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EXECUTIVE SUMMARY
THE STUDY

During,the Summer of 1978, the.authbrs_conducted~a survey
designed to provide empiricaT_data about the reasons why small
and medium sized Canadian firms invest in the establishment of
affiliate operations in the United States, about the corporate
form of their investment, and about the impact .of such\in&est-
ment on their. corporate operations, including the implications
for Canad;. - The group of firms examined consists of twenty-five
Canadian-owned firms with one or more affiliate operations in the
United States. Each of these firms exhibit ‘three key character-'
istics: (1) they are located in the secondary manufactur1ng
sector; (2) they are small or- medium- sized operations; and (3)
they are all deemed to be téchno]ogiéally-based firms.

THE COMPANIES

The geographic distribution of the head-offices of the

twenty-five secondary manufacturers is as follows: Ontario - 153

Quebec - 6 and the West - 4. Five firms had a sales.volume of
less than $5 million; eighteen firms had an. annual sales volume
between $5 million and $49.9 million; and two firms had sales in
excess of $100. million a year. ,

A major feature of the companies. studied is that they: in-
vest substantial monies on corporate research and.deyelopment -
programs. ,Approximately one-half of the population studied re-
ceived government grants in support offtheir.research»and devel-
opment. In the case of some companies, their research and-devel-
opment*activity.is«closely.]inked,to thevservices they sell:
which include research and development done.under contract for
, Canadianfand‘foreign;governments,;&ndﬁinternationaTsagencies.

REASONS‘FOR‘iNVESTING‘INiTHE7UNITED-STATES&

' A11~twenty-fiVE~companies.have~affi1iaté'dperations;in the
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United States. The opening date of their operations took place
during-the past decade, none before 1967; for example, 2 between
1967'- 1970 9 during 1971. - 1974, 2 in 1975, 3 in 1976, 2 in 1977,
6 in 1978 and one. slated to be opened in- 1979. S _

Market considerations were judged to be among the most im-
portant reasons for establishing a U.S. affiliate. The majority
of the interviewees realized for themselves a particu1ar_niche~1n
the Canadian market, through the design and development of a limited
product line. Most of these companies occupy . a ddminant'market
position, and are not in competition with'large firms. The drive
for growth led these companies to invest in replicating their stra-
tegy and operations in the U.S., although they read11y acknow]edged
the ex1stence of opportun1t1es to diversify their product Tine 1in
Canada.. _ .

The unwillingness to diversify in Canada was attributed to
a number of factors'su¢H_as,reticence~tb~enter a new product-market,.
especially if there is probable competition from large. firms, many
of which are U.S. owned; the cost of building up a new product line
in the area of manufacturing, sales and distribution; as well as
general hesitation to engage in new business f1e1ds, especially
if the corporate waters are uncharted. For these ‘and other reasons,
many of the companies elected to probe the U.S. export market as a
means of’inéreasing‘company sales. :

Most interviewees stressed that a major objective for the1r '
u.sS. subs1d1ary is to project to their Amer1can_customers the 1magé'
of a U.S. oriented company.- For example, compahjé5xwhich~havé
u.s. saTeS'offices,and'wakehouse facilities, but no U.S. piant;
~often maintain a direct tie-line between their U.S. office and their
main plant in Canada. | o

The re]at1ve size and growth potential of the U. $. market is
the major reason for investing in the Un1ted States-- a view: shared
by. most,Canadian firms, regard]ess»of size. Our study does not.
contradict. this contention; however, our: findings suggest that:
the difference between the“Canadian‘and«U;S;'politicoiecqnomi¢5"
environments wasAaISO-é'Critical.consideratiOnginimanyﬁof*the'
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investment decisions. The environmental factors included the .
following:. higher profit expectatidns in the U.S. because of"
lower relative political and economic risks; 1ower cost and
greater ava11ab111ty of financing; lower relative production
costs attributed to less labour unrest and increasingly more.
favourable labour costs; superior productivity growth related to
lower labour costs and more aggressive management‘arising from a
stronger committment to the free enterpr1se system; and less -
governmenta] intervention which promotes.greater 1nvestment se- -
curity for business. '

Production-coét'comparisons'were rarely judged to be the.
predominant reason for investing in the U.S. as opposed to.in- .
vesting in Canada. If, however, the. product1on costs 1nc1uded
the cost of doing business in the U.S. (for.exampie,fexportjng.
to versus manufacturing in the U.S.) then tariff and non-tariff
barriers, ease of financing and related considerations-would have -
to be included in_the totai»cost calculation. In this instance,
the combination of the two grodpings - U.S. production cost fac-
tors and U.S. politico-economic environment.- was considered to
be of comparable importance to the "market factors® by numerous
interviewees, the maJor1ty of whom are based in Quebec and the-
West.

Super1or technology and 1nternat1ona1 bus1ness experience,
but not financial resources, were among. the 1mportant corporate
capab111t1es which led many of the 1nterv1ewees to estab11sh u.s.
subsidiaries. They stressed that" the1r compet1t1veness in Canada,
possibly their survival, hinged on achieving market success in
the U.S. Geograph1ca1 diversification was-regarded as the. route'
to getting bigger in the confines of the small Canadian market;
however, onlyfa.handfui of firms. exhibited‘finahCial'stréngth
and viewed this corporate. feature as one. of ‘the "very 1mportant"
pre-conditions to.going abroad.

"Not one. 1nterv1ewee singled out the present. Canadian po11t1co-
economic difficulties as the sole reason for investing in the
United States. Nonetheless, all six. Quebec..based. companies
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admitted that the domestic political climate played a key role in -
their U.S. investment decision, but only after due consideration
.was'given to the probable marketing and manufacturing implica-
tions for their Canauian operations.

THE U.S. SUBSIDIARY

Canadian companies which estabTish'subsidiafies normally do
so after having exported to the U.S. for a few yearsf The typ-
ical sequence is one of exporting first; followed by setting up
a sales subsidiary .with or without Waréhouse;facilities; which
may .1lead to the establishment of a plant for local assembly and/
or full production. At the outset, the U.S, plants may engage
in the partial manufacture of the Canadian . parent company's pro-
duct line, the items produced are often few in number and: not
always the most profitable. U.S. tariff and non-tariff barr1ers,
transportation costs and U.S. customer service requ1rements are
among the key factors which dictate the product m1x to- be manu-
factured. ) :

A1l 25 companies. had sales in the Un1ted States in .ten
cases, 50 percent or more of total corporate sales were realized
in the U.S. and.only five companies had U.S. sales which accounted
for less than 10 percent of total sales: NineteenAof the 25 com- -
panies were also marketing their product line outside of North
America, and for six of these firms more .than one- quarter of
their total sales was generated offshore. ,

A1l 25 compan1es invested in some- phys1ca1 operating pre-
sence in the United States. Fifteen of. the 25 companies had
U.s. manufactur1ng plants, but only -3 of them had more than ]
“plant.. The: 3 included a steel producer’,. a mobile home: ‘manufac-
turer, and a. telecommunications equ1pment manufacturer '_Thei;
square footage of" these plants. ranged from a low of 4,000:tdia
high 1n~eXcess.of-200,000“withhmost;conCentnatedﬂaroundwthe
100,000 mark. The staff employed at these plants were as few as -
10 in one instance, and. as many as 800 in another. ~In.only 3
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cases were the U.S. subsidiary operations, in s1ze and output
bigger than their Canadian parent. ' '

‘Ten -of the 25 companies wereolakgely sales-subsidiaries with
warehouse facilities. Five of the 10 were sales subsidiaries
which subcontract some of their distribution and warehousing'ac->
tivities to U.S. distributors.  These distributors, however,
functioned as. an extension of the Canadian companies' operations
in the U.S.. The facade used was to make the U;S._cuetomers be-
Tieve that they were dealing with a U.S. based operation,

Eighteen of the companies had declared assets in the United
States, but only in 13 cases could it be considered significant,
ie. in excess of 10% of total corporate assets. As for employees,
14 of the companies employed 10 percent or more of total. corporate
personnel in the United States. The geographic. location of the
Canadian operations -in the U.S. was widespread:. 6 in New York
State, 3 in the Carolinas, 3 in California, 2 each in Colorado,
New Hampshire, and Texas, and one éach in Florida, Georgia, New
-Jersey, Ohio, Pennsy]van1a, Tennessee, Utah Vermont, Washington

and Puerto Rico. _ ) -

Twenty-four of the twenty-ffve companies have wholly-owned
subsidiaries. The U.S. subsidiaries enjoyed 1ittle autonomy, and .
only 4 of the 25 Canadian companies maintained a formal manage-
ment contract with their U.S. operetions-covering such areas as
researChfand'deve]opment, and exporting. The formal approach was
considered unnedessary:since.a]] key,managemeot-decisions.were
taken in the Canadian parent company. FurthermOre; for reasons
of taxation and finance, it was felt that the informal approach
is more practical because it allows for maximum: flexibility to
decide when, how much and for what activities the U.S. subsidiary’
should be charged. | o |

The f1nanc1al structure of the u.s.. affi]iates:variedlsub-
stant1a11y from company to. company. ‘In terms of the mix of debt
and equ1ty, the ratios ranged from 2:1 to 10 1. Thefe'were»a1so
significant d1fferences.1n-the.extent,to whjch debt~wa5floca1g
or imported. A key fﬁnding.is;that“most’companies>prefer_
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high-debt ratios and a minimum of equity_tapita]ffor‘their U.s.
subsidiaries, with much of the debt capital raised in the U.S.

Fourteen of the 25 companies raised most of their capital
requirements .in the U.S.,'énd of the remainfng 11, six of the
companies financed their U.S. . operations wholly ‘in Canada through
the use of corporate fuynds and~debt‘capita1 obtained from

‘Canadian financial institutions. The cost of establishing the

U.S. subsidiary ranged anywhere from‘$50;000'to'$15,000,000, but-
most of the operations fell significantly below the $1 million
level. '

FINDINGS - Employment and Balance of Payments Effects

Three employment effects can be readily identifﬁed,_ First,

- there is. the production disp]acement-impact on.emp1oymehtvin

Canada. The assumption here is that employment would have oc-
curred in.Canada had the production of the U.S. subsidiaries
been carried out in Canada. The assumption underlying the pro-
duction displacement effect was qugstioned in 15 of the 25 com-
panies interviewed; namely, those that engage 1n-some'manufac-
turing activity in the U.S. This was done by ascertaining the
corporate motives which prompted these fifms‘to~estab1ish~u.s.
manufacturing affiliates. As previously noted, the{key.réaspns
were largely market considerations, and the choice was rarely
betweén.expanding~productioh in Canada and pronCing-in-fhea
United States, but bétweenfsupp]ying the U.S. markethr'dropping‘
out. ' _ : - | |
The second major employment effect has. to do: with export
stfmuiatTon. The Titerature on direct foreign investment indi-
cates that-dwsignificant_amount-of~domesticﬁemp}oyment'1s.gen~
erated through the production of goods which*resu]t_from:thév ‘
establishment.of overseas affiliate operations. The U.S. Depart-

- ment of Commerce notes three reasons whyifdreign-investmehts

stimulate U.S. export trade. First,.a,sjgndficant:partfdf.the
overseas:inVestment is made;throughuanseXpont of:Ursg'capitaL-
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~equipment which~usua11yfrequires some continuous. supply of re-

placement equipment. This generalization does not apply to our
group of Canadian.qompanies. The equipment. and machineryVem-
ployed in the Canadian parent-company~pIantsfwere largely sourced
in the United States, Europe and Japan.  Thus, it is not sur-
pr1s1ng that most of the equ1pment and mach1nery installed 1n

~the U.S. subsidiaries was leased or purchased from manufac-

turers based . in the Un1ted States. ‘ : ,

’ Second, U.S. studies show that many‘U.S. parent companies
export parts and components for further: assembly. This situa-
tion is apparent in our samp]e-6f-companies.because most are
engaged in partialkmanufacturing activities. in the U.S. Third,

an important volume of U.S. exports. to foreign affi]iates is re- -

sold with minimal assembly activity. This finding applies to
our sample of companies, as well,

The third major employment effect has to do w1th whether
the establishment-of U.S. subsidiaries provide job opportunities
for Canadians in the U.S. Most U.S. suﬁsidiawy personnel were:
recruited in the United States, and with feW;not&b]elexceptions,:
minimal employment in Canada was created for companies which
service the operationS»of Canadianrparent‘Firms'with U.S. sub-
sidiaries. '

‘During the 1n1t1a1 phase of sett1ng up the. U S. subsidiary,
parent company exports may increase s:gn1f1cant1y because of the
expanded and more aggressive activities of the company's U.S.
sales. organization} However, as the'UWS};SUbsidianyNStréngthens
and;expandé its manufacturing capability, increasing reduction
in exports from the Canadian parent is 11ke1y to:takefp1a¢eu -

The cause. is explained in:terms of the tendency.for Canadian com-- .

panies to.replicate their operations in the U.S.; specifically.

aroundAproduct.11nes_preyious]y~exported;to the Unjted. States.
For our group of companies, there is a high-proportion<df

debt . to equity, with mUch of the debt raised in.the U.S.  This .

‘means that Canada will. not receive much in. the: way: of earnings-

on the 1nvestment for some time. In fact, there appears to be-
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a net outflow because most of the affiliates were recently estab-
lished, and some-are already experiencing SeribusAdiffitultTes
requiring further financial assistance. _ _

While the amount of capital invested outside'of Canada by |
the 25 compéhies was not significant, two important observations
can be made about such investment in terms of its impact on small
business in Canada. First, the financial resources of small and
medium sized firms are generally limited. Thus, if a company
expands into the U.S., its financial ability to pursue similar
investment opportunities in Canada will be constrained, because -
it will have had to mortgage most of its assets in support of
its U.S. project. Raising the capital in the U.S. may reduce
the impact of such investment on capital outflows, but it will
hardly improve the financial capability of the Canadian firm to
raise capital in Canada or elsewhere for other investment under-
takings-. ‘ . ,

Second, the limited size of the.Canadian market and the
generaT reservation about growing through product diversification .

prompts small and hedium‘sized firms to consider - investing in
the United States. If such a decision leads to the establish-
"ment of a manufacturing plant in the U;S.;_the~former5Canadian-f
U.S. export business is normally transferred to the U.S;'opera-
tion, however slowly. The new "gap" inVCanadién produqtion can
be filled either.through an increase. of Cénadian:or ofszofe-
sales. If this result is not forthcoming, the competitivéness-
of the Canadian firm can-be~jeopakdizéd;upart1CU1ariy at a . time.
when  its resources are strained because of fhe~competing;demahds’
emanating from its newly established . U.S. subsidiary. A number
of the firms: interviewed closed. their U.S. plaht.operations for
this reason.. | | ' o S |



INTRODUCTION .

Domesfic aconomic énd po]iﬁicaT.circumstaﬁces are largely
responsible for the pub]ic concernﬁexpressed regardihg the moti-
vation for Canadian direct ihvestmeﬁt*abrbad-(CDIA), and ité pro-
bable jmpact'dn Canada. Expandihgrabroad-TS‘seen by many as an
alternative to expahdihg in Canada. Consequently,.such corporate
investment is perceived to be bad because of the probable loss
of Cahadian jbbs, exports, and the expoftation of-teéhﬁoldgy and
éapita1. Canadian direct investment abroad quadrupied from $2.5
billion in 1960 to $10.7 billion in 1975.1 The United States
accounted for approximately one-half of total CDIA, and since
Canada's export trade is heavily dependent on the U.S. market,
this typé of corﬁoféte fnvestment'iévviewed with alarm in. some
Canadian quarters; specifically among unions: and governments
(Federal and'Proviﬁc1a1). ‘

CDIA in the United States is cdncehtréted»ambng a small num;
ber of large firms in the pfimaryAre50urCe and-résource-oriéntéd -f
manufacturing industries. Much of ‘this investment has taken place
duriné the;past decade, largely motivated by fhg need to grow
through géographic and product divgrsificatidn.z Foreign'direct-
investment_undertaken by small and médium.sized”Canadiah firms
has arisenyPrimarﬁ]y‘frdmjthercorparate&drive to‘exbioitxULS;
market opportunitiesvwhich:were.made~diff1cuit;by=trade bafrieré,»
parti¢u1ariy;the'non-tariff variety.  A: further critical factor
prompting~such»investmeﬁt>is thexheed.to eétab]ish*]oca]iu.s}u

support facilities in order to serve U.S. CustbmerS*fn»a,hfghTY“ﬁ
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compet1t1ve and market1ng -oriented environment.

There appears: to be particular cause. For concern when CDIA
involves small and medium sized Canada-owned firms in the secon-
dary manufaéturing sector, which is the focus of this study.

The reasons for this concern arefmanyg. however, the following

arevgenerally considered to be among the more important:

1. The secondary manufacturing sector is currently ex--
periencing problems so that any corporate expansion
outside of Canada by firms based in this sector is
viewed as a loss to the Canadian economy. Given
Canada's natural resource endowment, it is often .
alleged that when corporate diversification is geo-

~graphic and in. the U.S., the nature of this invest-
ment tends to be horizontal at the manufacturing
level, rather than vertical. The perceived impact
s that it is detrimental to the Canadian economy 1in
terms of the export of JObS and. cap1ta]

2. Sales success in the U.S. market, because of 1ts s1ze,
may easily promote a situation in which Canadian man-
agement will increasingly allocate more of its t1me
to meet the demands and peculiarities of the U.S.
market, relative to its domestic. business. A modicum
of success in the U.S. may generate sales results
which quickly exceed the Canadian sales performance,
but with the further opportunity to improve .dramati-
cally on the U.S. results. The latter opportunity
1s.genera1Ty.hot,availab1evin Canada because of the
small size of the market. This situation usua]]y
suggests that investment in future p]ant expans1on
‘will take place in the U.S. ,

3. Successfu]-Canadﬁan~f1rms with U.S‘ affiliates quickly
recognize the need to transfer parts.of_their*corpor-
~ate infrastructure (e.g. design engineering, research

and development, etc.) to.their U.S. based operations..

in .order to service profitably the- demands .of U.S. '
customers resident in a highly competitive, large and-
complex market.3" Such.infrastructure. transfers. may
result in a- s1gn1f1cant loss of profess1ona1 jobs in
Canada.

4, The high 1eve1 of U.S. investment in the Canad1an man-
'ufactur1ng sector. has prompted Canadian governments
in recent years to develop policies and programs a1med



at encouraging -the “start-up" of new Canadian: entrepre-
neurial ventures, as well as to "d1ssuade"‘fore1gn in-.
vestors from acquiring such enterprises (e.g. FIRA).

The Tatter policy may be-partially blunted: by horizon-
tal investments undertaken by small.and medium sized
.Canadian firms in -the U.S.; for if they are success-
ful, the end result will be an. "Americanization" of
their corporate strategy and structure.- The consequen-
ces of such actions may limit the: 1mmed1ate economic
contribution to Canada by the companies in question.

THE STUDY _

During the Summer of-1978,.thé authors oonducted.a_survey
designed to pro?ide empirical data abopt'the reasons why small
~and medium sized Canadian firms invest in the establishmént of
affiliate operdtions in the United States, about'the,corporate
form of their investment, and about"the impact'of such invest-
ment on their corporate operat1ons, 1nc1ud1ng the 1mp11cat1ons
for Canada.

Thefgroup~of firms examined consiéts of~tWenty;fivelCana-w“
dian- owned firms with. one. or more aff111ate operat1ons in. the.
United- Sta;es. Each of these f1rms exh1b1t three key character-
istics:. (1) they are 1ocated in the secondary manufactur1ng
sector;,‘}Z}othey are small or medium=-sized operations; and
(3) they are a]TAdeemed to. be technoTogica]ly-baéed~firms‘ A
technologically-based f1rm is defined as a company which empha-
sizes research and development or wh1ch p]aces maJor emphas1s
on exp1o1t1ng new technical knowledge'. 4

Information about these firms and’theip‘U;S;'affiliatés»waSr
prihari]y obtained'through-person&]ﬁintervﬁews'conducted'in the-.

field,: supported with material obtained from Canad1an and -U:S. i-
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government agencies, associations and chambers. A questijonaire

‘guide ‘was used to direct the company interyiew. The companies.

“requested that their names not be jdentified in the 'study for

fear of beingAunfair1ycrit1c52ed for'investingiin the U.S. at a
time of high unemployment in Canada. Data was also collected -
from'a'variety of Secohdary sources SuchféS«annua1~reports, trade
directories, Moody's Industrial Mahual,‘company-submissions to

Par1iamentary Committees, and one Form 10-K Report,

THE COMPANIES

The geographic distribution of the head-offices of the
twenty-five‘secondary manufacturers 1is és fblﬂows% lOntario - 15;
Quebec - 6§~and'the West - 4. Table 1 gives a breakdown of their
sales, assets .and employees. |

In 1977, five\ffrms-had a sales volume of less than $5-m11-A>
Tion which according to thé interviewees would designate them as
"small" aﬁong secondary manufacturers. Thiévappears.to be the
cut-off po{nt_betWeen small and medium sized operations, at Teast -
as deffned in saieé termé. Eighteen firms had an annual sales:
vo]ume,befween $5 million and'$49.9 million; this is the medium.
sized operation. Two firms:had sales in excess of $100 million.
a»year,~and”at‘ffrst_glance-mightrbe-terﬁed largen'upoh.further
examination, these firms were viewed as border'Tinewcases, ex=-
hibiting more of the chéracteristics‘of a medium sized firm, than.
a«1arge,mature corporation. Foraexample,gthe”tWOjfihms are owner-

managed, recent corporate -entrants, andiare*not'hanked@among‘thef




100" Targest. -Canadian firms. In-fatt,:oné.of the two firms is a
steei-prbducer‘éhd‘is one of the smallest enterpriées in its in-.
dustry. Firms that‘appear-1arge by‘Caﬁadian standards are often-

small by international standards.

TABLE 1

Corporate Sales, Assets and Employees for the Year Ending 1977

~Sales Assets ' Employees

(IN MILLIONS $)  (IN MILLIONS §$) (IN HUNDREDS)

Less than 1 (2) - Less than 1 (4) - Less than 100 (4)

1-2.9 (2) 1-2.9 (3) 101 - 199 . (3)

3.- 4.9 (1) 3 -4.9 (2). 200 - 499 (9)

5 - 9.9 ~(3) 5 - 9.9 - (5) 500 - 999 (4)

10 - 24.9 (7) 10 - 24.9 (8) 1000 -1,999 (3).
25 - 49,9  (8) . 25 - 49.9 (1) 2000 4,999  (2)
50 - 99.9  (0) 50 - 100.9 (0) "~ 5000 -9,999 . (0)

100+ (2) 100+ (2) 10,000+ (0)

Many of the: firms codid»be*b]dssified-as successful tech-
nical entrepreneurial ventures, ﬁe]T on‘their'way.to ihp1ementing:
corporate, structures which'refTect_chafadferistics of professioh-
ally managed corporations. A major feature of the companies
studied is that they invest substantial mbnies!on,corporate re-
search and development programs. 'Iﬁ récent~years;Aapproxfmate]y.
one-half of thefpobu1étioﬁ stddied receTVéd goVerhment grants 1in
support_of‘their‘research.and development.. iwaiqf*the twenty- .
five firms went so far as to allocate a small perténtage;pf»their

budget for pure research, in addition to product -and process de-



velopment work. Table 2 provides the range of expenditure on re-

search and development.

TABLE 2

Corporate Expehditure on .Research and Development for the

Year Ending 1977 (in 000's $)
Less than 100 (3) 1,000 - 1,999 (1)
100 - 249 (6) 2,000 - 4,999  (4)
250 - 499 (5) 5,000+ (0)

500 - 999 (6)

Considering the sales-realized by the companies; their re-
search-and déve1opmentvexpenditure.is impreSsiveh In.the'case
of somecompanies, their'researéh and develOpment_acfiyity is
closely linked to.the service broductS'they sell which inc1udés
" research and deve1opment’done under contract for Canédian‘and;
foreign governments, and'Tnternafiona1‘agendfes,

REASONS FOR INVESTING IN THE UNITED STATES

Al]‘twentyéfiVe cpmpanies have affiTiafe operatiohs_in-the
United .States.. What is-particu]ar1y;sighificant.1s that the
opening date of their operations tookﬁplace‘during;the-past de-
cade, none.befbre 1967; for examp]e,;Z\betweenc1967 - 1970,_;VY
o during 1971 - 1974, 2 in 1975, 3 in 1976, 2 in 1977, 6 in 1978
and'gneAélated-to'be]opénéd in‘}979;~’ThusthehuihtérviéWTng the

companies, the executives were -in a relatively good position to



explain their reasons for inVesting in'the'United States. ‘Table
3 pnovidesAaffrequency distribution of the reasons, and their

relative importance at the time the decision was. taken.

Market Considerations

Home markets.are'rane1y saturated, except in a relative
sense- In this context, it is argued that when the cost of de-
ve10p1ng new business is greater in Canada than, says in the
United States, the Canadian company may contemp1ate investing in
the U.S. The 1itenature.on foreign direct fnvestmentgsuggestS-
that.snch a "sjtuation develops most commonlyuin-a'mature~domes-
tic corporat1on which has surplus funds and management capab111ty

IIS

for which it foresees on]y marginal opportun1t1es in .Canada.

The foregoing observation .is made with reference to. the
operations of large mature corporations, based ‘in the U.S., and
further states '

"If it (the firm) does not diversify, it must-
genera11y be content to grow no:-faster than the
economy in .general. But the reward system of
American bus1ness makes- it imperative to grow

faster than that. Some such growth can come via
.introduction of new products from research or from -
T1cens1ng others' research. Acquisition of other
companies offers. additional- potent1a1 Fore1gn»~
investment is a third way to grow, a way  which is
often cheaper, possibly more- prof1tab1e, and’-
always.glamorous." 6 : :

The benefits -from Tnvesting-abroad.inc1ude~the following:
promote new growth-from-a-1ow-manket.shane'pos?tion, whi;h~canv

be quickly achieved:througn'the~adqu151tibn-rdute;;management'
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TABLE 3°

REASONS FOR INVESTING IN THE U.S:

(Ranked 1n‘drder of importance *)

MARKET CONSIDERATIONS

a. Maintain or increase market share
in the U.S. ceee
b.. Faster sa]es growth in U.S.
than in Canada . oo
c. Difficult to reach U.S. market A -
from Canada because of tariffs, trans-
portation costs or nationalistic pur-
chas1ng policies: .
d. Diversify product line/geographic market
e. Increase responsiveness to U.S. customer
demands and improve servicing capability
f.  Integrate forward/baékwardA : ‘ “ee
g. Promote exports from parent Canadian
firm through U.S. subsidiary . v
h. Secure-U.S. sources of'materiais supply
i. To export from U.S. to third countries
U.S. PRODUCTION/COST. FACTORS
a. Avaﬁﬂab11ity offadvanced-technoJogyg e
b Avaijabiﬁitylof‘natural-résources.: e
c. Availability of fuel . e
d. Availability of stable labour force . ...
e. Avaﬁ1ab11ity of manégehia]’taTent>‘~.....

5 o o o

=

23

21
18

18 -

20
- 22
.23

12
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U.S. POLITICO-ECONOMIC ENVIRONMENT

15

12 3 4
a. General political stability  eiieev.. 305 5 12
b. Trade Unions' Attitudes - teerisieanen 5 3 4 13
c. More favourable taxation -policies ...... ... 5 3 5 12
d. Relative freedom from regulatory o
constraints cedeiees.e 53 2 15
e. Easier access to financing e 2 5 13
f. Wage/Price policies e 7 2.5 11.
~g. Federal government economic incentives ....... .0 2 1 22
h. State government economic incentives. ....... 2 1 1 21
j. Buy American.po]icies. ....... .o 703 1 14
FIRM'S CANADIAN CORPORATE RESOURCES -
AND CAPABILITIES ‘
a. Possession of superior technology N ... 214 0 O
b. Growth in experience in international ,
business: ) e 176 2 0
c. Growth in corporate capacity to finance -
investment via retained earnings/ ,
borrowing/issue of new equity e vees 4 9.9 3
CANADIAN POLITICO-ECONOMIC ENVIRONMENT,
a. General po}itica1~c1imate o e, -3 6 4 12
b. Quebec-Canada constitutional debate ......... . 3 4 3 15,
c.. Trade unions' attitudes L e .. 4 3 5 .13
d. Taxation policies ceriieeees 4037 11
e. Regulatory constraints e, A 2 4
f. Access_tonfinancing » Cevaen weees 5 .3 5 72
g. AIB controls - o cerenieees 3.2 5 15
h. Federal government policies. C eeeesees.. 5303
i. Provincial government policies .~ .......... 3.2 1 19

* Rating Scale: 1 - very important; 2 - Important;

3 - of minor importancéj;‘andt¢f—-unimportanr

14 .
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and.tecﬁnicaT'know-how from the pafeht'company.can bé~read11y
transferred viafé‘fewAparent company,emp1oyees«who-may form the
nucleus of” the new subsidiary.manégement team;_foreigh_markets
can be better Eerviced by a 1oca1 subsidiary which prévideS"a
complete Tine of'serQices in support of the Cqmpany”s mafketing‘
programme; profitabi1ity is often_hﬁgher in the foreign market;
and by expanding the domestic company'S«operations-beyohdsifs
national béundarieé, management can- take greatef advantage of‘
product and marketing innovations. | | ..

While these observations he1p to expTain»thé fovéign invésta
ment motivation and strategies of Targelméfure.Canadian corpor-
ations with éffiTiates in the U.S.,“théy do not characterizé-the
operations of ou;;samﬁle of companies, nor do they explain their
reasons for investing in the United States. 1In the‘ffrst place,
none are Targe and mature; secohd;.on]y,a:few had surplus 'cash
at their disposal; and, third, a1i~were involved in the manufac-
ture of very narrow product lines. The last feature distinéuishes[’
the operat%ons'of‘smaJ1 énd medijum sized firms in:Cahadd, and 155
critical to understanding their marketing~mbt1Vatiohffoh‘inveSt-A
ing: in the United States. 4

Table 3, under the market- classification, shows that the
first five (a,b,c,d, dnd'e)‘consideratfbns Weré;juaged tﬁ-bey?;
among the most important. reasons for establishing a U.S. affil-
jate.: This fis not surprising;sinceysimi1ar'findings~would'appTys
tov1ahge~mature3Canadian‘companfesz"In the.casé§of*the'Tattef

‘tYPefof firms, however, their product range tends to be much:




.

broader, .and more d1vers1f1ed

" The crux of the answer lies in the fact that the maJor1ty
of the companies interviewed realized for themselves a particu-
lar niche 1in the_Canadian'market, through theidesign'and‘devei-
opment'of a Timited.proddcf‘1ine such as "Measuremenf Sensdrs
and computer contrb] systems for the paper industry". In this

product category, as is the case with many of the other corpor--

ate interviewees, the company occup1es a~dom1nant market position,

and is nbt“in‘competition WTth-large:firms. The drive for growth
led this company to~1nvest~1n.rep1iéating;its strateéy and oper-
ations in the U.S,,.a]thodgh.it readily acknow]edged-the‘exis-
teﬁce of opportunities'td diversify its préduct~11he in Canéda;
for example, in. terms of otherlindustry‘app1icatiohs;

The unwillingness to diversify”fn5Canada was:attributed'tO'
a number of factors such as reticence to-enter a newfpraduct-
market, especia]]ylif tﬁére'is prob&b]e-competition froms1arge
- firms, many of~which.are U.S. owned; the cosﬁ of“building~up"a
new product.line in the ar;a of manufacturing, sales and &istri—-
butibn; as well .as general hesitation to engage in new business
fields, especially if the corporate waters are uncharted. For
.these.ahd other reasons, mahy‘of the~cohpanies_elected to prbbe

the U.S. 'export market‘as a~means,of*increasingscompany sales.

The Third (c) market cons1derat1on is. often’ p1vota1 because -

it pushed. a number of Canadian. compan1es into sett1ng up. U.S.
subsidiaries.. For exampie; a.CanadTan.manufacturer of automo--

tive parts explained,.
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- "The American people are very proud, and there
is a great tendency on their part to identify an
American factory as being inherently or automa-
tically better than a fore1gn factory as a source
of goods they are going to buy I think that is
a very big factor. Peop]e jn the United States,
if they knew you are going to supply them with -

. goods from a Canadian factory, seem to feel that.
in some way those goods will be inferior."

Most interviewees stressed that a major objective for their

U.S. subsidiary is to project to their American customers the

image of a U.S. oriented. company. Fon'examp1e, companies which

have U.S. sales offices and wareh0use.fa¢i11ties, but no U.S.
plant often maintain a direct tie-line between their U.S. office
and»their main plant in Canada. Thus, u.s. customers calling
the "U.S. sales off1ce“ can be 11nked into the main Canadian-
plant and'frequent1y are not aware. of the fact that they are
talking to someone outside the U.S. A1l catalogues, literature,
and direct mail pieces sent to U.S. customers make no mention of

_the-faetkthat the company is Canadian. Canadian corporate exec-

utives typfcé]]y keep business cards for both the U.S. and Cana-

dian companies.
The %trategy of downplaying. the Canadian image is not out’
of the ordinary. Commenting on this phenomenon, the pres1dent

of a geophysical manufactur1ng firm contends that

"For those who feel that the Canadian Tamp -
should not be hidden under a bushel basket .

of prairie wheat I say forget it. It is. true.
that the U.S. and Canada are each other's
biggest customers. It -is true that the Pro-
duction Sharing program makes it easier to bid.
on the U.S. Department of Defense Contracts.

It is also. true that the U.S. markets are.
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becoming increasingly chauvinistic in theijr buying
patterns. It is also true that labour and protec-
tionist lobbjes have neyer been louder. -Leave the
flag waving and image building to Canadjan Govern-
ment officials. We don't feel we're misrepresen-
ting anything -~ 1ike the door-on the Volvo we just
don't make a big thing of jt."

As for the remaining four market cdnsideratiahg, (f.g,h,
and i) oniy'fiﬁzcan be deemed to be imﬁortant; but not necessar;;.
ily critical to the U.S. investment decisfon.

One interviewee established a U.S. “domestic international
sales corporation" (DISC) to take advantage of preferential tax
treatmeht._ Another 3 interviewees ranked the (i) consideration
as very important because they’ﬁintehd“ to use their U.S. manu-
facturing base to launch an export'drivevinfo-LatianmerTCa.

A key finding:undér the‘"marketf headfng-is that few firmS-with
U.S.lsubsidiary-manufacturing operations saw the estab]ishment
of such facilities as a meéns of promoting Canadianrekports.to

the U.S.

U.S. Production Cost Factors and
Politico-Economic Environment

[4

The relative sizé-énd growth“potentia1 of the U.S. market

is the major reason for investing in the United States --a view

7

shared by most Canadian firms, regardless of size.’ : Our study -

does not contradict this contention; . however, our findings sug-

~gest that the.difference;between-the.Canadian'andMU;S;"po11t1co»

economic environments was also a critical consideration in many -

of the investment decisions. The;environmenta]~factofs included ™
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the following: higher profit expectatiohs in the-U'S- becéuse

of lower re1at1ve political and econom1c risks; lower cost and
':greater availability of f1nanc1ng, lower relative product?on costs
attributed to less labour unrest and increasingly more favourable
lTabour costs;'superior'prbductivity-growth reiated to lower la-
bour costs and more'aggressﬁve management érising from a strdnger
committment to- the free enterprise system; and-1ess‘governmenta1.
intervenfion-which promotes greater. investment security for bus-
iness.

The cost of product1on factors 1nc1ud1ng tand, 1abour,.ma-
terial, cap1ta1 and management seldom constituted the. rationale
for the U.S. investment decision. For example, all interviewees.
claimed that labour costs were lower in the U..S.'—'from_15% to-
40% 16wer; - however, only a few were 1nvoTved in. Tabour intensive
manufacturing activities, fe. Where 1abouh costs.repreéentva high
proport1on of the value of output.

The production cost compar1sons ‘were rare]y judged to be
the predom1nant reason for investing in the U.S. as-opposed to -
investing in Canada. Certa1n executives remarked that the im-

pact of inflationary forces, price stab1112at1on'act1vjt1es of

governments, wage agreements, or changes in taxation, tariff and

foreign exchange rates can quickly*nUJiify'orwaggraVate=dﬁffer—‘
ences in the relative costs of productioh,

If,howeveb,;the:production,cbsts~inc]uded*the cost of doing

business in the U.S. (for example, exporting to versus manufac- -

turing .in the U.S.). then tariff and non-tariff barriers, ease of

financing and reTatéd~considerationsawoqu'have to be included:
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in the total cost calculation. In thié'instance5 the combination
of the two groupings - U.S. production- cost factors and U.S. poli-
tico-economic environment - was considefed to be of comparable
1mportance to the."market-facfors" by a number of interviewees;
the ﬁajofity of whom are based in Quebeé and the West. A11rinter-
viewees singled out the extremely nationa]istic.and.proviﬁciaT
posture of their U.S. customers. in terms of buying'"Americén"

from U.S. based companies, as well aé the "Red Tape" problems
encountered at U.S. border pointé when trying to. clear Canadian

manufactured products through customs.

Canadian Corporate Capabilities
and Politico-Economic Environment

, A major finding highlighted by the-interviewees is. that the
fequisite product and process technologies produced and serviced
by them.are.comhonly available in the United States., Thus, Cana-
dian firms wishing to compete in the U.S. belfeve that-they.must
establish U.S. bases of opékations s1nce.competit?onlwi}] thén
focus on product differentiation, sa]es,effOrt, andf$ervice differ-
entiation.. This cannot be readily accomp]ﬁshéd.vjaiexpofting,'
especially if the Canadian firm is small and: does not have the
resources:and/or_probrietary protectioh to~merchéndise;a*truTy,
differentiated pfoduct; Moreover, a Canadian presence- is neces- -
sary in the U.S. inlarder‘fo;génerate ¢onffdence among U.S., cus--
tomers; ije., the-customefs wiTT'seeuthi§<as;guafanteéin§-shppiiesw,

and the associated support - service requirements.
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Superior technology and internationa]‘bﬁsiness;experienCe,
but ﬁot finan§1a1 resources, were among. the 1mportant.corporate
capabiiities which Ted many of the interviewees to establish U.S.
subsidiaries‘(see TabTea3).‘ This'finding-shou1d not be‘surprising
since a-major<weakness of most.small and medium~sizéd-fjrms ih
Canadian js a lack of capita1.8 0bVious1y, this Timitation is
not a sufficient condition to disauade}the companies from inves-
ting’in the U.S. The form of.financing-ehp]oyéd by‘theae firms
Cwill be examfned.in‘a'1ater'sectfon. | | |

The key‘point made by many of thé intervieWees=Was that their
compet1t1veness in Canada, possibly their survival, hinged on
ach1ev1ng market success in the U.S. . In br1ef, geograph1ca1
diversification was regarded as the route_to gett1ng b1gger.1n
the confinea of the small Canadian mafket;~ however, only a hand-
ful of firms>exhibited~financia1.strength,'and viewed thiS-aor~
porate feature as one of the "very 1mpbrtant" pre-aonditions to
going abroad. " " | |

Not one 1nterv1ewee 51ng1ed out the present Canad1an po11-
tico-economic d1ff1cu1t1es as the so]e reason for 1nvest1ng in
the United States< Nonetheless, a11 SiX Quebec'based-compan1es
adm1tted that the. domestic po11t1ca] c11mate p]ayed a key role:
1n their: U.S. investment dec1s1on, but: on]y after due cons1dera-f
tion was given to the probable marketing and manufactur1ng im=- -
p11cat1ons for their Canad1an operataons |

As for the other interviewees, the majority of whom are

based in Ontarijo, the environmental cons1derat1ons were examined
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in-relative terms, vis a vis the United States. On the whole,
the ﬁnjted States: was -regarded -as the more attractive site for

corporate investment.

Oné-symptom~of the current economic and~po]1t1ca1Adiff1cuT-f.

ties experienced in Canada is the decline in va1uevof‘the5Canas
dian do]]ar The actual extent to wh1ch capital f]ows may or -

may not be 1nf1uenced by the undervaTuat1on or the overva]uat1on

of the‘Canadian do]]ar is virtua]]y unquantifiab]e, Opinion‘isV

divided on the extent to which the 1978 exchan§e~rate realign-
ments may.réduce the size of corporate_capitaT-outf]oWs.in the:
form of-diréct 1hyestment. While there may be some reduction,
our findings indicateAthét corporate éapita] migrdtes fof a host
of other reasons, and that-the'currént éxchange:rafé.f1uctuati6ns
have a limited imbact on the U.S. investment decisions of small
and medium sized Canadian: firms. |

The f1nd1ngs suggest that the reasons.for 1nvest1ng in. the

U.S. are seldom emot1ona1 and non- marketwng The fo110w1ng two

examples help to illustrate this fact by highlighting the key.

factors which motivated two of the interviewed companies, one in

Québec and the other in.Ontario; to establish subsidiaries in the

United States,

FGerart Research Limited f

The dec1s1on to establish a Ge]dart Research office and 1a—
boratory in the Denver, Colorado area was made dur1ng 1976 for

the fo11ow1ng reasons:
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(a) Denver is. a major centre for mining and hydro-carbon
: exploration operations and offices are maintajned in
Denver by a large number of mining and 011 companies.

(b) Activity in the energy exploration and-development
-field for uranium, oil, gas, coal and geo-thermal. BE
energy is currently at a very high level and a sig-
nificant proportion of the United States national
effort in these areas is managed from Denver bases.

(c) Denver is one. of the largest centres for. United States
Federal Research funding outs1de of Washington.

(d) The Denver-Boulder area is an 1mportant centre for
~government research Jaboratories such.as those of the
United States Geological Survey and the National Cen-
ter for Atmospheric Research. The area.also contains
numerous research and development fac111t1es supported
by the: private sector..

(e) Geldart Research has the potential for greatly increas-
ing its penetration of the United States markets through
a United States facility. The lack of such a. fac111ty
has been a s1gn1f1cant inhibiting. factor with Geldart's
u.s. customers in the past. ‘ ‘

(f) Theestab]1shedexpert1se of Geldart in the earth sci-
ences, exploration technology and contract research
and instrumentation for remote sensing of the environ-

ment, are ideally matched with the opportun1t1es avail-
able in the Denver region.

Geldart's initial move has beenrfe_establﬁsh~a small geo-
chemical 1abbratery.and photogeological facf]ity; Confract work-5
has a]reaéy commenced on. these premises. Part1cu1ar emphas1s is
being placed upon energy areas in the ‘Denver 1aboratory, and ex-
pansion 1nto contract- research isalso. schedu]ed after the geo-
chemical 1aboratory<1s.fu11y estab11shed@: Assfar asmpossnbleg_»
it is planned.to integrate. the Denver-and~Toronto:eapabi]ities
1n a comp]ementary fashion. | |

During the initial phases of ‘growth ‘of the: Denver operat1on,f

some - corporate,1nvestment will beerequ1red,»butnth1s will . be
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reviewed continuously with a view to achieving a self-sustaining
operation as soon. as possible. .

For the reasons 91Ven, Gledart's management cons1ders the

_growthlposéibilities of the Denver fac111t1es to be very substan-

- tial and with a view to ensuring that the company’ s-1nvestment

is applied with full vigour, the President of Geldart - Canada

- intends to make Denver his personal base ddring the period of

establishment.

“Kartash*Products, Limited

The prospect of 1osing.U.S. custpmerS'for product X to an |
expanding U.S. industry prompted Kartash fo build a'neW“pTant-in

South-Carolina that will produce as much as its two Canadian’

plants combined. 'The_Squth Carolina location was chosen because

of its proximity to'Kartash‘s customers for product X. .fhe plant
could cost as much as $15 mi]fﬁon;andfemploy 100 on mone persons.
The cost of manufacturing in Canada;was not a factor in its
decision, ror’. was the‘offe; of canitaT'inducementsnto:locate-in;
South Carolina. A U.$. nroduction base is expected to ]ead‘to
large savings in tariff‘and-transportation costs of proddcfs sold

to U.S. customers Emp]oyment at the Canad1an plants, wh1ch are

.operat1ng at close to capacity at present is . not expected to. be

affected now or when' the new. plant comes . 1nto production in 1979

The domestic and 1nternat1ona1 markets for. product X are expand1ng

fast enough: to accommodate: output of all three: company plant .

facilities.
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Kartash traditionally held a large part of'the'U}S. market;
howerer, because.itS‘U.S. competitors énnouncednplansoof_thEira
own to expand production, these actions could jeopardize.Kortash's
market share if it did not make a similar move in the United
States. The two Canadian plants are we11'1ocated to SérVe ex-
port markets other than the United States, and Kartash will make

1ntens1ve efforts to expand its offshore sales.

Product D1Vers1f1cat1on

Growth through product d1vers1f1cat1on, on the other hand,
a strategy pursued by many large matureACanad1an compan1es, was
seriously attempted by only two 1nterv1ewees To-date, one of
the two compan1es fa1]ed, and as for the other, 1t is too soon

to tell.

The Failed Company |

In 1970,,a manufacturer of;Qeophysioal instruments decided
to diversify his product 1The‘toA1ncTudé;aUdio“équipment;ﬁ The
company's audio division, whose operations were concentrated.
mainly 1h'BuffaJo,.New York, incurred substantial losseS'betwéen
1971 and 1976. A change of management and a~major odvertjsingv»
prooram instituted early ih 1974, resulted in aﬁtémporary in-;
crease in sa]esa-on]y.to~bE~foJiowed§by-o sharpireversalrre1ated
largely to the économio~recession 1n’the'UnTted States |

The decision to divest the company of this d1v1s1on,‘made

in 1975; culminated in its sale-to a large U.S. corporation.
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The sale was closed on July 25, 1975. The benefits to the com-

pany of this divestiture:Were'

1.. release from ongo1ng operating losses of the audio
division, which 1in 1974 and 1975 alone amounted
to $264, OOO

2. release of the cap1ta1 tied up.-in the inventory, machin-
ery, plant and land related to the.audio operation. The
total capital recoverable was in the order -of $500,000,
of which approximately $200,000 was realized from the
disposal of inventory and mach1nery The remainder. came
- from the ultimate sale of the Tand and bujldings. in Buf-
falo. Realized funds were applied to reduce bank bor-

rowings, and consequently, the burden~ofvinterest charges.

3. improvement in working cap1ta1 resulted from the sa]e
of the fixed assets of the U.S. subs1d1ary

4. concentrat1on of management efforts on ongoing. prof1t-
ab1e operations.

Management completed the consolidation of the company's or-
ganization‘by directing(ifs resources.exclusiQely«into those‘
teChnfca]lareas.which are basica]1y profitab]e; 'ThTs process hés
not been without cost or pain, as the selling and winding up of
a divisiontjnevitab1y.TnQoTves 1osses_of»the.disposa1 ininven-_

tory and other assets as well as in severance pay and similar -

non-recurr,ing expenses. Management also concluded that manufac-

turing activities should be concentratedJon:Scientific.Tnstrumen-
tationfand' in part1cu1ar, on devices that ‘can . be produced: in the.
company S modern p1ant in Ontar1o

The exper1ence-of the_geophys1;a]‘instrumehtihdnufactuker,f

- is an - excellent example of why mostginteryieweés.argued'against:f

théfstrategy‘of‘growth:throuthprodUCt~divarsificatibn:1n-Canada/

U.S.A.
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THE U S. SUBSIDIARY

Canadian companies wh1ch estab11sh subs1d1ar1es normaily |
do so after having exported to. the U.S. for a«few~years._ The
typicalisequence is. one of exporting first, usually through
distributors in thé,Unifed States; fo]iowed by setting:up~é sales’
subsidiary with or without warebouse>fac111t1és;'which méy:]ead
to the establishment of a plant for.locaT assembly and/or full
production.' At. the outset, the U.S.‘piaﬁts may.ehgage in'tHe~
partial manufacture of the Canadian-pafent-company's;product-
line, the Ttems'prodﬁced are oftenvféw.1n~numbér and not always
the most profitable. U.S. tariff and non-tariff barriers, trans- .
pbrtationvcosts and U,S..customef service"réquiremgnts are among
the key factors thch dictate fhe pfoduét mix to be'ménufactured;

| A1l 25 compaﬁies had‘sa]es‘in‘the:Unitedetates:: in. ten
cases, SO;bercent or more of total corporate sales were realized
in the U.S. and only five companieé-had;U.S.‘safes which accounted
for less than 10 percent«qf‘totéilsaTes (see Table 4). Nineteen

of the.za,COmpanies were also marketing'their product line out--

‘side of North America, and for six of these firms more than one-

quarter of their total sa]es‘were_generated»offﬁhore. Geograph-

ical diversification is. obviously therrdad‘to»COrporate.growth;

and the U.S. market‘aprars*toAbe-the major. target for this drive.

A]T.25fcompanies;1nvested dn somerphysicaT“operatingfpreéf
sence Tn*the=United-States. AFifteen-of the: 25 dbmpanies.had>U.S.
manufacturing}piants, but only 3-of themahadwmofé“fhén*1:pTéht
0f the rema1n1ng 10 companies, four: were essent1a11y sa1es sub-- K

sidiaries which owned/]eased/rented warehouse fac111t1es
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" TABLE 4

Assets and Emp]oyees for the Year Ending 1977

(IN PERCENTAGES)

SALES'

Canada - United States E 0ther~00untriés‘
90+  (2) 90+ (1) 90+ (=)
75-89 (4) - 75-89  (3) - 75-89. (=)
50-74 (6) 50-74  (6) ‘ 50-74  (4)
25-49  (6) 25-49  (2) 25-49  (2)
10-24 (6) 10-24 . (8) 10-24 ~ (4)

1-9- (0) 1-9 (5) 1-9 (9)

0 (1) . 0 (0) 0 (6)

ASSETS |

Canada Unitedetates“ Other Countries:
90+ . (15) 90+ (1) 90+ (- )
75-89 ( 4) 75-89 (0) 75-89 (- )

. 50-74 (-2) 50-74  (2) 50-74 (- )
- 25-49 ( 2) 25-49  (3) 25-49 1)
10-24 (. 1) 10-24 - (7). 10-24" 3).
1-9 (1) 1-9 (5) 1-9 (1)
0 (=) 0 (7) 0 (20)
EMPLOYEES ‘ ‘
Canada = . United States © Other Countries
e 90+  (10) 90+ (1) 90+ - (0)
75-89. ( 8). - 75-89  (0) 75-89  (0.)
50-74 (.4)  50-74 (0) - 50-74  (0.)
25-49 . ( 2) 25-49 26) 25-49- (3 )
-10-24 ( -)  10-24 7) 10-24. (2 ).
1-9 (1) - -1-9 (4) 1-9: (1)
o () 0 (7) 0 (19)
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The geographic breakdOwn_of the assets éndnemployees of " the: |
"Greup of 25" bears witness to the fpregoingffindfngg Eighteen.
of the companijes had.declared assets in the UnitedAStates,>but
only in 13 cases could it be considered sfgnificant, ie. in ex-
cess of 10% of total corporate assets. As for employees, 14 of
the companies employed 10 percent or more of total corporate
personnel in the United States (See Table 4); :The geogrephic
locatijon of the Canadian_oberations in the‘U.S. was widespfead{
6 in New York State, 3 in the Cero]inas, 3 in Californija, 2 each

in Colorado, New Hampshire, and Texas, and one each in Florida,

Georgia, New Jersey, Ohio, Penn3y1van1a, Tennessee, Utah Vermont,

Wash1ngton and Puerto R1co

Management Control

Twenty«four of the twenty—five-ebmpanies have'whol1y-owned
subsidieries,.and one of them also has a partially, but majority
owned subsidiary. The one_remaining:cbmpeny has a.majority'ewned
subsidiar};in which-key U.S. personnel have somerequfty'partiei~~
pation. This;finding should not -be surprisings,since'the com-
panies are in the small - medium sized category and tend to be
owner-mahaged. Management of,such_firms like-to-ﬁaintain.per-
sonal control over‘their-Operetionsﬁgﬂandesinceftheir.U.Sr»sub-
sidiaries are-re1ative1y%young,'itrwas:charged.that 1t~ﬁoqu‘not
be smartVbusiness.to;gofpub11c 1nftheeU.S; with.aneuntested and-
unknoWnucompanyfpperatioﬁ{

The concern with contro]*is»notionlylrefTected~1n-the*owner-

ship of the subsidiary,. but aTso~in~itsureporting%reTatioﬁship«
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to the Canadian pareht; Seventeen of the 25 Canadian companies
desiénated a'“presidentf for their U.S. subsidiaries;:and'of 
the reméining ejght, there were 4 vice-presidéﬁts and 4.Qenera1
manégers; Thirteen of the-25 chief eXéchTve.officers were
Americaﬁ nationé]s, ten were Canadf&ns-andAtwo\weré‘Britishy"
With bne~exception, the U.S. chief executive officers reported
directly to senior executjves of the Canadian parent.cémbanyvon-
all important‘méfterS'- strategic and tactical. Much of the re-
porting was done along functionaljlines, eg., manufaéturing, |
marketing and finance. -
The U.S. subsidiaries.enjoyed:11tt1e autonomy, and only 4
of the 25 Canadianvcompaﬁjes maintained a fprma]‘managément cpnsxk
tract with their U.S. operations cbVering'suchiareas as research
and develobment; énd.exporting. The fdrma] apﬁroach was\consie |
dered unnecessary since all key management decisions were taken
in the Canadian parent company. Furthermore, for reasons of u
taxation and finance, it was félt'that théninfarmal approach is
more‘pracfical since it allows for maximum flexibility to decide
when, how much and for what activities the‘U.S. SUESidiary should
be charged. | | |
The financial structure of the U.S. affiliates varied.sub- .
stantially from company to company. AIh terms. of the-m1x<of debt
to equity, the ratioSfEanged:]argeiy;from“z:lfto-TO:JW wTﬁerefi
‘were also Sighificant.differences 1nvthe'extent~tb whichfdebt'wéé
Tocal or imported. ‘A*keyAfinding 1s‘thét:m05tvc0mpanies'prefer- 
high-debt ratios and.a minimum Qf-equity“capital?fdr‘their‘U;Sfi

subsidiaries, with:much of the debt capital raised in the U.S. .
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The preference for this type of financing:is not surprising
“since many of the firms are pfiyate]y,he1d, and those that are
public are closely held by a fawaindividua1s. The_pné-occupa-
tion with control ié a key reason why the U.S. subaidiarieé are
thinly éapitaiized‘and thus highly leveraged. The relative ease
of financing in the U.S. is the major reason for borrowing To-
cally. The experience of all intérviewees is\that the' U. S. unit
bank1ng system is more respons1ve to the f1nanc1a1 needs of sma]]
and medijum sized f1rms, the collateral requ1rements are 1ess
exacting (eg., exportvaccounts réceivable and Sec. 88 of the

Canadian Bank Act), and the intereSt-ratesaare_generaTTy Tower.

Finance » |

‘Fourteen of the 25 companies rajsed most of their capital
requirements in the U.S.;aand of -the ramaining‘11, six of the
companies financed their‘U S. operat1ons who]]y in Canada through
the use of corporate funds. and debt capital obta1ned from Cana-
dian f1nanc1a1 institutions. The cost of\estabTJShqng‘the~U;S.
subsidiary ranged anywhere: from $50,000 to- $15,000,000.00, but
most-of't%e operations fell signifiqaht]y below tha.$1_m11110n
1eve1 | |

The partial or comp]ete acqu1s1t1on of an ex1st1ng U.s.
operation or-the~estab1rshment*of a~new;fac111ty;areggeneraﬂ]yi
the two ways of physically expahding~1nto»the U~s 0n1y'thfee
of the 25 compan1es studied emp]oyed the acqu1s1t10n strategy,
while many of the other companies. set up their.U. S operatjons ’

through a combination of 1ease/renta1:arrangements; This approach -
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was the dominant one because‘it was the,1east cdst]y and risky.
MorebVer, it was.also.one‘of.the~few ways in ‘which a Canadian
company, financia11y>strepped' cou1d-expand-its operations into
the U.S. The popularity of th1s approach js- read11y evident in
Table 5 wh1ch lists the Canadian compan1es that have undertaken
an investment committment in the U.S. durmng the first quarter
of 1978. The majority of the firms which are small to medium
sized opted for the leasing appfoach; of the two Targe_qompanies
in the group, one used the acquisition strategy, eﬁdgite-two.
corporate purchases exceeded $100 mi]lﬁon.. Obviously, the‘ffnan-.
cial strength of this company enabled it to acquire the two U.S..
operations. |

A few-exampTes may heTP to 111ﬁ5tréte<howf56me of the U.S.
manufacturing'operetions~were organized with minimal company
financing. A Quebec based manufacturer of product M, for exam-
ple, set up a~manufacturing operatioh in New Hampshire byileasing
a site and building, end~bx_pufcha§1ng\most of the required-equip-'
ment and.mabhinery“from a bankrupt manufacturer. In addition, -
the Quebec firm~was able ‘to hire~an.exce11ent 1abourfforce, since
the 1ocat1on of its p]ant was within easy dr1v1ng d1stance of
where the bankrupt firm had been located.. Most ofgthe-former~
employees were still without:jobs; they‘were~non-uﬁidn12edgf'
their*wages.were:30%_T§weh.than.in Quebec and their productivity
was higher. _. |

*Cqmpanies;whoseﬂsubsidiariés'are-Japgeﬂy.se1es~affi]iates

tend to rent/lease their warehouse faciljtfes. .In some cases
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TABLE 5

Announcemeht of Canadian InVestment

Firm(s)
John Labatt, Ltd.

Industrial Knitting Ltd.

Kingston Spinneré

St. Lawrence Steel
& Wire Co. Ltd.

Martin Stewart Ltd.

Velcro Industries

Northern Telecom

C Tech Ltd.
Mitel .
Mitel

Northern. TeTecom

R. C. Machine Ltd.

*The Conference Board

LI I

--------

Description

’

Announced -plans for.a wheat starch
and gluten facility in South Caro]1na

Has leased a plant in New. York
state to produce elastic netting

Wi11 manufacture synfhet1c yarns.
in Georgia. - Initial emp1oyment

'will be 35-40 persons

Has leased facilities in New York
state and»wi]].produce hockey masks

Will process skins and hides 1n

‘New York state

Announced an expansion of its New
Hampshire facilities. Velcro is

a producer of hook,and Toop fasteners

Acquired Syco Inc. a Michigan based
manufacturer of data processing ter-

minals, for $77 million

Has leased facilities in New York.
state and will produce’ radar and .
sonar equ1pment ' :

Has Teased facilitijes in Florida -
and will produce telecommunications
equipment -

Has.opened:a-plant~in3PUerto Rico -
to produce printed circuit broards

Has acquired.Danray, a Texas manu-
facturer of telephone switching
equipment, for about $23 million

Has leased facilities in New York -

state and will produce aerospace parts.

, First Quarter, 1978
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- they use their U.S. distributors' faci]ities as'a proxy: for -

their own including secretarial servyices; however, aTways making
certain that the stationary, answering seryices and related ac-
tivities are conducted as if a fully integrated Canadian - U.S.

operation is in existence.

The Industrial Revenue Bond

The U.S. Industrial Revenue Bond is considered to be an at-

“tractive way of financing the establishment of new plants. Three

of the 25 cdmpanjes took advantage of this option,'mbst h0wever
Weré unfamiliar wifh-it, and some of‘them.cou1d:have benefited
from exploiting this financial instrument. B
Industria]nkEVenue Bonds are Securities issued by Indus-
trial Development Authorjties for the purpose of purchasing. land,
and construﬁting_and;equipping manufacturing and/of.distfibutibn
facilities for lease to-responsib]e éompanies- IT a company
se]ects a site for a factory in one of the States wh1ch has re;

venue bond financing, then jt may benefit from the- fo110w1ng ad-

vantages of revenue bond financing:
*

1. Low Interest Rate - since the interest is tax free to
the bondholders, the company pays a lower interest. on
the.bonds.. -Generally IRB .interest rates are 2% be]ow
corporate. bonds and mortgage- financing. :

2. 100% Financing of Land, Building, and Equipment -
development ‘and. f1nanc1ng costs of .a project: as well:
as the cost of land, building and equipment may be
financed. . Most convent1ona1 ‘methods of financing,
(ie., mortgage financing) require 30% or more of an
equity position by the borrowing company. The costs
that may be funded include:. a) site selection, b) site-
preparation and sijte uti]itiés,'c) design, engineering -
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~and construction of manufacturing or distrijbution _
building, d) purchase and installation of machinery
and equipment; furnjshing and equipping of office area,
e) payment of fiscal, Tegal and printing expenses of
Bond: issuance, f) capitalization of interest charges:
during construction of the project and for a one-year
per1od thereafter.

3. Repayment Schedu]e-Tai]ored.to.LesSee Company - it may .
be level debt service or a variation of this. Generally
the shorter the maturity schedule, the Tower the total
interest cost. Principal payments may be delayed to

_give the company time to go through-  the necessary start-
up and developmental stages before any substantial pay-
ment is made toward amortizing the indebtedness. A
twenty-year maturity js considered standard in this form-
of financing.- Balloon or term maturities may also be
used. Generally, the bonds are not c¢allable for the
first few years, except in the case of damage or destruc-
tion of the property or condemnation. Provisions for
such events are written into the Lease Agreement, as is
the price-at which the bond issue may be redeemed after
the expiration of the non-callable period."

4., Project Fitted to Lessee Company's Needs - the issuing
authority has no control or authority over the construc-
tion nor in the ordinary operation of the project by the
lessee. The lessee may make structural changes to the -
building and replace the machinery and equipment within
certain Timits. There is' no. restriction on replacement -
equipment to be purchased with corporate funds. Main-
tenance of the property and adequate insurance is the
d1rect responsibility of the Lessee

5. .Company May Buy or Lease Proaect at End- of Payment
Schedule - a company may continue to lease the facility:
at an annual rental or -to purchase the facility for a
nominal sum, if provided for in the lease agreement.

6. Tax Advantages May Be Rea1izeds-.dependihg on the;state-
and community, the company may be able to achieve re-
ductions in taxes such:as the property taxes.

The only significant disadvantage is the $5,000,000 capital
expenditure Timit, as set forth.by_the=Un1ted>Stetes,InternaTW
Revenue Code. For a six-year periddﬂéommencfngxthkee‘years.prior

to the date of delivery of the Bonds]and,endingfthreefyears after
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said delivery, total capital expenditureslmade by'the-Corporation-V
at or in connection with the Project_may.not‘eXceed’$5,0005000
irrespective of the source of payment for, or fundiné;of,»anye
such cathad expenditures. Al1 capita]fexpendithres for facili-
ties of a depreciable nature made and principally used by the
Lessee‘company are taken into consideration:jn determining the
$5,000,000 Timit. However, if the 1tem$-fnsta11ediat:the project
- wWere porchased or acquired by the Corporation-more-than~three
years prior to the date of the de11very of the Bonds, they wou]d
| not be,chargeable against. the $5,000,000 11m1tat1ona When a
violation occurs, the bonds' interest become taxable as of. the
date of the violation. | | .
The cond1t1ons and flexibility .of the Industr1a1 Revenue Bond
is especially attract1ve for Canadian f1rms with 11m1ted f1nanc1a1
means. The Ontario automotive parts manufacturer who recent1y- |
opened up a new manufacturing,pTantfin'the u.s. South pointed out
that "this form of financing will not conflict with-restrictions-
on any outstanding corporate debt arrangements and can be accom-
plished without disturbing the natural market for trad1t1ona1 :
corporate debt 1ssued or to be issued by the .company" i
Another manufacturer, this one based in A]berta,_offered"
the following remarks: . | o ’ ‘ ' |
\ “One thing that helps in the Unjted States-is- . - -
- that if you want to put a factory up, you can ‘ - .
"get a Tow-interest:loan under a-bonding arrange-
ment from many of their municipalities. They
have very .competitive rates there. They seem
to-have.very aggressive local business groups
or development agencies, even jn-small towns.
- Qur factory was built by the business com-:

munity in a small mid-western town using these
bonds, - because they wanted us to go to ‘that town.
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- Community involvement is apparent and real. In the case of/
the éuto parts p1ant,‘at the time the_ground‘breakihg';efemonies
'took'p]ace;-the'pafticipantS-inc1Uded1the Mayor‘of»the small town
- . (a community of 45,000), an bfficiél-of the EhtekpriséxDeveTopA
ment Division of the State, the President of the Construction
Company, a former Mayor'of fhe community;_a‘TocaT:judge, the Pres~-
ident.of the U.S. subsidiary, a Mayor of a neighbouring,town,and
s a Minjster of the First Baptist Church.  Sihce the opeﬁing of the
h plant, the working relationship between the Canadian'qwned:sub~ |
sidiary ‘and ‘the local community has been exce]]ent; in other words,
mutually rewarding.  In théiopinion)of-the President of the Can-
adian Company, Americans appear to_have_greater:respect for: the

contribution of the "free enterprisé“;system”than-do:Canadians.

Manufacturingjand Harehousing

Fifteen of the 25 companies had manufacturingup1ants-iﬁ-the
U.S., and 3 had multiplant operations. The 3 included a steel
producer, aimobi]e'hbme'manufacturer3 én@-astelepommunications
équipment manufacturer. The square»fbotage;of theSefplantS
ranged frdh’a Tow of 4,000 to a higH:ih‘excéSs of 200,000 with
most concentrated around the 100,000 mark. ,Thefstaff:empioyed
at these plants were aStfew_as,TO;infongaihstanéé,.and as. many
- as 800 in-another. ~In only 3 cases were,fhe U}Sw.subSidiaryvop-g-
eratibns,,in size,aﬁd~qutpuf; bigger thqn~their.Canadianfparent;

These 3 companies included an Ontériq béSed s£ée]‘pfoducér,’

a Quebec hardware manufacturer, and éfBritTSh~ColUmbia:aircraft
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designer. The stee] producer has one.minTASteel-miTT.in Canada,
but tno in the U.S. Whiie the combined output in-tonnage of‘thev
U.s. mi]JSfeXceeds the Canadian total, the plant staff~employed
in both countries are comparable in size. In the case of the
hardware nanufacturer,«U.S. acquisitions and the concentration
of their nanufacturing'actfvitie5~1n‘one:new large plant has made
the American operation bigger than the. Canadian.. However, as in

the case of the steel producer, the~size of the. Canadian Tabour.

force exceeds that of the U.S. .The d1fference may be explained

in terms of the relatively more modern U.S. plants, and the greater

degree of Speciatization becauseffewer oroducts are manufactured,
and thetr~productions nunS'are<Signjficant1y 1onger,than~in the
Canadian_parent operations.

The ajrcraft example is a specia1.case. Thefcompany uasuin-
corporated in 1970 to. build a prototype STOL afrcnaft. In'197]
management decided to produce the prototype in the- State of Wash-
ington- to qua11fy for FAA cert1f1cat1on and because aircraft ex-
pert1se was.read11y available from BOEING in Seattle. - Thus, the -
Seattle operations becameAsignﬁfﬁoantlyn]arger-thannthe_tota1

equiya1entVCanadian base. The origina]:idea-was‘to.do'the\manu-

" facturing in-Canada, onCefthe-prototype flew. In-1974; however;

management dec1ded that- manufactur1ng shou1d a]so take p]ace in.
the U.S. because of a. lack of Canad1an government f1nanc1ng, and
the h1gher costs of manufactur1ng in Canada .
The: plane few in ]975 but has yet to be cert1f1ed Manage-
ment estimates that it requTnes~about $5“m1111on1tofget-1nto com-

mercial operations, and is presently trying to raise this'money}'
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The~subsid1éry-1n the U.S. had tquuaTify5a5~a-UgS. citizen in

order to meet the standards for FAA certification. A cosmetic

change was ‘made to satisfy this requirement,.whi1ersti]Jimaking

certain. that the Canadjan paﬁént retained control of the operation..
The gist of this requirément and its SétisfaCtory resoTut1qn can

bE*quickIy_gleaned-from~the»fo]]owing two paragraphs:

"Following the first flight it was noted that the
Subsidiary did not qua11fy as a "Unjted States
Citizen". Under the pertinent. United States statute,
a United States c1t1zen, as-far as a corporation js -
concerned, is defined in effect as a corporation,
1ncorporated under the Taws of the United States or
any State thereof, or which the President and at ‘

- least two-thirds of the directors .and other managing
of ficers are United States citizens and of which at
least 75% . of the outstanding voting- shares are owned
or.controlled by United States citizens.

The matter was discussed at length with the
regional counsel for the Federal Aviation
Administration who advised that: the aircraft
could be transferred to and. registered in the
name of an individual United States citizen and
held by him on behalf of the Parent or it could.
remaijn. reg1stered in the name of. the Subsidiary
if the necessary-action was taken to.qualify the
Subsidiary as a United:States citizen. The
regional counsel further advised:that it would '
be in order for an jndividual or corporate United:
States citizen to hold the ajrcraft in trust for.
.and on behalf of the Parent and indicated that it
was a common practice for aircraft manufacturers
to have a ‘subsidiary.or a company of convenience
so ‘that new aircraft on 1eav1ng the. production
Tine could be: registered in its name pending. sa]e
and registration in- the name of the uTtimate.
purchaser .

The question regarding incorporation in the U.S. was viewed .
as.strajghtfforWard~by the-interViEwéeé.F Twenty—three of the: 25.

companies incorporated their subsidiaries as U.S. companies, while
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the remaining 2 registered. them as,branches;of theucanédian~f1rm;.
TheAmajor reason for the latter option was to:offsef the U.S.
branch 1osses>aga1nst'the total profits on the Canadian operation.
It was.poihted out, however, that once prqfits;wére realized in
the U.S., the "branch" Statu§ wou]d.be‘chqnged:to a U.S. incor-
- porated citizen. |
Ten of the 25 companies were 1argeiy.saTes-Subsidiaries with -
warehouse faci]ities.~.The:structure-ofjthis type‘df oﬁeration
is simple. . For example,-ah Ontario manufacturer-of,bicycles
leases a 30,000 sq. ft. warehouse in New.HampéhTre'to stodk his
Canadian made pfoducts. An~1nventory Qf approximately one mil-
Tion dollars is maintained in the ‘warehouse, and is uééd to -help
finance the company's U.S. oPeratjéns.i The Ontario firm holds
an option to 1ea§e/purchase-4%~acresvof ]and‘adjacent to-tﬁe
warehouse facility. The present'éite could be converted into
an assemb]y/manufacturing plant which:is the dfrection'manage4
ment*hopes‘to take {n-thé;futureg. At-this time, all major U.S.
ordgrs aré'serviced.by the company‘s;two‘pﬂants~in;OntariO"andf
Quebec. The New Hampshire warehouse»is.11mftéd,t035ervicing
repeat 6ﬁders fdr a narrow line of'bicyC1es,.While*maiﬁtaining‘~
spare parts,for all Canadian.prodUCtsfexpoftéd;fd the United:f
States.. o R
Five”bf the 10" companies were-;a1es,subsidiarieSjwhichusubr
contract some of theijr dfstributfon and Warehousing activities
to U.S. distributors; These'distr?butorsﬁ‘howevefp functioned -

as an'eXténsfon:of*the;CanadTan.¢0mpan1es'.operatidns'Tn’thef
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U.S. The fécade_usedwaSito,make the U;S..customérs.beiieve that

they were dealing with a U.S. based operation.

FINDINGS AND ANALYSIS

The probable impéct~of the Canadjan-U.S. business arrange-
ments. on- the Canadian econbmy'can be-hjghlighted in the context

of the empioyment.and.ba]ance of payments effects.

Employment Effects

Three employment effects can be‘readilylidentified..'First,
there is the~productibn\disp]acement jmpact on;emp16yment ih
Canada. The assumption here is7thét empidyment would have oc-
curred in Canadézhad'the prodUctioﬁ of the U.S. subsidiaries
been carried out in Canada. The assumption.Under]ying the pro--
duction-displacement effect was questibned.in 15.of the‘25.comf
panies-intervieWed; néme]y, those that:engage fh Spmé manufac-
turing activity in.the;U.S; This was”donefby.ascertaining«the 
corporate'motivesfwhich prompted'tﬁeséffirms tovestab]iSh U;S.
ménufacturing affiliates. B

As pﬁevious]y.noted, the key feasbns ﬁeré_]arge]y markét f
considerations and the.choice~wasﬁrare1yibetweén expanding pro-
duction‘inWCanada andﬂprOdﬁcdng'1n,thern1ted=States,-but be-
tweén supplying the3u,S{ market or dropping~oui, The dyhamiCS
of this choice is.illustrated 1n>the folTOWing?exampTE,.but.thé

end result is not typical.
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Ontario Shoe Company Limited .
Ontario Shoe Company (0SC) manufactures-and sells footwear,
and is considered to be one of the three major Canadian producers

with an annual sales volume of approximately $23 mijllion. In.

1970 0SC's management made the decision to .establish a U.S. manu- -

facturing operation in Buffalo. The decision was explained in
tgrmé of the high U.S. tariff rate that was app]jed;against im-
ports - 37%% ad valorem duty. O0SC could not compete in the u.s.
market because the cost of manufacturing:ihtcanada Wﬁs atj]eaét
as high as in the U.S.. .

OSthad.deveTOped a unique techno]ogy in boot mahufacfﬁring,v
and the design was aesthetically appéa]ing,'eshecia]ﬂy*cbmparédv
to U.S. made~b06£s. For these.reaspﬁs, manageméht-decidedrto~
overcome the tariff wall by establishing a manufacturing plant
in Buffalo. A building was leased and 140 people were employed

at the time the plant was officially opened in 1971.

Since the company's techno]ogjda]'capﬁbi]ityfwasvbased.in Toronto,

‘as was the-equipment'and machinery whfchlproducedithe-WsTush-
mQ]ded'p]asfic boot shells",.managemenfﬂconc]uded that it sth]d
export these shells to its Buffalo plant, where they would be
finished for the U.S. market. At that £ime;Vthéseushe11s were
~imported into- the U;s, at a‘dUtyfof'}Z%%fad'va]brem,.,Fuhther,
the "cost of that portion of the«artiplefwhich.takes.pTage in
Canada, including duty at 12%% and'frejght;.cbmpfises~34.8 per-
cent of the‘cost5~there0ff; THu;s.approXimate1y>2/3{0f*the‘¢o§t .

of completion was expended in the U.S., and 1/3 in Ganada. 0SC
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was able to compete with U.S. manufacturers undef:these~tariff'
conaitions. Management, however, had every‘inteﬁtionxof~eventu-
ally developing a U;S.’mo]ding technology in their Buffa10-plan£.
By the third year'of‘opérationgiin the Winter of 1973-1974,
0SC had realized bookings valued between $3% and $4-million.
Shortly thereafter, (August 5, 1974) 0SC received notification
from the U.S. Customs Service (Department of the Treasury) that"

it was ruled that OSC_plastic boot shells were considered to be

Tined, and thus were classifijable under provisions which rendered.

them dutidable at the rate of 37.5 percent ad valorem. Moreover,

the decision was made retroactive for eight months which meant

that 0SC had to "shell" out $89,000 for orders in hand.  The boot.

shells were priééd at $2.00 per unit.

The U.S. customs decision made if ﬁmpossib]e for OSC:to con-
tinue its opérafions in Buffalo. It honoured all of its orders,
but immediately discontinued its partial UJS.vmanufaéturithop—
erations. The'140 U.S. employees, with the exceptionabf.some'
sa]es-peréonnel,‘Were~"Tetigo“.. Financial constraints prevented:
0SC from .expanding its U.S. base 1hto a:fu11y 1ntégrated;manu-
facturing operation.

In spite of the plant closure, management decided to fight
the‘Cusfoms-deCisiﬁn,Aqnd on November 21, 1975, 1t?receivedxai
letter from the Department of the Treasury to the effect thaﬁ;

In this jnstance the amount of finishing:’ requ1red
after importatjon-is substantial. Noting the-

court cases .alluded to, we-are-constrained to hold -
that the boot shells in jssue rather than being. .

unfinished for tariff purposes are parts classi-
fiable under the provision for wear1ng appare]
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“not spec1a11y prov1ded for, of rubber or .plastics:
in item 772.30, TSUS, and dutiable at the rate’
of 12.5 percent ad valorem.
This decisjon js.being circulated to all Customs
officers 1in order that the merchandise may be

classified un1form1y at each port at wh1ch it
“may be entered "

0sc, hdwsyer, decided against re-opening its'Ums. plant.

for the fo]]owing_reasons: probTems'of re-organization in its
Canadian operation demanded managemehthtime; there were finan-
- cial probiems; and the Canadian market was being swamped with
jmports, and_competition was fierce. -Theh-ins1977, new markét
opportunities in Canada resulted frpm~the Canadian Qovernment's
decisionsto-app1; import'quotas against offshore‘supplfers.
The president of 0SC:in his report to the}shareho1ders,Ac1a5med;
that: _ |

"Effective Dec. 1, 1977, the{new=1egislatfon

will cut imports by approximately one third.

This represents mammoth volume and, for Cana-

dian’ manufacturers, prospects are. def1n1te1y
encourag1ng

In~order:to:take full advantage of~thé‘opportunity; 0SC- is -
devoting all its fesources't0~exploitingwthe40ana&tan market
to its fu]1EStipotentiaT,‘;In the meantime, the:U.S. affiliate -
functions~a5fasSales.sqbsidiary.. ”
The 0SC example js a particularly 1nteresttngrdné.- First;'
it shows that different tariff rates apply: to different” stages

of product1on and that U s. customs.decns1ons may;beﬁanterpretedg
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d1fferent1y at d1fferent t1mes Prdb]ems'wfth U»S' ‘customs have
been. experienced by a number. of the interyiewees: who rece1ved
.d1fferent‘tar1ff rate decisions at different U.S. border loca-
tions for the same type of product. |

Second,HOSC's management-Opted,td'promotejgrOWth,through
. geographical diversification in the face of a limited domestic
market. This strategy‘is'commOntto maﬁy of thercompanieé studied. =
The uniqueness of the 0SC example Tjes in the fact that Canadian
commerc1a1 policy, through the introduction of 1mport quotas,‘
he1ped expand the s1ze of ‘the Canadian market, and. for this rea-
son‘d1scouraged-OSC to consider re-opening its U.S.;p}ant in
Buffalo. E

The second;major employment effect has to .do with.éxport
stimulation. The literature on dirett~foreign investmeﬁttindik
cates that a'significanttamount of domestic employment is gen-
erated through the production of goods which result from the .
estab]ishhent'of overSeas aftiliate dpekations; The U.S. Depart-
ment of Commerce notes three reasons why foreign investments
stimulate U.S. export trade. 10
| First, a s1gn1f1cant part of the overseas 1nvestment is
: made through -an export of -U.S. capital equipment which usuaily
,requxres-spmevcunt1nu0us~supp1y of replacement equipment. This °
,geneka]ization does not apply'to.dur‘gﬁoupféf‘Canadian-cdmbahiés* 
The equipment and ‘machinery. emp]oyed 1n the. Canad1an parent com-
pany plants were largely sourced in- the United- States, Europe:
ahvaahan. Thus, it is. not surpr1sqnggthat‘most«of~the-equ1pe :

ment and machinery Tnstaﬂ1ed?1n”the;U.S; subsidiaries were leased:
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or,purcﬁasedifrom manufacturers based in.the Unjted States.
| Second, U.S..studjes show that many U.S. parent companjes

export partS and - components for fUrtherrassemey..'Thisiéftua-
tion is apparent in our sample of companies because most are
engaged in partial manufacturing activities in the U.S. Third,
an important volume of U.S. exports to foreign affiliates is
reQOTd:with\minima] assembly activity. Again, this findiﬁg
applies to our sample df companies, but to an even greater extent.

The sales organizations of the U.S;_éubsidiar{es are more -
effective than non-affiliated U.S. distributors in merchandising
Canédian made products in the U.S. The exjistence of U.S. sales
faci]ities,'warehquses and -trained persdnhe1 he1p to facilitate
not onlyAthe-af%}1iates_a55emb1ed ahd/or manufactured.goods, but
those of the Canadian parents as well. Furthermore, the Canadian
parent companies were a significantly more jmportant source of -
the U.S. affiliates' imports than a customer: for iheir(Uws.) ex-
ports. - |

The fhirdﬁmajor emp]oyment'effect.hasmto'do wjth whether:
the estab1fshment‘of-uhs.-subsidfa?ies provide jéb opportunities
for Canadians in the U.S. The major~différence'bétween“the
"home-office" émp1oyment.effect and-the "displacement" and
"exportzstimulif effects. is that in the case of the Tdfter'two, 
the occupational coverage largely consists of semi-skilled and-
ski11ed OCcupatiqnaT~cTasses. In the case of~the:forher,vthe
jobs.afe primarily managerial,4c1eribaj'and:profeSSionaTr

Most'U.S.‘subsidiary'personneT‘WerewrecruitedQTn-the*Uhited'
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States. With few. notable exceptions,amihima1~emplpyment in:
Canada-waS'created for gompanies which\serVTce‘the‘qperatTons
of.Canadian'parent firms with U.S. sdbsidiaries.:-These firms
engage in euch;activities ae'engineering, public ké]ations; Taw,
management consulting, finance and-banking. u.s. brbvincialism
and nationalism, supefior expertise, lower rates and Canadﬁan
ignorance of U.S. Tlaws were among the reasons offered for em-
ploying U.S. f1rms in support of Canad1an act1v1t1es in the

United States

Ba1ance of Payments Effects

If the investment from Canada mere]y displaces exports that

‘emanate from Canada and would have continued, the investment

makes very little contribution to Canada's ba]ancerf payments.
If, however, the investment results in servicing a market which
cannot be serviced by Canadian exports, or which would otherwise -
be serViced;by anoﬁhen foreign firm, then the contribution to
the'Canad{an ba?ance'0f1payment5-fs‘much.greater. |
The corporate reasons for establishing U.S. manufacturing .
Facilities have‘been‘examined- By high]ighting=the"impact of
such investment on the Canadian company' s manufactur1ng and
export1ng,act1y1t1es, one can gain: some apprec1at1on of. the
differing effects this type-ofalnvestment‘may~haVeﬂon‘Canada,
For'a'start, one key.benefitigenehal}ydassociated~with5U-Se out- .

ward'investment‘fs on]y~m1nima11ylrea1ized spec1f1ca11y, an in-

‘crease- in the export of" Canad1an made mach1nery and equ1pment
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and re1ated support services. The explanation offered is that:
Canada lacks a‘sophisticated‘secondaryamanufacfuring’capability,ﬂ
readily é?ident in the foreign madéwequipment and maChinéfy in-
sta]ied in Canadian p]ants,' |

~ Companijes with manufacturing affiliates tendmto:reproduce
their operations in the United States.. During the initial phase -
of settingiup the U.S. subsidiary, pareﬁt-cdmpany exports may
increase significantly because of the expanded and hére aggres-
sive activities of the company’s.U;S. sales organization. Cana-
dian exports will include both finishEd-products:as‘we11~aS'com-
ponents to be asﬁemb]ed in the .U.S. plant. However;‘as-the u.s.
subsidiary strengthens:énd expandsuits4manufaqturing-capabi]ity,
increasing.reduéfion in exports from.thejCanadiAn parent is likely
to take place. ‘ | | |

This seems to be a common fhappenihg“fcr-a‘numBeerf;cor-

porate interviewees whose U.S. manufacturing operations have been.
in place for some years, ie., in excess- of five. ' The cause is
explainedfin‘terms*o?'the'tendency*fbh Canadian“companieé to-rep-~
lTicate their operations in. the U.S.3 épecificalﬂy”around'product 
Tines prévioUsly exported to the United States. . At first glance,
thisiappears.to»be a fminiature'replicé" sﬁénario Tn:reverse,
involving Canadian parent companies. There is one major differ-
ence: -if the subsidiaries in the U.S. are successful, they are
anythingsbutA"miniaturef compared tqﬂfhe.sca]e'of-tﬁeir parent
company;dperations in Canada because QfAthé sizésof§fhé u.S. mar- -

ket. -
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The interviewees' U.S. experience were not universally
profitable. Some encountered serious difficulties such as a.
Quebec manufacturer of radio telephone systems who closed his

plant in New York and had thie following observations to bffer:

"Quite a few small Canadian firms which
recently opened assembly-manufacturing
subsidiaries in the U.S. closed them down
because of high and unforeseen costs which
arise from running a plant in another
country, even {f it is next door to you.
These costs are seldom realistically com--
puted and often exceed the benefits gained
from the lower wages paijd to U.S. workers.
But the most important lesson learned is
that if you phase out your U.S. production
from your Canadian plant to the new U.S:
operation, unless the gap in production is
filled with new domestic or export business,
parent plant costs will increase and the '
subsequent result will bé an increase ‘in
over-all manufacturing and sales costs,’
"and a deterioration in the financial cap-
ability of the company.™

In the case of Kartash Products, it was previously noted,
the company felt it had to manufacture in the U.S. or face the.
prospect of losing its U.SiAmarket to its competitors.. 'Manage-'

ment recognized that the loss of production to the Canadian plant

would have to be made up by increasing its offshore sales. This

option was not so apparent to some of the other interviewees who
elected to 1imit their U.S. operations to warehousing and-éssembly;'
even under the threat of Tosing their sales to U.S. based manu- |
facturers. ‘ | |

A differential impact on Cdnada}s balance of paymeﬁts<wiTr

also occur with the type: of financing undertaken. Where the u.s.
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investment is financed 1érge1y from .sources in the U.S.,there
wi]i be 1ittle initial outflow affecting Canada's balance of
paymen%s. ~ At thevsame time, there - will be 1ittle inflow of ear-
nings on the equity invested by the-Canadian firm. Both the
debt/equity ratio in tpe capitalization of the-U.S{ subsidiary
and the source of debt and equity will affect the flow of capi-
tal between Canadé and the U.S. ‘

In our.grdup_of companies, there jis a high proportion of
.débt"to equity, with much of the debt raised in the U.S. This
means that Canadé will not receive much in the way of earnings
on the investment for some time. In fact, there appears~to be
a net outflow because most of the affiliates were recently estabj
lished, so jt is too soon to tell Whether-they wilf be profit-
able, and some aré already experiencing serious .difficulties
requﬁring further financial assistance. These conditions par-
tially explain why few companies maintain formal contractual
agreements with their U.S. subsidiaries regarding the transfer:

of technofogy, and its form of payment to the parent.

CONCLUDING REMARKS

Internationa]-business~expertise:was common to all companies.
The senior.executives interviewed generally believed that in or- .
der to sustain-theirVcompetitiveness~in Canada they had to achieve
sa1e5~succ¢ss.in the United States. Partly in response to. this
concern and challenge, our group of"Smd]T and medium sized com-.

panijes established U.S. subsidiary operations. While the moti--
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vation for such investmént may be viewed as being part_of a de-
fengive‘marketing strategy, it is equally important to recognize
that the formulatjon of this strategy was acceTerated by deter-
jorating economic and political circumstanées in. Canada.

The establishment of the U.S. subsidiary norma11y-tbok
place aftgr exporting for a few years to the U.S. matket.
Initially, most of the subsidiaries were sales and warehousing
operations, leading to assembly, partial or full manufacturing
organizations. Since the firms in question were generally small
and recent U.S. corporate entrants, only a few had U.S. plants
which manufactured in full their Canadian developed and designed.
products{ Most, however,’hoped that success in ﬁhe U.S;.would
1éad thém in thf; direction, ie., tﬁg-opening;up*of a "manufac-
turing" plant, ‘ » _

The U.S. subsidiaries were tightly controlled by their
Canadian parents, and all key decisions were made'by executives

in Canada, particularly those involving financial outTays..

“While the amount of capital invested outside of Canada by our

~group of companies was not sjgnificant, two important observa-

tions can’ be made about such investment in terms of-its impact
on small business in Canada. -

. First, the financial resources“of-smaTT_andamediumrsized
firms are generally 1imited. Thqs,iif a company- expands into
the U.S., its financial ability to pursue simi]af investment
opportunities in Canada will be constrained, because: it will

have had to mortgage most of {ts assets in support of its U.S..
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project. Raising the capita]'in.the'U,S.‘may,reduce.the impact
~of such investment on capital.putf1ous,.bﬁt it will hardly im-
prove theufinancia1'capabi1ity of -the Canadian firm to raise
.capital in Canada or elsewhere for other investment undertakings.
Second, the 1imijted size of the Canadian market and the
~general reservation about growing through product diversifica~
tion prompts small and medium sized firms to consider investing
in the United States. If such a decision leads to the establish-
ment of a*manufacturing_p1ant in the U.S., the former Canadian-
U.S. export business is normally transferred to the U.S. opera-
tion, however slowly. The new "gap" in Canadian broduction can
be ejther filled thfough an increasevof Canadian ér offshore
sales. If this result is not fortﬁooming,-the.competitivenessﬁ
of the-Canadian‘%irm can be jeopardized,vparticu1ar1y at a time
when its resources are strained becausé of the competing demands.
emanating from its newly established U.S. subsidiéry. A number
of the firms intefvfewed closed their u.s. P1ant.operat16ns for
this reason, and their experiences have not gone unnoticed.

The press tends to publicize "outbursté" by executives who
threaten‘to move‘their Canadian‘manufacturing operations-to the
u.s. becauée bf:deteriorating pBTit?co-economic cifcﬁmstahces in
Canada. Of the 25 companjes studied . only two: have either moved.
their‘head-office'or‘their manufacturing,opératibns to the U.S.
In the former case, the head office.Was moved‘bécause.of estate
tax-consideratﬁonsf‘ In the Tatter case, the market is in the
~U.S. and since U.S. government standards determine the'potent1a1

acceptability of the product, the Canadian firm found. it expe-.
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dient to design and test the prototype in the State of Washington
, and.not in the Province of British Columbia.

Is there any.truth-to the ﬁa]jegationsf regarding the exo-
dus qf Canadian firms to the U.S.? Our findings suggest that
there is no exodus. Weé encountered few companies which seriously
contemplated moving their operations fenmasse"'fo the U.S. The
exceptions were essentially oné-man operations such as. the On-
tario assembler of packaging machines who employed some 12 peo-
ple; 1éased'hi§ manufacturing space and machinery; and exported
eighty percent of his yearly sales volume.of about $600,000 to
the United States. From his perspective- he had 1ittle to lose,
and much't0<gain.from tfansferring his company site to "Texas",
and he offered the following reasoﬁ; for wishing to make the

move:
"-Texas has no State corporation taxes

-Texas has no State personal taxes

-Texas industrial space rates are much lower

~U.S. labour rates are lower and productivity higher

-My major market is_in the U.S.A.

—F1nanc1ng is more readily ava11ab]e in the U S.

at interest rates below 8%

-Despute the alleged unemployment sjtuation, good

‘Canadian workers are almost unobtainable

-High cost of f1nanc1ng in Canada, especially

with FBDB, and there is even a penalty on

early repayment of a FBDB. Toan

-Excessive documentation of duty drawback in Canada

-Generally higher Canadian business and personal. taxes

-Multiplicity of forms from all 1eve1s of government:

which have to be filled in Canada.

The possibility of more owner-managers of small firms. con-
templating moving their entrepreneurial talents to the U.S. should

not be lightly dismissed. These individuals aré'easﬁ]y-affected'
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by both .economic and political developments.  In.the case of the
1at£er, on the psychological level, which-also fmpacts on a com-
pany's investment decision-making process, Canédian opinion makers
are basically viewed as hostile towards business, especially when

profitab]e;«Canédian labour seems to resist changés that are de-

signed to promote Canadian productivity; and government officials,

both elected and appointed, appear to be less aggressive in seeking
out and expediting business opportunity than their U.S. counter-
parts. | ’

The lesson to be drawn from these perceptions is that Cana-
dian public policy towards business .needs strengthening not mere]&
in terms of financial rewards; it requires some far sjghted»think-

ing and action on how best to stimulate and recoghize the value

"of private enterprise at a time when business perception of its

own status and worth in Canadian socjety is at a low point.
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