under a free trade agreement there will be greater
opportunities for investment by Canadian-owned firms over
foreign-owned firms in Canada. The latter consist, today, of
many subsidiaries which are more than branch plants attracted by
the tariff. Many U.S.-owned subsidiaries in Canada employ good
managers, trained human capital and enthusiastic workers who may
be well equipped to adapt to new market opportunities in North
America.

On the issue of investment and U.S. subsidiary production in
Canada, Simon Reisman (1985) has noted that under free trade what
would occur would be "changes in product mix, more
specialization, longer runs and increases in scale.
World-mandating for selected products would become a more common
practice, and we would likely see mergers and takeovers as the
more energetic and enterprising firms responded to market

opportunities." (p. 393). For this to occur and generate more
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jobs with trade liberalization will require a response by the key
multinationals; the managerial implications of such adjustment

are explored in Chapters 5 to 7 of this study.

CANADIAN OUTWARD DIRECT INVESTMENT

Much of Canada's foreign direct investment is undertaken by
a group of mature and resource-based multinationals such as
Alcan, Seagram, Noranda, Consolidated-Bathurst, Bombardier and
others, listed in Chapter 5 of this study. Only one of the
largest 21 Canadian multinationals has the traditional R and D
based firm-specific advantage of multinationals. This is
Northern Telecom. The others have firm-specific advantages based
on a value-added chain of resource-based harvesting, processing
and marketing. Indeed the marketing skills are perhaps the most
important asset as these firms seek niches for new product lines.

The implication of this analysis is that Canadian outward
investment will continue after a bilateral free trade area is
implemented. The reasons for multinational activity have more to
do with internal managerial decisions about restructuring and
rationalization of the firm than with outside policy-induced
factors. To a degree, some of these large Canadian-owned
multinat.ionals have been concerned about access to the
U.S. market in the face of contingent protectionism. Most of the
larger Canadian multinationals have already resolved this problem

by entry to the United States in the form of subsidiary
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production, joint ventures or acquisitions.

Based on analysis of the motives for Canadian outward
investment, reported in Rugman (1987) it can be predicted that
now the Canadian multinationals are in the U.S. market they will
not leave. This partly reflects the asymmetry of size between
Canada and the United States. For a Canadian firm to produce in
the United States is a bigger corporate commitment than for a
U.S. firm to enter Canada. There are exit barriers as well as
entry barriers in being in a market 10 times larger than
Canada's. Under free trade Canadian-owned multinationals will
retain their U.S. subsidiaries, due to exit barriers and sunk
costs. However, future investment decisions in a broader North
American free market will be made in a new environment where
exporting from Canada may become attractive once again.

The recent growth of Canadian direct investment in the
United States is also due to another factor. This is the growing
degree of cross-investments on a world wide basis, identified in
Chapter 1. Within this global phenomenon of growing
cross-investments, greater North American and world economic
integration and the rise of multinational enterprises, it can be
predicted that the nature of a comprehensive bilateral trade
agreement will be to facilitate further beneficial economic
interdependence, in which efficiency and wealth are increased.
The impact of a trade agreement, presumably, will be to stabilize
the rules of the game, nurturing efficient long-run investment

decisions by the managers of North American multinationals. This




should have beneficial impacts on jobs, savings, wealth
generation and political stability. This analysis relies on the
arguments that trade and investments are complementary and that
within a free trade area, governments can provide stable
parameters for the strategic planners of multinational

enterprises to make efficient internal decisions.

STRATEGIC PLANNING AND THE ADJUSTMENT PROCESS

The idea that the presence of multinational enterprises
could nmitigate the costs of implementing a free trade area is
one that has not yet been incorporated into formal economic
models of adjustment. The general equilibrium trade models of
structural adjustment used by economists have been modified,
especially by Harris (1985), to take into account some of the key
characteristics of multinationality, e.g., scale economies and
product differentiation. However, these models have not
attempted to evaluate internal managerial decisions about
restructuring and rationalization, i.e., they have not addressed
the central issue of strategy and structure within the
multinational enterprise.

We know that all multinationals today have elaborate systems
for strategic planning. At the simplest level such strategic
planning requires an analysis of exogenous environmental
parameters, for example by country risk assessments and political

risk analysis, coupled with endogenous internal factors related




to the company's costs and productivity across its functional
areas.

If the bulk of U.S.-Canadian trade is indeed intra-firm and
conducted by 200-300 large U.S.-owned and Canadian-owned
multinationals then the strategic planning "departments" of these
firms will be the places to look for corporate reactions to the
impact of a bilateral trade agreement. It is in the self
interest of the firms to minimize disruption caused by a new
trade regime, so the decisions made by strategic planners to
reposition product lines, restructure operations and alter
subsidiary outputs, will be efficient signals for public policy
makers to observe.

It follows that an important conclusion of this study is
that the elasticity of trade, investment, and production with
respect to trade liberalization is a dynamic concept, which can
only be captured by an examination of the strategic management of
the firm. In order to anticipate these reactions a supplementary
study is undertaken in Chapter 7. The strategic planners of
major multinationals were asked to predict company responses to a
comprehensive bilateral free trade agreement. This analysis was
based on a structured questionnaire sent to C.E.O.s and other top

managers responsible for strategic planning.

EVIDENCE ON THE DETERMINANTS OF FOREIGN DIRECT INVESTMENT

A number of previous surveys have been carried out to
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identify the main determinants of investment in Canada by U.S.
firms and of investment in the United States by Canadian firms. |
Four surveys are reviewed by The Department of External Affairs ‘
(1986a) : %
(1) a Conference Board of Canada study by McDonald (1984)
(2) a Department of External Affairs study (1985)
(3) the C.D. Howe Institute study by Forget and Denis
(19885) , and
(4) the International Business Council of Canada study by
Matheson (1985).
The results of these surveys are important since there is a
different impact on U.S. subsidiaries in Canada compared to
Canadian affiliates in the United States. Investment decisions
for the former, often referred to as branch plants, are found to
be not much affected by tariff or non-tariff barriers to trade.
Instead, broader variables reflecting market growth and
profitability are the key determinants. On the other hand,
Canadian direct investment in the United States is influenced
much more strongly by problems of market access.
These results, discussed below in more detail, have two
major implications. First, it is apparent that trade
liberalization will not lead to major closures of U.S. - owned
plants in Canada. The survey evidence suggests that removal of
trade barriers will have a broadly neutral impact on such U.S.
airect investment in Canada. Therefore there will not be major

job losses and adjustment costs in the foreign-owned sector.
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Second, Canadian outward direct investment is more sensitive to
U.S. trade barriers, so trade liberalization may slow down the
role of investment outflows and stimulate more exports. This
will generate more employment in Canada, although the impact will
probably be fairly small since the direct investment outflows
were efficiency-based and did not actually cause job losses in
Canada.

The overall impact of both effects is also small and the
general conclusion is that direct investment flows are not
greatly affected by trade liberalization. If this is the case,
then adjustment problems and employments effects are also small.
This reflects the extent to which multinational enterprises have
already helped to bypass barriers to trade and integrate the two
economies. Naturally when trade liberalization does occur there
will be fewer disruptive elements, due to the stabilizing role
played by multinationals.

The Conference Board of Canada (McDonald (1984)) survey was
based on a questionnaire sent to 7,500 potential foreign
investors in Canada from nineteen foreign countries. The survey
contained twenty-one criteria which might have affected the most
recent decision to invest or not to invest in Canada. (One
problem with this type of survey is that by giving a range of
possible answers, it constrains the respondent to identify one of
the listed responses, while the foreign investor may not have
actually considered them until the questionnaire appeared; this

presents a challenge to those who design such research




instruments).

The Conference Board survey identified three groups of
factors: market factors, competitive factors and environmental
factors. They found that market factors such as market growth,
and industry profitability provided the greatest incentive to
invest in Canada. An interesting result was that
tariff/non-tariff barriers were rated as having a neutral impact
on the inward investment decision. Perhaps non-tariff barriers
should have been broken down into their component parts, since in
the survey they were being captured by some of the other
components, such as: foreign investment controls, government
regulations, government incentives and taxation factors.

A survey of 200 large corporations which have Canadian
subsidiaries, was also carried out by the Department of External
Affairs (1985b). The survey attempted to assess three business
attitudes towards investment decisions: first, the factors
determining investment over the next five to ten years; second,
the importance of tariff and non-tariff barriers as a factor in
determining investment in Canada and the United States during the
next five to ten years; and third the impact of tariff
elimination on future investment plans. The determinants of the
investment decision were split into factors which were: market
related, competitiveness related, or environmentally related,
(the latter including being either political/regulatory related
or economically related). The study found that political/

regulatory factors, cost considerations, and trade barriers, in
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that order, were the most frequently mentioned factors governing
the investment decision.

Further analysis of trade barriers revealed, that, while
trade barriers were considered important by over one-half of the
firms surveyed, only one-quarter felt that the elimination of
trade barriers would alter their investment decision. 1In general
the results appear to support the Conference Board of Canada
findings that trade barriers are not a significant factor in
determining investment in Canada.

However, one of the major inconsistencies in both studies is
that they find that foreign firms consider government regulation,
market access, tax regimes and government incentives to be
significant determinants of foreign investment. Yet, three of
these factors are actually non-tariff barriers to trade. This
problem occurs in all surveys which do not distinguish properly
between traditional tariff barriers, and what are today an
increasing galaxy of "non-tariff" barriers. In fact, what many
analysts and managers may perceive as environmental or other
barriers can in many cases be considered as non-tariff barriers.
This is a problem of classification in questionnaires designed to
determine the factors governing the foreign direct investment
decision.

The Forget and Denis (1985) survey for the C.D. Howe
Institute, of the total population of outward direct investors,
was designed to find the attitudes of Canadian firms towards

direct investment in the United States. Primary industries
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tended to rate access to raw materials, market size and corporate
taxation as major reasons for investing in the United States.
Non-primary industries rated market potential, market size and
proximity to customers as important investment reasons. In
general, U.S. pull factors explained 85 percent of the motives
for Canadian direct investment in the United States whereas
Canadian push factors explained only 15 percent of outward
investment.

The results of the survey on tariff and non-tariff barriers
indicated that one third of firms felt them to be very important
or important in influencing their investment decisions.
Manufacturing industries rated the importance of tariff and
non-tariff barriers as much more important than did the other
types of industries. It was indicated that both types of trade
barriers would double in importance as a factor that would
influence investment decision in five years time. This may be an
indication that Canadian firms believe that the level of trade
barriers between Canada and the United States is increasing and
not decreasing in importance.

In terms of production, seventy percent of the firms
produced the same goods or services as their parent firms in
Canada. Eighty-one percent of them had not engaged in licensing
and had located in the United States to overcome trade barriers
and to be close to their markets. Higher Canadian production
costs did not appear to ke a major factor. Of the seventy

percent, more than half had never exported. Over fifty percent
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of those firms which had previously exported believed that their
exports would have been smaller to the United States if they had
not developed a U.S. operation.

One of the major findings of the Forget and Davis survey was
that Canadian subsidiaries in the United States have a higher
propensity to import goods from Canada than U.S. firms (a point
confirmed in Chapters 3 and 4) and that more than half of their
Canadian imports consist of final goods. This would indicate
that foreign direct investment in the United States by Canadian
firms dces not cost Canada as many jobs as the level of outward
investment would first indicate. (These issues are discussed in
detail in Chapter 5).

Matheson (1985) conducted a survey of eighteen Canadian
multinationals to find their reasons for investing in the United
States between 1980 and 1984. Ten of the firms surveyed had
sales of greater than $1 million. There were five major reasons
given by the Canadian firms for investing in the United States.
These were split into those governing fast growing industries and
those governing slower growth industries. For the fast growth
industries, overcoming trade barriers and serving the market were
the main reasons for investing, while for the slow growth
industries, modifying the production process, strengthening the
existing business and diversifying into other businesses were
listed as the most important reasons for investing in the United
States.

The survey also indicated that Canadian companies which
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invested in the United States still invested in Canada. Most of
the foreign investment was in fact unique and would not have
taken place in Canada anyway, since it was carried out to gain
further export opportunities, which would not have occurred if
the firms had invested that capital in Canada. In fact, the
study indicated most of the Canadian foreign investment was in
the acquisition of American firms, rather than in the building of
new concerns.

From the latter two studies it would appear that, while
tariff barriers have diminished in importance, there is still a
concern by Canadian firms that in order to respond or to maintain
their market opportunities it is necessary to have direct
investment in the United States. This is an indication that
non-tariff barriers have been of importance in accelerating
Canadian foreign direct investment. Non-tariff barriers in the
United States such as federal, state and local procurement
policies, regulatory standards, and anti-dumping and countervail
procedures, are avoided by producing or selling through a U.S.
subsidiary rather than exporting directly from Canada.

A survey of investment determinants for smaller Canadian
multinationals was carried out by Litvak and Maule (1981). Their
results indicate that the major reason why the twenty-five
companies invested was the pull factor of gaining access to the
U.S. market. This was similar to the key reason for investing
given by larger Canadian multinational firms.

At least three other studies of the determinants of direct
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investment in the United Statss have also been carried out: the
Group of Thirty Study (1984); the Commerce Department Study
(1985); and Ghandi's (1984) Regional Study. These are reviewed
in Chapter 3 of Rugman (1987).

The 1985 U.S. Department of Commerce study, Foreign Direct

Investment in the United States: Completed Transactions, 1974 -
1983, attributed foreign direct investment to the generally
favorable climate found in the United States during the late
1970's and the 1980 - 1981 period. Five major attributes that
contributed to the investment climate are identified, including:

(1) relative U.S. political and economic stability;

(2) the sheer size and strength of the U.S. econonmy;

(3) the emergency of large companies based abroad with the
resources needed to become active multinational
corporations;

(4) a relatively non-restrictive U.S. policy toward foreign
direct investment, and

(5) the low value of the dollar during the 1978 - 80 period.

The Commerce study found that the majority of direct

investment in the United States was accounted for by the major
industrialized countries, with Canada being the largest single
source of foreign direct investment transactions during the 1976
- 1983 period. Three - fifths of the foreign direct investment
transactions during the period were in the manufacturing and real
property sectors. Canada, along with investors from the

Netherlands accounted for most of the growth in real property



investment (non-agricultural land, hotels, office buildings,
etc.), between 1976 and 1981.

After 1981, the study indicated, that direct investment in
the United States slowed down. The Commerce Department
attributes the 37 percent decline in inward direct investment
from 1981 to 1983 to be due to a lagged response to the recession
by the United States and other industrialized countries during
the 1981 - 1982 period. Also, the appreciation of the U.S..
dollar during the same period reduced investment because of the
increased cost to foreigners of acquiring U.S. assets.

A 1984 study, Foreign Direct Investment 1973 - 87, by The
Group of Thirty, assessed thevdeterminants of direct investment
by fifty large U.S. and European multinationals. Four major
reasons for investment, in decreasing order of importance, were
given by the corporations:

(1) to gain access to domestic or regional markets;

(2) to integrate foreign operations with existing
investments; or to adapt to structural changes in the
industry;

(3) to avoid trade barriers, and

(4) to seek out faster-growing markets abroad.

These results are similar to Matheson's (1985) results for
the International Business Council of Canada. Both studies found
that it is important to gain access to the market, and, also, to
strengthen, restructure or diversify the business in order to

remain internationally competitive.




2.34

A study of Canadian direct investment in the state of New
York was carried out by Gandhi (1984). He found that eighty one
percent of firms invested in New York State due to its nearness
to the parent firm; seventy-nine percent indicated that the
location provided them with good potential for growth in the
United States; seventy-seven percent invested there because of
the area; while sixty-four percent invested there because of its
good transportation infrastructure, in particular, highways.

Most of the firms in the Gandhi study were small; only
fifteen percent had assets in excess of $9 million. The small
size of the Canadian firms may have hindered them in their
ability to export efficiently to the United States. Rather than
wasting corporate resources in exporting attempts, it was easier
to develop manufacturing capability directly in the United
States. The general indications are that the overall size and
attractiveness of the U.S. market appears to have been the major
reason for locating in New York State, along with the potential
positive attitude put forward by the state to attract new

investment during the recession years of the early 1980s.




CHAPTER 3

THE PATTERNS OF BILATERAL FOREIGN DIRECT INVESTMENT

This chapter examines the extent of bilateral direct
investment. The first half of the chapter considers the
performance of U.S. subsidiaries in Canada. A major finding in
this section is that, on average, the U.S. subsidiaries export
about one quarter of their output - a fact often neglected by
persons who view foreign-owned subsidiaries in Canada as being in
import-competing sectors. The second half of the chapter reports
new data on the performance of Canadian-owned affiliates in the
United States. It is found that these Canadian multinationals
purchase, on average, five times as much from their parent firms
in Canada as they "export" back to Canada.

The presentation of material in this chapter emphasizes the
conceptual linkages between examination of the performance of
U.S. subsidiaries in Canada and Canadian affiliates in the United
States. There has been an unfortunate tendency to concentrate on
the former and neglect the latter. Only when both elements of
direct investment are considered can the impact of bilateral
trade liberalization be predicted. The material considered here
will be used as a basis for further work in Chapter 4, where the

balance of bilateral intra-firm trade will be analyzed.
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BILATERAL TRADE PERFORMANCE OF U.S.~OWNED SUBSIDIARIES IN CANADA

There is still a common perception by many Canadians that
foreign-owned firms, which were often set up originally to bypass
the Canadian tariff, are still branch plants selling entirely
within the Canadian market. This perception is inaccurate. The
foreign-owned subsidiaries are in practice involved in as much
international trade activity as domestically-owned corporations.
For example, in 1981, the largest 300 foreign-owned companies in
Canada exported nearly one quarter of their output.

The data source for this section is the annual survey on

Foreign-Owned Subsidiaries in Canada. This survey was started

over 20 years ago to help the Government of Canada monitor the
economic performance of foreign-owned companies, in accordance
with the so-called "Winters" guidelines of 31st March 1966.
Winter was the Minister of Industry, Trade and Commerce (I T & C)
at that time, and his department became responsible for the
collection of data based on an annual questionnaire. I T & C's
work was reinforced by the "Gillespie" guidelines of 1975, which
followed the passage of Phase II of the Foreign Investment Review
Act.

The questionnaire is sent to the entire set of the largest
non-financial foreign-owned subsidiaries in Canada, defined as
those with sales of $5 million or greater and foreign-ownership
of 50 percent or more. There are usually about 300 such

respondents, which covers the activities of about 1,000 separate
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companies (since some firms consolidate returns for a number of
affiliate companies). 1In the last year for which data were
collected, a total of 274 companies responded on behalf of a
"stable total of between 3970 to 1,000 respondents". The last
report, produced by the Department of Regional Industrial
Expansion (DRIE) which contains part of the now defunct I T & C,
was published in September 1984 and contains information up to
1981.

Data for subsequent years were collected by Statistics
Canada but are still in raw form, and have not been published nor
made available to independent researchers. Beginning with the
1983 and 1984 questionnaires, the data began to be integrated
into CALURA data. Unfortunately, because of the new regulatory
changes in 1985 governing the collection of data from
corporations, the collection and presentation of these data at
the firm level has been virtually eliminated. Further, these
data are increasingly integrated with tax data, which are now
used by Statistics Canada to supply the same information. Tax
data, of course, are confidential and not available to

independent researchers.

THE BALANCE OF TRADE FOR U.S. SUBSIDIARIES IN CANADA

Table 3.1 reports data on the balance of trade on foreign

sales (X) and purchases (M) for all reporting U.S. subsidiary

corporations in Canada covered by the I T & C and DRIE survey.




Table 3.1 3.4

Intra-Industry Trade by U.S. Subsidiaries in Canada:

1964 - 1581
(C $ M)
Foreign Sales by U.S. Foreign Purchases by
Subsidiaries in U.S. Subsidiaries Canadian
Year Canada in Canada (a) (b) Balance
1981 20,305 22,389 (2,084)
1980 19,417 20,193 (776)
1979 18,844 20,624 (1,780)
1978 18,013 18,076 (63)
1977 15,261 15,614 (353)
1976 3,173 13,815 (642)
1975 11,459 11,736 t377)
1974 9,846 10,628 (782)
1973 8,177 8,017 160
1972 7,193 6,456 737
1971 6,575 5,760 815
1970 5,688 4,864 824
1969 5,568 5,066 502
1968 4,920 4,422 498
1967 4,025 3,591 434
1966 3,388 2,968 420
1965 2,486 2,445 41
1964 2,278 1,898 380
Notes: a) The merchandise imports and exports are those made
directly by the respondents, and hence, gocds sold
by them in Canada and subsequently exported are not
included in their export figures and imported goods
purchased from Canadian suppliers are excluded from
their imports.
b) Import figqures include duties, sales taxes and the
cost of transportation in Canada, in most cases.
Sources: Canada, Department of Regional Industrial Expansion,

Foreign-Owned Subsidiaries in Canada: 1979 =- 1981
(Ottawa: Surveys and Analysis, Statistical and Data Base

Services, DRIE, September, 1984): Table 13.

Canada, Department of Industry, Trade and Commerce,
Foreign-Owned Subsidiaries in Canada, [various years]
(Ottawa: Statistical and Data Base Services, IT & C
(DRIE), April 1983, May 1975, 1974, August 1972 and
1970): Table 13, Appendix VII and Summary Table 27.




The term intra-industry trade is used to define trade
between foreign-owned affiliates and all their trading partners.
The term is distinguished from intra-firm trade (used later in
Tables 3.2, 3.4, and 3.5), which is defined as internal trade
between the subsidiary and its parent. The measure of intra-
industry trade is of course a proxy for intra-industry trade.
The analysis is not broken down for sales by one firm in a given
industry to another in the same industry. This proxy is however
justified on at least two grounds. MacCharles (1986) has used
the Grubel-Lloyd index (explained in Chapter 4 to measure intra-
industry trade. While his work is at the industry level and is
not aggregated, the high rates recorded suggest that sales by
multinational firms are largely to firms in the same industry.
Secondly the data presented subsequently in Chapter 4 also
support the above definition of intra-industry trade.

Table 3.1 reports data on intra-industry trade. Between
1964 and 1973 the balance of trade was favourable to Canada, but
since 1974, foreign purchases by the U.S. subsidiaries have
remained larger than foreign sales. Over the 5 year period,
from 1977 to 1981, foreign sales have averaged Cdn.$ 18.4
billion, while foreign purchases have averaged Cdn.$ 19.4
billion, for an average deficit of Cdn.$ 1.0 billion. (The total
deficit is Cdn.$ 5 billion for these five years).

The decline in growth in foreign sales was particularly
responsible for the larger than normal deficits in 1979 and

1981. Foreign sales growth between 1979 and 1981 averaged 4
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percent, while for the earlier period 1974 to 1978, it averaged
17 percent (an average growth of 12 percent over the entire 1974
- 1981 period). For purchases over the same periods; from 1979
to 1981 they averaged 8 percent, and 18 percent for 1974 to 1978
(an average growth of 14 percent for the entire 1974 =~ 1981
period) .

Over the 1964 - 1981 period, the growth of foreign sales
and purchases by the U.S. subsidiaries in Canada has remained
relatively stable; averaging 14 percent for sales and 16 percent
for purchases. The growth in foreign purchases has, however,
been more susceptible to decline than exports, though
this phenomenon appears to have been confined to the early
seventies. Purchases declined 4 percent in 1970, and there was
also a small decline in 1980 of 2 percent.

The most important interpretation to be drawn from Table 3.1
is the approximate balance between imports and exports by
foreign-owned subsidiaries in Canada. These U.S. affiliates are
not purely branch plants, importing components and knowledge from
their parents and selling their entire output in the Canadian
host market. Instead they export nearly as much as they import.
This is a remarkable performance if the classic theoretical
reason for foreign direct investment in Canada (the tariff) is
correct.

It is argued that high Canadian tariffs first imposed to
protect domestic industry, at the time of the National Policy and

maintained subsequently, caused a switch to foreign direct




investment in Canada,from exporting, as foreign firms (mainly
American) sought to jump the tariff wall. The result was
(allegedly) branch plants that were miniature replicas of their
parents. Obviously these foreign-owned subsidiaries were
supposed to be in import-competing sectors. Yet, for the last 20
years, these U.S. subsidiaries have exported as much as they
imported - hardly confirmation of the branch plant hypothesis.
Rather, these subsidiaries embody characteristics of modern
multinationals, in which two way flows of direct investment
(intra=-industry trade) are common. This evidence for such intra-
industry trade and investment is explored further below.

The relative stability in the growth of foreign sales and
purchases by the U.S. subsidiaries in Canada can also be seen in
Table 3.2 This table shows the ratio of foreign sales and
purchases to all (both foreign and Canadian) sales of the U.S.
subsidiaries in Canada. Over the ten years, from 1972 to 1981,
these percentages have remained remarkably stable, averaging
25.47 percent for foreign to total sales (exports) and 26.19
percent for foreign to total purchases (imports). These ratios
are 25.54 percent and 26.85 percent, respectively, for the five
years between 1977 and 1981.

The import and export ratios in Table 3.2, for the period
between 1964 and 1972, confirm the earlier indication that U.S.
subsidiaries in Canada, rather than being in branch plant
operations (which only service the Canadian maxkets), have

consistently sold (exported) approximately 25 percent of their
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production. Most of these exports go to the United States, in
particular back to their parent groups in the United States, as
is shown in the data in Tables 2.3 and 3.4.

Table 3.3 presents data on the intra=-firm trade by the
affiliates of U.S. multinationals operating in Canada, which
consist of sales by U.S. subsidiaries in Canada to their parent
groups (Xp) and purchases by the U.S. subsidiaries from their
parent groups (Mp). The balance of intra-firm trade is very
similar in size to that reported for the intra-industry trade
balance in Table 3.1. From 1977 to 1981 U.S. parent-subsidiary
trade resulted in an average deficit for Canada of Cdn.$ 828
million, versus the average deficit of C¢dn.$ 1.0 billion for all
U.S. subsidiary trade, as was indicated when discussing Table
3.1. In the period from 1977 to 1981, the growth rates for intra-
firm (U.S. parent - subsidiary) trade were virtually identical at
9.46 and 10.04 percent for sales and purchases, respectively.
However, over the period from 1964 to 1981, exports, from the
U.S. subsidiaries to their parent groups or affiliates grew by 18
percent while imports grew at 17 percent. The initially faster
growth in intra-firm export trade (1964-1969) was compensated for
by the relatively faster import (foreign purchases) growth rate
in the 1972 to 1981 period (15 percent for purchases and 13
percent for sales) which reduced the benefit to Canada's balance
of trade.

The great degree of intra-firm (U.S. parent - subsidiary)

trade relative to intra-industry trade can be seen in Table 3.4.
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Table 3.2

Ratios of Foreign Sales and Foreign Purchases by
U.S. Subsidiaries in Canada

1§65 = 1981
Foreign Sales as a Foreign Purchases
Percentage of Total as a Percentage
Year Sales of Total Purchases
(%) (%)

1981 24.84 27,38
1980 24.23 25w, 29
e 24.89 27.24
1978 27 .38 27.48
1977 26.38 26.96
1976 25.64 26.89
1975 24.80 25.40
1974 24.73 2670

&9 73 25.51 25 .03
LaT2 26.28 23.39
497N 26.86 23;%3
1970 26.78 22.90
1969 26.27 23.90
1968 25.01 20.86
LOE7 22.48 20.06
1966 N/A N/A
1563 N/A N/A
1964 27 .26 14.89
Notes: N/A - Not Available.

Sources: Canada, Department of Regional Industrial Expansion,
Foreign - Owned Subsidiaries in Canada: 1979 - 1981
(Ottawa: Surveys and Analysis, Statistical and Data Base
Services, DRIE, September, 1984): Tables 12 and 13.

Canada, Department of Industry, Trade and Commerce,
Foreign - Owned Subsidiaries in Canada, various years
(Ottawa: Statistical and Data Base Services, IT & C
(DRIE), April 1983, May 1975, 1974, August 1972 and
1970). Tables 1, Summary Table 2 and Summary Table 27.
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Table 3.3
Intra-Firm Trade by U.S. Subsidiaries in Canada
(C $ M)

Sales by U.S. Purchases by U.S.

Subsidiaries in Canada Subsidiaries in

to their Parent Groups Canada from their Canadian
ear (a) (b) Parent Groups a Balance
1981 14,647 15,718 A, BT
1980 13,347 14,353 (1,006)
1979 13,715 15,639 (1,924)
1978 13177918 13,342 451
1977 11,667 11531517 310
1976 9,953 9,944 9
1975 8,097 8,014 83
1974 7,036 7,253 (217)
1973 6,190 5,891 299
1972 5,389 4,948 441
1971 4,848 4,192 656
1970 4,188 3,352 836
1969 4,216 3,553 663
1968 3,413 3,072 341
1967 2,707 2,310 397
1966 2,006 1,938 68
1965 195 1,546 (351.)
1964 1025 1773 (148)
Notes: a) The merchandise imports and exports are those made

directly by the respondents, and hence, goods sold
by them in Canada and subsequently exported are not
included in their export figures and imported goods
purchased from Canadian suppliers are excluded from
their imports.

b) Import figures include duties, sales taxes and the
cost of transportation in Canada, in most cases.

Sources: Canada, Department of Regional Industrial Expansion,
Foreign - Owned Subsidiaries in Canada: 1979 - 1981
(Ottawa: Surveys and Analysis, Statistical and Data Base
Services, DRIE, September, 1984): Tables 1, 8 and 14.

Canada, Department of Industry, Trade and Commerce,
Foreign - Owned Subsidiaries in Canada [various years]
(Ottawa: Statistical and Data Base Services, IT & C
(DRIE), April 1983, May 1975 and 1974): Tables 1, 3, 8,
14, and Appendix VIII.



ot
This table reports the ratio of sales (Mp) and purchases (Xp) by
the U.S. parent groups, to all foreign purchases (M) and sales (X)
by the U.S. -owned affiliates in Canada. The vast majority of
trade is intra-firm. From 1964 to 1981 the U.S. affiliates
imported 70 percent and exported 69 percent, on average, of all
their foreign purchases and sales to and from their parent
corporations in the United States. The trend with sales appears to
have increased, since between 1977 and 1982, sales to the parent
groups accounted for 73 percent of all foreign sales by the U.S.
subsidiaries. The relative importance of purchases from the U.S.
parents appears to have increased; from the low sixties to mid-
seventy percent range of total foreign purchases in the late
sixties and early seventies, to an average of 72 percent
since 1969. This would confirm the observations from Table 3.3,
that sales to the U.S. parent groups from the Canadian subsidiaries
(exports) grew slower than did purchases (imports) by U.S.
subsidiaries from their parent groups.

The extremely high degree of intra-firm trade, reflected in
both sales and purchases, is due to the high degree of integration
between U.S. subsidiary corporations and their parent groups. This
leads to one of the important conclusions of this study, namely,
that the U.S. parent groups are viewing the United States - Canada
market as an integrated market area. They plan their subsidiary
production within this larger framework. These data undermine the
notion that U.S. subsidiaries in Canada are purely branch plants.,

as argued by the "tariff factory" theory of production.




Year

1981
1980
1979
1978
1977
1976
1979
1974
1973
1972
1971
1970
1969
1968
1967
1966
1965
1964

Sources:

Table 3.4

Intra-Firm Trade Ratios for the U.S. Subsidiaries

in Canada

Sales to the Parent
Groups as a Percentage
of all Foreign Sales

72.13
68.74
72.78
76.57
76.65
75.56
70.66
71.46
75.70
74.92
73.73
73.63
75.72
69.37
67.25
59.21
48.07
45.00

Canada, Department of Regional Industrial Expansion,

Foreign-owned Subsidiaries in Canada: 1979-1981 (Ottawa:
Surveys and Analysis, Statistical and Data Base Services,

Purchases from the
Parent Groups as a
Percentage of all
Foreign Purchases

70.20
71.08
75.83
73.81
72.74
71.98
68.29
68.24
73.48
76.64
72.78
68.91
70.13
69.47
64.33
65.30
63.23
61.87

DRIE, September, 1984): Tables 1, 8, 13 and 14.

Canada, Department of Industry, Trade and Commerce,

Foreign-owned Subsidiaries in Canada [various years])

(Ottawa: Statistical and Data Base Services, IT & C
(DRIE), April 1983, May 1975, 1974, August 1972 and

1970): Tables 1,8,3,13,14, Summary Table 27, Appendix VII

and Appendix VIII.
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In many cases these tariffs have been lowered or removed over the
last fifteen years, in accordance with the seven rounds of GATT
trade liberalization. Today, however, there are non-tariff
barriers to trade, but their impact on the decisions of where to
locate affiliates is more complex than the branch plant argument.
Finally, a ratio is presented in Table 3.5 to illustrate
further the high degree of intra-firm trade. Table 3.5 reports
the balance-of-trade of the affiliates sales to the parents (Xp) as
a percentage of the affiliates total purchases from the parent
groups (Mp). In the 1979 to 1981 period, this index has averaged
91 percent. This, however, is below the average from 1964 to
1981 of 97.66 percent. Therefore, over the long-term, intra-
firm trade appears to have been approximately balanced, with the
subsidiaries shipping nearly as much back to their parents as they
have been purchasing from them.
To summarize, these data confirms the two key observations
made with reference to Tables 3.2 and 3.3. First, U.S.
subsidiaries in Canada tend to import slightly more than they
export, however, trade is relatively balanced. Second, the deficit
in trade (from Canada's point of view), is not due primarily to
non-parent or affiliate to subsidiary trade, but is also due to
other two-way trade between Canada and the United States and other
countries. The five year accumulated "deficit" from Table 3.1 is
Cdn. $5,056 million for foreign sales and purchases of all U.S.

subsidiaries foreign sales and purchases, but it is only




Sources:

Table 3.5

Intra-Firm Trade for U.S Subsidiaries in Canada

Ratio of Total Sales to Total
Purchases by U.S. Subsidiaries

Year with their Parent Groups
1981 93 .18
1980 92.99
1879 87.70
1978 103.38
1977 102.72
1976 100.09
1975 101.04
1974 97.01
1973 105.08
1972 108.91
1971 115.65
1970 124.94
1569 118.66
1968 111.10
1967 117.19
1966 1OB5is
1965 7% 310
1964 87.38

Canada, Department of Regional Industrial Expansion,
Foreign - Owned Subsidiaries in Canada: 1979 - 1981
Ottawa: Surveys and Analysis, Statistical and Data Base
Services, DRIE, September, 1984) : Tables 1, 8, 13 and
14.

Canada, Department of Industry, Trade and Commerce,
Foreign - owned Subsidiaries in Canada, [various years]
(Ottawa: Statistical and Data Base Services, IT & C
(DRIE), April 1983, May 1975, 1974, August 1972 and
1970): Tables 1, 8, 3, 13, 14, Summary Table 27,
Appendix VI and Appendix VIII.
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Cdn. $3,550 million for their intra-firm trade as indicated by
Table 3.3. Overall, the data in Tables 3.1 to 3.5 provides strong
confirmation for the conclusion that U.S. subsidiaries in Canada do
more than just produce for the Canadian market; they also
contribute in a major way to Canadian exports. This pattern of
bilateral trade demonstrates that U.S. parent groups view the

United States-Canada market as an integrated market and plan their

investment and production decisions accordingly.



BILATERAL TRADE PERFORMANCE OF CANADIAN~-QWNED AFFILIATES

In this section attention is directed towards the trade
performance of Canada's multinationals operating in the United
States. The analysis is based on the data gathered in the annual
surveys by the U.S. Department of Commerce of all foreign
affiliates in the United States. In 1984 there were 1,395
Canadian-owned affiliates in the United States identified by the
Commerce data. Therefore, this section reviews the extent of
intra-firm trade for all of the Canadian subsidiaries in the United
States, not just the largest twenty-one studied later in Chapter 5.
The objective of this section is to investigate the nature of
intra-industry and intra-firm trade and the extent to which Canada
enjoys a large trade surplus in such trade with its U.S.
affiliates.

Table 3.6 presents data on the sales and trade performance of
Canada's affiliates in the United States from 1977 to 1984. Column
one shows the amount of sales, column two their foreign sales (X),
while column three shows the amount of foreign purchases (M) by
Canada's subsidiaries in the United States. There is a data break
between 1980 and 1981, due to a change
in methodology involved in a Commerce Department benchmark survey.
This means that the data for the 1981 and following years are not
directly comparable for 1980 and previous years. In 1984 the total
sales by Canadian affiliates in the United States were U.S. $82.5

billion but their foreign sales were only U.S. $4.5 billion.
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The vast majority of sales by Canada's multinationals are made
within the U.S. market itself; only about six percent of production
and sales by Canada's affiliates is not made within the United
States.

Over the most recent period of data availability (1982 to
1984) the foreign sales by Canada's U.S. affiliates grew by 5
percent per annum. This was only half as fast as the growth of
total sales (which includes the small amount of foreign sales) of
these affiliates over the same period, which was 11 percent per
annum. Foreign sales of the Canadian affiliates slowed down in the
1982 and 1983 periods, from U.S. $4.5 billion in 1981, to U.S. $4.2
billion in 1982, before climbing back in 1983 to nearly the same
level as in 1981. Foreign purchases declined by 16 percent from
1981 to 1982 and fell a further 1 percent in the 1982-1983 period
before rebounding by 20 percent in 1984, to U.S. $7.2 billion.
These temporary reductions in the trade deficits of Canada's U.S.
affiliates, over the 1981 to 1984 period, were probably due to the
differential impact of the recession. The United States was less
affected by the recession than Canada; total sales of Canadian
affiliates grew faster (at over 10 percent per annum) from 1981-84,
but purchases from their Canadian parents grew slower (at under 1
percent) .

It is apparent from the data in Table 3.6 that Canada's
affiliates have consistently purchased more outside the United
States ("imported") than they have "exported" from the United

States. From the perspective of the U.S. Commerce Department, the
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data in Table 3.6 indicate a negative balance for the United States
on the trade of the Canadian affiliates, a form of intra-industry
trade. In 1984 they imported U.S.$2.7 billion more than they
exported. This has been a consistent pattern since 1977. As will
be demonstrated later, most of the imports of Canadian affiliates
are from their Canadian parents. This means that, from a Canadian
perspective, there is of intra-industry trade surplus with Canada's
affiliates in the United States.

Table 3.7 indicates the degree of international involvement of
Canada's affiliates in the United States. The foreign sales of
Canada's U.S. affiliates are given as a percentage of total sales
by these affiliates. In 1984, Canadian affiliates had sales of U.S.
$82.5 billion and export sales of $4.5 billion, for a foreign sales
to total sales ratio of 5.46 percent. For Canadian multinationals
the vast majority of their sales are made basically in the U.S.
market. Since 1981 this ratio has been declining, showing that
Canada's subsidiaries in the United States are now selling even
greater shares of their output in the United States than in other
countries. But while the relative amount of foreign sales to total
sales is falling, it was already documented in Table 3.6, that in
absolute terms, the foreign sales of these subsidiaries are still
increasing.

Table 3.7 also reports the ratio of foreign purchases for

Canadian affiliates in the United States. From
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Table 3.7

Ratios of Foreign Sales and Foreign Purchases to Total Sales by

1984
1983
1982
1981
1980
1979
1978

1977

Sources:

Canadian Affiliates in the United States

1977 - 13884
Foreign Purchases by

Foreign Sales by Canadian Affiliates in
Canadian Affiliates the United States as a
as a Percentage of Percentage of Total Sales
Total Sales by these by these Canadian
Canadian Affiliates Affiliates

(%) (%)

5.46 8.74

5.96 8.32

6.41 9,35

7.43 13.59

5.05 1L5%.66

6.07 17.87

5.:410 18.99

4,33 1S 453

U.S. Department of Commerce, Bureau of Economic

Analysis, Foreign Direct Investment in the United
States: Operations of U.S. Affiliates, 1977 - 80
(Washington, D.C.: 1985): Data for 1977 - 1980.

U.S. Department of Commerce, Bureau of Economic

Analysis, Foreign Direct Investment in the United
States: Annual Survey Results: Revised 1981
Estimates, Revised 1982 Estimates, Revised 1983

Estimates and Preliminary 1984 Estimates (Washington,
D.C.: December 1984, December 1985, October 1986 and
October 1986): Data for 1981 through 1984 (From Table
G.4 and E.5).




1977 to 1984 foreign purchases to sales of Canada's U.S.
subsidiaries have fallen from 19.53 percent in 1977 to 8.74 percent
in 1984. This indicates that, in relative terms, foreign purchases
have been declining in importance as sources of inputs to Canada's
subsidiaries in the United States. Once again, in absolute terms,
it is important to keep in mind that the subsidiaries foreign
purchases are still increasing, as was shown in Table 3.6.

However, for 1984 the export ratio of 5.46 percent and the import
ratio of 8.74 percent reflect the nearly U.S. $3 billion deficit in
trade for the United States by Canada's multinationals.

Conversely, since most of the "imports" are sourced from Canada
itself, there is a surplus in Canada's trade with it U.s.
affiliates, as confirmed by more precise measures of intra-firm
trade (to which we now turn).

Table 3.8 presents data on the sales and purchases between
Canada's subsidiaries in the United States and their parent groups
in Canada; these are measures of intra-firm trade. Column one
shows sales by the Canadian affiliates in the United States to
their parents groups (Xp), while column two shows purchases by the
Canadian affiliates from their parent groups in Canada (Mp) .

As Table 3.8 also demonstrate, sales by Canadian affiliates to
their parents have been growing at approximately 9 percent since
1982, while purchases have been growing at approximately 7 percent
over the same period. Just as the recession appeared to have
slowed down total purchases by the Canadian subsidiaries in the

1982 and 1983 period (Table 3.6), similarly, sales to their
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Table 3.8
Intra-Firm Trade:
Sales and Purchases by Canadian Affiliates in the

United States to and from their Parent Groups in Canada
(U.S. $M)

Purchases by

Sales by Canadian Canadian Affiliates

Affiliates in the in the United States

Unites States to from their Parent Canadian
Year their Parent Groups Groups Balance
1984 881 4,847 3,966
1983 811 4,357 3,546
1982 740 4,218 3,478
1981 928 5,462 4,534
1980 953 4,559 3,606
1979 964 4,367 3,403
1978 7-1s5 3 19103 3,188
1977 454 3,300 2,846

Sources: U.S. Department of Commerce, Bureau of Economic

Analysis, Foreign Direct Investment in the United
States: Operations of U.S. Affiliates, 1977 - 80
(Washington, D.C.: 1985): Data for 1977 - 1980.

U.S. Department of Commerce, Bureau of Economic
Analysis, _Foreign Direct Investment in the United
States: Annual Survey Results: Revised 1981
Estimates, Revised 1982 Estimates, Revised 1983
Estimates and Preliminary 1984 Estimates (Washington,
D.C.: December 1984, December 1985, October 1986 and
October 1986): Data for 1981 through 1984 (From Table
G.4) .
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affiliates by the parent groups declined from a peak in 1981, of
sy BS.8 Bllllen, 68 U.8, §4,2 BHIXlien -tn 1892

The difference between the intra-firm sales and purchases, is
the bilateral balance of intra-firm trade due to activities of
Canadian multinationals operating in the United States. Table 3.8
also reveals that Canada enjoys about a U.S. $4 billion surplus in
such intra-firm trade. Canadian affiliates in the United States
purchase about $ U.S. 4 billion more from their Canadian parents
than they sell back to them from their U.S. production and
distribution facilities. This trade surplus, from a Canadian
perspective, generates jobs and wealth in Canada, due to the market
access achieved by the presence of these Canadian multinationals in
the United States.

From 1981 purchases from the parent groups in Canada have been
approximately five times the level of sales by the Canadian
affiliates back to their parent groups, averaging a U.S. $4 billion
deficit from the U.S. perspective. This is explained by our
theoretical knowledge that the Canadian-owned affiliates operating
in the United States are often relatively new companies which need
supplies, components and knowhow from their parents. It also

reflects the key reason why these subsidiaries were set
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up in the first place - to secure access to the United States
market. The vast majority of the sales of these affiliates are in
the United States itself; only a small proportion is exported
(under six percent in 1984 as discussed previously in Table 3.7).

The relative degree of importance of the Canadian parent
groups to their Canadian affiliates is also demonstrated in Table
3.9. This table reports the sales and purchases by the Canadian
affiliates in the United States to and from their parent groups as
a percentage of total foreign sales and purchases. This ratio in
1984 stood at 19.55 percent and since 1981 has averaged 19.18
percent. Table 3.9 shows the ratio of purchases by the Canadian
affiliates from their parents groups (Mp) as a percentage of all
foreign purchases (M). In 1984 this ratio stood at 67.20 percent,
down from 72.68 percent the year before. Since 1981 the ratio has
averaged 68.95 percent. The breaks in the ratio in 1981 are mainly
explained by methodological changes in the Department of Commerce
benchmark survey.

Table 3.10 provides the final pieces of additional information
about the balance of intra-firm trade between Canada's parent
multinationals and their U.S. subsidiaries. This ratio is an
indicator of the degree of sales (exports) by the affiliates to
their parents (Xp) , over the affiliates purchases (imports) from
their parents (Mp) - With a high ratio, the Canadian-owned
subsidiaries in the United States would be shipping nearly as many
products back to Canada as they are purchasing from their parents.

Conversely, from the perspective of Canada's balance of trade, a
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1983

1982

1981

1980

1979

1978

1977
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Table 3.9

Intra-Firm Trade Ratios:
for the Canadian Affiliates in the United States

Sales to the Parent Purchases from the Parent
Group as a Percentage Groups as a Percentage of
of all Fogeign Sales all Foreian zurchases

19.55 67.20

18.90 72.68

17.78 66.48

20.49 69.42

53.18 82.10

54.68 84.08

53.96 83.68

53116 85.65

Sources: U.S. Department of Commerce, Bureau of Economic

Analysis, Foreign Direct Investment in the United
States: Operations of U.S. Affiliates, 1977 - 80

(Washington, D.C.: 1985): Data for 1977 - 1980.

U.S. Department of Commerce, Bureau of Economic Analysis,
Foreign Direct Investment in the United States: Annual
Survey Results: Revised 1981 Estimates, Revised 1982
Estimates, Revised 1983 Estimates and Preliminary 1984
Estimates (Washington, D.C. : December 1984, December 1985
October 1986 and October 1986): Data for 1981 and 1982
(From Table G.4).
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low ratio means that the affiliates of Canadian multinationals buy

more from Canada than they sell back to parent Canadian firms. The .
ratio of the bilateral intra-firm trade balance is indeed low and
it has fallen in recent years. The ratio of bilateral intra-

firm trade stood at 18.18 percent for 1984, indicating that the
U.S. subsidiaries of Canada's multinationals sell about one fifth
as much to their parents as they import from them. This confirms
that Canada runs a surplus on its intra-firm balance of trade with
its U.S. subsidiaries. As explained earlier the break in

the data set, due to the 1981 Commerce benchmark survey, is the
primary reason for the great difference in the ratios over the two

distinct periods, 1977 - 1980 and 1981 - 1984.

CONCLUSIONS

Bilateral patterns of foreign direct investment are a double
edged sword. This chapter has demonstrated that Canadian
multinationals play an important role in helping Canada to benefit
from its foreign direct investment in the United States. Over the
last ten years they have substantially increased their stake in the
United States. This has resulted in a benefit to Canada since
Canada's affiliates purchase five times as much from Canada as they
ship back to Canada. This may gradually change as the firms in the
United States mature and become self-reliant. However, over the
forseeable future, the reliance of the affiliates on Canadian

inputs is likely to continue. Further discussion of the factors
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Table 3.10

Intra-Firm Trade for Canadian Affiliates in the United States

Sources:

Ratio of Total Sales to Total
Purchases by the Canadian
Affiliates with their Parent

Year Groups

1984 18.18
1983 18.61
1982 17.54
1981 16.99
1980 20.90
1979 22.07
1978 18.32
1977 13.76

U.S. Department of Commerce, Bureau of Economic
Analysis, Foreign Direct Investment in the United
States: Operations of U.S. Affiliates, 1977 - 80
(Washington, D.C. 1985): Data for 1977 - 1980.

U.S. Department of Commerce, Bureau of Economic

Analysis, Foreign Direct Investment in the United
States: Annual Survey Results: Revised 1981
Estimates, Revised 1982 Estimates, Revised 1983

Estimates and Preliminary 1984 Estimates (Washington,
D.C.: December 1984, December 1985, October 1986 and

October 1986): Data for 1981 though 1984 (From Table G.4).
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which will affect the decisions of these firms, can be found in
Chapter 6 where the effects of bilateral trade and strategic
management are considered.

On the other edge of the sword it has been shown that the more
mature U.S. subsidiaries in Canada for the last twenty years have .
purchased roughly the same amount from the United States, in most
cases from their parent groups, as they sell back to them. This
evidence dismisses the belief that all U.S. subsidiaries are still
just branch plant factories in the Canadian economy.

., An implication of the two findings is that adjustment
following bilateral trade liberalization will be more involved than
the common perception that U.S. subsidiaries will be closing down
their plants and going home. Many of the U.S. operations in Canada
form part of a larger strategically integrated network of
companies. These companies in many cases have large sums of
capital tied up in production facilities, human capital, marketing
and distribution networks. While some part of these capital
investments may be explained by tariffs or even non-tariff
barriers, a large number of them are determined by competitive
market conditions. These issues are discussed in more detail
beginning in Chapter 5. However, the next Chapter extends the
analysis of this one by considering the costs and benefits of

bilateral direct investments.




Footnote to Chapter 3

As is well known, about one third of bilateral trade is
already liberalized through the auto pact. This is a managed trade
agreement which permits the largest three U.S. multinational auto
producers to assemble autos without being subject to tariffs,
provided safeqguards for Canadian content in output and employment
are met. In practice the proportions of Canadian content are
easily met and the safeguards have not been required.

The data in Table 3.2 can be adjusted to exclude trade in
autos (cars and trucks). For example, in 1977 a foreign sales
ratio of 20.35 percent was calculated for all U.S. subsidiaries in
Canada. If the auto trade is excluded this ratio is approximately
16 percent. The ratios for the succeeding years, 1978 to 1981 are
ag - followas- 16.0L716.22;14.7% amt 13.72 Using a slightly
different data set the ratios for 1982 to 1984 would be: 14.56;
13.50 and 18.84.

It can also be noted at this time that the data in Table 5.2
on the top 19 industrial U.S. subsidiaries in Canada can be
adjusted. The average exports to sales ratios for all firms is 36
percent; without the three auto makers it is 22 percent. This
figure is very similar to the aggregate data presented in Table 3.2
for foreign sales, and the adjusted data quoted above. Hence, none
of the conclusions offered are affected by this adjustment. Finally
the obvious caveat should be made; it is scientifically unjustified
to exclude the auto pact trade from these data. A false picture is

created when this is done. The U.S. auto multinationals are an
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inescapable component of bilateral trade and investments and they

are an integral part of the data sets reported and analyzed in this

study.



Chapter 4

THE BENEFITS TO CANADA OF MULTINATIONAL ENTERPRISES

This chapter combines the data introduced in the previous
chapter to evaluate the benefits and costs to Canada of foreign
direct investment. First, the bilateral balance of trade, due to
intra-firm trade, is found. This involves finding the deficit
incurred by Canada on the net purchases of U.S.-owned
subsidiaries in Canada and comparing it with the net surplus on
purchases from Canada by Canadian-owned affiliates in the United
States. These data are adjusted into Canadian dollars. It is
found that there is a net surplus to Canada on the intra-firm
trade of these two types of multinationals. Next, the high
degree of integration of the United States and Canadian economies
is further demonstrated by estimation of the bilateral index of
the national balance in trade and production and this is compared
to the experience of Europeans nations and Japan. Finally the
data on intra-firm trade are used as a basis to evaluate the
employment-related aspects of adjustment to trade liberalization.
Again it is found that Canada benefits from the jobs secured by
multinational enterprises (mainly from the manner in which
Canadian-owned multinationals generate jobs by their sales in the
United States) and that trade liberalization will probably

enhance such benefits.




CANADA'S TRADE SURPLUS DUE TO MULTINATIONAL ENTERPRISES

Using the information from Chapter 3 it is possible to
determine the net balance of trade for Canada from the activity
of multinational enterprises. This requires that the net trade
performance of U.S. subsidiaries in Canada be compared with that
of Canadian-owned affiliates in the United States. As
demonstrated in Chapter 3 there is a net deficit on the trade of
the former and a net surplus (from Canada's perspective) on the
latter.

Table 4.1 reports the data on Canada's balance of trade for
multinational enterprises. Actual data for Column one on the
balance of trade for U.S. subsidiaries in Canada are available
only until 1981. The data for 1982-1984 are projections, based
on extrapolated averages of the sales and purchases of these
subsidiaries over previous periods, as explained in Appendix 4A.

Building on Tables 3.3 and 3.8 for 1981, the last year for
observable data, Canada's trade deficit on the intra-firm trade
of its U.S. subsidiaries was just over Cdn. $1 billion, as shown
in Column one of Table 4.1 This is due to the foreign purchases
of U.S. subsidiaries in Canada being greater than their sales.
However, as Column two reveals, in 1981 there was a larger trade
surplus of over Cdn. $5.3 billion, due to the purchases of
Canadian-owned affiliates in the United States from their parent
groups being much greater than the sales back to their parents.

Therefore, Canada's net balance of trade surplus on multinational




Table 4.1
Canada's Balance of Intra-Firm Trade
(CDN $ M)
. Sales Less Purchases Purchases Less Sales Net
by U.S. Subsidiaries by Canadian affili- Balance
in Canada to their ates in the United
Parents States to their Parents
1984 (2210)b 5241 3031
. 1983 (1596)b 4413 2817
I 1982 (1197)b 4276 3079
' 1883 (1071) 22377 4306
1980 (1006) 4308 3302
1979 (1924) 3975 2051
1978 451 3781 4232
19%°7 310 3115 3425
1976 9 2789c¢ 2798
1975 83 2724c¢c 2807
Notes: (a) Column (2) is derived from Commmerce data in U.S. $
multiplied by the year end exchange rate to convert
the data to Cdn. $. For example the 1981 exchange
rate was 1.1859.
(b) Data for 1982, 1983 and 1984 are the extrapolated
| averages for sales and for purchases, based on the
l mean of the averages of their immediate past 5 and 16
| years growth.
| (c) Data for 1976 and 1975 are extrapolated from averages
for sales and for purchases, based on the mean of the
average sales from 1981 to 1984.
Sources: Canada, Department of Regional Industrial Expansion,

Foreign-Owned Subsidiaries in Canada: 1979-1981
(Ottawa: Survey and Analysis, Statistical and Data

Base Surveys, DRIE, September 1984): Table 13.

Canada, Department of Industry, Trade and
Commerce/Regional Economic Expansion, Foreign-Owned
Subsidiaries in Canada: 1973-1979 (Ottawa: Surveys
and Analysis, Statistical and Data Base Services, I T
& C and DRIE, April 1983): Table 13.




U.S. Department of Commerce, Bureau of Economic
Analysis, Foreign Direct Investment in the United
States: Operations of U.S. Affiliates, 1977-80
(Washington, D.C.: 1985): Data for 1977-1980.

U.S. Department of Commerce, Bureau of Economic
Analysis, Foreign Direct Investment in the United
States: Annual Survey Results: Revised 1981
Estimates, Revised 1982 Estimates, Revised 1983
Results and Preliminary 1984 Results (Washington,
D.C.: December 1984, December 1985, October 1986 and
October 1986): Data for 1981 through 1984 (From
Table G.4).

International Monetary Fund, International Financial
Statistics, Yearbook: 1986 (1986): 257.




enterprise activity, for 1981 was Cdn. $4.3 billion.

In more recent years Canada's projected intra-firm trade
balance has also been positive, due to the continued surplus
generated by Canadian-owned subsidiaries, as shown by the actual
data in Column two. Even if the projected data for 1982-84 on
U.S. subsidiaries in Canada are subject to error it is highly
unlikely that the pattern of the persistent trade surplus
indicated in Column three would be reversed. The conclusion is
inescapable; Canada enjoys a large and stable trade surplus due
to the presence of multinational enterprises in its economy. The
development of Canadian-owned multinationals has led to growing
trade surpluses as their U.S. affiliates purchase much more from
Canada than they sell to Canada. These huge surpluses offset the
relatively small trade deficits incurred by U.S.-owned
subsidiaries in Canada.

From Table 4.1 the average trade surplus for Canada over the
1981-1984 period was Cdn. $3.3 billion, while for the 1975-1980
period it was Cdn. $2.8 billion. The average trade surplus over
the 10 years, from 1975 to 1984, was $3.1 billion. A word of
caution on this figure is necessary, however, due to the
Department of Commerce data break between 1580 and 1981. Because
of this data break the $3.1 billion surplus should be regarded
as indicative of the pattern of trade but not the average
absolute figure for the balance of trade. The Appendix to this
chapter goes beyond intra-firm trade and provides more detailed

information on the costs to Canada of U.S. subsidaries compared



to the benefits of Canadian affiliates in the United States.

The implications of this finding are only just beginning to
be appreciated. They include recognition of the econonmic
benefits of multinational activity, including beneficial
employment effects. The net trade surplus also suggests that
adjustment problems due to trade liberalization could be resolved
to Canada's benefit given the key role played by Canadian-owned
multinationals in generating the bilateral intra-industry trade

surplus.

NATIONAL BALANCE IN TRADE AND PRODUCTION

Before considering the national balance in trade and
production between two nations it is useful to first review the
concept of intra-industry trade. Intra-industry trade is defined
as two-way trade flows in the same sector. The classic measure
of intra-industry trade was developed by Grubel and Lloyd (1975).
It can be calculated for an industry (i) as:-

IIT; = [ (X{ + M3) = X4 = My / (X§ + Mj)

where IIT; = index of intra-industry trade for industry i

X; = exports from industry i
M; = imports of industry i
MacCharles (1985a, 1987) has made calculations of IIT at the
industry level for 159 industries in Canada, although he doces not

report a direct figure for an aggregate IIT index. Using the
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Grubel and Lloyd index, Cantwell (1986) reports the level of IIT
for some countries as: United States, 0.70; France, 0.85; West
Germany, 0.71; Italy, 0.86 and the United Kingdom at 0.83.

The significance of the index of intra-industry trade is
that if the index is one for a nation, then all of its trade is
in the form of two way flows. This means that there is no
apparent comparative advantage in the traditional Heckscher-
Ohlin-Samuelson sense. With an IIT index of one the nation does
not export and import certain categories of products according to
its relative factor endowments; instead it trades everything
across the board. This appears to be the case of European
nations as well as for the United States and Canada. 1In
contrast, Cantwell reports the IIT index as 0.60 for Japan, which
indicates that Japanese trade is less intra-industry and that the
range of imported goods differs from exports.

Previous work has demonstrated a close relationship between
intra-industry trade and international production (foreign direct
investment), see Dunning (1981), Helleiner (1981), Rugman (1985),
Helpman and Krugman (1985) Greenaway and Tharakan (1986), and
Casson et. al. (1986), etc. All of these authors have identified
multinational enterprises as key components of both
intra-industry trade and intra-industry production. Most of
these authors have demonstrated a high correlation between
intra-industry trade and production. In similar industries (like
automobiles, chemicals or metals) there will be cross-investments

by multinational enterprises and a high level of intra-industry
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trade. However, there are exceptions. For example, a country
which is a poor location for R and D and technological innovation
may have a low index of intra-industry trade (as low exports
would be accompanied by high imports of the product) but a high
index of intra-industry production (since there would be neither
outward nor inward foreign direct investment since multinationals
would scorn the country), which we will discuss next.

It is also possible to calculate an index of intra-industry
production, or as some authors such as Erdilek (1985) would call
it, an index of intra-industry foreign direct investment. By
either term is meant the production made by firms from two
different countries but from the same industry. Obviously this
type of production is undertaken by multinational enterprises,
(defined as firms producing abroad). Examples occur in the
automobile industry, pharmaceutical industry and cement industry,
where production takes place in both the United States and Canada
by multinational enterprises. Indeed, the great bulk of
bilateral trade is now in the form of intra-industry production,
reflecting the increasing economic and financial integration of
the United States and Canada. Even in resource-based industries
such as pulp and paper, fish products and minerals there is now a
large degree of intra-industry production, by both U.S. and

Canadian~owned multinationals in each other's markets.




The index of intra-industry production is calculated as

follows:

IIP; = [ (OPj + IPy) - |OPj - IPi]| ]

where IIP4

index of intra-industry production

OP; = outward international production of the firms in
country i
IP; = inward international production of the

foreign-owned subsidiaries of country i

An index of the national balance of production will be
conceptually similar to an index of intra-industry production but
it looks at the foreign production in aggregate rather than at
the industry level. A bilateral balance of production can also
be developed by looking at the foreign production between two
countries only. Empirical evidence on the high degree of
national balance of production 1s displayed in Column one of
Table 4.2 Building upon the work of Cantwell (1986, 1987) it can
be observed that the index of the bilateral balance of production
for Canada and the United States is 0.74. The U.S. index against
all other countries in 1982, is 0.69.

To calculate Canada's index of bilateral balance of
production, data on OP; were found from the U.S. Department of
Commerce survey on the sales of all Canadian-owned affiliates in
the United States, while data on IP; were found from the CALURA
data on the sales by U.S.- owned subsidiaries in Canada, both for
1982. This procedure was repeated for the years 1977 to 1983 and

the results are shown in Column 2 Table 4.2. The index for 1983,




Table 4.2
Index of National Balance of Precduction

(1) (2)

Index of the National Index of Bilateral Balance
Balance of Production 1982 of Production
Canada (2) 0,74 1983 0.78
United States 0.69 1982 0.74
France 0.88 1981 0.71
West Germany 0.79 1980 0.49
Italy 0.65 1979 0.48
United Kingdom 0.60 1978 0.46
Japan 0.38 1977 0.40
Note: (a) Bilateral production only, calculated by author using
Cantwell's methodology.
Sources: John A. Cantwell "Technological Competition and

Intra-Industry Production in Europe," paper to the
European International Business Association, London,
November 1986. See also John A. Cantwell:

Technological Innovation and Multinational
Corporations (Oxford; Basil Blackwell, 1987).

U.S. Department of Commerce, Bureau of Economic
Analysis, Foreign Direct Investment in the United
States: Operations of U.S. Affiliates, 13977-80
(Washington, D.C.: 1985): Data for 1977-1980.

U.S. Department of Commerce, Bureau of Economic

Analysis, Foreign Direct Investment in the United

States: Annual Survey Results: Revised 1981
Estimates, Revised 1982 Estimates, Revised 1983

Results and Preliminary 1984 Results (Washington,
D.C.: December 1984, December 1985, October 1986 and
October 1986): Data for 1981 through 1981 (From
Table G.4).

Canada, Statistics Canada, Corporations and Labour
Unions Returns Act: Part 1 Corporations, Ottawa.
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Supply and Services Canada, Catalogue 61l=210; 1978=
1983): Table 4.




at 0.78, reveals an increase over earlier years. The average

ratio from 1981 to 1983 is 0.74 and from 1977 to 1980 is 0.46.

This is partly accounted for by an increase in affiliates

reporting after a change in methodology in the U.S. Department of
Commerce Benchmark Survey of 1980. .

What is the meaning of the index of the bilateral balance of
production? For Canada, inward international production (IPj) is
greater than outward international production (OPj). This
reflects the greater stock of U.S. foreign direct investment in
Canada than Canadian foreign direct investment in the United
States. The U.S. owned subsidiaries in Canada had sales of Cdn.
§139.5 billienm in 1983 (er U.S. $§1i2.1 billion, converting at the
I.M.F. year end market exchange rate of 1.2444). The sales of
Canadian-owned subsidiaries for 1983 were U.S. $72 billion,
roughly half the value of the older and more established U.S.
subsidiaries in Canada.

If the index of bilateral balance of production were one it
would mean that Canadian outward investment and international
production would exactly balance U.S. inward investment and
international production in Canada. This will not occur for a
few more years, until the newer stock of Canadian direct
investment in the United States leads to sufficient sales by
Canadian-owned subsidiaries to match the large output of
U.S.-owned subsidiaries in Canada.

Many of the European nations have similar large ratios of

the national balance of production, namely France, Germany, Italy
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and the U.K., see Table 4.2. On the other hand the index for
Japan is only 0.38 for 1982, reflecting the relative lack of
inward investment in Japan.

If the index of national balance of production is zero, it
means that the nation only has outward direct investment and is
host to no foreign subsidiaries. It is difficult to conceive of
any nation that could achieve such a result in today's
interdependent global economic system. Indeed, a zero index of
the national balance of production would be of questionable
benefit in any case, since it would probably reflect a strongly
regulated economy and one suffering from a high degree of
political risk, at least as perceived by foreign direct
investors. There would be no jobs created by inward investment
and it is to be expected that national income and economic
efficiency would be low in such an economy (with the notable
exception of Japan).

There are several theories advanced to explain the spread of
international production. Cantwell (1986) suggests that
multinationals engage in technological competition, seeking to
establish both R and D and production methods across key nations
in which technological innovation is favoured. To remain
competitive with other multinational enterprises in the same
industry (e.g., pharmaceutical) European multinationals seek to
produce in the domestic locations of competitors whose home
country characteristics have provided conducive environments for

R and D and technological advance. Consequently, attractive
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locations for technological innovation will generate a high index
of the national balance of production. Paradoxically very
unattractive locations could also score a high index, since there
will then be little outward or inward direct investment!

Extending this line of thinking to update the product cycle
model of Vernon (1966) would imply that innovative nations such
as the United States, which Vernon saw as home nations for world
wide outward direct investment, are now also host nations for
inward direct investments by rivals. Hymer (1960) had a similar
vision of the world, but couched his analysis in the unduly
restrictive terms of oligopolistic rivalry, in which
multinational enterprises were assumed to have monopolistic
assets on which rents were earned. Yet when we observe
cross-investments (to the extent that the United States is today
simultaneously the world's largest host and home nation for
foreign direct investment) then it is unlikely that any rents
remain for very long. The multinational enterprises from Europe,
the United States, Canada and third world countries compete with
each other for a share of the global market and segments of

markets, which yields only normal profits over time, see Rugman

et.al. (1985), Chapter 6.

BENEFITS AND COSTS OF CANADIAN OUTWARD INVESTMENT

Due to the critical importance of Canadian outward direct

investment in generating a trade surplus for Canada on its trade
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by multinational enterprises, this section will explore in more
detail the phenomenon of Canadian multinationals. What are the
social benefits and costs to Canada of such outward direct
investment? To what extent does this condition how Canada's
multinationals might adjust to trade liberalization? What are
the actual numbers on employment and trade - related aspects of
such outward direct investment, especially in the performance of
affiliates in the United States?

It is not necessary in this study to undertake a
comprehensive analysis of the economic benefits and costs of
Canadian outward direct investment. All that is necessary is to
realize that analysis of the benefits and costs of foreign direct
investment from Canada should recognize the extent of Canada's
affiliates in the United States.

The application of simple economic theory, based on
MacDougall (1960), would suggest that Canada, as a net capital
exporter of foreign direct investment, would suffer a "social"
loss of tax receipts. The affiliates of Canadian multinationals
operating in the United States would pay U.S. state and federal
corporate taxes; Canada would not be able to tax affiliate
profits again without subjecting the multinationals to double
taxation. As Canada's multinationals are a relatively new event,
the Canadian tax authorities have not yet had much experience
with such tax credits, especially in contrast to the U.S. tax
authorities when they deal with U.S. multinationals operating in

Canada.



Besides the tax issue there are other consequences of
Canadian outward investment. Based on the premises of
internalization theory, discussed earlier, there should be some
spreading of external economies to the United States from
Canada's multinationals (the other side of the coin of technology
transfer by U.S. subsidiaries in Canada). While Canadian
multinationals typically are not knowledge or
technology-intensive there is still some diffusion of whatever
knowhow they possess. This social externality is likely to be of
greatest advantage to the U.S. economy through the diffusion of
marketing-type skills which are the firm specific advantages of
most of the Canadian multinationals. Lest it be thought that
Canada is being overly generous to its rich neighbour, it is as
well to remember that most of these Canadian multinationals would
quite happily contribute to a similar transfer of technology, but
through the modality of exporting from Canada, if only U.S.
markets were open. Thus, the issue of external economies is not
confined to outward investment; it arises when there is any
international exchange, including the first best option of free
trade.

Globerman (1985) has drawn two similar normative
implications about Canadian foreign direct investment. First, he
suggests that such outward investment is beneficial since it
helps to spread the strengths of Canadian firms over larger
markets. If such firm-specific advantages were generated by

research and development expenditures (as with Northern Teleccm)



these overheads can be spread over a larger volume of sales.
Building on Rugman and McIlveen (1985) it could also be shown
that if the firm-specific advantages were of a more intangible
type, embodied in management or marketing skills, then these can
be spread on a wider base by Canadian direct investment. Second,
Globerman argues that foreign direct investment is complementary
to exporting, that is, it does not displace exports. The reason
for this conclusion is that exports are denied by tariff and
non-tariff barriers to trade, such that a Canadian firm would
lose its markets unless direct investment were to reopen the
foreign market. This argument could be extended to jobs.
Outward investment involves some transfer of jobs from Canada to
the U.S. plants. However, the jobs in Canada would have been at
risk anyway once exporting was denied to the Canadian firm.
Eventually outward investment retains market access. It then
contributes to Canada's welfare once profits are remitted back to
Canada, stimulating Canada's wealth and demand for labour in an
indirect manner.

Given these caveats, it is useful here to quickly outline
some of the more interesting aspects of the rise in Canadian
direct investment in the United States. According to the annual
survey of affiliates conducted by the U.S. Department of
Commerce, in 1984 Canada had a total of 1395 affiliates in the
United States with total sales of nearly U.S. $82 billion. These
firms employed over half a million U.S. workers and they spent

over U.S. $14 billion on employee compensation. This is about




the same number as Canadian working in U.S. subsidiaries in
Canada, (see Table 4.9). To keep this in perspective, the total
number of employees in Canada's U.S. affiliates is about five
percent of total employment in Canada. These, and other selected
economic data on the affiliates are presented in Table 4.3. The
table shows both the absolute value of the selected economic data
on the affiliates and also their percentage contribution to all
the other countries affiliate activity in the United States.
Although Canada's share of all world direct investment in
the United States has been falling in recent years, to about nine
percent of the total by 1984, its large and growing stock of
existing direct investment is socially beneficial to the United
States and Canada. For example, according to the Commerce data,
Canadian affiliates do nearly 30 percent of all the R and D by
foreign multinationals in the United States, despite being in
mature and resource based sectors. In terms of jobs, Canadian
direct investment accounts for nearly one-fifth of U.S. workers
employed in all foreign-owned affiliates. The employment
associated with Canadian direct investment is not a social loss
to Canada since such jobs would not have existed in any case had
the Canadian-owned multinationals not secured access to the U.S.
market. Again, from Canada's viewpoint, the dividends, royalties
and fees earned on Canadian direct investment in the United
States over the 1984~1985 period were about five percent of its

stock, and the return was over U.S. $1 billion in 1983 alone.



Table 4.3

Canadian Affiliates in the United States
Selected Economic Data,

1984

% of all

affiliates

in the

U.S. $M United
1984 States 1984

Total Assets 105,392 1757
Sales 82,483 1:3]1.8
Net Income 2,659 28.3
Employee Compensation 14,469 19.8
Number of Employees 505 ,12{32 18.6
Land Owned (thousands of acres) 4,732 3557
Gross book value of property, 64,150 23119
plant and equipment
Expenditure for plant property 7,764 23.6
and equipment
U.S. exports shipped by affilia- 4,506 8.0
tes
U.S. imports shipped to 7:213 Y
affiliates
Income taxes K 43185 W6152
R & D expenditures 1,404 29.7
Source: United States Department of Commerce, Bureau of

Economic Analysis, Foreign Direct Investment in the

United States Annual Survey Results:

Preliminary

1984 Estimates (Washington D.C., October 1986):

vVarious Tables.
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Thus the benefits to Canada from direct investment are underlined
by the data in Chapter 3, and the conclusion in Table 4.1. These
data indicate that Canada enjoys a surplus of intra-firm trade
with the United States.

The conclusion of this preliminary excursion into the issue
of benefits and costs of Canadian direct investment in the United
States should be one of caution. It appears that the Canadian
affiliates in the United States employ some half a million
workers, have sales of about $Cdn. 100 billion, purchase a much
larger proportion of goods and services from their Canadian
parent firms than they re-export to Canada, and remit some $1
billion in dividends. Such activities complement Canadian
production and help Canada to secure access to the U.S. market by
foreign direct investment. But jobs and sales are not lost to
Canada since the U.S. affiliates of Canada's multinationals have
kept open access to the U.S. market in the face of U.S.
protectionism.

Once the forces of protectionism dictate that international
production must replace exporting, then the jobs associated with
Canadian exporting fade away and cannot be maintained on the
grounds of long-run efficiency. Canadian multinationals are the
messengers who signal the news of a more complex global trading
environment. Ultimately, evaluation of national benefits and
costs is a narrow exercise since there is relatively little that
a small open trading economy such as Canada can do to insulate

itself from such protectionist trends in world trade and




investment patterns. Perhaps through the process of trade
liberalization, especially bilateral, this tendency towards
outward direct investment can be slowed down. But for the
reasons discussed in Chapters 5 and 6, it is unlikely to be

reversed.

EMPLOYMENT ASPECTS OF BILATERAL TRADE LIBERALIZATION

The logic of the work reported so far indicates that trade
liberalization will have relatively little disruptive effect on
the employment in multinational enterprises. Already both U.S.
subsidiaries in Canada and the newer Canadian affiliates in the
United States are engaged in substantial amounts of foreign
production and intra-firm trade. They are operating as vehicles
for the international exchange of goods and services embodied in
their product lines and they are achieving market access through
direct investment rather than exporting. Trade liberalization
will simply help to smooth out the process of economic
integration already accounted for by the foreign production and
intra-firm trade of these two sets of multinational enterprises.
In this section the extent of employment in multinational
enterprises is specifically considered.

In the long run trade liberalization will ensure gains from
trade due to the benefits of economic specialization and the
increased opportunities for managers to arrange efficient

bilateral exchange, whether in the form of exports, direct
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investment or non-equity forms of involvement. 1In all three
cases the workers employed by multinational enterprises will
benefit from a more secure trading environment and the associated
stabilization of the investment climate. Two way flows of trade
and investment will be determined on the basis of optimum
economic conditions, to the mutual advantage of the worker and
consumer in both Canada and the United States.

It is difficult to acquire data on the employment in U.S.
subsidiaries in Canada on a comparable basis to that of
employment in the Canadian affiliates in the United States. For
example, CALURA does not report this, so other sources were used.
From Commerce data the number of employees in Canadian affiliates
in the United States in 1984 was 505,232 and 437,393 in 1981. 1In
1981 there were 567,461 workers in the manufacturing, mining and
logging industries of U.S. subsidiaries in Canada, according to

information published in Domestic and Foreign Control of

Manufacturing, Mining and lLogging Establishments in Canada:

1981, by Statistics Canada (July, 1985). This publication

understates the number of workers in U.S. subsidiaries since the

subsidiaries operate across more than these three sectors.
Comparable data gathered by the U.S. Department of Commerce,

and published in U.S. Direct Investment Abroad: 1982 Benchmark

Survey Data, indicates that in 1982 (there are no figures

available for 1981), there were 780,600 Canadians employed by
U.S. subsidiaries in Canada. U.S. subsidiary employees in 1981,

therefore, in the manufacturing, mining and logging industries




Table 4.8

Bilateral Employment in U.S. and Canadian Subsidiaries
in Mining, Masnufacturing and Logging Industries

(1) (2) (3)

Employment in Ratio U.S.

Employment in Canadian Subsidiaries

U.8. Affiliates in /Canadian

Subsidiaries in the United Affiliates
Year canada (2l States %
1984 N/A 505,232 N/A
1983 N/A 473,467 N/A
1982 N/A 455,392 N/A
1981 567,461 437,393 129.73
1980 590,591 290,018 203.63
1979 N/A 255,542 N/A
1978 619,454 221,179 280.07
5977/ N/A 189,263 N/A
1976 628,340 N/A N/2
1975 N/A N/A N/A
1974 662,802 N/A N/A
Notes: N/A - Not Available

(a) = Manufacturing, mining and logging industries

Sources: Canada, Statistics Canada, Domestic and Foreign

Control of Manufacturing, Mining and Logging

Establishments in Canada: 1981 (Ottawa: Supply and

Services Canada, Catalogue No. 31-401, July 1985):
Table 2, pp. 37-40.

U.S. Department of Commerce, Bureau of Economic
Analysis, Foreign Direct Investment in the United
States: Operations of U.S. Affiliates, 1977-80
(Washington, D.C.3: 1983): Data for 1977=1L880i-fram
Table 8.

U.S. Department of Commerce, Bureau of Economic
Analysis, Foreign Direct Investment in the United
States: Annual Survey Results: Revised 1981
Estimates, Revised 1982 Estimates, Revised 1983
Results and Preliminary 1984 Results (Washington,

D.C.: December 1984, December 1985, October 1986 and

October 1986): Data for 1981 through 1981 (From
Tables 8 and 8A).
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accounted for, approximately, 73 percent of the total employees
reported for 1982 in the U.S. Department of Commerce survey.

With this qualification Table 4.8 reports data on bilateral
employment in these two sets of multinatiocnals.

Table 4.8 reports the employment in U.S. owned subsidiaries
in the manufacturing, mining and logging industries in Canada in
1981. It was about 130 percent of the total of Americans
employed in all Canadian affiliates in the United States. Also
for 1981 the average shipments (sales) per worker, in U.S.
subsidiaries, in the same industries, were about Cdn. $130,000,
whereas the average shipments per worker in similar Canadian-
owned domestic corporations were about Cdn. $90,000. This
indicates that U.S. owned subsidiaries in Canada have about 42
percent higher "productivity" (output and sales per worker) than
Canadian-owned firms. This ratio has been relatively constant
since at least 1970. These "Canadian-owned" firms are domestic
Canadian corporations engaged in these industries, including both
Canadian-owned multinational enterprises and Canadian-owned non-
multinationals (but not U.S. or other foreign-owned
multinationals), as reported in the Statistics Canada data on the
manufacturing, mining and logging industries.

This would confirm earlier observations about the efficiency
of these U.S. subsidiaries and the beneficial impact for Canada
in the presence of such successful world class firms. The
Canadian economy also benefits from the foreign operatiocn of its

multinationals, especially as dividends and other aspects of
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wealth are remitted back to Canada. There is also a surplus in
intra-firm trade, as reported earlier in this chapter. Finally,
we notice that foreign-owned subsidiaries in Canada are more
efficient and have higher per-worker "productivity" than domestic
Canadian corporations, a finding noted over 20 years ago by

Safarian (1966).




Chapter 4

APPENDIX A

CANADA'S BILATERAL BALANCE OF INTRA-INDUSTRY TRADE

In this Appendix the benefits to Canada of the trade of U.S.
subsidiaries in Canada, and the trade of Canadian affiliates in
the United States, are discussed in detail. This Appendix traces
the process of creation of the net benefit of intra-industry and
other trade reported in this text and it also supplements the
information in Table 4.1 in the text. Also discussed is the
methodology for making extrapolations for 1982 to 1984 from the
DRIE data and for the U.S. Department of Commerce data from 1975
to 1976. Included is a discussion of the validity of the DRIE
data source. It is important to note the definition of intra-
industry trade used here (which is the same as in Chapter 3).
Since all the data reported here are at the aggregate level,
intra-industry trade is defined as trade between subsidiaries and
all firms in their home countries. Intra-firm trade is defined
more narrowly as trade between subsidiaries and their parent
groups.

In order to gain a better appreciation of the benefits and
costs of intra-industry trade and other trade, it is first useful
to observe this in diagrammatic form. This has been done in

Appendix Diagram A4.0. Diagram A4.0 demonstrates the flows
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originating between the U.S. subsidiaries and their parent groups
on the left, while on the right it shows the flows between the
Canadian parent groups and their affiliates in the United States.

From Diagram A4.0 it may be noticed that U.S. subsidiaries
in Canada provide two "benefits" to Canada. First, they export
goods, both to the United States (Flow 1), including their own
parent corporations, and second, to other foreign countries (Flow
2). Canada also receives a benefit from having affiliates in the
United States, since these affiliates purchase goods from their
Canadian parent groups (Flow 3).

From these total benefits to Canada must be deducted the
"costs" of having U.S. subsidiaries in Canada, and of Canada's
multinational affiliates in the United States. Two costs of the
U.S. subsidiaries in Canada are; first, the purchase of goods
from their parent groups and other companies in the United States
(Flow 4), and second, the purchase of goods from other foreign
countries (Flow 5). Canadian affiliates in the United States
also have a cost for Canada, since Canada's parent groups
purchase goods back from their affiliates (Flow 6).

A balance sheet of these "flows" for 1984 is carried out in
Table A4.1. The flow numbers indicated in Diagram A4.l1 are
numbered down the left hand side of Table A4.l1. From Table A4.1
it can be seen that the U.S. subsidiaries in Canada provided a
benefit of Cdn. $28,238 million, due to their sales outside of
Canada (Flows 1 and 2), while Canadian subsidiaries provided a

benefit of Cdn. $6,405 million, due to their purchases from their
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Canadian parent groups (Flow 3). This provided a total benefit
to Canada of Cdn. $34,643 million in 1984.

The U.S. subsidiaries, however, cost Canada Cdn. $32,451
million, due to their purchases from outside of Canada (Flows 4
and 5). The Canadian parent groups also purchased goods back
from their affiliates, which further reduced the benefits to
Canada by Cdn. $1,164 million (Flow 6). This amount is, however,
only one-twenty-eighth the U.S. subsidiaries purchases from all
foreign countries, including the United States.

After deducting all the costs to Canada of the U.S.
subsidiaries and Canadian affiliates, Canada had a net benefit,
in its subsidiary-affiliate balance of bilateral trade of Cdn.
$1,029 million in 1984. For reasons discussed later, this may
even underestimate the amount of Canada's bilateral trade surplus
of the U.S. subsidiaries in Canada and Canada's affiliates in the
United States.

A similar analysis can be carried out for the other years,
from 1975 to 1983, as these data are also presented in Tables
A4.2 to A4.6. The final table, Table A4.6, indicates a positive
net benefit to Canada of having U.S. subsidiaries in Canada, and
of Canada operating its own affiliates in the United States.
From 1981 to 1984 the average net benefit to Canada of this
bilateral trade, including intra-industry trade (Flows 1,3,4 and
6), has been Cdn. $1,740 million. A brief discussion of Table
A4.2 to A4.6 follows. The data in the Tables can be matched up

to the flows in the "Details" column in Table 24.1 where the data
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sources are indicated in brackets.

Table A4.2 presents data on U.S. subsidiaries sales to the
United States (Column one) and to other countries (Column two).
Since 1975, the total foreign sales of U.S. subsidiaries in
Canada have increased from Cdn. $11,459 million to Cdn. $28,238
million in 1984. Table A4.3 takes the data on total foreign
sales by these U.S. corporations (Column ocne) and adds the
purchases by the Canadian affiliates in the United States from
their parent groups (sales by parents to affiliates) in Column
two. This gives Canada's "Balance on Foreign Sales" (Column
three), which has grown from Cdn. $14,537 million in 1975, to
Cdn. $34,643 million in 1984.

Table A4.4 presents data on the purchases of U.S.
subsidiaries from the United States (Column one) and from other
countries (Column two). Since 1975, the total foreign purchases
of U.S. subsidiaries in Canada have increased from Cdn. $11,736
million to Cdn. $32,451 million in 1984.

Table A4.5 reports the "Benefits of Canada's Balance of
Trade". This is derived by deducting the foreign purchases of
the U.S. subsidiaries in Canada, which was just derived in Table
A4.4, from "Canada's Balance on Foreign Sales (Column three of
Table A4.3). Since 1982 this balance of trade has been, on
average, Cdn. $2,250 million.

In order to arrive at the net benefit of Canada's balance of
trade of its affiliates in the United States and the U.S.

subsidiaries in Canada, it is still necessary to deduct the
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purchases by the Canadian parent groups from their affiliates in
the United States. This is done in Table A4.6. From 1982 to
1984 these purchases have averaged Cdn. $1,028 million. As
already indicated, Table A4.6 demonstrates that Canada receives a
benefit from U.S. subsidiaries operating in Canada and Canadian
companies operating their own affiliates in the United States.
Thus Table A4.6 confirms the results of Table 4.1. There is a
substantial net benefit to Canada from its involvement in

international trade and investment.
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Table A 4.2
Foreign Sales by U.S. Subsidiaries in Canada
(C $ M
(1) ‘
Sales to the United (14 39
States by U.S. Other Foreign Sales Total
Subsidiaries by U.S. Subsidiaries Foreign
Year in Canada (a) in Canada Sales
1984 23 ;270 (5] 4,968 28,238 (c)
1983 20,892 (b) 4,406 25,298 (c)
1982 18,758 (b) 3,906 22,664 (c)
1981 16,841 3,464 20,305
1980 15,682 35,735 19,417
19798 15,845 2,999 18,844
1978 15,658 2123155 118 7013
1977 13 222 2,039 155,260
1976 11,4138 1,760 183}, 88783
19785 9,448 2,011 11,459
Notes: (a) Market Rate/Par or Central Rate exchange rates
used; International Monetary Fund, International
Financial Statistics: Yearbook (1986): 257.
(b) Data for 1982, 1983 and 1984 extrapolated based on
the averages for 5 years (8.37%) and 14 years
(14.39 %) of 11.38 percent.
(c) Data for 1982, 1983 and 1984 extrapclated based on
the average for five years (9.22 %) and 17 years
(14.01 %) of 11.62 percent.
Sources: See Table 4.1 in main text.
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Table A 4.3
The Balance of Foreign Sales for Canada by U.S.

Subsidiaries in Canada and Canada's Affiliates in the
United States

(C s M)
(2)
(1) Purchases from Parent (3)
Foreign Sales by Groups in Canada Canada's
U.S. Subsidiaries by Canada's Affiliates Balance on
Year in Canada (a) in the United States Foreign Sales
1984 28,238 (b) 6,405 34,643
1983 25,298 (b) 5,422 30,720
1982 22,664 (b) 5,186 27,850
1981 20,305 6,477 26,782
1980 19,417 5,447 24,864
BECITS) 18,844 Sy B0 23,945
13178 18,013 4,629 22,642
1977 151::216/3- 81,612 18,873
1976 L3 LTS 2,190 (c) 16,363
1975 11, 459 3,078 (c¢) 14 5537
Notes: (a) From column (3) of Table A 4.2.

(b) Data for 1982, 1983 and 1984 extrapolated based on
the averages for five years (9.22 %) and 17 years
(14.01%) of 11.62 percent.

(c) Data for 1976 and 1975 extrapolated backwards
based on averages of the growth from 1977 to 1980
((2.74%)) and from 1981 to 1984 (11.51%) of 4.39
percent.

Sources: See Table 4.1 main text.
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Table A 4.4

Foreign Purchases by U.S Subsidiaries in Canada

(1) (2)

Purchases from the Other Foreign ()
United States by Purchases by the Tetal
U.S. Subsidiaries U.S. Subsidiaries Foreign

Year In Canada in Canada Purchases
1984 26,913 (a) 5,538 24 481 (B)
1983 24, 37 (a) 4,538 28,675 (b)
1982 21,648 (a) 3,690 25,338 (b)
1981 19,415 2,974 22,389
1980 1h7 o)k 2,276 20,193
19579 19,138. 1,486 20,624
1978 16,783 1,393 18,076
1977 14,295 139 15 61
1976 122513 1= 3102 1’3},18'1.5
1975 10,492 1,244 1918, 7316
Notes: (a) Date for 1982, 1983 and 1984 extrapolated based on

the average for 5 years (9.02%) and 14 years
(13.97%) af 11.850 percent.

(b) Data for 1982, 1983 and 1984 extrapolated based on
the average for 5 years (10.34 %) and 14 years
(16.00 %) of 13.17 percent.

Sources: See Table 4.1 main text.
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The Benefits of the Balance of Trade on Foreign Sales
by Canada and Purchases by U.S. Subsidiaries in Canada

(1)

Canada's

Balance on Foreign

Year Sales

(a)

1984
1988
1982
1981
1980
1979
1978
177
1976

197’5

Notes:

Sources:

34,643
30,720
27,850
26,782
24,864
23,945
22,642
18,873
16,363

14,537

(C s M

(2)

Foreign

Purchases by

U.S. Subsidiaries

(3)
Benefits of
Canada's Balance

in Canada (b) of Trade
22, 45T () 2,192
28,675 (<) 2,045
25,338 (c) 2,512
22,389 4,333
20,193 4,671
20,624 2,543
18,076 4,566
15,614 3,258
13 /815 2,548
11,736 2,801

(a) From column (3) of Table A 4.3.

(b) From column (3) of Table A 4.4.

(c¢) Data for 1982,
the average for 5 years (10.34 %)

(16.00 %) of 13.17 percent.

See Table 4.1 in main text.

1983 and 1984 extrapolated based on

and 14 years
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Table A 4.6

The Net Benefit on the Balance of Trade for Canada
by U.S. Subsidiaries and Canadian Affiliates

(C$ M

(2)
Purchases by the
Canadian Parents

(1) from their (3)

Benefits of Affiliates in Net Benefit

Canada's Balance the United States of Canada's
Year of Trade (a) (Costs) (b) Balance of Trade
1984 2,192 1,164 1,028
1983 2,045 1,009 1,036
1982 2,912 910 1 ;161072
1981 4,393 1,10 3,292
1980 4,671 12139 S 5312
1979 Si,8121 1,k26 2,195
1978 4,566 848 30,18
1977 3,259 497 2,762
1976 2,548 400 (c) 2,148
1975 g, 801 352 (c) 2,449
Notes: (a) From column (3) of Table A 4.5.

(b)

(c)

Market Rate /Par or Central Rate exchange rates
used; International Monetary Fund, International
Financial Statistics: Yearbook (1986): 257.

Data for 1976 and 1975 extrapolated backwards
based on averages of the growth from 1977 to 1980
(31.15 %) and from 1981 to 1984 [(2.04) %] of
14.55 percent.

Sources: See Table 4.1 in main text.
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METHODOLOGICAL NOTES TO THE APPENDIX

A word on methodology is called for at this time. First,
the data in Tables A4.2 to A4.6 consist of the actual data
gathered from the sources listed at the end of the Appendix plus
estimated amounts for the years which were missing from the data
sets. From the DRIE data, the years 1982 to 1984 are not
available. Therefore, in order to extrapolate for these years we
find the mean of the average growth rates for five years and the
largest period available for this data set, which ranges from 14
to 17 years.

For example, the data for the years 1982 to 1984, in Column
one of Table A4.2, were derived from the mean of the average
growth rates for five years (8.37%) and for 14 years (14.39%),
which equals 11.38 percent. By multiplying the 1981 sales figure
(Cdn. $16,841 million) by 11.38 percent, we obtain the sales
figures for 1982 of Cdn. $18,758 million. This figure is then
multiplied by 11.38 percent to obtain 1983's sales of Cdn.
$20,892 million and so on. Similarly the Department of Commerce
data in Column two of Table A4.3 is extrapolated backwards in
order to obtain 1976 and 1975 data, except the rate is based on
the mean of the average growth rates from 1977 to 1980 and from
1981 to 1984.

The DRIE data cover the largest 300 foreign-owned
enterprises (900 to 1,000 individual firms) in Canada. In order

to check its validity the DRIE data were compared with U.S.
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Department of Commerce data collected on U.S. subsidiaries and

published for various years in U.S. Direct Investment Abroad.

This publication first appeared in 1977 and again in 1982 as a
benchmark survey. Since 1982 it has appeared bi~-annually as,

U.S. Direct Investment Abroad: Operations of U.S. Parent

Companies and Their Foreign Affiliates, Preliminary and Revised
Estimates. The Preliminary 1984 Estimates, published in October

1986, 1s the latest edition available.

The Department of Commerce data suggests that the DRIE data
are understated by 15 to 30 percent. For example, in 1977 (the
only year for which the DRIE and Department of Commerce data are
available for comparison) DRIE reported the foreign sales by U.S.
subsidiaries in Canada as Cdn. $15,261 million (Column three,
Table A4.2), whereas the Department of Commerce reported the
foreign sales as U.S. $18,258 million (Cdn. $19,981 million)
Adjusting for the Commerce data would increase "Canada's Balance
on Foreign Sales" in Column three of Table A4.3 from Cdn. $
15,873 millior to Cdn. 923,593 million.

Similarly, the Department of Commerce reported the foreign
purchases by the U.S. subsidiaries in Canada as U.S. $18,215
million (Cdn. $19,934 million) versus the Cdn. $15,614 million
reported by DRIE (Column three, Table A4.4). Adjusting for this
would increase the "Benefits of Canada's Balance of Trade"
(Column three of Table A4.5) from Cdn. $3,259 million to Cdn.
$3,659 million. When this figure is transferred into Column one

of Table A4.6, it increases the "Net Benefit of Canada's Balance
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of Trade" in Column three by Cdn. $400 million, from Cdn. $2,762

million to Cdn. $3,162 million.



Chapter 5

THE BILLION DOLLAR CLUB:
LARGE FOREIGN-OWNED SUBSIDIARIES

IN CANADA AND CANADIAN MULTINATIONALS IN THE UNITED STATES

A major premise of this study is that many of the adjustment
costs of bilateral trade liberalization are borne by a group of
the very largest multinational enterprises. Who are these firms
and how will they respond to a new trading regime? Identified in
this chapter are all the foreign-owned subsidiaries in Canada
with sales in excess of Cdn.$ one billion and all the Canadian-
owned multinationals with sales of over Cdn.$ one billion. As we
shall see, using 1986 data, the one billion dollar club consists
of 14 U.S.-owned subsidiaries .in Canada plus 22 Canadian-owned
multinationals operating in the United States. The size, foreign
sales, exports, financial performance and the relevant attributes
of these corporations are discussed in this chapter. The results
of a questionnaire sent to all these 36 companies are reported
and discussed in Chapter 6 while Chapter 7 draws together some of

the key managerial aspects of response to trade liberalizatioen.

IDENTIFICATION AND PERFORMANCE OF FOREIGN-OWNED SUBSIDIARIES IN

CANADA

In order to gain a richer appreciation of the actual




multinational enterprises involved in the adjustment process,
this section identifies and analyzes the performance of the
largest U.S. - owned subsidiaries in Canada. The "sample" of
foreign-owned firms studied is the entire set of U.S. industrial
subsidiaries with sales in excess of Cdn. $ 1 billion for 1986,
the latest year for which firm-level information is available
(from the 1987 Annual Reports of these companies). This
information is arranged conveniently in several annual

directories, such as the Financial Post 500, which is compiled

entirely from information revealed in company annual reports.
This information is reliable since publicly held companies
must report accounting information according to recognized
standards. According to basic tenents of finance theory these
publicly available data are subsequently reflected in the stock
market prices of the shares of these companies. It is also
recognized by financial analysts that the use of such accounting
data over a long time period, for example five or ten years, will
permit a reasonable market-based analysis of financial
performance. Given the efficiency of the stock market, in its
ability to incorporate all publicly available information into
the stock prices of the company, it is impossible over time for
the management of a company to persistently disguise the costs,
revenues and profits of the firm. Therefore, the performance of
a company, subsidiary as well as parent, can be assessed using
conventional financial measures such as the return on equity

(ROE). Such data, for the 1982-1986 and 1977-1986 period will be



Liore)
reported here, in order to help judge the ability of subsidiaries
(and their parents) to adjust to a new trading environment. In
addition, some basic data on the research and development (R and
D) performance of the U.S. subsidiaries and their parents is also
reported, again for several years, to develop an understanding of
the technological capabilities and potential responsiveness of
these firms to trade liberalization.

These factors provide clues to the ability of the strategic
planners of the corporations to respond efficiently to changes in
the trading system. The missing dimension from this analysis is
the attitude of the senior managers in the subsidiaries and also
in the parent firms. There is some evidence that the strategic
planners of U.S. - owned subsidiaries operate with relatively
little autonomy, see D'Cruz (1986). If this is the case then an
understanding of the sales, performance and management style of
the U.S. parent firms will be necessary in order to form
judgments about responsiveness to bilateral trade liberalization.
While these issues are examined in detail in Chapter 6, here
basic data on the parent multinationals are reported to lay the
factual groundwork for such future analysis.

Table 5.1 lists the set of U.S. industrial subsidiaries in
Canada with sales of over Cdn. $1 billion in 1986. In contrast
to the 22 firms identified in Table 1A2, retail service firms
such as Sears, Woolworth, K-Mart, A and P, and Safeway, all of
which had sales over Cdn. $1 billion, are excluded. Also

excluded is the telephone utility, Anglo-Canadian Tel. Given the
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B 1S
nature of their business the strategic responses to free trade
will be mainly neutral ccmpared to the industrial corporations.
By limiting the survey to the industrial subsidiaries the list of
U.S. subsidiaries examined rests at 14.

Also reported in Table 5.1 are the sales of the parent
firms, and the ratio of subsidiary to parent sales, which
averages nearly 10 percent. The largest U.S. subsidiary, General
Motors of Canada, has sales of nearly Cdn. $18.5 billion and
ranks at number 31 in the Fortune "International 500" list for
1986. Other subsidiaries in the Fortune top 100, are Ford of
Canada (43rd), and Chrysler Canada (96th). 1In all there are 19
U.S. subsidiaries with sales over Cdn. $1 billion listed on the

Fortune 500, in 1986. Of these 8 are in manufacturing categories

(including 3 in automobiles), 6 in energy, 4 in retailing and 1
in restaurant hospitality. The concern of this study, however,
will be only with the 14 industrial U.S. subsidiaries.

The percentage of foreign ownership of these 14 subsidiaries
is reported in the Financial Post 500. All are more than 50
percent foreign-owned. It is 100 percent for 7 firms:- General
Motors, Chrysler, IBM, Amoco, Mobil, Cargill, Dow Chemical, and
Procter and Gamble. The remaining firms also have high degrees
of ownership by their parents firms, including 70 percent by
Exxon, 92 percent by GE and 73 percent by du Pont, 91 percent by
Cargill and 94 percent by Ford.

Table 5.2 provided some evidence that the U.S. subsidiaries

in Canada are not purely branch plants selling entirely to the




Notes:

Sources:

Table 5.2

Export Sales Performance of the Largest Canadian

Canadian Subsidiary

G.M. Canada

Ford of Canada
Chrysler Canada
Imperial 0il

IBM Canada
Texaco Canada
Mobil 0il Canada

COG.E'

Dow Chemical

Amoco

Dupont Canada

Cargill
Suncor

Procter & Gamble

Mean

Subsidiaries of U.S. Multinationals

Average Ratio of Exports to
Total Sales,

1984-1986 (%)

*1986 figure only
**1985,1986 figures only
*%%1983,1984,1986 figures only
a:foreign to total sales (no export

statistics available)

Subsidiary

63.0
55
63.8

0
28 . 5%%*

0
24 . 3%%%
115

0
private
14.8
N/A
30.0%

0

0

35,9

Parent

17.8a
35.5a
0.5
56.1la
44.7a
48.8a
6l.2a
10.9
51.9a
21l.4a
9.4
N/A
20.5a
26a

31.2

Corporate Annual Reports unless otherwise noted.

All figures for parent companies are foreign sales to total
sales ratio.




Canadian markets. On average this set of the largest
subsidiaries export over 36 percent of their output. While the
retailers do not provide information on their exports it is
reasonable to assume that they do not export very much. However,
such distributors would not be expected to export and most of the
criticism of branch plants and deindustrialization has been
directed towards the foreign-owned industrial firms. Yet, their
export performance is exemplary. Indeed, these U.S.
manufacturing subsidiaries export more than Canadian-owned firms
(since the ratio of export to GNP in Canada is also about 30
percent). Canada's 22 largest multinationals actually export 39
percent on average, (see Table 5.6).

The nine subsidiaries for which export data are available
also export more, on average, than their parent firms. The three
parent firms with export data have average exports of only 7
percent of sales. However, the set of parent multinationals have
an average ratio of foreign to total sales of 32 percent, where
foreign sales include both exports by the parent firm plus sales
of its overseas subsidiaries.

In general, these data indicate that the typical large U.S.
subsidiary in Canada contributes to Canada's trade in a similar
manner as a large domestic firm. (Data on individual imports are
not available but DRIE data on aggregative imports, reported
elsewhere, suggest that imports probably match exports). The data
certainly do not support any notion of these large subsidiaries

as being purely branch plants in Canada to service the Canadian




market alone. Indeed, the subsidiaries are internationally
active and their response to trade liberalization will be largely
conditioned by their trade performance.

Table 5.3 examines the financial performance of the largest
U.S. subsidiaries in Canada during the periods 1982-1986 and
1977-1986. The measure of performance used is the return on
equity (ROE). Return is defined as the net income after taxes
and equity as the year-end book value of shareholder's equity.
Two financial indicators of mean earnings and variability of
earnings are generated from these data. First, as a measure of
return the mean value of the 5 and 10 year ROE is used. Second,
as a proxy for total risk the standard deviation (SD) about the
mean for the 5 and 10 year ROE is used. These two financial
indicators are reported for each of the 19 subsidiaries.

In Table 5.3, the average ROE for these firms is reported as
15.3 percent, and the average SD is 6.3 percent.l In contrast,
the average ROE for the parent firms is similar at 14.7 percent
and the SD for U.S. parent firms is 4.0 percent. The data
exclude Chrysler Corporation due to its extraordinary high S.D.s
which distort the averages. These results confirm earlier work
by Rugman (1980b, 1981, 1983, 1986) and others which report that
the profits of parent multinational enterprises average around 12
- 15 percent and that there is no significant difference between
the ROE of multinationals and of domestic firms, of similar size,
in the United States and Canada. Further, this earlier work also

detected greater risk in the earnings of U.S. subsidiaries in
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Canada. This reflects the greater perception of risk in the
relatively thinner Canadian stock market and smaller economic
system when compared to the large and more diversified U.S. stock
market and economy. Indeed, previous research (Rugman 1978)
indicated that the relatively smaller size of the Canadian
economy led to higher risk being experienced by both domestic and
foreign-owned firms in Canada. The difference in variability of
earnings also reflects the greater opportunities for international
diversification by U.S. multinationals, which are active in more
foreign markets than their Canadian subsidiaries (who mainly sell
to the United States, whose economy is highly correlated with
Canada's).

The conclusion to be drawn from the data in Table 5.3 is that
United States foreign-owned subsidiaries in Canada are efficient.
They are not earning excess profits vis-a- vis their parents,
neither are they being squeezed by their parents to bolster home
country profits of the U.S. parent. The latter point is indirect
evidence that transfer pricing and other devices to manipulate
parent-subsidiary profits are not being used by U.S.
multinationals. Further evidence supporting the lack of transfer
pricing in this period for U.S. o0il firms in Canada, appears in
Rugman and Eden (1985).

A final issue worthy of attention is the alleged lack of R and
D by U.S. subsidiaries in Canada. 1In Table 5.4 data are reported
for the ratio of R and D to Sales for these U.S. subsidiaries in

Canada for 1985. These data are difficult to acgquire. For the




(9]

Table 5.4

R & D Performance of the Largest Canadian Subsidiaries of U.S.
Multinationals

1985
Canadian Subsidiary R & D as % of Sales
Subsidiary Parent
G.M. Canada 0.15 3.47(a)
Ford Canada N/A 3.82(b)
Imperial 0il 0.89 0.74(b)
Chrysler Canada N/A 2.86(P)
Texaco Canada 3.07(b) 2.33(a)
IBM Canada .83 6.91(b)
Amoco Canada N/A 0.73(b)
Mobil 0il Canada N/A 0.30(a)
cargill 0.03(b) N/A
Canadian General Electric 1 9.00(b)
Suncor 0.85 0.30
Dow Chemical Canada |99 4.80(Db)
Dupont Canada 1.09 3.88(0)
Procter & Gamble N/A 2.96(P)
Mean = 1%:257 3.24
Notes: (a) 1979 - 81 average, otherwise just for 1985
(b) Derived from Annual Reports
Sources: "Canada's Leading R & D Spenders," The Financial Post

(daction 4, October 25, 1986%% p. 37,

Annual Reports
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nine subsidiaries for which it is available the ratio is 1.27
percent, while for 13 parent firms it is significantly higher at
3.24 percent.

These results are similar to an earlier study (Rugman 1981),
where the mean R and D to sales percentages for 12 subsidiaries was
1.19 percent and for their parents, 3.12 percent. However, in that
study it was found that the R and D ratio for a group of similarly
sized Canadian-owned multinationals was only 2.07 percent.
Similarly the mean R and D to sales ratio for Canada's 20 megafirms
was l.4 percent (Rugman and McIlveen 1985, Table 2.2).

This evidence on R and D is not central to the theme of this
study, which examines trade related aspects of adjustment.

However, it is important to keep in perspective the basic reasons
for multinational activity, both in Canada and the United States.
Foreign direct investment is an alternative means to exporting in
order to secure access to a market. Both methods allow the parent
firm to control the rate of use of its firm-specific advantage
which is usually knowledge based in either production or marketing
skills. A complete lack of R and D in the subsidiaries would be an
indication of a lack of ability to adapt and commercialize existing
technologies to new product lines. However, this is not the case.
The U.S. subsidiaries in Canada do nearly as much R and D as
Canadian-owned firms. They are therefore well placed to adapt to
changes in the trade environment.

The ability of the U.S. owned subsidiaries to adapt to trade

liberalization is further strengthened by the knowledge that they




have been increasing their ability to secure world product
mandates. Previous work has criticized the advocates of world
product mandating for overstating their case and ignoring the
managerial difficulties involved in rearranging the organizational
structures of multinationals to accommodate such decentralized R
and D, see Rugman (1983), Poynter and Rugman (1982) and Rugman and
Douglas (1986). However, it is apparent that most U.S.
subsidiaries in Canada are successful exporters and should no
longer be viewed as purely branch plants. Although managerial
autonomy may still be low (D'Cruz, 1983) it is reasonable to
believe that bilateral trade liberalization could result in an
increased amount of intra-firm trade. This would facilitate the
possible acceleration of reorganization of internal structures to
place more responsibility for the development, production and
marketing of new product lines (i.e., a world product mandate) in
subsidiaries. This trend to decentralization in R and D, coupled
with increased managerial autonomy for strategic planning in the
subsidiaries, is already underway (D'Cruz 1986) and it should be

speeded up by trade liberalization.

CANADIAN-OWNED MULTINATIONALS IN THE UNITED STATES

The burden of adjustment after trade liberalization, of
whatever form, will be borne by Canadian-owned multinational
enterprises as well as the subsidiaries of U.S. -owned corporations

in Canada. 1In this section attention is focused upon the identity,



nature, performance and trade-related characteristics of the

largest Canadian-owned multinationals, all of which have extensive
operations in the United States. 1In this section, firm-level data,

from published sources based on information from company annual

reports, will be used to accomplish the following. -

First, the largest 22 Canadian-owned multinational enterprises
(all those with annual sales of over Cdn. $1 billion) will be
identified. ©Next the nature of their international operations and
extent of their multinationality, including exporting and
subsidiary production will be discussed. Also reviewed will be
their financial performance, number of employees and related
aspects of efficiency. This information is necessary to assess the
manner in which these specific corporations would adjust to new
trading regimes. In contrast to Table 1lA.1l which ranked the firms
by 1984 data, here a modified set of firms is generated using 1986
data.

This section builds on the more aggregate data used in the
second half of Chapter 3. Those data were drawn from the U.S.
Department of Commerce annual survey of all foreign-owned
affiliates in the United States. Included in the Commerce data is
the entire set of Canadian multinationals (i.e., a broader group =
than the 22 firms specifically identified in this section). There
are over 1,000 individual affiliates of Canadian-owned companies
currently operating in the United States, although the number of
parent firms is much less than this.

The major objective of this study is to investigate the




precise nature of intra-firm trade, namely the sales between
Canadian parent firms and their U.S. subsidiaries. Study of these
specific large multinationals throws light on the earlier work on
the index of intra-industry production and the new bilateral index
of national balance of production (calculated in Chapter 4). The
extent to which the great degree of interdependence between the
U.S. and Canadian economies may serve to reduce any adjustment
costs associated with trade liberalization is discussed with

reference to these leading firms.

IDENTIFICATION OF THE CANADIAN MULTINATIONALS

Table 5.5 lists the set of the largest 22 Canadian-owned
multinational enterprises. The reasons for their selection are
discussed in this section.

The largest Canadian industrial multinationals are identified
from the Fortune - "International 500" list of non - U.S.
industrial corporations. This list is more reliable than similar
Canadian sources, since the latter excludes categories such as
utilities and retailing operations. The Fortune listing was then

verified against the Financial Post - "Industry's 500" listing.

Excluded from analysis is the Canadian financial and
banking sector, although the methodology used here could be applied
to these international companies at a future date.

The list is restricted to the largest Canadian-owned

"industrial®” multinationals in 1986. The 1987 Fortune list of the




Identification
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Table 5.5

of Largest Canadian-Owned Multinationals

Firm 1986 Sales or Revenue
(Millions of CDN. $)

Alcan 8222

Northern Telecom 6091

Seagram 4618

John Labatt 4253

Gulf Canada 3980

Noranda 3547

Moore 2919

Abitibi-Price 2764

Nova 2681

MacMillan-Bloedel 2512

Domtar 2327

Molson 2250

Consolidated-Bathurst 2018

Ivaco 1945

Varity 1877

AMCA International 1498

Inco 1452

Cominco 1328

Falconbridge 1146

Bombardier 1104

Canfor 1047

Magna International 1028

Total 60607

Notes: The methodology underlying the selection of
these firms is explained in Chapter Two of
Rugman and McIlveen, 1985.
Some figures have been restated from U.S.
dollars to Canadian dollars using year-end
exchange rates. In 1986, Gulf Canada held an
83 percent interest in Abitibi-Price. The
total sales for Abitibi are included by Gulf
in its own sales and hence the overall total
includes some double=counting.

Sources:Data from Corporate Annual Reports, and the

Financial Post 500. The Exchange rate is from

the IMF Financial Statistics Yearbook, 1986.




largest foreign industrial corporations in 1986, contains 31
corporations designated as Canadian-owned. From 1980 to 1987 the
Canadian industrial corporations have been able to maintain their
numerical position on the Fortune list relative to the other four
major industrial countries. These include Japan with 152
corporations, the United Kingdom (U.K.) with 72 corporations and
West Germany and France with 53 and 41 corporations respectively.
Between 1980 and 1986, of the ten major contributors to the Fortune
list, only Japan has been able to increase its share relative to
the other countries (by 31 corporations). The major declines were
from the U.K., West Germany and France, which between them lost 26
corporations, including il in the top 100, and Sweden, which lost 4
of its 26 corporations over the same period. Over this period
Canada has lost only one overall and none from the top 100.

The group of 31 Canadian multinationals in the Fortune list is
reduced to 23 when the Canadian subsidiaries of foreign-controlled
companies are excluded. Foreign ownership is defined as being
greater than 50 percent, unless the corporation is widely held.
Under this criterion, both Ivaco and Alcan, with 65 and 54 percent
foreign ownership respectively, and Varity with 85 percent foreign
ownership, remain on the list of Canadian industrial corporations.
However, three foreign-owned automotive manufacturers are
eliminated; General Motors of Canada, Ford of Canada and Chrysler
Canada. Also eliminated are three petroleum firms: Imperial 0il,
Texaco Canada and Mobil 0il. Finally, two electronics

manufacturers, Canadian General Electric and IBM, Canada are



eliminated.

Not all of the 23 remaining firms are multinationals. 1In
order to determine whether they are a multinational firm, two
criteria are applied. First, the firm must have production
facilities in at least one foreign country. Second, the firm must
derive a minimum of 25 percent of its total sales from foreign
markets. These foreign sales are defined as exports plus sales
made by foreign subsidiaries. It would be preferable to isolate
sales made by the foreign subsidiary(s), but most company annual
reports present insufficient segmented accounting information to
distinguish between exports and foreign subsidiary sales.

Under these criteria for multinationality, seven additional
firms from the original 1986 Fortune list have been removed. These
are: Petro-Canada and the Canada Development Corporation -two
crown corporations; Stelco and Dofasco - two steel corporations;
Canada Packers - food products; Dome Petroleum - petroleum (which
is also removed due to its 60 percent foreign ownership): and
International Thomson - publishing. An exception to the
multinational criteria was made for John Labatt which only had an
average foreign to total sales ratio (F/T) of 12 percent. This
was, however, based on only three years of data, for 1984- 1986.
None of the other firms satisfied the benchmarks for
multinationality, although all of them had some degree of foreign
activity. The Canadian industrial multinationals list, therefore,
stands at 16 from the original Fortune source. The list was

expanded to 22 on the basis of two further important



criteria.

First, two multinationals were deleted because of their status
as conglomerates - Canadian Pacific and IMASCO. IMASCO is also
eliminated from the list as its F/T ratio is less than 25 percent.
Canadian Pacific's large size (Cdn.$11.0 billion in sales for 1985)
and wide corporate diversification prevent meaningful analysis from
being done. 1Instead, the two largest multinational subsidiaries of
Canadian Pacific, AMCA International and Cominco are included as
separate firms.

It should be noted, at this point that Hiram Walker Resources,
present on Table 1Al, has been removed cn Table 5.5. This change
is due to the fact that in 1985, Gulf Canada purchased Hiram Walker
Resources. The various companies that made up Hiarm Walker have
either been absorbed or sold.

A further addition to the list was also required after

consulting the Financial Post's "Industry 500" survey, since Nova -

Corporation (1986 sales of Cdn. $2.7 billion), which would have
placed it in the 155th position on the Fortune "International 500"
list was not included. Similarly Abitibi Price would have ranked
154th, with sales just over Cdn. $2.7 billion. Alsc omitted from
the Fortune listing were Magna International, Bombardier,
Falconbridge, and Canfor; all of which had sales exceeding Cdn. $1
billion dollars as reported in Table 5.5. The final list of the
largest Canadian-owned "industrial" multinational firms stands at
22 firms, as listed in Table 5.5.

Of the original list of 96 firms with sales greater than
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Cdn.$1 billion, as indicated in the Financial Post "Industry 500"
survey, the largest 22 "industrial" Canadian-owned multinational
corporations account for 21 percent of the sales of Canadian
registered corporations with sales greater than Cdn.$1 billion in

1986. s

DEGREE OF MULTINATIONALITY OF CANADA'S MULTINATIONALS

The Canadian industrial multinationals are active in foreign
markets through both exporting from Canada and production abroad.
These key types of international activity, representing the degree
of multinationality, are reported in Table 5.6 There are two
measures of multinationality: foreign subsidiary sales (S) to
total sales (T); and, exports (X) to total sales (T) . When added
together, the (S/T) plus (X/T) ratios give the foreign to total
sales (F/T) ratio. While it would be preferable to utilize only
the subsidiary to total sales ratios, due to the lack of published
disaggregated data on foreign subsidiary production, it is
necessary to utilize the (F/T) ratio.

The average F/T ratio for the 20 corporations for which data
were available is 67 percent. Nine of the firms have an F/T ratio
greater than 75 percent. Eight companies have an F/T ratio falling
between 50 and 75 percent. Two have an F/T ratio between 25 and 30
percent and three have an F/T ratio under 20 percent.

The average S/T ratio for the 12 multinationals which reported

this data is 29 percent. For two corporations the S/T ratio is
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greater than 55 percent: AMCA International (78) and Ivanco (60).
PERFORMANCE OF THE CANADIAN MULTINATIONALS

Table 5.7 reports data on the sales, number of employees and
return on equity (ROE) for the 21 Canadian multinationals. Three
corporations have had a continuous positive growth rate in sales
over this period. These include: Alcan, Northern Telecom, and
Gulf. Many of the corporations experienced a decline in their
sales in the 1980 to 1982 period, particularly in 1982. Three
companies have been facing declining sales in the last several
years, Cominco from Cdn. $1.6 billion in 1984 to Cdn. $1.3 billion
in 1986, Nova, from Cdn. $3.8 billion in 1983 to Cdn. $2.7 billion
in 1986 and AMACA International from Cdn. $1.6 billion in 1985 to
§l. billion din 1986. However, these advances or declines by the
Canadian multinationals may not represent permanent changes in
their sales generating capabilities.

The average sales of the Canadian multinationals is Cdn.$2.3
billion. Compared to their international counterparts they are
relatively small. The largest, Alcan, has 1986 sales of Cdn.$8.2
billion. The largest U.S. and European multinational enterprises,
General Motors, and Royal Cutch/Shell have 1986 sales in excess of
Cdn.$100 billion. However, many of the Canadién multinationals are
world leaders, for example, Abitibi-Price in newsprint, Inco in
nickel, Seagram in distilled spirits, Cominco in lead and zinc and

Moore in business forms.
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The 22 Canadian-owned industrial enterprises employed 404,200
people or 4 percent of the Canadian employed work force
in 1986, with the average number of employees being 20,210. The
employment figures include workers employed in the foreign
subsidiaries of these firms. The 1981-83 recession resulted in a
decline in employment for the majority of the corporations. Two
companies suffered in particular - Inco which reduced its labour
force by 11,500 between 1981 and 1986 and Varity which reduced its
labour force by 20,800 workers, over the same period. In contrast,
Northern Telecom swelled its rank of employees over the same period
by 10,800 from 35,400 to 46,200.

Finally, the successful financial performance of Canada's
largest multinational enterprises can also be observed in Table
5.7. Over the last five years these 22 multinationals earned an
average return on equity of 8.0 percent and had a standard
deviation of 2.9 percent. Over the ten year period between 1977 and
1986 the 22 multinationals had an average ROE of 11.3 and S.D of
6.1. These numbers demonstrate the effect of the recession on the
Canadian MNEs. The overall average was dragged down by the
performance of Noranda, Inco, Varity and Cominco during the
recession. The 10 year standard deviation is higher than for the
large U.S. multinationals, reflecting the greater risk of the
relatively smaller and thinner financial markets and economic
system in Canada compared to the United States. The mean ROE is
also lower than the profits of the large U.S. multinationals

(reported in Table 5.3 as 15.3 percent). Over roughly the same
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period (1970 - 1983) the average ROE for European multinationals
was only 8.5 percent, and for Japanese multinationals, 10.5
percent, see Rugman and McIlveen (1985, page 31).

The implications of these data on the financial performance of
Canada's largest multinationals is that they are worthy members of
the billion dollar club. Over the last decade, even including the
recession years of 1981 - 1983, these primarily mature and resource
based firms achieved a satisfactory financial performance. They
were just as successful as the high-tech multinationals from the
United States, Europe and Japan. Most of the sales of these
Canadian multinationals are in the United States. As U.S. non-
tariff barriers to trade have escalated these Canadian-owned
multinationals have retained access to this vital market, thereby
generating economic benefits to Canadians in the forms of jobs,
dividends and wealth transfers. With trade liberalization this
tendency to outward direct investment may be slowed down but not

reversed for reasons to be examined in the following chapters.
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FOOTNOTES

In order to calcuate the standard deviation for the return on
equity (ROE) of the U.S. subsidiaries and the Canadian

multinationals in Tables 5.3 and 5.7, respectively, the

formula used is: S.D. = \\1 Z:(x-i)z/n_l

where x is the mean for n = 10 years. All negative ROEs have
been set to zero, but are still included in the calculation of
the S.D. in order to reflect the full ten years and is the R&D

for the given year. of observations.




Chapter 6

STRATEGIC PLANNING, ADJUSTMENT AND TRADE LIBERALIZATION

THE STRATEGIC MANAGEMENT OF MULTINATIONAL ENTERPRISES

The manner in which multinational enterprises will adjust to trade
liberalization measures, of whatever form, depends upon the decisions made
by their key strategic planners. This involves the chief executive officer
and his senior staff, working within general strategic guidelines usually
determined by the executive committee of the board.

As is well known to scholars of management, the process of strategic
planning follows patterns in which the competitive strengths of the firm
are constantly reassessed in light of new information about the domestic
and international environments within which the firm operates. Such
environmental changes would include trade liberalization measures, to which
the multinational enterprises would react. This process of competitive
strategy has been synthesized most recently in works by Porter (1980,
1985). Applications in an international dimension are considered by Rugman
(1985) and Porter (1986), Here this thinking is applied in a new context,
to discover the basic principles involved in reacting, at the firm level,
to fundamental changes in the U.S. - Canadian trading relationship.

By definition, strategic management decisions take place under
conditions of uncertainty and partial ignorance; consequently they cannot
be easily understood nor programmed by the analyst. Investment decisions
are especially important to model, since they help to determine the
“competitive scope” of a firm, that is, its product-market domain. Foreign

direct investment decisions of multinational enterprises are a special




6.2

case, since they tend to result from three critical decisions made by
corporate management.

First, in spite of the extra costs of doing business abroad, the
organization will be able to develop activities which will be competitive
with the business activities of local firms, provided that it has a firm
specific advantage (FSA). The FSA reflects the competitive strength of the
company, whether this is derived from production (R & D based) or marketing
(customization) advantages. Second, the net benefits resulting from the
direct investment abroad are larger than the benefits which would result
from exports or licensing agreements. Third, the chosen location for the
development of production activities is the best possible one.

The three decisions above are the managerial equivalents of the
eclectic model of Dunning (1981) who specifies three economic determinants
of foreign direct investment, referred to respectively as ownership,
internalization and location advantages. These decisions are not made
sequentially but simultaneously, with the second decision being the most
crucial one. Dunning's theoretical framework from economics helps to
explain the strategic investment behavior of multinational enterprises.

His work is consistent with the theories investigating internalization by
multinational enterprises, see Buckley and Casson (1976), Rugman (1981) and
Dunning and Rugman (1985). Internalization is based on the idea developed
by Coase (1937) that markets and hierarchical structures (firms) are
alternatives: a product or service will be provided in house (by a firm)

if it can be produced at a cost less than that involved with an open market

transaction.
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Transaction costs associated with market contracting lead to
internalization; the external environment is replaced by an internal
market of the firm, making for an efficient international transfer of
proprietary knowledge embodied in goods, materials and people. In this way
market contracting costs resulting from opportunism, bounded rationality
and asset specificity are prevented, see Williamson (1975, 1985). The
existence of externalities is an additional reason for internalization.
With market imperfections such as the public goods nature of knowledge, or
buyer uncertainty, there are reasons for internal markets of multinational
enterprises to develop, see Rugman (1981), Caves (1982) and Rugman et.al.
(1985)

In general, three types of foreign direct investment can be
distinguished:

1. horizontal integration investments, whereby plants of the
multinational enterprise in different countries produce similar goods.

2. Vertical integration investments, whereby plants of the
multinational enterprise in different countries produce at adjacent stages
of a vertically related set of production processes.

3. Diversification investments, whereby the different plants produce
different goods and need not be vertically related.

Horizontally integrated multinational enterprises exist because of
their greater overall enterprise-wide efficiency (synergy) as compared with
the case whereby each plant would have separate management. Two factors
can cause such managerial efficiency. The first one is due to scale
economies in production (raw materials procurement, economies in

transportation). The second, and more important reason, is the existence
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of FSAs in the form of intangible assets belonging to the multinational
enterprise., These can be related to proprietary production (created by

R & D) or to marketing skills. Intangible marketing-related assets refer
to skills available in the multinational enterprise that generate a greater
willingness to pay by consumers as compared to their attitudes towards
purchasing comparable products of competitors. Marketing FSAs may take the
form of promotion abilities, advertising, a trademark or a brand name.

Both production and marketing FSAs can possibly generate economic rents and
are crucial to the profitability and growth of the multinational
enterprise.

A basic counceptual question is why firms prefer internalization and do
not rent or sell their FSAs to other firms. The answer is that, because of
market imperfections, single-plant firms cannot successfully rent or sell
their intangible assets to other single-plant firms. To explain this
Johnson (1970) and Magee (1977) developed the idea of appropriability;
organizations that possess a unique body of knowledge in the form of FSAs
will try to keep this knowledge for themselves. This is the case, with R&D
knowledge, for two reasons:

1) R & D costs can only be recovered as the result of benefits which
flow to the organization over a long period of time.

2) technological "knowhow" is a public good: its use by other
organizations does not limit the use by its initial owner, but it reduces
the benefits flowing to this initial owner.

This problem of appropriability partly explains why multinational
enterprises exist; national companies prefer to transfer their technology
within their own organization, rather than engaging in contracts with

foreign firms and risking dissipation of their technological knowhow.
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This risk of dissipation and related transaction costs would be especially
high whenever one or more of the five following factors holds:

1) the reputation or brand name of the company is very important for
the consumer so that quality controls are crucial,

2) after sales service is crucial,

3) complementarities exist between the different products manufactured
by the firm so that internal production is most efficient,

4) products are new and differentiated; this results in an information
asymmetry between seller and buyer, and

5) diversification of production lines generates learning effects and
a spread of risks.

Williamson (1981,1985) has investigated in some depth why multinational
enterprises have the ability and choose to develop international production
activities. Technological knowhow is considered as the main FSA of
multinational enterprises. Williamson identifies different problems when
technological knowhow is transferred abroad, without foreign direct
investment. The two most important ones are the problem of 'disclosure'
and the problem of 'team organization'. The former refers to the so called
fundamental paradox discovered by Arrow (1971): the value of information
(knowhow).is unknown to its potential buyer until access to it is achieved,
but at that moment the information has been acquired at no cost. This
means that technological knowhow is often spread over a number of
individuals, each of whom masters only part of it. In that case a contract
for technology transfer is excluded and only the use of a consulting team
or foreign direct investment constitute viable solutions; foreign direct

investment will be chosen if transfer activities have to be performed

continuously.
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Apart from transaction costs (which will always be found in the
presence of bounded rationality, opportunism and asset specificity) and the
natural market imperfections mentioned, which in turn can generate
transaction costs, foreign direct investment can also be caused by -
unnatural market imperfections, see Rugman (1981). The latter include
government imposed imperfections in the form of tariff and non-tariff
barriers. Such imperfections may increase the relative benefits associated
with foreign direct investment, as compared with exports. This same
observation holds for vertically integrated and diversified multinational
enterprises.

Transactional reasons also constitute the main rationale for the
existence of vertically integrated multinational enterprises; contracting
costs and uncertainty lead to the internalization of markets for
intermediate products. Buckley and Casson (1976) focused much of their
attention on natural market imperfections in the markets for intermediate
goods. This is a sufficient rationale for internalization. Intermediate
goods may refer to technological knowhow, human capital, raw materials and
semi-finished goods. Imperfections in these markets lead to
internalization; control of the activities involved by business firms.

Natural market imperfections can arise due to:

1) the impossibility of developing long term contracts for certain
goods,

2) the impossibility of engaging in price-discrimination,

3) the danger of opportunistic behavior by the party with whom a
contractual agreement is signed, especially in the case of a bilateral

concentration of market power,
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4) the existence of 'information asymmetry' between buyer and seller,
such as buyer uncertainty (when the buyer wishes to pay too low a price for
a good, because the information to assess its real value is lacking).

In any of the cases mentioned above, internalization may also lead to
the creation of rents resulting from FSAs. Teece (1983) has argued that
vertical integration investments would take place, whenever 'specific
assets' create a strong mutual dependence between two economic actors (such
as the existence of fixed assets that cannot be used in a profitable way
for other purposes) and opportunistic behavior by one of the actors would
lead to high costs for the other actor. 1In this case vertical integration
prevents high transaction costs associated with market contracting
(including enforcement and control costs).

Diversified multinational enterprises are the third category of
multinational enterprises; their existence can be explained by the risk
diversification hypothesis, see Rugman (1979). The management of
multinational enterprises is assumed to be risk averse; attempts are made
to reduce the variability of the firm's rate of return on equity capital.
As economic disturbances in different countries are often less than
perfectly positively correlated, foreign direct investment can lead to risk
reduction. Here again the competitive strengths of the multinational
enterprises in comparison to national competitors flow from its FSAs.

Economic rents, however, can also flow from country specific advantages
(CSAs). The CSAs capture the natural factor endowments of a nation,
basically the variables in its aggregate production function. CSAs are
related to inputs in terms of their quality, quantity and costs relative to

other countries. They can also include the political-cultural systems and
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governmental variables of different nations. For a discussion of the
fundamentals of this theory see Rugman et.al. (1980a,1985).

In models of strategic management both categories of advantages (FSAs
and CSAs) can influence the structure of competition and the attractiveness
of the strategic options open to firms, especially multinational
enterprises. It is important to recognize that CSAs are best assumed to be
exogeneous parameters for the firm, while the FSAs are endogeneous and have
been developed by the firm, such as special knowhow or a core skill, that
is unavailable to others and cannot be duplicated by them, except in the
long run and at high cost. An important objective of the management of the
internal market of a firm is to establish and retain property rights over
the FSAs, so that they cannot be dissipated to other firms.

CSAs include tariffs, non-tariff-barriers and other government barriers
to trade, including regulations on foreign direct investment. If such
unnatural market imperfections change or are eliminated this may affect
industry competition. Such changes influence both the level of transaction
costs that multinational enterprises are confronted with in the
international environment and the shelter they have obtained from global
competitive pressures. In this connection the process of trade

liberalization can be regarded as the removal of such governmental

impediments to international competition.

For the internationally competitive operations of multinational
enterprises, the impact of a free trade area will be positive. Its main
effects will be to reduce transaction costs associated with exports and to
create more certainty for investment decisions. Both of these factors

enhance market access and efficient production, thereby stimulating
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employment opportunities. In cases where foreign direct investment and
exports are complements, a free trade area may increase the level of both.
A substitution of exports for foreign direct investment can be expected in
cases where unnatural market imperfections were the main rationale for
engaging in foreign direct investment and where exit barriers are low, so
that adjustment costs of relocating production activities are limited.

Two important conclusions can be drawn from the analysis made above.
First, a change in trade barriers should not necessarily have an important
effect on strategic management decisions in multinational enterprises.
Unnatural market imperfections represent only some of the variables taken
into account by their strategic planners. The transaction costs resulting
from natural market imperfections are not affected at all by a free trade
area. Second, in cases where unnatural market imperfections are important
variables in strategic management decisions, strategic planners will try to
minimize adjustment costs faced by the multinational enterprise after the
introduction of a free trade area. Moveover, the creation of this free
trade area will generate benefits in terms of a more stable environment
(decrease of uncertainty and partial ignorance) so that Canadian and U.S.
multinationals will be able to integrate their operations more efficiently
in both countries (Aho and Levinson, 1987).

THE NATURE OF COMPETITIVE STRATEGY

This section demonstrates how multinational enterprises attempt to turn
their CSAs and FSAs into economic rents, through the use of competitive
strategies. Porter (1980) has argued that firms can develop three,

internally consistent, generic strategies, namely overall cost leadership,

differentiation and focus.
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Achieving overall cost leadership requires an organizational emphasis
upon the cost control of inputs and a production process that allows firms
to obtain economies of scale and experience curve effects. The
differentiation strategy, on the contrary, requires the creation of 3
products and services that are perceived as unique by customers and
emphasizes marketing aspects to gain competitive advantages. Focus, the
third generic strategy, Is aimed at serving a particular segment of the
market, such as a narrow geographic area, a well-defined buyer group, or a
limited product line. The competitive strengths of a firm engaging in the
focus strategy also rest on the ability to achieve low cost or
differentiation but only vis—-a-vis the chosen market segment. This
strategy by definition limits the overall market-share that is achievable
but may still allow an above average profitability.

Some firms are not successful in any of these three generic strategies:
if a firm fails to achieve overall cost leadership, industry wide
differentiation, or focus in a particular market segment, it becomes "stuck
in the middle", which is in the long run, a guarantee for low
profitability, especially in industries that are (or become) globally
competitive.

Porter's model is strongly related to internalization theory with the
latter's focus upon FSAs and CSAs for the multinational enterprise. Each
of the three generic strategies should be seen as a set of defensive or
offensive actions, aimed at deriving rents from the CSAs and FSAs of the
multinational enterprise. Whether the structure of competition in an

industry will be strongly affected by a free trade area between two
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countries depends on entry and exit barriers, in addition to the CSAs and
FSAs of the firms involved.

Entry barriers refer to the difficulties that potential entrants face
when trying to enter an industry. The seven key entry barriers identified
by Porter (1980, 1985) are: economies of scale, product differentiation,
capital requirements, switching costs, distribution channels, cost
disadvantages independent of scale and government policy.

Economies of scale refer to decreases in unit costs of a product as its
absolute volume in one period rises. A particular type of economies of
scale is created when business units, in a multinational enterprise, share
intangible assets which can be transferred at negligible costs between the
different units. Another type consists of economies of vertical
integration, which may leave non-integrated competitors with a cost
disadvantage, such as when integrated firms control the supply of certain
inputs and demand higher prices for these inputs when selling to outside
firms. Product differentiation, creates customer loyalties and brand
identification. In order to break such a barrier, competitors may have to
engage in high and risky marketing expenses. Sometimes, huge capital
requirements exist in order to build the necessary production facilities,
cover start-up-losses, fulfill the needs for working-capital, etc.
Switching costs refer to costs faced by buyers to substitute a new supplier
for an existing one (such costs may also be encountered by suppliers of a
good). These costs do not only include adaptation problems to new

equipment but also uncertainty and psychic costs. Access to distribution

channels is of great importance; if major distribution channels are

completely tied up by existing competitors it may become extremely




difficult for new entrants to market their products, unless new

distribution channels are created. New firms may suffer from cost
disadvantages independent of scale vis-a-vis established firms which may
enjoy proprietary knowledge and experience curve effects, economies of
location, advantageous access to raw materials. Government policy includes
explicit and implicit barriers to entry. Explicit barriers involve the
regulation of an industry, in terms of determining the number of producers
and market structure, raising international trade barriers, etc. Implicit
barriers may result from market imperfections in the form of externalities
(e.g., restrictions on pollution may increase capital requirements for
potential entrants).

The important question for adjustment within the Canadian economy is
whether the introduction of a free trade area will result in:

1) a status quo, because the decrease in entry barriers (in this case
the equivalent of government regulation) for a multinational enterprise is
insufficient to allow entry in Canada.

2) New entries of multinational enterprises, because the decrease in
entry barriers is so substantial that it provides the economic impetus for
entry in Canada.

3) A rise in entry barriers, because existing firms can now expand and
profit from, e.g., economies of scale and experience curve effects.

It is clear that a status quo or a rise in entry barriers will be the
dominating effect of a free trade area on the Canadian economy. A status
quo will be observed in all industries where the elimination of unnatural
market imperfections has negligible effects on investment or export

decisions of foreign multinational enterprises. A rise in entry barriers
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can be expected in industries where efficient Canadian multinationals can
increase entry barriers for foreign competitors by exploiting economies of
scale in serving the much larger American market through exports instead of
foreign direct investment. The potential for new entries of foreign
multinational enterprises competing with Canadian firms will be limited,
since the introduction of a free trade area will only influence the
relative benefits associated with foreign direct investment and exports,
but not the barriers to entry in the Canadian marketplace.

Exit barriers are important for multinational enterprises which will be
confronted with a weaker competitive position in certain operations, after
a free trade agreement is reached. The main question is then whether
decreased profits will result in divestment. Six exit barriers may prevent
a firm from leaving the market: durable and specialized assets, fixed
costs of exit, strategic exit barriers, information barriers, managerial or
emotional barriers, government and social barriers.

Durable and specialized assets refer to assets which cannot be
liquidated except at very low prices. Fixed costs of exit, are related to
costs of labour settlements, cancellation penalties for breaking long-term
contracts and the deterioration of firm's strengths vis-a-vis its
environment. Strategic exit barriers include: a) the interrelations of
the declining business with other businesses and its importance for the
image of the corporation; b) the negative impact a divestment would have
on the access to financial markets. An incremental divestment, spread over
a number of years, may then be warranted so as to prevent a reduction of

the financial credibility of the firm; c¢) vertical relations of the



6.14

business with other units in the company. Information barriers exist when

a business is strongly related to other ones in a firm or shares common

resources or assets so that its real performance may be very difficult to

assess and hence appropriate exit decisions may not be taken. Managerial or 5
emotional barriers are related to 'commitment' to the business involved.

These barriers may even extend to top management of diversified firms.

Government and social barriers include explicit or implicit pressure

exerted by non-market actors so that economically justified exit decisionms

are prevented.

Fxit barriers determine how multinational enterprises will react when
loosing important CSAs in certain businesses, as a result of a free trade
area. With respect to exit barriers, a free trade agreement may have two
different effects on businesses in a multinational enterprise, which lose
their CSAs:

1) exit, because of low exit barriers,

2) Status quo (maintaining businesses with low profitability) because

of high exit barriers.

THE GLOBAL MATRIX AND STRATEGIES OF MULTINATIONALS

To understand the manﬁer in which multinational enterprises can respond
to trade liberalization we need a conceptual framework which binds together
national and enterprise influences on global strategic management and
economic planning. This can be achieved by combining in a new matrix the
national CSAs with the enterprise-level FSAs. This is demonstrated in

Figure 6.1 where the horizontal axis measures FSAs and the vertical axis
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captures the CSAs. It should be emphasized that this matrix does not
include CSAs resulting from protectionism and trade barriers.

The conceptual basis for this matrix can be found in Rugman (1981) and
Rugman et al. (1985). 1In these works on the theory of the multinational
enterprise and its application in the field of internmational business, the
distinction was drawn between CSAs as environmental parameters, and FSAs as
managerial decision variables. The FSAs reflect the competitive strengths
of the company, as explained earlier in this chapter. The CSAs are
environmental parameters for the strategic planners of a firm in a small
nation such as Canada, but it is conceivable that they are variables for
those who believe in industrial policies and other measures which can
generate a "man-made"” comparative advantage in larger nations such as the
United States. The distinction between CSAs and FSAs is now discussed more
specifically. The CSA axis captures the natural factor endowments of a
nation and reflects the economic theory of comparative advantage of
nations. The axis is divided into resource-based and technology-intensive
segments, with the former in the upper half. For some purposes the
resource~based sector can also be thought of as "low technology” and the
other sector as "high technology”.

To an extent, but not necessarily to an important degree, these natural
comparative advantages can be shifted by industrial policies. Some of the
newly industrialized countries have developed a "man-made” CSA in the high
technology area (and this would appear in the lower part of this axis).

However, such movements are extremely difficult to accomplish, especially

in a short period of time, so that the division between resource-based and
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Matrix
Firm Specific Advantage
Production- Marketing-
Oriented Oriented
Resource-
Based 1 2
Advantages
Country
Specific
Advantages

High-Technology
Based 4 3

Advantages
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technology-based comparative advantages is the basic one for policy
analysis. With this caveat incorporated on the CSA axis is this concept of
state support for business. Towards the top of the vertical CSA axis the
role of government is small. Here "natural” competitive advantage is
paramount, with relative factor endowments being the source of a nation's
comparative advantage. Towards the bottom of the axis the role of the
state increases, such that a "man-made” or "artificial" comparative
advantage can result. Here the state supports business to the extent that
international competitiveness can be switched away from natural factor
endowments towards high-technology areas. This has already occurred in
Japan and some of the Asian NICs, but not in oil-rich Arab nationms.

The FSA axis is functionally determined by the broaa characteristics of
enterprise structure. It moves horizontally from a production-based FSA to
the left, towards a marketing-based service FSA on the right. Production
FSAs are basically "hardware” advantages at the firm level, reflecting
efficient cost minimizing economic decisions. Enterprise strategies will
be low cost and price based. Some firms achieve production FSAs through
vertical integration, the use of process technology, and economies of
scale. At the other extreme on this axis, marketing FSAs reflect
"software" advantages. These are micro management skills in the
organization of human resources, customization, co-operative relationships
with suppliers and customers, marketing networks and control over the
channels of distribution. Enterprise strategies to the right of the FSA

axis involve overall differentiation or focus differentiation, based upon

the gathering of customized intelligence.
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The horizontal dimension of the FSA axis also measures the “"economies
of scope” enjoyed by firms able to combine these hardware and software
skills. By economies of scope is meant the ability of an enterprise to
achieve per unit cost reductions as it increases output of closely related,
but distinctive, product lines. Thus, economies of scope arise when the .
manufacture of customized product lines, determined by marketing
intelligence, can benefit from scale economies achieved by the use of
modular sub-assemblies which are quickly adaptable to product variants.

Using this matrix, the world's largest 200 multinational enterprises,
see Stopford (1982), can be positioned in their current strategic spaces.

Most of the U.S. and European multinational enterprises are in quadrant 4

of Figure 6.1 where they compete on production-based FSAs building on

high-technology CSAs. This is the area for Vernon's product cycle
multinational enterprises, where competitive ability rests on R and D to
discover and commercialize new product lines. However, spanning quadrants
4 and 3 are a group of Japanese multinational enterprises who combine
product and marketing skills. They utilize economies of scope whereby they
incorporate marketing intelligence with the ability to use sub-assemblies
and flexible manufacturing systems on the production side.

The problems of the production-based approach can be visualized by
considering multinational enterprises competing in quadrants 1 and 2. 1In
quadrant 1, a group of third world multinational enterprises (backed by
their governments) are now the low cost producers. However, recent
research by Rugman and McIlveen (1985) demonstrates that Canadian

resource—based multinational enterprises are now operating in quadrant 2
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rather than in 1 (with the exception of Northern Telecom and Moore). The
Canadian resource-based multinational enterprises have developed a
value-added chain in the harvesting, processing and marketing of resource
and mature product lines. The lesson is that marketing skills can help
even resource-based multinational enterprises to compete globally.

In terms of public policy it should be noted that national strategies
need to recognize the strategic attributes of the home multinational
enterprises located in the country. There is no reason why industrial
policy should always focus only upon quadrant 4, as most of the literature
advocates. Instead, nations should consider the benefits of strategies
which would move their multinational enterprises into quadrants where there
is a better mix of CSAs and FSAs. In this manner national policy would
build upon enterprise strategy.

In the Canadian context, multinational enterprises have developed
mainly as a result of natural CSAs. The introduction of a free trade area
between Canada and the United States will allow them tc exploit their
natural CSAs further, without a substantial influence being exerted on
their production operations.

Figure 6.1 also allows us to observe that most Canadian multinational
enterprises pursue a differentiation strategy. It should be considered as
a focus differentiation strategy rather than an overall differentiation
strategy, however, since the segment scope (the number of market segments
served in an industry) of most firms is rather limited. The fact that most
Canadian multinational enterprises pursue focus differentiation strategies

is extremely important., The elimination of unnatural market imperfections
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will not substantially decrease the main entry barriers that foreign
competitors face, namely product differentiation, bﬁyer switching costs and
access to distribution channels.

In order to predict the influence of trade liberalization on
competitive strategies of business firms, Figure 6.] must be extended for
two reasons. First, it only reflects the efficient operations of
resource~based Canadian multinational enterprises and not operations of
other types of firms. Second, it does not describe the effect of a change
in unnatural market imperfections on CSAs and thus on the strategies of
business firms. In the next section, a new framework is developed to
perform such an analysis.

Application of the structure/conduct/performance model of industrial
organization to the Canadian situation was undertaken by Caves et al.
(1980). They analyzed the key economic determinants of competition and
foreign investment in the Canadian economy, but did not use the managerial

framework of this chapter.

TRADE LIBERALIZATION AND COMPETITIVE STRATEGY

In the context of Canadian trade policy, the impact of a free trade
area can be studied for different types of firms. This section will focus
especially on two specific categories of firms:

1) operations of Canadian multinationals in Canada, and

2) subsidiaries of U.S. multinationals in Canada.

The question is how the introduction of a free trade area will

influence the investment behavior of these two categories of multinational
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enterprises. Conceptually, for any business of a firm we can analyse
whether Canada possesses strong or weak CSAs and whether the different
firms engaged in this business in Canada have strong or weak FSAs.

Any business can then be placed in one of the quadrants of Figure 6.2,
This diagram presents a classification of the businesses in which a firm
competes in terms of the strengths of CSAs and FSAs. International
competitiveness is assured whenever FSAs and CSAs are strong simultaneously
(quadrant 1). If CSAs are weak, however, FSAs will have to be very
substantial, in order to compete with global rivals (quadrant 4). A
similar observation holds in case a firm does not possess strong FSAs; then
only through CSAs can a strong competitive position be assured (quadrant
2). For businesses where both CSAs and FSAs are lacking or restricted,
competing internationally with efficient foreign rivals is made very
difficult (quadrant 3).

A free trade agreement will have different effects on different
categories of businesses in Figure 6.2 in terms of investment behavior.

The potential responses of business firms to a free trade area are outlined
in Figure 6.3, and will now be explained.

1) For those businesses located in quadrant 1 for which a free trade
agreement has little effect, or where it constitutes primarily a decrease
in trade barriers and hence a stronger competitive position in the free
trade area, the potential effects will be an increase in domestic
investment and some substitution of exports for foreign direct investment.
Such a situation can be expected for most Canadian resource-based

multinationals, especially in global industries, whereby FSAs and CSAs not



Figure 6.2: The GCompetitive
Advantage Matrix

Firm Specific Advantage

Strong Weak
Strong 1 2
Country
Specific
Advantages

Weak 4 3




6..23

11x3 &

L1x3 <
A931LVY1S

JIYAN3D N1 3IONVHD €

ond sSnNLv.ils L,

AD3LVYHLS
DI¥3INID NI 3IONVHD

~

40 NOILVYY3N3DOV

LIX3 40 NOILWVY3I3DOV &

ond SNLv1S <

11X%3 <
A931LVH1S
J1¥3INID N1 JONYHO®
ond SN1vV.iS <€
S103433
37YDS JAIlISOd &
ond SNLvlS <

Abajea3s s,way 4
UoO ®a1yY apexl 2314 ©
Jo 1oedwl [ey3jualod

(9 ose))
MOT < MO1 <
(y o8e))
M0 <
(g @ased)
HOIH ¢ HOIH €
(S @asw))
MO <€ MO7 «
(T osv))
MO I
(1 ose)) -
HOIN < HOIH <
epeal oe0agy 2933Y Onvnh.n. 2214 21C )34
sobejuvapy o5731oeds sabejueapy dyj1o2ds
£La3uno) jo yibueiis K1juno) jo yibuaias

uoyvzyreaaqy] apexl ol sesucdsey ojbLe3Ivils

€*9 2anby4

MO

HOIH

saobejurapy o}J1o2ds
w1y4 jo yibuaiasg




6. 24

relevant to protection guarantee international competitiveness, Examples
include firms in the pulp and paper industry (Abitibi-Price, Consolidated-
Bathurst, Domtar, MacMillan Bloedel), and in the mining and metals industry
(Noranda, Alcan and Cominco).

The same observation holds for subsidiaries of foreign multinational
enterprises with world product mandates (WPMs) or globally rationalized
businesses., Both categories of subsidiaries possess strong FSAs of their
parents that allow them to compete efficiently on an international scale.
A WPM can be defined as the full development, production and marketing of a
new product line in a subsidiary of an multinational enterprise (Rugman,
1983). At present WPMs are restricted to mainly vertically integrated
multinational enterprises which operate in Canada to take advantage of its
natural resources. WPMs based on the processing and marketing of Canadian
resources in the areas of minerals, forestry, agriculture, food processing
and other related areas are common examples. Globally rationalized
businesses typically produce only a limited fraction of the total product
line of a multinational enterprise for the world market. Unlike
subsidiaries with WPMs they are essentially production driven and
concentrate on low costs.

With respect to branch plants of foreign multinational enterprises in
Canada, three categories should be distinguished:

a) branch plants that can only be economically sustained because of
unnatural market imperfections (the so called “"tariff factories"”,
see MacCharles (1986)) and face low exit barriers,

b) branch plants that were set up primarily because of unnatural

market imperfections, but will remain viable after a free trade
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agreement because of stong FSAs of the parent firm or be
restructured because of high exit barriers (change of competitive
scope), and

¢) branch plants that were set up for other reasons than government

induced market imperfections (as described in the first section of
this chapter) and which will keep their competitive advantages
after a free trade area is installed.

Most of the larger subsidiaries of U.S. multinational enterprises, for
example those studied in Chapter 5, fall in this third category of branch
plants (automobile sector, oil sector, distribution, etc.). These
subsidiaries are internationally competitive firms that derive their
competitive strengths from the FSA of their U.S. parent.

2) For these businesses located in quadrant 1 for which the free trade
area constitutes primarily a decrease in shelter, there is a decrease in
CS5As and a shift to the fourth quadrant; there are three likely responses.
First, a status quo because strong FSAs combined with high exit barriers
compensate for the decline in CSAs. Second, restructuring, a major change
in generic strategy. Third, relocation of activities (exit, depending upon
exit barriers). The last two cases will be primarily applicable to a
limited set of subsidiaries of U.S. multinational enterprises; those that
were set up to serve the Canadian market because of the high costs
assoclated with exports, but are of inefficient scale to compete
successfully in a free trade area. Only if exit barriers are low will a

relocation of activities be carried out (first category of branch plants).
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In the case of high exit barriers, a change in generic strategy may be
necessary to maintain profitability. Strategies of overall cost leadership
or differentiation that could be successfully pursued in the Canadian
context, before the introduction of a free trade area, cannot be sustained
in a more global environment. Then a focus strategy becomes necessary,
This may take the form of global rationalization, whereby the product scope
of the subsidiary is restricted. FSAs of the parent company then make
international competitiveness possible (second category of branch plants).

It is apparent, however, that none of the subsidiaries of U.S.
multinational enterprises, analyzed in Chapter 5 of this study, fall into
the first or second category of branch plants. This is consistent with the
observation that the successive reductions in protective tariffs as a
result of the different GATT negotiations after the Second World War have
not generated any substantial withdrawals of US subsidiaries from Canada.
Changes in strategy may be necessary, however, for certain operations of
Canadian multinational enterprises where unnatural market imperfections
(such as protected markets) were an important factor for success. Some
firms in the beverage industry, such as Labatt and Molson, fit into this
category.

3) For those businesses located in quadrant 2 for which the free trade
area constitutes primarily a decrease in trade barriers, but which will not
expand because of weak FSAs, there are no effects on investment behavior.
This quadrant is primarily applicable not to multinational enterprises but
to businesses of local Canadian firms that do not face global competitive

pressures from foreign firms, because of the multidomestic character of the
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industry or because a nationally responsive strategy as described by Porter
(1986) constitutes a viable focus strategy. Examples occur in the
resource-based sectors where production is mainly for domestic consumption,
such as in fish, forestry, some agriculture and related areas which do not
depend on marketing boards for protection. This quadrant may, however,
also describe a limited set of operations of Canadian multinational
enterprises, especially in mature industries, where FSAs have been eroded
over time by competitive strategies of efficient foreign rivals, so that a
free trade area does not constitute an important market opportunity.

4) For those businesses located in quadrant 2 for which the free trade
area constitutes primarily a decrease in CSAs, firms will be either forced

to divest or to restructure their businesses in Canada (a change in generic

strategy). This is again a case of the inefficient local Canadian
producers that were sheltered from foreign competition through trade
barriers, but which must now shift to the third quadrant where they may be
forced to exit, depending upon exit barriers, unless they are able to adopt
a focus strategy that can be sustained‘against competition. Examples occur
in the feather, egg, dairy and related industries protected by marketing
boards. 1In all these cases, both exit barriers for local firms and entry
barriers for efficient foreign competitors are low. Only if protective
mechanisms such as marketing boards are kept, and hence excluded from a
free trade agreement will such businesses survive. It may also apply to
certain operations of Canadian multinational enterprises that were only
economically viable, because of a protected Canadian market in the food and

beverage industry.
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5) For those businesses already in quadrant 4 the free trade area may
have the effect of accelerating relocation to countries with high CSAs.
This case is similar to case 2 above. It can be expected however that
multinational enterprises in this quadrant already have diversified their
geographic scope and/or will not be affected at all by a free trade area:
Seagram and Hiram-Walker in the beverage industry and Moore in the
technologically intensive information systems industry are examples.

6) For those businesses already in gquadrant 3 for which the
introduction of free trade could speed up the divestment process, this
quadrant basically describes inefficient operations of any type of firm:
multinational enterprises or local firms. Exit will again depend upon exit
barriers. Certain types of operations and firms, such as Massey-Ferguson,
may fall into this quadrant.

An important issue of adjustment to examine, is how these impacts on
investment behavior are related to Porter's generic strategy types. For
Canadian operations of Canadian multinational enterprises and subsidiaries
of U.S. multinational enterprises that were located in Quadrant 1 of Figure
6.2 before the free trade area and which make up the bulk of firms analyzed
in this study, three alternative courses of action (apart from exit as in
Case 2) exist:

1) no change in strategy, but a possible increase c¢f investment in
Canada in order to capture scale effects, as a result of the larger market
(case 1, quadrant 1 of Figure 6.2). This adjustment may generate a rise in

entry barriers for potential entrants.
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2) Change of generic strategy in the operations located in Canada,

from overall cost leadership or differentiation, in the Canadian
context,toward a focus strategy in the larger free trade area (case 2,
quadrant 1)

3) Change in generic strategy by modifying the competitive
scope,starting from a focus strategy (case 2, quadrant l1). Four dimensions
are characteristic of competitive scope: segment scope, geographic scope,
industry scope and vertical scope. Segment scope refers to the range of
market segments served by the firm in terms of categories of buyers and
product varieties. Geographic scope is related to the extent of the
geographic market in which the firm competes. Vertical scope refers to the
degree of vertical integration by the firm. Industry scope refers to the
number of businesses in which the firm competes. A change in competitive
scope may be accompanied by substantial adjustment costs for the companies

involved.

FREE TRADE AND U.S. SUBSIDIARIES IN CANADA

It is particularly important to study the probable managerial
adjustments likely to be made by U.S. subsidiaries in Canada to the advent
of trade liberalization. This section explores the adjustments likely to

be made by different categories of U.S. subsidiaries. Again these

strategies are explored within the framework of modern management theory.

Of particular relevance is the concept of the 'value chain', introduced

by Porter (1985). It describes the firm's total range of activities and it

can be used to assess how firms achieve low costs, become differentiated or
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adopt focus strategies. The activities performed by any firm are

classified for every business unit into nine generic categories; five of
them include primary activities and four relate to support activities.

The primary activities consist of inbound logistics, operations,
outbound logistics (all related to the physical creation of a product),
marketing and sales, and service. The secondary activities are those
involved in the procurement of purchased inputs, product and process
technology development, human resource management, and infrastructure.
Firm infrastructure is a very broad category of activities and encompasses
such distinct functions as strategic management, finance and accounting.
The different categories of activities in a firm's value chain are

interdependent. In order to gain competitive advantages the linkages

between the different activities are extremely important.

With respect to structure, Porter (1986) makes a distinction between
configuration and coordination issues., Configuration problems are
related to the location in the world where the different activities in the
value chain are performed. In the area of configuration, choices open to
any firm range from concentration (whereby every activity in the value
chain is performed in only one country) to dispersion (whereby an activity
is performed in every country). The most extreme form of dispersion
implies that every country has a complete value chain. <Coordination on the
other hand refers to how the activities of the firm (which may be dispersed
or concentrated) are coordirated. Coordination may range from non-existing
(full autonomy for each plant) to very tight (e.g., reciprocal

interdependence, sharing of procedures and standards, continuous transfers
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of knowhow). A global strategy is then defined as 'one in which a firm
seeks to gain competitive advantage from its configuration, coordination
among dispersed activities, or both' (Porter, 1986, p. 29).

Tariffs, non-tariff barriers and nationalistic purchasing may be
thought of as a force for dispersing activities (Porter, 1986, p. 30) which
is consistent with internalization theory as developed in the first section
of this chapter. The creation of a free trade area on the other hand is an

element working in favor of concentration of activities characterized by

economies of scale and a proprietary learning curve. The location of these
activities will depend on the respective CSAs of the nations involved, the
coordination advantages of co-locating linked activities such as R & D and

production, and exit barriers accompanying changes in configuration.

Within a single firm, the advantage of concentrating an activity may be
different for each activity in the value chain.

The main issue for adjustment purposes is whether a free trade area '
favors the concentration of the activities performed by different types of
subsidiaries according to the activities they perform in the value chain.
Alternatively, with respect to the coordination of dispersed activities,
when a branch plant has autonomy, increasing globalization may lead to a
decrease in independence and a stronger integration of the plant in a

global network. In cases where a free trade area implies that subsidiaries

will be faced with common customers or competitors in both countries, the
need for vertical coordination will increase (vertical coordination refers
to activities involving the subsidiary business unit with the corresponding

business unit at the parent level).
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The difference between this analysis and the traditional theory of

comparative advantage is that here CSAs do not necessarily apply to the
whole value chain of a business, but may be related to any generic category
of activities. Comparative advantages in different stages in a vertically
integrated industry sector, such as aluminum, may be located in different
countries. Alcan performs bauxite mining in resource-rich countries, such
as Brazil and Australia, while smelting will be found in countries with low
electrical power cost, such as Canada (see Stuckey, 1983). This thinking
can be extended within the value chain at any stage, so that the optimal
location for performing individual activities may vary as well (Porter,
1986, p. 58, footnote 25).

In order to examine in more depth the possible adjustment policies of
U.S. subsidiaries to trade liberalization, we consider the framework of
D'Cruz (1986). He has made a distinction between six types of subsidiaries
of multinational enterprises in Canada according to their decision making
autonomy and the extent of their market involvement, see Figure 6.4.

These six categories of subsidiaries can be linked to the value chain
concept of Porter (1985), see Figure 6.4a. Here, the degree of decision
making autonomy is translated in terms of impact on 'infrastructure'
activities (low or high), while the extent of market involvement is
referred to as geographic scope (national, limited international, world).
Import businesses typically are reduced to importing products from the
United States; their activities in the value chain emphasize marketing and
sales. Satellite businesses, which are responsible for final assemblies,

perform a limited part of operations and outbound logistics, in addition to
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marketing and sales. They will be found primarily in industries where low
cost strategies dominate and final assemblies in Canada allow the firm to
achieve cost reduction. Local service businesses, on the contrary, are
characteristic of industries which face non-price competition, so that it
becomes very important to perform local service activities in order to
differentiate the firm's products (by providing a network of service
outlets and service support to wholesalers and retailers)., In this case
the focus is on service, marketing and sales with substantial autonomy in
these activities,

The branch plants were classified into three categories in the previous
section of this Chapter. It was argued that only the first two categories
are a response by foreign firms to government-imposed trade barriers,
which have led to the development of relatively inefficient (small scale)

operations suited to the Canadian market, The viability of these firms to

carry out all the activities in the value chain (small tariff factories)
may depend on the protection by barriers against foreign imports (first
category). In these cases the inefficient production operations in the
value chain can lead to an uncompetitive cost structure in cases where
trade barriers are eliminated.

When a free trade area is installed, the viability of these U.S. branch
plants in Canada (the country with the smaller market) may become
endangered. The two most likely responses of strategic planners in these
multinational enterprises (Quadrant 1, Case 2 in Figure 6.2) are exit from
Canada (change in configuration, depending upon exit barriers) or

integration in a global network (this requires a change in coordination,
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and a possible change in configuration). Hence, some substitution of
globally rationalized businesses for branch plants caa be expected,
especially in the long run. This alternative means the replacement of
miniature replicas by firms which are more market driven, More efficient
production subsidiaries will emerge, focused on a narrower competitive
scope and taking advantage of scale economies and lower factor costs.
Capital investment will be required to transform the plants to such
specialized production.

However, only a limited number of branch plants will lose their
competitive advantages after a free trade area. The third category of
branch plant, which is neglected by D'Cruz, will continue its existing

'miniature replica' approach, defined as "a firm producing roughly the

same product line as its parent but at higher cost because of the small
size of the market it services" (Bishop and Crookell, 1983). Such branch
plants can be extremely successful in manufacturing and marketing products
according to procedures which have already succeeded in the United States;
for this reason they can be cost competitive in Canada with broad product
lines and even export. They are not 'truncated' at all, nor completely
dependent on parent competencies in the area of technology. In fact they
receive strong competitive advantages from a continuous technology transfer
resulting from the multinational development of their parent FSAs. This is
true especially in industries where scale economies are limited or where
activities other than operations are important in the value chain, and
entry barriers are high. Then these U.S. subsidiaries may remain

successful after a free trade agreement (Case 1, Quadrant 1 in Figure 6.2).
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Daly and MacCharles (1983) observed that in the 1970s the smaller
Canadian subsidiaries (with less than 50 employees) of foreign firms were
50 percent more productive than Canadian countrolled firms in the
manufacturing sector (where productivity is expressed as value added per
production worker). Only for larger firms (with more than 400 employees),
no differences in productivity were observed.

Finally, the observation should be made that, even in the event of
inefficient operation activities (first category), branch plants can be
transformed into import businesses, whereby marketing and sales activities
would be maintained in Canada.

In globally rationalized businesses, the emphasis is on operations. As
concerns technology development and strategic planning, decision autonomy
is even more limited than in branch plants. Typically, operations will be
restricted to one stage of the production process for which the production
facility aims at being a low cost producer for the world market.
Installing globally rationalized operations is one way of transforming
inefficient branch plants into an efficient subsidiary, after the
elimination of trade barriers. Such changes cannot be expected to be
implemented immediately. Doz and Prahalad (1981, p. 27) reported that, in

cases of a tradition of subsidiary self-sufficiency and autonomy, three

years were necessary on average for corporate headquarters in a MNE to
successfully gain control over subsidiary strategies and to implement
global strategies. 3

Subsidiaries with world product mandates are the only ones that perform

all activities in the value added chain, including technology development
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and strategic management, However, it has been observed by Crookell and
Caliendo (1980), Rugman (1983) and McGuinness and Conway (1986) that world
product mandates have to be earned by the subsidiary and will not be
routinely granted by the parent. Such mandates will not easily be earned,
especially in high tech industries, where the parent would face high costs
of transferring intangible intermediate knowledge products within existing
production facilities from the United States to Canada. Only when Canada
possesses strong CSAs can such a move be expected, see Rugman and Douglas
(1986). Moreover, new high technology businesses are usually located close
to corporate headquarters in order to retain effective strategic decision
making and generate faster communication for critical decisions about

technology development.

A free trade area should not exert any significant influence on
subsidiaries with world product mandates nor on businesses which are
already globally rationalized. The relative costs of the activities of
these firms compared to rival firms will not be affected by an elimination
of unnatural market imperfections. This also holds for import and
satellite businesses that were set up for efficiency reasons in Canada,
irrespective of unnatural market imperfections, and for local service

businesses which pursue specific focus strategies.




Chapter 7

HOW MULTINATIONALS WILL RESPOND TO TRADE LIBERALIZATION

QUESTIONNAIRE SAMPLE AND DESIGN

A questionnaire was administered to gather data on the
viewpoint of senior management towards the adjustment process
following trade liberalization. The entire set of 21 Canadian
multinationals plus the group of the largest 22 U.S. subsidiaries
in Canada, identified in the Appendix Chapter 1, were included in
the work.

The questionnaire was sent to the chief executive officer of
each Canadian multinational enterprise and each U.S. subsidiary -
in Canada, with the following exceptions. Genstar Corporation
was acquired by Imasco in 1986, and most of the component
companies of Genstar had been sold off by 1987. Therefore, it
was deleted from the survey. Hiram Walker Resources was
acquired by Gulf in 1986 and its return was organized by Gulf.

In addition, Gulf submitted a separate response from its new
subsidiary, Consumer Gas. Thus the total number of Canadian-
owned multinationals involved was 21. By a similar process the
questionnaire was sent to the 22 U.S. subsidiaries listed in the
Appendix to Chapter 1. Responses from the five retailers
included in the list of the 22 U.S. subsidiaries indicated that

they were not interested in participating so they were
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eliminated. This decision reflects the nature of their business
in Canada, which primarily involves wholesaling, distribution and
the retailing of products in Canada. These firms included:
Sears, Canada Safeway, F.W. Woolworth, K-Mart and Great A & P Co.
These types of retailing firms are not as concerned about -
adjustment issues as the 17 manufacturing subsidiaries left in
the billion dollar club.

The questionnaire itself was designed to elicit information
on the attitude of these senior managers towards both a
comprehensive bilateral trade agreement and also trade
liberalization within the GATT framework. The actual
questionnaire, and the definitions sent with it, are reproduced
as Appendix 7A. A total of 40 questions were asked. It may be
useful to highlight the trade scenario defined for the
respondents. For bilateral free trade firms were asked to
consider the elimination of all tariff and most non-tariff
barriers to trade, a dispute settlement mechanism, national
treatment for investment, an end to government procurement and
any other issues publicly considered to be on the table. A
multilateral trade agreement was defined as that proposed at the
September 1986 Uruguay GATT negotiations. In both cases it is
reasonable to expect that senior responsible strategic managers
would be aware of the provisions described. Thus the results of
the survey can be accepted with some confidence.

The questionnaire was in two parts. The main questionnaire

asked for management opinions concerning the effects of two types




of trade liberalization (bilateral and multilateral) upon the
operation, performance, marketing and employment of the
multinationals. Specific questions were asked about the firm's
anticipated adjustment costs, need for a phase-in period, ability
to substitute exporting from Canada for foreign direct investment
and attitude towards the trade negotiations.

The supplementary questionnaire focused upon bilateral trade
liberalization and was of two parts. The first eleven questions
were based on the strategic management model of Michael Porter
(1980, 1985). Questions 1 to 5 asked how the type of competitive
strategy used by the firm would be affected by a comprehensive
bilateral trade agreement. Questions 6 to 8 asked how the firm
would change its own strategy after such trade liberalization.

In addition a question concerning world product mandates was
included. Finally, two questions dealing with Porter's entry and
exit barriers were included. The second part of the
supplementary questionnaire asked the senior managers to forecast
how key aspects of company performance would be affected by a
bilateral trade agreement. Included were several questions
dealing with the trade and investment decisions cf the
multinationals.

Before examining in detail the results of this new
questionnaire a summary of the major findings on adjustment

issues is given in the next section.




SUMMARY RESULTS OF SURVEY

The questionnaire was distributed in late February 1987 and
responses were requested by 15th March 1987. Firms that did not
respond by then were contacted and asked to reply by 30th April.
The final response rate to the questionnaire was 16 out of 21 (76
percent) for Canadian-~owned multinationals and 10 of 17 (59
percent) for U.S. subsidiaries in Canada. Several firms
indicated that this was one of many questionnaires on free trade
received over the last year. Others indicated that their
responses were contingent upon the specific nature of trade
liberalization and that it was difficult to make responses until
the shape of the bilateral trade agreement was known.

The results are summarized in Tables 7.1 to 7.4. The
interpretation of these is fairly obvious and a detailed review
is left to the reader. It is worth remarking that these
responses confirm all of the theoretical propositions advanced
earlier in this study.

On the critical questions dealing with adjustment to
bilateral trade liberalization the responses of both Canadian
multinationals and U.S. subsidiaries in Canada were instructive.
It will be noted, for example, that questions 7 and 13 are
essentially sequentially related. To question 7 most of the U.S.
subsidiaries reported that they would experience (relatively
minor adjustment costs and in question 13 they reported that they

could absorb such adjustment costs. The Canadian multinationals,
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Table 7.1

MAIN QUESTIONNAIRE

CANADIAN MNEs RESPONSE RATES

-

Strongly Strongly

Agree Disagree Mean
A CAFTA will be of benefit =5 my company. ] —=—g% & 3 8
An MTA will be of benefit to my company. L gl 43 1:6
The status quo in U.S. - Canadian trade I 2 jpein 3 451
relations benefits my company.
The status quo in multilateral trade 1 2 P 5 3.9
relations benefits my company.
Canada as a whole will penefit from a | emi—ed 4 3 1255
CAFTA.
Canada as a whole will benefit from an i$ 28 s 4 3 A5
MTA.
My company will experience adjustment 1 2 p= g 5 Sl
costs with a CAFTA.
My ccmpany will experience adjustment K 12 [#==g S a3
costs with an MTA.
My workers will benefit from a CAFTA. I Comep 4 5 221
My workers will benefit frem an MTA. Il =a—sg 4 5 1.9
My company needs a phase-in period of at L 2 pemi 5 38
least S5 years to adjust to a CarTA.
My company requires major adjustment 1 2 p—t5 4,6
assistance to survive with a CAFTA.
My company can absorb the adjustment costs ] ot 4 3 1.8
of a CAFTA.
After a CAFTA my company will need a 1 2 et 5 1
devalued exchange rate to be successful in
exporting.
After a CAFTA my company will find 1 2—4 4 5 255
marketing easier.
After a CAFTA my company will benefit from I 2= 4 3 Pl
national treatment for direct investment.
After a CAFTA my company will substicute 1 2 B=ed S 3.8
exporting from Canada for foreign direct
investment.
My company will close down plants in 1 2 po—i= 5 (h 3!
Canada due to .a CAFTA.
My company supports the federal 1 g 4 5 il 46
government ‘s approach to the CAFTA
negotiations.
My company believes that the provincial - Vo=l 4]"4'5 1.4

governments should support the federal
approach to the CAFTA negotiations.

Please write any comments on the reverse side.



Name of Company U.S. SUBSIDIARIES RESPONSE RATES
Strongly Strongly
Agree Disagree

Us A CAFTA will be of benefit to my company. 1 = 4 5

2 An MTA will be of benefit to my company. 1l 2-—— 4 3

2 The status quo in ¥.S. - Canadian trade LA 5
relations benefits my company.

4. The status quo in multilateral trade 1 2 b= s
relations benefits my company.

54 Canada as a whole will benefit from a [— 4 S
CAFTA.

58 Canada as a whole will benefit from an ] <*—4 4 5
MTA.

/g My company will experience adjustment 1 2 -4 4 S5
costs with a CAFTA.

8. My company will experience adjustment 1 2 =3 4
costs with an MTA.

s My workers will benefit from a CAFTA. I 2=¢ & 5

10. My workers will benefit from an MTA. 1 2 -4 ¢ s

11 My company needs a phase-in period of at 1 2 P 4 3
least 5 years to adjust to a CArTA.

12. My company requires major adjustment 1 2 p—5
assistance to survive with a CAFTA.

13. My company can absorb the adjustment costs | et 4 5
of a CAFTA.

14. After a CAFTA my company will need a 1 2 p—t S
devalued exchange rate to be successful in
exporting.

15. After a CAFTA my company will find ] =4 4 5
marketing easier.

16. After a CAFTA my company will benefit from 1y 2e= 4 5
national treatment for direct investment.

17. After a CAFTA my company will substitute 1 2 p—-— S
exporting from Canada for foreign direct
investment.

18. My company will close down plants in 1 2 p==4 5
Canada due to a CAFTA.

19. My company supports the federal ] =g——4 4 5
government ‘s approach to the CAFTA
negotiations.

20. My company believes that the provincial lompe—g 4 5

Table 7.2

MAIN QUESTIONNAIRE

governments should support the federal
approach to the CAFTA negotiations.

Please wrlte any comments on the reverse side.
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Table 7.3

SUPPLEMENTARY QUESTIONNAIRE
CANADIAN MNEs RESPONSE RATES

Strongly

A CAFTA will benefit exlsting worldwide
competitors at the aexpense of my company.

A CAFTA will benefit potential 2ntrancs ro
my industry.

A CAFTA will benefit producers of
substitutes for my produdts or services.

A CAFTA will increase the bargaining power
of suppliers to my company.

A CAFTA will increase the bargaining power
of buyers of my goods or services.

OQur strategy of cost competiticn will e
continued afrter a CAFTA.

Our strateqy of product differentiation
will be continued after a CAFTA.

Our strategy of focus (finding niches)
will be continued after a CAFTA.

Our ability to develop new world product
mandates will be helped by a CAFTA.

A CAFTA will make it more difficulc for
rival firms to compete with my company,
due to our use of entry barriers.

Exit barriers will preclude my company from

closing plants in Canada after a CAFTA.

Forecasting: After a CAFTA has been in
place for 5 years the following net changes
will occur:

Sales of my company will decrease/increase:

Employment in my company will
increase/decrease by:

Taxes paid to Canadian governments dy my
company will decrease/increase oy:

Exports of my company will
decrease/increase by:

Imports of my company will
decrease/increase by:

Inzra-~firm trade of my company will
decrease/increase by:

Foreign direct investment by my company
will decrease/increasa by:

Investment in Canada by mv company will
decrease/incraase by:

Profics (return on equity) of my company
will decrease/increase oy:

Please write any comments on the reverse side.
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Table 7.4

SUPPLEMENTARY QUESTIONNAIRE

Name of Company

SEzongly ‘ Strongly
Agree Disagreae Mean

e A CAFTA will benefit existing worldwide L 2 jommete 5 ()
competitors at the expense of my company. K

2 A CAFTA will benefi:z potencial antrants co L 2 = & I3 PEL)
my i1adusctry.

3. A CAFTA will benefit producers of 1 2 Pp=—d 3 3.6
substitutes for my products or services.

i. A CAFTA will increase the bargaining power L 2 bt 3 3.8
of suppliers to my company.

5. A CAFTA will increase the bargaining power I R ENd B B8 Ik
of duyers of my goods or services.

6. Our strategy of cost competiticn will be | ompemg 43 1 (915)
continued afrer a CAFTA.

i, Qur strateqy of product differ=2ntiation I ——g ¢ 5 1.8
will be continued after a CAFTA.

8. Qur strateqy of focus (finding niches) | g 4 5 . 1.6
will be continued after a CAFTA.

9. Our ability to develop new world product 1 2~ 4 5 2.4
mandates will be helped by a CAFTA.

10. A CAFTA will make it more difficult for L 2 pmeed 5 3.9
rival firms to compete with my company,
due to our use of entry barriers.

l1. Exit barriers will preclude my company from 1 2 P4 5 3o
closing plants in Canada after a CAFTA.
Forecasting: After a CAFTA has been in 5 Year Tortal
place for 5 years the following net changes {Percentage)
will occur:

12. sSales of my company will decreasa/increase: -20 -10 r-be-zo 12.0

13. Employment in my company will -20 -10 9=~10 20 6.7
increase/decrease by:

l4. Taxes paid to Canadian governments by my =200 <10 p==0 20 9.0
company will decrease/increase by: g

15. Exports of my company will =20 =10 p—boe=20 14.0
decrease/increase by:

16. Imports of my company will -20 -10 == 20 - 10.0
decrease/increase by:

17. Intra-firm trade of my company will =20 -10 §==10 20 8.9
decrease/increase by:

18. Foreign direct investment by my company -20 -10 $=10 20 2yerss
will decrease/increase by:

19. Investment in Canada by my company will =20 -10 ¢—+8 20 10.0
decrease/increase by:

20. Profics (recurn on equity) of my company <20 ~10 $=a=d 20 10.0

will decrease/increase by:

?lease writ2 any comments on the reverse side.




on average, anticipate even fewer adjustment costs and again
report that they can handle them. Consistent with this are the
responses to Question 11; neither U.S. subsidiaries nor Canadian
multinationals state that a phase-in period of 5 years is
required to adjust to bilateral free trade. In terms of Question
12 both U.S. subsidiaries and the Canadian multinationals feel
strongly that no major adjustment assistance is required.

The executives responding to the questionnaire also throw
light on the issue of whether trade and direct investment are
substitutes or complements. Both sets of multinationals disagree
(to virtually the same extent) with Question 17 which asks if
exporting will be substituted for foreign direct investment after
bilateral trade liberalization. Related to this is the strong
indication, from question 18, that neither of the two groups of
multinationals will close down plants in Canada due to a

comprehensive free trade agreement.

DETAILED SURVEY RESULTS

The key questions are now examined in more detail. The
results are presented in the diagrams reporting the percentage
response rates for each of the opinions on the question. These

diagrams appear at the end of the chapter.

Trade and Adijustment

From Question 1 it can be seen that seventy-five percent of
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the Canadian multinationals responding believe that a CAFTA would
be of benefit to their firm, with sixty-three percent strongly :
agreeing. Approximately nineteen percent express mild
disagreement, with just over six percent being neutral. All the :

U.S. subsidiaries indicate that a CAFTA would be of benefit to 5

their company. The results are fairly similar for an MTA, with
the Canadian firms indicating that it would be slightly more
beneficial to them than a CAFTA, while the U.S. firms are more
neutral to the benefits under an MTA than a CAFTA.

From Question 3 ninety percent of U.S. firms state that the
status quo does not benefit them. Canadian firms are slightly
more neutral than the U.S. firms in stating that the status quo
in U.S. Canadian relations does not benefit their company.

From Question 7 sixty percent of U.S. subsidiaries indicate
that they will face adjustment costs with a CAFTA, as do,
approximately, thirty-one percent of the Canadian multinationals.
However, fifty percent of the Canadian firms are neutral on the
issue. The results are not different for an MTA for the U.S.
firms, but the Canadian firms indicate that the adjustment costs
under an MTA would be smaller. Approximately half the Canadian
respondents are, however, neutral to the question.

In Question 13, both the Canadian and U.S. firms indicate
(eighty percent of the Canadian firms and ninety percent of the
U.S. firms) that their company could absorb the adjustment costs
of a CAFTA. The U.S. subsidiaries are more in need of a phase-

in period of at least five years. From Question 11 over sixty-
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two percent of Canadian firms either mildly or strongly disagree
that they need a phase in period. Also, from Question 12 both
sets of multinationals state strongly that they would not need
adjustment assistance to survive with a CAFTA.

Question 18 indicates that seventy-five percent of the
Canadian multinationals disagree with the statement that their
company would close down plants in Canada due to a CAFTA; fifty
percent disagree very strongly. Only twelve percent indicate
that they would close down plants. Several U.S. subsidiaries
indicate (in attached comments) that they would indeed close down
some plants but that others would be opened in their place. They
also state that plant closures and openings are a normal part of
their operations over time.

According to Question 9 sixty-eight percent of Canadian
multinationals and seventy percent of U.S. subsidiaries state
that their workers would benefit from a CAFTA. Ten percent of
U.S. subsidiaries express mild disagreement with this. Only
twelve percent of the Canadian multinationals feel strongly that
their workers would not benefit. The results are similar for an
MTA, although the U.S. subsidiaries are slightly more neutral or
reserved as to whether their workers would benefit or not.

On the question of whether employment in their company would
increase or decrease, eighty percent of the U.S. firms indicate
that their employment would grow or at least remain the same.
According to Supplementary Question 13 only ten percent indicate

that there would be a decline in employment. The majority of
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Canadian firms (sixty percent), indicate that they expect their
employment levels to remain the same. About nineteen percent of
the firms expect an increase of up to ten percent in employment
growth, while a similar amount expect no change in their
employment levels because of a CAFTA. Only six percent of the
Canadian multinatiocnals expect a decline of up to ten percent in
their employment levels.

In general, the multinationals support the federal
governments approach to the CAFTA negotiators and believe that
the provincial governments should support the federal
government's approach. However, ten percent of U.S. firms and a
little more than eighteen percent of Canadian firms are neutral
on this issue. No firms disagree with the federal government's

approach.

Investment and Trade

According to Supplementary Question 19 fifty percent of the
Canadian multinationals expect their investment in Canada to grow
between ten and twenty percent after a CAFTA has been in place
for five years. Just over thirty percent expect their level of
investment to remain the same, while just over eighteen percent
did not answer the question. No firms expect a decline in
investment. The results are similar for the U.S. subsidiaries,
with seventy percent indicating an expected growth of between ten
and twenty percent. Thirty percent indicate that investment

levels would stay the same after five years.
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Supplementary Question 18 indicates that fifty percent of
Canadian firms do not expect FDI by their company to grow or
decline, while a little under six percent expect FDI to decline
and twenty-five percent indicate that FDI would increase by ten
to twenty percent over the five years. Nearly one fifth do not
express an opinion. The majority (seventy percent) of U.S.
subsidiaries do not expect any change in the level of FDI by
their company.

Question 16 indicates that most of the Canadian firms
believe that, after a CAFTA, they would benefit from national
treatment for direct investment. Fifty percent agree
(approximately, thirteen percent very strongly), and nineteen
percent disagree. Only ten percent of the U.S. subsidiaries
indicated that national treatment would not benefit their firm.

From Question 17 it appears that exporting is complementary
to FDI for most of the firms. None of the U.S. and Canadian
firms indicate that they would give up exporting for FDI. Over
fifty-five percent of the Canadian firms and thirty percent of
the U.S. firms, express disagreement that they would substitute
exporting for FDI; the remaining firms being neutral in their

opinion.

Trade Effects of Trade Liberalization

The response by the members of the billion dollar club to
questions on the trade-related aspects of trade liberalization

are also instructive. The effects of a CAFTA after five years
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would result in an increase in exports, imports and intra-firm
trade for the U.S. subsidiaries and the Canadian multinationals.

According to Questions 15 and 16 over fifty-six percent of
the Canadian multinationals indicate that their exports would
grow between ten and twenty percent. One quarter of these firms
do not expect any change in exports and over fifty percent do not
expect imports to rise or fall. Nearly nineteen percent feel
that imports wculd rise, while another nineteen percent of
Canadian multinationals are neutral on the question for both
exports and imports.

Also from Questions 15 and 16 it is apparent that ninety
percent of the U.S. firms indicate that their exports would
increase between ten and twenty percent. Seventy percent of the
U.S. subsidiaries also indicate that their imports would rise,
but not by as much as their exports.

According to Question 17 most of the U.S. subsidiaries feel
that their intra-firm sales would increase by ten to twenty
percent after a CAFTA (seventy percent). However, nearly
nineteen percent of Canadian firms indicate that their intra-
firm sales would grow by ten percent. Thirty percent of U.S.
firms feel that there would be no change in their intra-firm
sales, while over sixty percent of Canadian multinationals
indicate that the present levels would continue.

Since exporting, importing and FDI are affected by the
exchange rate, Question 14 of the questionnaire asked whether it

would be necessary to have a devalued exchange rate after a CAFTA
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for the firms to carry on exporting. Ninety percent of the U.S.
subsidiaries (fifty percent, very strongly) state that they need
not have a devalued Canadian dollar to be successful at
exporting. Fifty percent of Canadian multinational indicate the
same. Twenty-five percent of the Canadian firms are neutral to
the question, with just over twelve percent being in favour of a
devalued exchange rate. One firm indicates in supplementary
correspondence that its analysis was dependent on knowledge of a

specific exchange rate.

Performance of Multinationals after Trade Liberalization

According to Supplementary Question 1, under a CAFTA the
majority of Canadian multinationals believe that they will retain
their competitive edge. Seventy five percent of the firms
strongly disagree with the idea that a CAFTA would benefit
existing worldwide competitors at the expense of their company.
In Supplementary Question 2 over sixty percent agree, either
mildly or strongly, that a CAFTA would not benefit producers of
substitutes for their products or services. However, twenty-five
percent of the Canadian multinationals mildly agree that a CAFTA
would benefit potential entrants to their industry (approximately
thirty percent disagree and a similar number are neutral).

Also from Supplementary Questions 1 and 2 the U.S.
subsidiaries agree that their international competitive position
would be not eroded after a CAFTA. Eighty percent of them

indicate that a CAFTA would not benefit existing worldwide
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competitors at the expense of the company (seventy percent very
strongly and twenty percent being neutral). Only ten percent of
the U.S. firms mildly agree that a CAFTA would benefit producers
of substitutes for their products or services, while forty
percent are neutral on the issue and forty percent disagree with
it. However, more U.S. firms (forty percent) than Canadian firms
believe that a CAFTA would benefit potential entrants to their
industry. Only twenty percent disagree and another forty percent
are neutral on the issue.

Sixty-two percent of Canadian multinationals do not expect
the bargaining power of suppliers to their company to increase
under a CAFTA, while twenty-five percent are neutral on the
increase. The rest made no comment. Similarly, seventy percent
of the U.S. subsidiaries also agree with this. Ten percent,
however, mildly disagree.

Forty percent of U.S. subsidiaries mildly agree that a CAFTA
would increase the bargaining power of buyers of their goods and
services, while ten percent strongly disagree and thirty percent
mildly disagree. Twenty percent are neutral on the issue.
Canadian multinationals, however, disagree more firmly than the
U.S. subsidiaries that a CAFTA would increase their buyers
bargaining power, with over thirty percent strongly disagreeing,
twenty-five percent mildly disagreeing and twenty-five percent
remaining neutral on the issue. Only a little more than twelve
percent mildly agree that their buyers bargaining power would

increase with a CAFTA.
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An important consideration of a CAFTA is the effect it will
have on the firms bottom line. This is dependent on the ability
of a company to market and sell its products successfully.
According to Question 15 the majority of Canadian multinationals
are neutral as to whether or not after a CAFTA their firms would
find marketing easier. According to Question 15 a little more
than eighteen percent strongly agree that they would find
marketing easier, while twenty-five percent mildly agree. Just
over six percent strongly disagree, with the same number not
answering the question. The results were very similar for the
U.S. subsidiaries, with eighty percent agreeing that marketing
would be easier after a CAFTA.

Accordingly, both the U.S. and Canadian firms expect their
sales to rise. From Supplementary Question 12 it can be seen
that eighty percent of the U.S. firms expect them to rise by ten
to twenty percent, while a little over fifty-six percent of
Canadian firms expect similar increases. Twenty percent of U.S.
firms, and twenty-five percent of the Canadian, do not expect any
change in the level of their sales due to a CAFTA. Just over
eighteen percent of Canadian firms do not express an opinion.

No Canadian multinational or U.S. subsidiary according to
Supplementary Question 20 expects a decline in profits after a
CAFTA. Over fifty-six percent of Canadian firms expect their
profits to rise between ten and twenty percent. (Nineteen percent
of them expect their profits to rise by twenty percent). Twenty-

five percent did not answer the question, while a little over
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eighteen percent expect no change in profits after five years
with a CAFTA. The U.S. subsidiaries were split equally between
zero, ten and twenty percent growth in profits, with thirty
percent in each category. Ten percent of the firms did not
answer the question.

After a CAFTA, the majority of U.S. and Canadian firms
expect that they will be paying more taxes. Nearly sixty percent
of the Canadian multinationals according to Question 14 expect to
be paying at least ten percent more in taxes, while twenty-five
percent expect to be paying the same amount. A little over
eighteen percent did not answer the question. Fifty percent of
the U.S. subsidiaries indicate that they would be paying ten
percent more in taxes, while twenty percent expect to be paying
up to twenty percent more in taxes after five years with a CAFTA.

Thirty percent expect to be paying the same amount.

Competitive Strategies and Trade Liberalization

The Canadian multinationals and U.S. subsidiaries indicate
that they would continue their strategies of cost
competitiveness, product differentiation, and focus (finding
niches) after a CAFTA. Approximately seventy percent of the
Canadian multinationals strongly agree that they would follow the
strategies of product differentiation and niching, while nearly
sixty-three percent indicate that they strongly agree they would
follow a cost competitive strategy. The results are similar from

the U.S. subsidiaries in Canada. Ninety percent of the U.S.
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firms agree that they would follow a cost competitive strategy
(sixty percent very strongly), while seventy percent of the
firms indicated they wculd continue to follow a product
differentiation strategy and eighty percent agree they would
follow a niching or forces strategy.

Many Canadian multinationals are neutral to the question of
whether their ability to develop new world product mandates will
be helped by a CAFTA. Just over twelve percent of the firms
strongly agree with the question, while, approximately, nineteen
percent mildly agree. Nearly thirteen percent of the firms
disagree or do not answer the question. Thirty percent of the
U.S. subsidiaries are neutral to an increase in world product
mandating, forty percent mildly agree, while ten percent strongly
agree that new world product mandates would be developed under a
CAFTA. Ten percent of the U.S. firms did not answer the
question.

The majority, or nearly sixty-three percent of Canadian
multinationals do not appear to believe that entry barriers will
make rival firms better able to complete after a CAFTA. See
Supplementary Question 10. Just over six percent feel that
competition would decline while nearly nineteen percent of the
firms are neutral on the issue. A similar numker express no
opinion. Sixty percent of the U.S. subsidiaries agree that a
CAFTA would not make it more difficult for rival firms to compete
due to their use of entry barriers. Thirty percent are neutral

and ten percent did not answer the question.
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On the issue of whether exit barriers will preclude their

company from closing plants in Canada after a CAFTA, according to
Supplementary Questiocn 22, forty percent of the U.S. subsidiaries
mildly agree, twenty percent are neutral, while forty percent P
disagree (thirty percent very strongly). The majority or 50
percent of Canadian multinationals disagree (nearly nineteen
percent very strongly) with the question. Nearly thirteen
percent are neutral, while just over eighteen percent agree.
Another eighteen percent of the Canadian firms did not answer the

question.

CONCLUSIONS ON SURVEY

The major themes of this study have been that multinaticnal
enterprises are efficient organizations and that their internal
markets help to bypass government-imposed barriers to trade. The
largest 36 multinationals (with sales of over one billion
dollars) account for a substantial proportion of bilateral trade.
When trade liberalization occurs, the major burden of adjustment
will fall upon these large multinational enterprises. The
results of the theoretical and empirical analysis of this study,
coupled with the responses by these firms to the questionnaire,
indicate that there will be few adjustment costs of trade
liberalization.

Perhaps the most interesting result of the questionnaire is

that the responses by the U.S. subsidiaries in Canada are
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virtually identical to those of Canadian multinationals. Both
groups are strongly in favour of trade liberalization and beth
state that they will be able to readily adjust to new bilateral
and multilateral trade regimes. There is no evidence in these
responses that U.S. subsidiaries in Canada will close plants and
create job losses. Instead, they anticipate that employment will
increase in their companies and that their workers will benefit
from trade liberalization.

Both the Canadian multinationals and the U.S. subsidiaries
in Canada report that they will be able to absorb adjustment
costs, that they do not require‘long phase~-ins, a devalued
exchange rate, nor adjustment assistance. They report that they
will not close down plants after trade liberalization. The
strength of these responses, as illustrated in Tables 7.1 to
7.4, leads to the unambiguous conclusicon that the major private
sector firms involved in bilateral trade and production will be
able to handle the transition to a free trade environment.

Not surprisingly these large companies also endorse the
federal government's approach to bilateral negoctiations and
believe that the provincial governments should support the
federal approach. They also believe that both bilateral and
multilateral trade agreements will be of benefit to their
companies, their workers and to Canada. They also believe that
the status quo in both bilateral and multilateral trade relations
is harmful to themselves.

The supplementary questionnaire was designed to explore in
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more detail the responses of the two sets of multinationals to a
bilateral trade agreement. The responses to the questions based
on the framework of Porter (1980, 1985) indicata that these
companies believe that their competitive strengths will be
retained after trade liberalization. The responses of the
Canadian MNEs were on the whole neutral. However, both Canadian
and U.S. subsidiaries view trade liberalization as likely to
improve their performance. For example, 37 percent of the
Canadian firms projected a 10 percent rise in sales and profits,
and the next largest block saw no major change in either
variable. The U.S. subsidiaries are more bullish on free trade;
30 percent expect sales to rise by 10 percent and 40 percent
expect it to rise by 20 percent. Similarly 30 percent of these
U.S. firms expect profit to rise by 30 percent, and 60 percent
expect it to rise by over 10 percent.

It should be noted that several companies indicated that
their responses to the supplementary questionnaires were
contingent upoﬁ the nature of the details of a bilateral trade
agreement being fully known. It was also indicated that the
diverse lines of business in some of these multinationals might
be affected in different ways. To investigate fully the
adjustment mechanisms in these corporations it would be necessary
to conduct detailed interviews. Indeed, several companies
invited such interviews. 1In order to generate such detailed

information on the adjustment mechanism within multinational
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enterprises future research should use intsrvisws to supplement
the'questionnaires used here.

Another implication of these findings cn trade
liberalization and multinational enterprises is to support the
key conclusions of a recent study by Erdilek (1986). He
contrasts a pessimistic argument, where a free trade area
generates "massive U.S. disinvestment and substantial Canadian
de-industrialization" with an optimistic argument where such
predications are unfounded or exaggerated. (Note that he dces
not consider Canadian investment in the United States). Erdilek
finds conceptual and some case support for the optimistic over
the pessimistic argument but concludes that even it is "mostly
speculative and suggestive". As this study has demonstrated his
conclusions are far too modest. In this work, both theoretical,
empirical and survey analysis served to reinforce each other in
predicting that large multinational enterprises could bear the
burden of adjustment to trade liberalization as a normal part of

their strategic management.
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Queston 7
My company will experience adjustment costs with a CAFTA.
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Question 13
My company can absorb the adjustment costs of a CAFTA.
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Question 11
My company needs a phase-in Cperiod
of at least 5 years to adjust to a CAFTA
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Question 12
My company requires major adjustment
assistance to survive with a CAFTA.
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Question 18
My company will close down plants
in Canada due to a CAFTA.
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Question 9
My workers will benefit from a CAFTA.
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Supplementary Question 13

Employment in my company will decrease/increase by:
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Supplementary Question 19

Investment in Canada by my company will

decrease/increase by:
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Supplementary Question 18
Foreign direct investment by my company
will decrease/increase by:
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After a CAFTA my company will benefit from

natonal treatment for direct investment.
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Question 17
After a CAFTA my company will substitute
exporting from Canada for foreign direct investment.
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Exports of my company will decrease/increase by:

Supplementary Question 15

B Canadian Multinationals U.S. Subsidiaries

7 w3

S Year Total Growth Rate (%)




T1:38

Supplementary Question 16
Imports of my company will decrease/increase by:
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Supplementary Question 17
Intra-firm trade of my company will decrease/increase by:
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After a CAFTA my company will
need a devalued exchange rate to be
successful in exporting.
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Supplementary Question 1
A CAFTA will benefit existing worldwide
competitors at the expense of my company.
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Supplementary Question 2
A CAFTA will benefit potential entrants to my industry.
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Question 15
After a CAFTA my company will find marketing easier.
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Supplementary Question 12
Sales of my company will decrease/increase by:
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Supplementary Question 20
Profits (return on equity) of my company will decrease/increase by:
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Supplementary Question 14
Taxes paid to Canadian governments
by my company will decrease/increase by:
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Supplementary Question 10
A CAFTA will make it more difficult for
rival firms to compete with my company
due to our use of entry barriers.
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Supplementary Questdon 11
Exit barriers will preclude my company from
closing plants in Canada after a CAFTA.
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SCORING KEY:

APPENDIX TO CHAPTER 7

FREE TRADE QUESTIONNAIRE

Please circle ONLY one opinion per gquestion.

Strongly agree

Mildly agree

Neither agree nor disagree
= Mildly disagree

= Strongly disagree

nou

N e N —
]

DEFINITIONS

CAFTA: A Canadian-American free trade area (the
elimination of all tariff and non-tari1ff barriers
to trade, including a new trade disputes
settlement mechanism; national treatment for
investment; termination of government procurement
and other trade-related measures), as currently
being negotiated by Ambassador Reisman.

MTA A multilateral trade agreement, as proposed at the
September 1986 Uruguay Round of the GATT; expected
to be negotiated over the next four (4) years.

BENEFIT: Improved economic performance (however measured)

NATIONAL The same treatment for foreign-owned and domestic

TREATMENT: corporations with respect to government
regulations.

WORLD A charter granted by the parent firm to a

PRODUCT subsidiary to develop, produce and market

MANDATE : worldwide a new product line.

ENTRY Any of: scale economies, product

BARRIERS: differentiation,capital requirements, switching
(supplier) costs, distribution channels,
government regulations.

EXIT (broadly similar to above, but acting in the

BARRIERS: reverse manner).

CONFIDENTIALITY

Your replies will be treated in the strictest confidence by
Professor Rugman and not released to any organization or

individual.

All information will be aggregated and published

only in general form.

Please return (in the enclosed stamped envelope) before 15th

March to:

Professor Alan M. Rugman

Centre for International Business Studies
Dalhousie University

Halifax, Nova Scotia

B3H 125
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MAIN QUESTIONNAIRE

Name of Company

Strongly Strongly
Agree Disagree

LG A CAFTA will be of benefit to =y company. =2 @S

2. An MTA will be of benefit to &+ company. A 2 3 4§

3 The status quo in U.S. - Canacd:an trade W 2 3 4 S
relations benefits my company.

4. The status quo in multilatera! trade I 2F BE @S
relations benefits my company.

S¥ Canacda as a whole will benef:.: ‘rox a 1 20 3 4 §
CAFTA.

6} Canada as a whole will benef:z frcx an g 23 & 95
MTA.

78 My company will experience ad::stment ¥ 28 3 9 '§
costs with a CAFTA.

8. My company will experience ad:ustment Uy 3, 14 .
costs with an MTA,

i My workers will benefit from a CAFTA. 1 2 3 & 5

10. My workers will benefit from an MTA. N & 3 4 -5

l1. My company needs a phase-in period of at ¥ Z 3 4 S
least 5 years to adjust to a CAFTA.

12. My company requires major adjusument y 2 3 4 8
assistance to survive with a CAFTA.

13. My company can absorb the adjustment costs "2 8. &4 5
of a CAFTA.

14. After a CAFTA my company will need a g 28 By W5
devalued exchange rate to be successful in
exporting.

15. After a CAFTA my company will find (U 2 Nt
marketing easier.

16. After a CAFTA my company will benefit from L) 51 S
national treatment for direct investment.

17. After a CAFTA my company will substitute W2l 8l e 8
exporting from Canada for foreisn direct
investment.

18. My company will close down plazts in ! 2 3 ¢ 5
Canada due to a CAFTA.

19. My company supports the federal 1 2 3 4 5
government ‘s approach to the CAFTA
negotiations.

20. My company believes that the provinacial I 2 3 48

governments should support the ‘ederal
approach to the CAFTA negotiaz:.onrs.

Please write any comments on the reverse side.
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SUPPLEMENTARY QUESTIONNAIRE

Name of Company

Strongly Strongly
Agree Disagree

i. A CAFTA will benefit existing worldwide U2 s ) )
competitors at the expense of my company. )

25 A CAFTA will benefit potential entrants to L 2 &) S
my industry.

3. A CAFTA will benefit producers of e 24 8 & 9
substitutes for my products or services.

4. A CAFTA will increase the bargaining power L@ A &5
of suppliers to my company.

5. A CAFTA will increase the bargaining power 2 3 4 5
of buyers of my goods or services.

6. Our strateqy of cost competiticn will be b 2 8 W S
continued after a CAFTA.

Vo Our strategy of produc: differentiation M 2 B & 8
will be continued after a CAFTA.

8. Our strategy of focus (finding niches) (U2 S T
will be continued after a CAFTA.

9. Our ability to develop new world product ) U/l | TR
mandates will be helped by a CAFTA.

10. A CAFTA will make it more difficult for I 28 3 M4 S

rival firms to compete with my company,
due to our use of entry barriers.

11. Exit barriers will preclude my company from N 34 S
closing plants in Canada after a CAFTA.

Forecasting: After a CAFTA has been in S Year Total
place for 5 years the followving net changes (Percentage)

will occur:

12. Sales of my company will decrease/increase: -20 -10 0 10 20

13. Employment in my company will =20 -10 0 10 20
increase/decrease by:

la. Taxes paid to Canadian governments by my -20 -10 0 10 20
company will decrease/increase by:

15. Exports of my company will -20 -10 0 10 20
decrease/increase by:

16. Imports of my company will -20 -10 0 10 20
decrease/increase by:

17. Intra-firm trade of my company will -20 -10 0 10 20
decrease/increase by:

18. Foreign direct investment by my company -20 -10 0 10 20
will decrease/increase GTy:

19. Investment in Canada by my company will -20 -10 0 10 20

decrease/increase by:

20. Profits (return on equity' of my company -20 -10 0 10 20

will decrease/increase by:

Please write any comments On tne reverse side.




Chapter 8

CONCLUSIONS AND POLICY IMPLICATIONS

The major findings of this study are built upon both
theoretical and empirical research. At the theoretical level the
exlsting literature on the relationship between trade and
investment was reviewed and synthesized in Chapters 2 and 6 to
demonstrate that trade and direct investment are complements
rather than substitutes. This finding is based on a manag=ment
assessment of environmental factors influencing the decision to
service foreign markets. When there is an increase in U.S.
non-tariff barriers to trade (for example, in the form of
adminlistered protection) Canadian firms will engage in foreign
direct investment in order to retain the market access denied to
exports. However, such direct investment will, in time, generate
exports from the parent (Canadian) firm to its (U.S.) subsidiary,
thereby leading to a complementary increase in trade along with
investment.

Empirical work (in Chapters 3 and 4) confirms that Canadian
parent multinationals have large exports to their subsidiaries
(the parents export five times as much as they import from their
U.S. subsidiaries). The trade surplus by Canada s multinationals
is, of course, partly offset by the purchases of U.S.
subsidiaries in Canada from their American parents. However, 1t
is demonstrated that, since 1975 there have been greater net

outflows than inflows of direct investment into Canada, such that
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today, the Canadian stock of direct investment in the United
States 1s about 60 percent of the American stock in Canada.
Thus, one of the key contributions of this study is to emphasize
the emergence of Canadian-owned multinationals and the
opportunities available to them in a new trading environment.

The empirical work on the activities of Canadian-owned
multinationals operating in the United States is entirely new.
It provides valuable insights into the nature of an activity
which has been largely neglected in research and public policy
analysis. The new work was balanced by an updated study of the
performance of foreign-owned firms in Canada. An important
finding in Chapter 3 is that U.S. subsidiaries in Canada export,
on average, about 25 pércent of their output, so that they can
hardly be classified as being in Canada entirely for reasons of
import substitution. This, and related findings, calls into
question the old fashioned view of foreign subsidiaries as being
purely tariff factories. This evidence also questions the
"deindustrialization" thesis when it is demonstrated that the
extent of foreign ownership is declining and is now matched by an
equivalent amount of Canadian-owned outward direct investment.
The "reindustrialization" of Canada is embodied in Canada's new
and successful nmultinationals identified in Chapter 5.

These data on the trade performance of multinationals
confirm the basic premise of this study, namely that there is a
large amount of bilateral intra-industry trade. The data

compiled and analyzed in this study (at aggregate level in




28

Chapters 3, 4 and at firm level in Chapter 5) confirm previous
studies of intra-industry trade by MacCharles (1985b, 1987) and
others. All the evidence points towards a high degree of
integration of the U.S. and Canadian economies, fostered by the
operations of multinational enterprises. For example, one aspect
of this research was empirical work in Chapters 3 and 4 on the
nature of intra-industry trade by all the multinational
enterprises involved in the Canadian economy. Also reported was
the extent of intra-industry production reported in Chapter 4. A
variant of this is the index of the national balance of
production which is calculated as 0.74 for 1982. This is
comparable to figures by E.E.C. nations and is significantly
higher than Japan's index of 0.38. The index for the national
balance of production attests to the high degree of bilateral
economic integration. This interaction is, in turn, basically
dependent upon the production and trade by the largest
multinationals, which are vehicles for North American economic
interdependence.

Building on the 36 multinationals identified in Chapter 5
with net sales of one billion dollars or more, Chapter 6
developed conceptual answers to how these firms would adjust to
trade liberalization. This detailed and technical investigation
of the competitive strategies of these multinational enterprises,
based upon the model of Porter (1980), suggested that their
strategic planners are well equipped to pilot their firms through

the shocks of new trading regimes. It was found that most



operations of Canadian and U.S. multinationals in Canada are
characterized by strong firm specific advantages; their
competitive strengths are not dependent upon trade barriers so
that structural adjustments after bilateral trade
liberalization will be minimal.

The theoretical implications were fully supported in
Chapter 7 by the results of a survey of the chief executive
officers of the largest Canadian-owned multinational enterprises
in the United States and the largest U.S. subsidiaries operating
in Canada. These influential executives believe that their
companies can adjust efficiently to new trading regimes and that
there are neutral effects on employment in the short-run and
beneficial effects in the long-run. The key multinationals will
thereby help to execute a bilateral trade agreement and minimize
the adjustment costs.

The policy implications of this research are of three kinds.

First, it is necessary to recognize the vital role played by
the largest 200 multinational enterprises in bilateral trade and
investment. It is necessary to involve the senior managers of
these firms in the discussions of any new bilateral trading
regime, since they control key aspects of the adjustment process.

Second, the role of branch plants in Canada should be
understood from the background of management theory. There are
exlt barriers in the form of sunk costs which will minimize the
sudden departure of foreign-owned firms originally attracted here

to avoid Canadian tariffs. Moreover, most of these branch plants




have access to the firm specific advantages of their parents,
such as proprietary production and marketing skills; hence they
will not lose their competitive advantages after trade
liberalization. With trade liberalization the strategic reasons
for producing in Canada will be reassessed against the new
information available on global production and marketing
opportunities. In today’s competitive system, Canada will retain
and attract foreign direct investment if there is a good business
climate; but not if there are perceptions of arbitrary government
regulations, taxes, tariffs or a lack of national treatment for
investment.

Third, the opportunities for Canada’'s multinationals to
expand in the United States will grow with or without trade
liberalization. 1In either case, Canada’s primary market in the
United States can be secured by Canadian firms. With free trade
Canada can have more domestic production and exports. Without
it, Canada will have more direct investment and foreign
production. However, this will still contribute to Canada s
wealth since Canada s subsidiaries in the United States will
purchase a proportion of their supplies and components from their
parent Canadian firm. Also dividends will be remitted to Canada
thereby increasing our national income and potential for job
creation.

In conclusion, it is apparent that analysis of the
adjustment costs of trade liberalizaticn needs to incorporate

managerial factcrs, especially the role of multinational




enterprises. The large amount of intra-industry trade and
investment by both U.S. and Canadian-owned multinationals serves to
strengthen the economic integration of North America. Due to such
integration the prospect of bilateral trade liberalization is not
as disruptive as purely economics-based models might suggest.
Multinational enterprises are the solution, rather than a problem,
in the process of implementation of a bilateral trade agreement.

The single most important finding of this study (from Chapter
7) is that trade liberalization will be welcomed by multinational
enterprises. It will not lead to major (or even minor) adjustment
costs in Canada since most multinational enterprises are now well
positioned to absorb such environmental changes. Due to the
efficient nature of their systems of internal strategic planning
neither U.S. subsidiaries in Canada nor Canadian multinationals
operating in the United States will experience plant closures or
worker layoffs.

The theoretical, empirical and survey results all demonstrate
that trade liberalization will present opportunities for the
further economic integration of the United States and Canada,
leading to increases in employment and output by both sets of
multinational enterprises. Indeed, the favourable economic climate
following trade liberalization will probably lead to greater
inflows of direct investment from third countries, including Japan
and European nations. The overall stimulation of direct investment
after trade liberalization will be of undoubted benefit to the

citizens of Canada.
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