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IXECUTIVE SUMMARY  

THE STUDY  

During,the Summer of 1978, the authors conducted a survey 

designed to provide empirical 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 aboutj the impact of such invest-

ment on their, corporate operations, including the implications 

for Canada. 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 manufacturing 

sector; (2) they are small or medium-sized operations; and (3) 

they are all deemed to be technologically-based firms. 

THE COMPANIES 	- 

The geographic distribution of the head-offices of the 

twenty-five secondary manufacturers is as follows: Ontario - 15; 

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 yesar. 

A major feature of the companies studied is that they in-

vest substantial monies on corporate research and development 

programs. ,Approximately one-half of the population studied re-

ceived government grants in support of their research and devel-

opment. 	In the case of some companies, their research and devel- 

opment activity is closely linked to the services they sell 

which include research and development done under contract for 

Canadian and foreign governments, and international agencies. 

REASONS- FOR -  INVESTING IN THE.UNITED STATES. 

All twenty-five-compantes•.have-a'ffildaté•operatIons : i'm 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. 

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 particular niche in 

the Canadian market, through the design and development of a limited 

product line. Most of these companies occupy a dominant 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 readily acknowledged 

the existence of opportunities to diversify their product line in 

Canada. 	- 

The unwillingness to diversify in Canada waS attributed to 

a number of factors such as reticence to 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 fields, 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 increasing company_ sales. 

Most iiiterviewees 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. 	For example, companies which have 

U.S. sales' offices and warehouse facilities, but no U.S. plant, 

often maintain a direct tie-line between their U.S. office and their 

main plant in» Canada. 

The relative size and growth potential of the U.S. market is 

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

by most Canadian firms, regardless of size. Our study does not 

contradict this contention; however, our findings suggest that 

the difference between the Canadian and U.S. politico-economic 

environments was also a critical consideration in• many of the 
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investment decisions. The environmental factors included the 

following: 	higher profit expectations in the U.S. because of 

lower relative political and economic risks; lower cost and 

greater availability 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 enterprise system; and less 

governmental intervention which promotes greater investment se-

curity for business. 

Production cost 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 production costs included 

the cost of doing business in the U.S. (for example, exporting 

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 total cost calculation. 	In this instance, 

the combination of . the two groupings - 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 majority of whom are based in Quebec and the 

West. 

Superior technology and international business experience, 

but not financial resources, were among the important corporate 

capabilities which led many of the interviewees to establish U.S. 

subsidiaries. They stressed that their competitiveness in Canada, 

possibly their survival, hinged on achieving market success in 

the U.S. 	Geographical diversification was regarded as the route 

to getting bigger,  in the confines of the small Canadian market; 

however, only a handful of firms exhibited financial strength, 

and viewed this corporate feature as one of the "very important" 

pre-conditions to going abroad. 

Not one interviewee singledout the present Canadian politico-

economic difficulties as the sole reason for investing in the 

United States. 	Nonetheless,  ail 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 considération 

 was given to the probable marketing and manufacturing implica-

tions for their Canadian operations. 

THE U.S. SUBSIDIARY  

Canadian companies which establish subsidiaries normally do 

so after having exported to the U.S. for a few years. The typ-

ical sequence is one of exporting first; followed by setting up 

a sales subsidiary with or without warehouse facilities; which 

may lead 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 barriers, 

transportation costs and U.S. customer service requirements are 

among the key factors which dictate the product mix to be manu-

factured. 

All 25 companies had sales in the United 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. 	Nineteen of 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. 

All 25 companies invested in some physical operating pre-

sence in the United States. 	Fifteen of the 25 companies had 

U.S. manufacturing plants, but only 3 of them had more than 1 

plant. The 3 included a steel producer, a mobile home manufac-

turer, and a telecommunications equipment manufacturer. The 

square footage of these plants ranged from a low of 4,000 to a 

high in exzess of 200,000 with most concentrated around the 

100,000 mark. The'staff employed at these plants were as few.  as I. 

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 size and output, 

bigger than their Canadian parent. 

Ten of the 25 companies were largely 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. customers be-

lieve 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, 

je. 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 each in Florida, Georgia, New 

Jersey, Ohio, Pennsylvania, Tennessee, Utah, Vermont, Washington 

and Puerto Rico. 

Twenty-four of the twenty-five companies have wholly-owned 

subsidiaries. 	The U.S. subsidiaries enjoyed little autonomy, and 

only 4 of the 25 Canadian companies maintained a foi-mal  manage-

ment contract with their U.S. operations covering such areas as 

research and development, and exporting. The formal approach was 

considered unnecessary since all key management decisions were 

taken in tile 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. 

The financial structure of the U.S. affiliates varied sub- 

stantially from company to company. 	In terms of the mix of debt 

and equity, the ratios ranged from 2:1 to 10:1. 	There were also 

significant differences in the extent to which debt was local 

or imported. A key finding is that most companies prefer 
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high-debt ratios and a minimum of equity  capitaL  for 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., and of the remaining 11, six of the 

companies financed their U.S. operations wholly in Canada through 

the use of corporate funds and debt capital 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 iderdlfied. 	First, 

there is the production displacement impact on employment in 

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 questioned in 15 of the 25 com- 

panies interviewed; namely, those that engage in some manufac- :. 
turing activity in the U.S. This was done by ascertaining the 

corporate motives which prompted these firms to establish U.S. 

manufacturing affiliates. As previously noted, the key reasons 

were largely market considerations, and the choice was rarely 

between expanding production in Canada and producing in the 

« 

	

	
United States, but between supplying the U.S. market or dropping 

out. 

-• 	
The second major employment effect has to do with export 

7 	
stimulation. 	The literature on direct foreign investment indi- 

cates that a • significant amount of domestic employment is gen-

erated through the production of goods which result from the 
7 

establishment of overseas affiliate opérations. 	The U.S. Depart- 

ment of Commerce notes three reasons why foreign investments 
. 	. 

stimulate U.S .. export trade 	First,. asi.gnificarit  part of  the 

overseas InVestment is ma,de.through:,anexport 	U.S. .capital • 



equipment whic- h'usually requires some continuous,supply of re-

placement equipment. This generalization . does not apPly.to our 

group of Canadian companies. The equipment and machinery em-

ployed'in the Canadian parent company plents:were largely sourced 

in the United States, Europe and Japan. -  Th'us, it is not sur-

prising that most of the equipment and machinery installed in 

.the U.S. subsidiaries was leased or purchased from manufad-

turers based in the United 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 sample of companies because  most  are 

engaged in partial manufacturing activities.iw the U.S. 	Third, 

an important volume of U.S..'exports.to foreign àffiliates is  re- - 

sold with minimal assembly activity. •  This 'findin g .  applies to 

our sample of companies, aS .  well. 

The third major employment effect has to do with whether 

the establishment-Of  U.S. subsidiaries providès job opportunities 

for Canadians in the U.S. 	Most U.S. subsidiary personnel were 

recruited in the United States, and with feW notàble'exceptions, - 

minimal employment in Canada was created for -companies which 

service the operations-of Canadian..-parent'firms with U.S. sub-

sidiaries. 

During—the initial phase of setting up'the U.S. subsidiary, 

parent compànyexports may increase significantly because:Of the 

expanded and more aggressive activities of the.cOmpany's - U.S.. 

sales organization. 	However,.as the U,S . .:stibsidiary-strengthens 

and expands its menufacturing capability, increasing:reduCtion 

in.-exports from the Canadian parent ts likely to. take:  place. ' 

The cause is explained..interms of the tendency. for' Cenadian- com-: 

 penigs to_repiicate tneir operations in the  U.S..;' specifically. 

around product lines previously-exgorted:ta the United:States. 

For our group of'companies . , there Is a high proportion of 

debt to equity, with much  of  the debt  raised inthe U.S.  This 

 .meansthat.,Cenada wilLnot receive-much in.theway'of earnings 

on the investment for some time. .In'fact, there-appears ta be- 
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a net outflo w  because most of the affiliates were recently estab-

lished, and some are already experiencing serious difficulties 

requiring further financial assistance. 

While the amount of capital invested outside of Canada by 

the 25 companies 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 

general reservation about growing through product diversification 

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 plant 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 production can 

be filled either through an increase of Canadian or offshore 

sales. 	If this result is not forthcoming, the competitiveness 

of the Canadian firm can be jeopardized, particularly at a time 

when its resources are strained because of the competing demands 

emanating from its newly established U.S. subsidiary. A number 

of the firms interviewed closed their U.S. plant operations for 

this reason. 
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INTRODUCTION  

Domestic economic and political circumstances are largely 

responsible for the public concern expressed regarding the moti-

vation for Canadian direct investment abroad (CDIA), and its pro-

bable impact on Canada. Expanding abroad is seen by many as an 

alternative to expanding in Canada. Consequently, such corporate 

investment is perceived to be bad because of the probable loss 

of Canadian jobs, exports, and the exportation of technology and 

capital. Canadian direct investment abroad quadrupled 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 type of corporate investment is viewed with alarm in some 	 • 

Canadian quarters, specifically among unions and governments 

(Federal and Provincial). 

CDIA in the United States is concentrated among a small num-

ber of large firms in the primary resource and resource-oriented 

manufacturing industries. Much of this investment has taken place 

during the past decade, largely motivated by the need to grow 

through géographic and product diversification. 2  Foreign direct 

investment undertaken by small and medium sized Canadian firms 

has arisen primarily from the corporate drive to exploit U.S. 

market opportunities which were made difficult by trade barriers, 

particularly the non-tariff variety. A further critical factor 

prompting such investment is the need to establish local U.S. 

support facilities in order to serve U.S. customers in a highly 
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competitive and marketing-oriented environment. 

There appears to be particular cause for concern when CDIA 

involves small and medium sized Canada-owned firms in the secon- 

. 	dary manufacturing sector, which is the focus of this study. 

The reasons for this concern are many; however, the following 

are generally 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 
is that it is detrimental to the Canadian economy in 
terms of the export of jobs and capital. 

2. Sales success in the U.S. market, because of its size, 
may easily promote a situation in which Canadian man-
agement will increasingly allocate more of its time 
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 
is generally not available in Canada because of the 
small size of the market. This situation usually 
suggests that investment in future plant expansion 
will take place in the U.S. 

3. Successful Canadian firms 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 significant loss of professional jobs in 
Canada. 

4. The high level. of  U.S. Investment:in the-Canadtan man-
ufacturing'sector has proMpted:.Canadi-an: governments 
in recent Years-to:devélop-policies and:programs aiMed 
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at encouraging the "start-up" of new Canadian entrepre-
neurial ventures, as well as to "dissuade" foreign in-

vestors from acquiring such enterprises (e.g. FIRA). 
The latter 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 immediate economic 
contribution to Canada by the companies in question. 

THE STUDY 	 • 

During the Summer of 1978, the authors conducted a survey 

designed to provide empirical 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 invest-

ment on their corporate operations, including the implications 

for Canada. 

The group of firms examined consists of twenty-five Cana-

dian-owned firms with one or more affiliate operations in the 

United States. Each of th-ese firms exhibit three key character-

istics:. (1) they are located in the secondary manufacturing 

sector; 	(2) they are small or medium-sized operations; and 

(3) they are all deemed to be technologically-based firms. 	"A 

technologically-based firm is defined as a company which empha-

sizes research and development or which places major emphasis 

on exploiting new technical knowledge". 4  

Information about these firms and their U.S. affiliates was 

primarily obtained through personal interviews conducted in the 

field, supported with material obtained from Canadian and U.S. 
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government  agenciez, associations and chambers. A questionaire 

guide was used to direct the company interview. The companies 

requested that their names not be identified in the study for 

fear of being unfairly criticized for investing in the U.S. at a 

time of high unemployment in Canada. Data was also collected 

from a•  variety of secondary sources such as annual reports, trade 

directories, Moody's Industrial Manual, company submissions to 

Parliamentary Committees, and one Form 10-K Report. 

THE COMPANIES  

The geographtc distribution of  the head- offices .of the 

twenty-five secondary manufacturers is as follows-: Ontario - 15; 

Quebec - 6; , and the West - 4. Table 1 gives a breakdown of their 

sales, assets.and employees. 

In 1977, five firms had a sales vhlume.of less than $5 mil-. 

lion which,according tà the interviewees would destgnate them as 

"small" among secondary manufacturers. This aPp.ears to he the . 

cut,off point betWeen small and medium sized.hperatihns, at least • 

as defined in sales terffis... Eighteen firms  had ab . annual sales. 

volume between $5 million and $49.9 million; this is the medium 

sized operation .. Two firms: had sales tn excess of $100 Million 

a year, and at first glance might be termed large. Upon further 

examination, these firms were viewed as border line cases, ex-

hibiting more of the characteristics of a medium sized firm, than 

a large mature corporation. Fora  example, the two firms are owner-

managed, recent corporate entrants, and are not ranked among the 
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100 largest Canadian firms. 	In fact, one of the two firms is a 

steel producer and is one of the smallest enterprises in its in-

dustry. Firms that appear large by Canadian standards are often 

small by international standards. 

'TABLE 1  

Corporate Sales, Assets and Employees for the Year Ending 1977  

Sales 

(IN MILLIONS $) 

Less than 1 (2) 

1 - 2-9 	(2) 

3 . - 4.9 	(1) 

5 - 9.9 	-(31 

1 . 0.- 24.9 	(7) 

25. - 49..9 	(8) 

50 - 99.9 	(0 )  

100+ 	(2' ) ' 

Assets  

(IN MILLIONS $) 

Less than 1 (4) 

1 - 2.9 	
(3) 

3 - 4.9 	(2) 

5 - 9.9 	- (5) 

10 - 24.9 	(8) 

25 - 49.9 	(1) 

50 - 100.9 	(0) 

100+ 	(2) 

Employees  

(IN HUNDREDS) 

Less than 100 (4- ) 

101 7 199 	, 	(3) ,  

200 	499-: 	(9) 

500 	999 	(4 )  

1000 -1,999 	(3)' 

2000 ..4,999 	(2) 

5000 -9,999 	(0 ).  

'10,000+ 	(0) 

Many of the firms could be classified as successful tech-

nical entrepreneurial ventures, well on their way to implementing 

corporate,structures which reflect characteristics of profession-

ally managed corporations. A major feature of the companies 

studied is that they invest substantial monies on corporate re-

search and development programs. In recent years, approximately 

one-half of the population studied received government grants in 

support of their research and development. Two of the twenty-

five firms went so far as to allocate a small percentage of their 

budget for pure research, in addition to product and process de- 
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velopment Work. Table 2 provides the 'range of expenditure on re-

searCh and development .  

TABLE 2  

Corporate Expenditure on Research and Development for the  

Year Ending 1977 	(in 000's $) 

Less ,than 100 	(3) 

100 - 249- 	(6) 

250 - 499 	(5) 

500 - 999 	(6)  

1,000 - 1,999 	(1) 

2,000 - 4,999 	(L ):  

5,000 	(0. )' 

Considering the sales realized by the companies, their re-

search and develapment expenditure is impressive. In the case 

of some companies, their research and development activity is 

closely linked to the service products they sell which includes 

research and development done under contract for Canadian and 

foreign governments, and international agencies. 

REASONS FOR INVESTING IN THE UNITED STATES  

All twenty-five companies have affiliate operations in the 

United States. What is particularly significant is that the 

opening date of their operations took place during the past d 

cade, 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. Thus when  •interviewing the 

companies, the executives were in a relatively good position to 
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explain their reasons for investing in the United States. Table 

3 provides a frequency distribution of the reasons, and their 

relative importance at the time the decision was taken. 

Market Considerations  

Home markets are rarely saturated, except in a relative 

sénse,.  In this context, it iS argued - that when.the cost of de-

veloping new business is . greater in Canada: than, say, in the 

United States, the Canadian. company may contemplate investing In 

the.U.S- The literature on foreign direct inyestment.suggests 

that.such a "situation develops most commonlyin a mature domes-

tic corporation which hes surplus funds.and management capability 

for which it foresees only marginal opportunities"
5  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 
generally be content to grow no faster than the 
economy in general. But the reward system of 
American business makes it imperative to grow 
faster than that. Some such growth can come via 
,introduction of new products from research or from 
licensing others' research. Acquisition of other 
companies offers additional potential. Foreign 
investment is a third way to grow, a way which is 
often cheaper, possibly more profitable, and 
always glamorous." 6 

The benefitsfrom investing -  abroed.include-the 

promote new growth• from He low-market .share-position, which:•can 

beHqeckly achieyed:throue the,acquisition,rbuteenagement 
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TABLE 3  

REASONS FOR INVESTING IN THE U.S.  

(Ranked in order of importance 

MARKET CONSIDERATIONS  

a. Maintain or increase market share 
in the U.S. 

b. Faster sales growth in U.S. 

OOOOOO 22 - 3 

than in Canada   21 2 1 1 

c. Dffficult to reach U.S. market 	 • 

• from Canada because of tariffs, trans- -  
portation costs or nationalistic pur-, 

chasing polizies:   16.4‘ 

d. Diversify pro-duct  •line/geographic market .. 

e. Increase responsiveness to U.S. customer 
demands and improve servicing capability 	 12 10 2 1 

f. Integrate forward/backward   1 1 0 23 

g. Promote exports from parent Canadian 
firm through U.S. subsidiary   2 2 0 21 

h. Secure.U.S. sources of materials supply. 	 21 2 3 	18 

i. To export from U.S. to third countries   4 1 	2 18 

U.S. PRODUCTION/COST FACTORS  

a. Availability of advanced technology 	 3  f 1 20 

b. Availability of natural resources   1 0 2 22 

c. Availability of fuel   1 • 0 	1 	23 

d. Availability of stable labour force  • 	  9 6 2 8 

e. Availability of managerial talent   4 4  5  12 

182  1 4 



U.S. POLITICO-ECONOMIC ENVIRONMENT  

a. General political stability 

b. Trade Unions' Attitudes 

c. More favourable taxation.policies 

d. Relative freedom from regulatory 
constraints   5 3 2 15 

e. Easier access to financing   5 2 5 13 

f. Wage/Price policies  	7 2 5 11 

g. Federal government economic incentives   0 2 1 22 

h. State government economic incentives 	2 1 	1 	21 

i. Buy American policies 	 7 3 1 	14 

FIRM'S CANADIAN_CORPORATE RESOUR,CES 
AND CAPABILITIES 	. 

1 2 3 4 

3 5 5 12 

5 3 4 13 

5 3 5 12 

a. Possession of supertor technology 	. 

b. Growth in eeerience in international 
business - 	 . 

21 4 0 0 

17 6 2 

C. GroWth'in corporate capacity to.finançe 	• 
investment via retained .  earnings/ • 
bort'owing/issue- of-new.equity 	• 	............ 4  

CANADIAN POLITICO-ECONOMIC ENVIRONMENT  

a. General political climate 	..... 	3 	6 	4 	12 

b. Quebec-Canada constitutional debate 	 3 4 3 15 

c. Trade unions' attitudes   4 3 5 13  

d. Taxat4on policies  	4 3 7 11 

e. Regulatory constraints 	. ........... 4 .  2 	4 	15 

f. Access to financing 	..... 	5 	3 	5 	12 

g. AIB controls 	 3 2 5 15 

h. Federal government policies  	5 3 3 14 

i. Provincial government policies  	3.2 	1 	19 

* Rating S.cal'e: 	1 	very  important;  a - Important;- 

3 - "of minor importance . ; and 4Y- unimp-ortant' 



and technical know-how from the parent company can be readily 

transferred via a few parent company employees who may form the 

nucleus of'the new subsidiary management team; foreign markets 

can be better serviced by a local subsidiary which provides a 

complete line of services in support of the Company's marketing 

programme; profitability is often higher in the foreign market; 

and by expanding the domestic company's operations beyond its 

national boundaries, management can take greater advantage of 

product and marketing innovations. 

While these observations help to explain the foreign invest-

ment motivation and strategies of large mature Canadian corpor-

ations with affiliates in the U.S., they do not characterize the 

operations of our sample of companies, nor do they explain their 

reasons for investing in the United States. 	In the first place, 

none are large and mature; second, only a few had surplus cash 

at their disposal; and, third, all were involved in the manufac-

ture of very narrow product lines. The last feature distinguishes 

the operations of small and medium sized firms in Canada, and is 

critical to understanding their marketing motivation for invest- 

ing in the United States. 

Table 3, under the market 	classification, shows that the 

first five (a,b,c,d, and e) considerations were judged to be 

among the most important reasons ftr establishing a U.S. affil-

iate. 	This is not surprising since similar findings would apply 

to large mature Canadian companies. 	In the case of the latter 

type of firms, however, their product range tends to be much 



broader,  and more  diversified. 

The crux of the answer-lieS in the fact that the. majOrity 

of the companies interviewed realized for themselves a particu-

lar niche in the Canadian market, through the-AeSign and devel-

opment of a limited .product line such as "Measurement Sensors 

and computer control systems for the paper industry". In thiS 

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

ate interviewees; the company occupies a . dominant market position-, 

and is n'otin competition' with-large-firms. Thé drive for growth 

led this company to invest in replicatin g .  its strategy and opér-

ations in the U.S., although it readily acknowledged- the exis-

tence of opportunities to diversify its product line in Canada_; 

for example; in.terms of other induStry'aPplicationS.I 

The  unWillingness to diversify -  in Canada  waS attributed to • 

a 'number of factors such as reticence to-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 distri-

bution; as well as general hesitation to engage in new business 

fields, 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 increasing company,sales. 

The Third (c) market consideration is often pivotal because 

it pushed a number of Canadian companies into setting up U.S. 

subsidiaries. For example, a Canadian 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 foreign factory as a source 
of goods they are going to buy. I think that is 
a very big factor. People in 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. For example, companies which 

have U.S. sales offices and  warehouse facilities, 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 office" can be linked into the main Canadian 

plant and frequently are not aware of the fact that they are 

talking to someone outside the U.S. All catalogues, literature, 

and direct mail pieces sent to U.S. customers make no mention of 

the fact that the company is Canadian. Canadian corporate exec-

utives typ 'ically keep business cards for both the U.S. and Cana-

dian companies. 

The hrategy of downplaying the Canadian image is not out 

of the ordinary. Commenting on this phenomenon, the president 

of a geophysical manufacturing firm contends that, 

"For those who feel that the Canadian lamp 
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 their buying 
patterns. It is also true that labour and protec-
tionist lobbies have never been louder. Leave the 

flag waving and image building to Canadian Govern-
ment officials. We don't feel we're misrepresen- 
ting anything -- like the door on the Volvo we just 
don't make a big thing of it." 

As for the remaining four market considerations, (f,g,h, 

and i) only " i n  can be deemed to be important, but not necessar-

ily critical to the U.S. investment decision. 

One interviewee established a U.S. "domestic international 

sales corporation" (DISC) to take advantage of preferential tax 

treatment. Another 3 interviewees ranked the (i) consideration 

as very important because they "intend" to use their U.S. manu-

facturing base to—launch an export drive idto Latin America. 

A key finding under the "market" heading is that few firms with 

U.S. subsidiary manufacturing operations saw the establishment 

of such facilities as a means of promoting Canadian exports to 

the U.S. 

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

The relative size and growth potential of the U.S. market 

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

shared by.most Canadian firms, regardless of size. 7  Our study 

does not contradict this contention; 4owever, our findings sug- 

. gest that the difference between the Canadian and U.S. politico- 

economic environments was also a critical consideration in many 

of the investment decisions. The environmental factors included 
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the following: hjgher profit expectations in the U.S. because 

of lower relative political and economic risks; lower cost and 

greater availability of financing; lower relative production costs 

attributed to less labour unrest and increasingly more favourable 

labour costs; superior productivity growth related to lower la-

bour costs and more aggressive management arising from a stronger 

committment to the free enterprise system; and less governmental 

intervention which promotes greater investment security for bus-

iness. 

The cost of production factors including land, labour, ma- . 

terial, capital and management seldom constituted the rationale 

for the U.S. investment decision. 	For example, all interviewees 

claimed that labdur costs were lower in the U. S. - from 15% to 

40% lower; however, only a few were involved in labour intensive 

manufacturing activities, ie. yihere labour costs represent a high 

proportion of the value of output. 

The production cost comparisons were rarely judged to be 

the predominant reason for investing in the U.S. as opposed to 

investing in Canada. Certain executives remarked that the im- 
. 

pact ,of inflationary forces, price stabilization activities of 

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

foreign exchange rates can quickly nullify or aggravate differ-

ences in the relative costs of production. 

If,however, the production costs included 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 related considerations would have to be included 



in the total cost calculation. 	In this instance, the combination 

of the two groupings - U.S. production co st factors and U.S. poli-

tico-economic environment - was considered to be of comparable 

importance to the "market factors" by a number of interviewees; 

the majority of whom are based in Quebec and the West. All inter-

viewees singled out'the extremely nationalistic and provincial 

posture of their U.S. customers in terms of buying "American" 

from U.S. based companies, as well as the "Red Tape" problems 

encountered at U.S. border points 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 

requisite product and process technologies produced and serviced 

by them are commonly available in the United States. Thus, Cana-

dian firms wishing to compete in the U.S. believe that they must 

establish  U.S. bases of operations since competition will then 

focus on product differentiation, sales effort, and service differ-

entiation.  This cannot be readily accomplished via exporting, 

especially if the Canadian firm is small and does not have the 

resources and/or proprietary protection to merchandise a truly 

differentiated product. Moreover, a Canadian presence is neces-

sary in the U.S. in order to generate confidence among U.S. cus-

tomers; je., the customers will see this as guaranteeing supplies 

and the associated  support.- service requirements. 
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Superior . technology and international business .  experience, 

but not financial resources, were.among.the important corporate 

capabilities which led many of the interviewees- to establish U.S. 

subsidiaries (see Table 3.). This finding should not be'surprising 

since a major weakness of most.small and medium.sized firms in 

Canadian is a lack of capita1. 8  Obviously, this limitation is 

not a sufficient condition -  to dissuade the companies from inves-

ting in the U.S. The form of financing employed by these firms • 

will be examined in a'later section. 

The key-point made by many of the interviewees was that their 

competitiveness in Canada, possibly their survival, hinged on 

achieving market success in the U.S. 	In brief, geographical 

diversification leias regarded as the route to getting bigger in 

the confines of the small Canadian market; however, only a hand-

ful of firms exhibited financial strength, and viewed this cor-

porate feature as one of the "very important" pre-conditions to 

going abroad. 	 • 

Not ône interviewee singled out the present Canadian poli- 

• 	tico-economtc difficulties  as thesole reason for investing  in  

the United States. Nonetheless, all six Quebec based companies 

admitted that the domestic political climate played a key role 

in their U.S. investment decision, but only after due considera- 

tion was given to the probable marketing and manufacturing im-

plications for their Canadian operations. 

As for the other interviewees, the majority of whom.are 

based in Ontario, the environmental consider.ations were examined 
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in.relative terms, vis 'a vis the .United States. On the wholê, 

the United States. was regarded-as the more attractive site for 

corporate investm 	 •ent. 	' 	 • 

One symptom-of the currént economic and - political. 'difficul-

ties experienced,in Canada. is the decline in value of theCana+ 

dian •dollar. The actual extent to which capital flows -plaY or 

may not be influenced by the undervalliatian or the-ôvervaluation 

of the . Canadian dollar is virtually unquantifiable. 	Opinion is 

divided •on the extent to which the 1978 exchange rate realign-

ments may reduce the size of çorporate,ca-pitaI.cutfloWs in the: 

form of -direct investffient. 	While - there may be some redUction, 

aur findings indicate that corporate capital migrates for a host 

of'other reasons', and that  the  current exchang e -. rate fluctuations 

have a limited impact on the U.S. investmen.tdecisions of small 

end medium sized Canadian—Firms. 

The findings suggest that the re&sons for investing in the 

U.S. are seldom emotianal and non-marketing 	The following two 

examples hélp to illustrate this fact by highlighting the key 

factors which motivated two of the interviewed companies, one in 

Quebec and the other in Ontario, to establish subsidiaries in the 

United States. 

GeIdart-Research Limited  . 

The decision to establish a• Geldart - Research- office and la-

boratory in the Denver,'Colorada areawa .s.-Ymade during 1-976 fôr 

the  follawin-g: reasons: 



(a) Denver is a major centre for mining and hydro-carbon 
exploration operations and offices are maintained in 
Denver by a large number of mining and oil companies. 

(h) Activity in the energy exploration and development 
field for uranium, oil, gas, coal and geo-thermal 
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 outside of Washington. 

(d) The Denver-Boulder area is an important centre for 
government research laboratories 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 facilities 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 facility 
has been a significant inhibiting factor with Geldart's 
U.S. customers in the past. 

(f) Theestablishedexpertise 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 opportunities avail-
able in the Denver region. 

Geldart's initial move has been to establish a small geo-

chemical laboratory and photogeological facility. Contract work 

has alreaày commenced on these premises. Particular emphasis is 

being placed upon energy areas in the Denver laboratory, and ex-

pansion into contract research is also scheduled after the geo-

chemical laboratory is fully established. As far as possible, 

it is planned to integrate the Denver and Toronto capabilities 

in a complementary fashion. 

During the initial phases of growth 'of the Denver operation, 

some corporate investment will be required, but this wi11 be 
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reviewed continuously with a view to achieving a self-sustaining 

operation as soon as possible. 

For the reasons given, Gledart's management considers the 

groWth possibilities of the Denver facilities to be very substan-

tial and with a view to ensuring that the company's investment 

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

intends to make Denver his personal base during the period of 

establishment. 

Kartash Products, Limited  

The prospect of losing U.S. customers for product X to an 

expanding U.S. industry prompted Kartash to build a new plant in 

South Carolina that will produce as much as its two Canadian 

plants combined. The South Carolina location was chosen because 

of its proximity to Kartash's customers for product X. The plant 

could cost as much as $15 million and employ 100 or more persons. 

The cost of manufacturing in Canada was not a factor in its 

decision, hor was the offer of capital inducements to locate in 

South Carolina. A U.S. production base is expected to lead to 

large savimgs in tariff and transportation costs of products sold 

to U.S. customers. Employment at the Canadian plants, which are 

operating at close to capacity at present, is not expected to be 

affected now or when the new plant comes into production in 1979. 

The domestic and international markets for product X are expanding 

fast enough to accommodate output of all three company plant 

facilities. 
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Kartash traditionally held e large part of the U.S. market; 

however, because its U.S. competitors announcedplansr of thetr-. 

own to expend production, these.actions Could jeopardize 'Kartash's 

market share if it did not makè a similar move in the United . 

States. The two Canadian plants are well located t6 serve ex-

port markets other than the United States, and Kertash will make 

intensive efforts to expanc[itS offshore - sal -es. 

Product Diversification  

Growth through product diversification, on the other hand, 

a strategy pursued by many large mature Canadian companies, was 

seriously attempted by only two interviewees. To-date, one of 

the two companies failed, and as for the other, it is too.soon 

to tell. 

The Failed Company 

In 1970, a manufacturer of geophysical instruments decided 

to diversify his product line'to include audio equipment. The 

company's audio division, whose operations were concentrated 

mainly in Buffalo, New York, incurred substantial losses between 

1971 and 1976. A change of management and a major advertising 

program instituted early in 1974, resulted in a temporary in-

crease in sales, only . to  be followed by a sharp reversal related 

largely to the economic recession in the United States. 

The decision to divest the company of this division, 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 ongoing operating losses of the audio 
division, which in 1974 and 1975 alone amounted 
to $264,000. 

2. release of the capital 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 machinery. The remainder came 
from the ultimate sale of the land and buildings in Buf-
falo. Realized funds were applied to reduce bank bor-
rowings, and consequently, the burden of interest charges. 

3. improvement in working capital resulted from the sale 
of the fixed assets of the U.S. subsidiary. 

4. concentration of management efforts on ongoing profit-
able operations. 

Management completed the consolidation of the company's or-

ganization by directing its resources exclusively into those 

technical areas which are basically profitable. This process has 

not been without cost or pain, as the selling and winding up of 

a division.inevitably involves losses of the disposal of inven-

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 concentrated on scientific instrumen-

tation and, in particular, on devices that  ' c an  be produced in the 

company's modern plant in Ontario. 

The experience of the geophysical instrument manufacturer, 

is an excellent example of why most interviewees argued against 

the strategy of growth through product diversification in Canada/ 

U.S.A. 
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THE U.S. SUBSIDIARY  

Canadian companies which establish subsidiaries normally 

do so after having exported to the U.S. for a few years. The 

typical sequence is one of exporting first, usually through 

distributors in the United States; followed by setting up a sales 

subsidiary with or without warehouse facilities; which may lead 

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 product 

line, the items produced are often few in number and not always 

the most profitable. U.S. tariff and non-tariff barriers, trans-

portation costs and U.S. customer service requirements are among 

the key factors which dictate the product mix to be manufactured. 

All 25 companies had sales in the United 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 (see Table 4). Nineteen 

of the 25 companies were also marketing their product line out-

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

quarter cl f  their total sales were generated offshore. Geograph-

ical diversification is obviously the road to corporate growth, 

and the U.S. market appears to be the major target for this drive. 

All 25 companies invested in some physical operating pre-

sence in the United States. Fifteen of the 25 companies had U.S. 

manufacturing plants, but only 3 of them had more thân 1 plant. 

Of the remaining 10 companies, four were essentially sales sub-

sidiaries which owned/leased/rented warehouse facilities. 



TABLE 4  

Geographic Distribution of Corporate  Sales,  

Assets and Employees for the Year Ending 1977  

(IN PERCENTAGES) 

23. 

SALES - .  

Canada- 	United States  .• 	Other -County-Fes  

•  90+ 	• T-) 

75-89 	(:-) 
50-74 	(4) 

2S-49 	(2) 

10-24 	(4) 

1-9 	(9 )  

. O 	- (6) 

	

90+ 	(2) 	90+ 	(1) 

	

75-89 	(4) 	75-89 	(3) 

	

50-74 	(6) 	50-74 	(6) 

	

25-49 	(6) 	25-49 	(2) 

	

10-24 	(6) 	10-24 	(8) 

	

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

	

0 	(1). 	0 	(0) 

b) ASSETS  

Canada 	United States 	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) 

C. 	EMPLOYEES'. 

Càna-da 	.. United States  ›. 	Other Countries  

e 	90+ 	(10) 	90+ 	(1 ) 	90+ - 	(p ) 
75-89 :  -( 	75-89 	(0) 	75-89 	,(0) 

50-74 -(  • ) 	50-74 	t0 .1 	i50-74 	(0 
25-49. ( 2) 	25-49 	(6) - 	• 	25-49i 	.(3 )' 

10-24. 	-)- 	10-24 	(7 -) , 	10-24. 	(. 2 

1-9 	( 1)- 	1-9 	(4) 	- 	1-9H 	(1 ) 

0 	( -) • 	0 	. 	(7) 	0 	(19) 
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The geographic breakdown of the assets and employees of the 

"Group of 25" bears witness to the foregoing finding. Eighteen 

of the companies had declared assets in the United States, but 

only in 13 cases could it  be  considered significant,  je. 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 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 each in Florida, 

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

Washington and Puerto Rico. 

Management Control  

Twenty-four of the twenty-five companies have wholly-owned 

subsidiaries, and one of them also has a partially, but majority 

owned subsidiary. The one remaining company has a majority owned 

subsidiary in which key U.S. personnel have some equity partici-

pation. 	This finding should not be surprising, since the corn- 

panics  arie in the small - medium sized category and tend to be 

owner-managed. Management of such firms like to maintain per-

sonal control over their operations,
9 
 and since their U.S. sub- 

sidiaries are relatively young, it was charged that it would not 

be smart business to go public in the U.S. with an untested and 

unknown company operation. 

The concern with control is not only reflected in the owner-

ship of  they subsidiary, but also in its reporting relationship 
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to the Canadian parent. Seventeen of the 25 Canadian companies 

designated a "president" for their U.S. subsidiaries, and of 

the remaining eight, there were 4 vice-presidents and 4 general 

managers. Thirteen of. the 25 chief executive officers were 

American nationals, ten were Canadians and two were British. 

With one exception, the U.S. chief executive officers reported 

directly to senior executives of the Canadian parent company.on 

all important matters - strategic and tactical. Much of the re- 
. 

porting was done along functional lines, eg., manufacturing, 

marketing and finance. 

The U.S. subsidiaries enjoyed little autonomy, and only 4 

of the 25 Canadian companies maintained a formal management con- 
_ 	. 

tract with their U.S. operations covering such areas as research 

and development, and exporting. The formal approach was consi-

dered unnecessary since all key management 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 since it allows for maximum flexibility to decide 

when, how much and for what activities the U.S. subsidiary should 

be chargeU. 

The financial structure of the U.S. affiliates varied sub-

stantially from company to company. In terms of the mix of debt 

to equity, the ratios ranged largely from 2:1 to 10:1. There 

were also significant differences in the extent to which debt was 

local or imported. A key finding is that most companies prefer 

high-debt ratios and a minimum of equity capital for their U.S. 

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 privately held, and those:that are 

public are closelY held by a few individuals. The,pre-occupa-

tion with ccntrol is a key reason why the U.S. subsidiaries are 

thinly capitalized and thUs highly leveraged.' The relative ease 

of financing in the U.S. is the major reason for borrowing lo 

cally. The experiencecf all interviewees' isthat the:U.S. unit 

banking system is more responsive to the financial needs of small 

and medium sized,firms, the collateral requirements.are less 

exacting (eg., export accounts réceivable'and Sec. 88 of the 

Canadian Bank Act), and the interest-rates, are generally lower. 

Finance  

Fourteen of the 25 companies raised most of their capital 

requirements in the U.S., -•and of the remaining 11, six of the 

companies financed their  jj5 .  operations wholly in Canada through 

the use of corporate funds and debt capital obtained from Cana-

dian financial institutions. 	The cost of establishing the U.S. 

subsidiary ranged anywhere from $50,000 to $15,000,000.00, but 

most of tile operations fell significantly below the $1 million 

level.- 

The partial or complete acquisition of an existing U.S. 

operation or the establishment of a new facility are generally 

the two ways of physically expanding into the U.S. Only three 

of the 25 companies studied employed the acquisition strategy, 

while many of the other companies set up their U.S. operations 

through a combination of lease/rental arrangements. This approach 
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was the dominant one because it was the least costly and risky. 

Moreover, it was also one of the few ways in which a Canadian 

company, ftnanci.ally strapped, could expand its operations into 

the U.S. The popularity of this approach is readily evident in 

Table 5 which lists the Canadian companies that have undertaken 

an investment committment in the U.S. during the first quarter 

of 1978. The majority of the firms which are small to medium 

sized opted for the leasing approach; of the two large companies 

in the group, one used the acquisition strategy, and its two 

corporate purchases exceeded $100 million. Obviously, the finan-

cial strength of this company enabled it to acquire the two U.S. 

operations. 

A few examples may help to illustrate how some of the U.S. 

manufacturing operations were organized with minimal company 

financing. A Quebec based manufacturer of product M, for exam-

ple, set up a manufacturing  opération in New Hampshire by leasing 

a site and building, and by purchasing most of the required equip-

ment and machinery from a bankrupt manufacturer. In addition, 

the Quebec firm was able to hire an excellent labour force, since 

the locatibn of its plant was within easy driving distance of 

where the bankrupt firm had been located. Most of the former 

employees were still without jobs; they were non-unionized; 

their wages were 30% lower than in Quebec and their productivity 

was higher. 

Companies whose subsidiaries are largely sales affiliates 

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

Announcement of Canadian Investment 
in U.S. Manufacturing rndustrtes •'* 

Firm(s) 	 Description  

28. 

Announced plans for a wheat starch 

and gluten facility in South Carolina 

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

Kingston Spinners 	Will manufacture synthetic yarns 

in Georgia. 	Initial employment 
will be 35-40 persons 

St. Lawrence Steel 	• 
& Wire Co. Ltd. 	Has leased facilities in New York 

state and will produce hockey masks 

Will process skins and hides in 
New York state 

Announced an expansion of its New 
Hampshire facilities. 	Velcro is 
a producer of hook and loop fasteners 

Acquired Syco Inc. a Michigan based 
manufacturer of data processing  ter-
minais,. for $77 million 

Has leased facilities in New York. 
state and will produce  radar and  

sonar equipment 

Has leased facilities in Florida 
and will produce telecommunications 
equipment 

Has opened a plant in Puerto Rico 
to produce printed circuit broards 

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

R. C. Machine-Ltd, 	..... 	Has leased:facilities in New York - 

state and will -produce aerospace parts: 

Martin Stewart Ltd. 

Velcro Industries 

Northern Telecom 

C Tech Ltd. 

Mitel 

Mitel 

Northern Telecom 

*The Conference Board, First Quarter, 1978 
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they use their U.S. distributors' facilities as a proxy for 

their own including secretarial services; however, always making 

certain that the stationary, answering services 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 financihg the establishment of new plants .  Three 

of the '25 companies took advantage of this option, Most however 

Were unfamiliar with it, and some of them.could:have benefited 

from exploiting this financial instrument. 

Industrial Revenue Bonds are securities issued by Indus-

trial Development Authorities  for the  purpose of purchasing.land, 

and constructing and:equipping manufacturing and/br distribution 

facilities for lease to responsible coMpanies. 	If a company 

selects a site for é. factary in one of the .States,which has re-

venue bond: financing', th-en it may benefit from the:follbwing ad- 

vantages of:revenue bond-  fimancing: 
• 

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% below 
corporate bonds and mortgage financing. 

2. 100% Financing of Land, Building, and Equipment - 
development and financing costs of a project as well 
as the cost of land, building and equipment may be 
financed. Most conventional methods of financing, 
(je.,  mortgage financing) require 30% or more of an 
equity position by the borrowing company. The costs 
that may be funded include: a) site selection, h) site 
preparation and site utilities, c) design, engineering 
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and construction of manufacturing or distribution 
building, d) purchase and installation of machinery 
and equipment; furnishing and equipping of office area, 
e) payment of fiscal, legal and printing expenses of 
Bond issuance, f) capitalization of interest charges 
during construction of the project and for a one-year 
period thereafter. 

3. Repayment •Schedule.Tailored to• LesSee Company  - it may 
be level debt service or a variation of this. Generally 
the shorter the maturity schedule, the lower - the total 
interest •cost.  Principal  payments may-be delayed to 

,give the company time to,g'OE through-the necessary start-
up and  • developmental stages before any substantial pay-
ment is made toward amortiztng the.indebtedness. A 
twenty-year maturity is considered'standard in this formh 
of financing. 	Balloon or terni  • maturities may also be 
used. Generally, the bonds are not Callable 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. ProjectTitted 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 changesto the 
building and replace the machinery'and equipment within . 

• certain.itmits. There isncLrestriction  on replacement 
equipment to be purchased with corporate fUnds.. Main-
tenance of the property and adequate insurance-is  the • 
direct responsibility  of the Lessee.-  

• 
5. .Company .  Ma y•  Buy  or  Lease-Project at End - of Payment. 

Schedule  - a company may  continue  to lease  the fatility -
et an annual Tentai or to-purchase the:facility for a 
nominal sum, if provided - for in the lease:agreement. 

6. Tax Advantages May Be Realized—  dependtbg on the:state 
and community, the company- may be able to achieve re-- 
ducttons in taxes suCras-the property taxes. 

The only significant disadvantage is the $5,000,000 capital 

expenditure limit, as set forth by the United States Internal 

Revenue Code. For a six-year period commencing three years prior 

to the date of delivery of the Bonds and ending three years after 
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said delivery, total capital expenditures made by the Corporation 

at or in connection with the Project may not exceed $5,000,000 

irrespective of the source of payment for, or funding of, any 

such capital expenditures. All capital Expenditures for facili-

ties of a depreciable nature made and principally used by the 

Lessee company are taken into consideration in determining the 

$5,000,000 limit. However, if the items installed at the project 

were purchased or acquired by the Corporation more than three 

years prior to the date of the delivery of the Bonds, they would 

not be chargeable against the $5,000,000 limitation. When a 

violation occurs, the bonds' interest become taxable as of the 

date of the violation. 

The conditions and flexibility .of the Industrial Revenue Bond 

is especially attractive for Canadian firms with limited financial 

means. The Ontario automotive parts manufacturer who recently 

opened up a new manufacturing plant in 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 traditional 

corporate debt issued or to be issued by the company". 

Another manufacturer, this one based in Alberta, offered 

the following remarks: 

"One thing that helps in the United States is 

that if you want to put a factory up, you can 

get a low-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 in small towns. 
Our 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 réai. 	In the case of 

the auto parts plant, at the time the ground breaking ceremonies 

took place,- the participants included the Mayor of the small town •  

Ca community of 45,000), an official of the Enterprise Develop-

ment Division of the State, the President of the Construction 

Company, a former Mayor of the community, a local judge, the Pres-

ident of the U.S. subsidiary, a Mayor of a neighbouring town,and 

a Minister of the First Baptist Church. Since the opening of the 

plant, the working relationship -between the Canadian owned sub-

sidiary and the local community has been excellent; in other words, 

mutually rewarding. 	In the opinion of the President of . the Can- 

adian Company, Americans appear to have greater respect for the 

contribution of the "free enterprise" system than do Canadians. 

Manufacturing and Warehousing  

Fifteen of the 25 companies had manufacturing plants in the 

U.S., and 3 had multiplant_operations. 	The 3 included a steel 

producer, a mobile home manufacturer,  and a: telecommunications 

equipment manufacturer. The square footage of these plants 

ranged from a low of 4,000 to a high in excess of 200,000 with 

most concentrated around the 100,000 mark. The staff employed 

at these plants were as few as 10 in one instance, and as many 

as 800 in another.  r  In only 3 cases were the U.S. subsidiary op-

erations, in size and output, bigger than their Canadian parent. 

These 3 companies included an Ontario based steel producer, 

a Quebec hardware manufacturer, and a British Columbia aircraft 
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designer. The steel producer has one mini-steel mill in Canada, 

but two in the U.S. While the combined output in tonnage of the 

U.S. mills . exceeds the Canadian total, the plant staff employed 

in both countries are comparable in size. 	In the case of the 

hardware manufacturer, U.S. acquisitions and the concentration 

of their manufacturing activities in 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 labour 

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

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

degree of specialization because fewer products are manufactured, 

and their productions runs are significantly longer than in the 

Canadian parent operations. 

The aircraft example is a special case. The company was in-

corporated in 1970 to build a prototype STOL aircraft. 	In 1971 

management decided to produce the prototype in the State of Wash-

ington to qualify for FAA certification and because aircraft ex-

pertise was readily available from BOEING in Seattle. Thus, the 

Seattle operations became significantly larger than the total 

equivalent Canadian base. The original idea was to do the manu- 

facturing in Canada, once the prototype flew. 	In 1974, however, 

management decided that manufacturing should also take place in 

the U.S. because of a lack of Canadian government financing, and 

the higher costs of manufacturing in Canada. 

The plane few in 1975, but has yet to be certified. Manage-

ment estimates that it requires about $5 million to get into com-

mercial operations, and is presently trying to raise this money. 
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The subsidiary in the U.S. had to qualify as a U.S. citizen in 

order to meet the standards for FAA certification. A cosmetic 

change was"made to satisfy this requirement, while still making 

certain that the Canadian parent retained control of the operation. 

The gist of this requirement and its satisfactory resolution can 

be quickly gleaned from the following two paragraphs: 

"Following the first flight it was noted that the 
Subsidiary did not qualify as a "United States 
Citizen". Under the pertinent United States statute, 
a United States citizen, as far as a corporation is 
concerned, is defined in effect as a corporation, 
incorporated under the laws of the United States or 
any State thereof, or which the President and at 
least two-thirds of the directors and other ,  managing 
officers 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 
remain registered 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 individual or corporate United 
States citizen to hold the aircraft 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 leaving the production 
line could be registered in its name pending sale 
and registration in the name of the ultimate 
purchaser." 

The question regarding incorporation in the U.S. was viewed 

as straight forward by the interviewees. 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 the Canadian firm. 

The major reason for the latter option was to offset the U.S. 

branch losses against the total profits on the Canadian operation. 

It was pointed out, however, that once profits were realized in 

the - U.S., the "branch" status would be changed to a U.S. incor-

porated citizen. 

Ten of the 25 companies were largely sales subsidiaries with 

warehouse facilities. The structure of this type of operation 

is simple. For example, an Ontario manufacturer of bicycles 

leases a 30,000 sq. ft. warehouse in New Hampshire to stock his 

Canadian made products. An inventory of approximately one mil-

lion dollars is maintained in the warehouse, and is used to help 

finance the company's U.S. operations. The Ontario firm holds 

an option to lease/purchase 41/2 acres of land adjacent to the 

warehouse facility. The present site could be converted into 

an assembly/manufacturing plant which is the direction manage-

ment hopes to take in the_future. At this time, all major U.S. 

orders are serviced by the company's two plants in Ontario and 

Quebec. The New Hampshire warehouse is limited to servicing 

repeat ote.ders for a narrow line of bicycles, while maintaining 

spare parts for all Canadian products exported to the United 

States. 

Five of the 10 companies were sales subsidiaries which sub-

contract some of their distribution and warehousing activities 

to U.S. distributors. These distributors', however, functioned 

as an extension of the Canadian companies' operations in the 
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U.S. The facade used was to make the U.S. customers believe that 

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

FINDINGS AND ANALYSIS  

The probable impact .of the Canadian --. U..S busin,ess arrange-

ments on the  Canadian economy c'an be-highlighted.in the context 

of the employmentand balance of payments effects. 

Employment Effects  

Three employment effects can be readily identified. First, 

there is the production displacement impact on employment in 

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 questioned in 15 of the 25 com-

panies interviewed; namely, those that engage in some manufac-

turing activity in thea U.S. This was done by ascertaining the 

corporate motives which prompted these firms to establish U.S. 

manufacturing affiliates. 

As previously noted, the key reasons were largely market 

considerations and the choice was rarely between expanding pro-

duction in Canada and producing in the United States, but be-

tween supplying the U.S. market or dropping out. The dynamics 

of this choice is illustrated in the following example, but the 

end result is not typical. 
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Ontario Shoe Company Limited 

Ontario Shoe Company (OSC) manufactures and sells footwear, 

and is considered to be one of the three major Canadian producers 

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

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

facturing operation in Buffalo. The decision was explained in 

terms of the high U.S. tariff rate that was applied against im-

ports - 371/2% ad valorem duty. OSC could not compete in the U.S. 

market because the cost of manufacturing in Canada was at least 

as high as in the U.S._ 

OSC had developed a unique technology in boot manufacturing, 

and the design was aesthetically appealing, especially compared 

to U.S. made boots. For these reasons, management decided to 

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 tecànological capability was based in Toronto, 

as was the equipment and machinery which produced the "slush- 

molded plastic boot shells", management concluded that it should 

export thiese shells to its Buffalo plant, where they would be 

finished for the U.S. market. At that time, these shells were 

imported into the U.S. at a duty of 121/2% ad valorem. Further, 

the "cost of that portion of the article which takes place in 

Canada, including duty at 121/2% and freight, comprises 34.8 per-

cent of the costs thereof". Thus, approximately 2/3 of the cost 

of completion was expended in the U.S., and 1/3 in Canada. OSC 
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was able to compete with U.S. manufacturers under these tariff 

conditions. Management, however, had every intention of eventu-

ally developing a U.S. molding technology in their Buffalo plant. 

By the third year of operation, in the Winter of 1973-1974, 

OSC had realized bookings valued between $31/2 and $4 million. 

Shortly thereafter, (August 5, 1974) OSC 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 

lined, and thus were classifiable under provisions which rendered 

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

the decision was made retroactive for eight months which meant 

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

shells were priced at $2.00 per unit. 

The U.S. customs•decision made it impossible for OSC to con-

tinue its operations in Buffalo. 	It honoured all of its orders, 

but immediately discontinued its partial U.S. manufacturing op-

erations. The 140 U.S. employees, with the exception of some 

sales personnel, were "let go". 	Financial constraints prevented 

OSC from expanding its U.S. base into a fully integrated manu-

facturing operation. 

In spite of the plant closure, management decided to fight 

the customs decision, and on November 21, 1975, it received a 

letter from the Department of the Treasury to the effect that: 

In this instance the amount of finishing required 
after importation is substantial. 	Noting the 

court cases alluded to, we are constrained to hold 
that the boot shells in issue rather than being 
unfinished for tariff purposes are parts classi- 
fiable under the provision for wearing apparel 
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not specially provided for, of rubber or plastics 
in item 772.30, TSUS, and dutiable at the rate 
of 12.5 percent ad valorem. 

This decision is being circulated to all Customs 
officers in order that the merchandise may be 
classified uniformly at each port at which it 
may be entered." 

OSC, however, decided against re-opening its U.S. plant 

for the following reasons: 	problems of re-organization in its 

Canadian operation demanded management time; there were finan-

cial problems; and the Canadian market was being swamped with 

imports, and competition was fierce. Then in 1977, new market 

opportunities in Canada resulted from the Canadian government's 

decision to apply import quotas against offshore suppliers. 

The president of OSC in his report to the shareholders, claimed 

that: 

"Effective Dec. 1, 1977, thenew ,  legislatfon• 
will cut• imports:by approximatelyone -thi'rd. 	- 
This rePresents mammoth volume and, for Cana- - 
d4an'manufacturers, prospects are  definitely 
encouraging" 	. 	• 

In order lo take full advantage of the opportunity, OSC is 

devoting all its resources to exploiting the Canadian market 

to its fullest potential. 	In the meantime, the U.S. affiliate 

functions as a sales subsidiary. 

The OSC example is a particularly interesting one. 	First, 

it shows that different tariff rates apply to different stages 

of production and that U.S. customs decisions may be interpreted 
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differently at different times. Problems with U.S. customs have 

been experienced by a number of the interviewees who received 

different ,tariff rate decisions at different U.S. border loca-

tions for the same type of product. 

Second, OSC ' s management opted to promote growth through 

geographical diversification in the face of a limited domestic 

market. This strategy is common to many of the companies studied. 

The uniqueness of the OSC example lies in the fact that Canadian 

commercial pol icy, through the introduction of import quotas, 

helped expand the size of the Canadian market, and for this rea-

son discouraged OSC to consider re-opening its U.S. plant in 

Buffalo. 

The second -Major employment effect has to do with export 

stimulation. The 1 iterature on direct foreign investment indi-

cates that a significant amount of domestic employment is gen-

erated through the production of goods which result from the 

establishment of overseas affiliate operations. The U.S. Depart-

ment of Cdmmerce notes three reasons why foreign investments 

stimulate U.S. export trade. 10  

Firet, a significant part of the overseas investment is 

• 	made through an export of U.S. capital equipment which usually 

requires some continuous supply of replacement equipment. This 

generalization does not apply to our group of Canadian companies. 

The equipment and machinery employed in the Canadian parent com-

pany plants were largely sourced in the United States, Europe 

and Japan. Thus, it is not surprising that most of the equip-

ment and machinery installed in the U.S. subsidiaries were leased 
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or purchased from manufacturers based in the United 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'le 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 

resold with minimal assembly activity. Again, this finding 

applies to our sample of companies, but to an even greater extent. 

The sales organizations of the U.S. subsidiaries are more 

effective than non-affiliated U.S. distributors in merchandising 

Canadian made products in the U.S. The existence of U.S. sales 

facilities, warehouses and trained personnel help to facilitate 

not only the affiliates assembled and/or manufactured goods, but 

those of the Canadian parents as well. Furthermore, the Canadian 

parent companies were a significantly more important source of 

the U.S. affiliates' imports than a customer for their(U.S.) ex-

ports. 

The third major employment effect has to do with whether 

the establishment of. U.S. subsidiaries provide job opportunities 

for Canadians in the U.S. The major difference between the 

"home-office" employment effect and the "displacement" and 

"export stimuli" effects is that in the case of the latter two, 

the occupational coverage largely consists of semi-skilled and 

skilled occupational classes. 	In the case of the former, the 

jobs are primarily managerial, clerical and professional. 

Most U.S. subsidiary personnel were recruited in the United 
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States. With few notable exceptions, mlnimal employment in 

Canada was created for companies which service the operations 

of Canadian parent firms with U.S. subsidiaries. These firms 

engage in such activities as engineering, public relations, law, 

management consulting, finance and banking. 	U.S. provincialism 

and nationalism, superior expertise, lower rates and Canadian 

ignorance of U.S. laws were among the reasons offered for em-

ploying U.S. firms in support of Canadian activities in the 

United States. 

Balance of Payments Effects  

If the investment from Canada merely-  displaces exports that 

emanate froM Canada- and - would have continued, the investment 

milkes very little contribution  to  Canada's balance of payments . , 

If, however, the investment results in servicing a market which 

cannot be serviced by Canadian exports, or which would otherwise 

be serviced by another foreign firm, then the contribution to 

the Canadian balance of payments is much greater. 

The corporate reasons for establishing U.S. manufacturing 

facilities have been examined. By highlighting the impact of 

such investment on the Canadian company's manufacturing and 

exporting activities, one can gain some appreciation of the 	 • 

differing effects this type of investment may have on Canada. 

For a start, one key benefit generally associated with U.S. out-

ward investment is only .  minimally realized; specifically, an in-

crease • in the export of Canadian made machinery and equipment, 
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and related support services. The explanation offered is that 

Canada lacks a sophisticated secondary manufacturing capability, 

readily eVident in the foreign made equipment and machinery in-

stalled in Canadian plants. 

Companies with manufacturing affiliates tend .to reproduce 

their operations in the United States. During the initial phase 

of setting up the U.S. subsidiary, parent company exports may 

increase significantly because of the expanded and more aggres-

sive activities of the company's U.S. sales organization. 	Cana- 

dian exports will include both finished products as well as com-

ponents to be assembled in the U.S. plant. However, as the U.S. 

subsidiary strengthens and expands its manufacturing capability, 

increasing reduction in exports from the Canadian parent is likely 

to take place. 

This seems to be a common "happening"for a number of cor-

porate interviewees whose U.S. manufacturing operations have been 

in place for some years, ie., in excess of five. The cause is 

explained in terms of the tendency for Canadian companies to rep-

licate their operations in the U.S.; specifically around product 

lines previously exported to the United States. At first glance, 

this appears to be a "miniature replica" scenario in reverse, 

involving Canadian parent companies. There is one major differ-

ence: 	if the subsidiaries in the U.S. are successful, they are 

anything but "miniature" compared to the scale of their parent 

company operations in Canada because of the size of the 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 the following observations to offer: 

"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 if it is next door to you. 
These costs are seldom realistically com-
puted and often exceed the benefits gained 
from the lower wages paid 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 be 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.S. market to its competitors. Manage-

ment rec-ogni-zed 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 limit their U.S. operations to warehousing and assembly, 

even under the threat of losing their sales to U.S. based manu-

facturers. 

A differential impact on Canada's balance of payments will 

also occur with the type of financing undertaken. Where the U.S. 
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investment is financed l'argely from . sources in the U.,S.,there 

will be little injtial uutflow affetting Canada's  balance of 

payments. -At the same time, there-will be little inflow of ear-

nings on the equity invested - by  the Canadien firm. Both the 

debt/equity ratio in the capitalization of the  U.S. subsidiary 

and the. source of debt and equity will affect the flow of capi-

tal between Canada and the U.S. 

In our . group of  companies, there is a high proportion of 

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. investment for some time. 	In fact, there appears . to  be 

a net outflow because most of the affiliates were recently estab-

lished, so it is. too soon to tell whether they will be profit-

able, and some are already experiencing serious.difficulties 

requiring further financial assistance. These  conditions  par-

tially explain why few companies maintain formal contractual 

agreements with their U.S. subsidiaries regarding the transfey-

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

CONCLUDINt REMARKS  

International business expertise was common to all companies. 

The senior execdtives interviewed generally believed that in or-

der to sustain their competitiveness in Canada they had to achieve 

sales success in the United States. Partly in response to this 

concern and challenge, our group of small and medium sized com-

panies established U.S. subsidiary operations. While the moti- 
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vation for such investment may be viewed as being part of a de-

fensive marketing strategy, it is equally important to recognize 

that the formulation of this strategy was accelerated by deter-

iorating economic and politidal circumstances in Canada. 

The establishment of the U.S. -subsidiary normally took 

place after exporting for a few years to the U.S. market. 

Initially, mmst 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. corpora_te entrants, only a few had U.S. plants 

which manufactured in full their Canadian developed and designed 

products. Most, however, hoped that success in the U.S. would 

lead them in this direction, ie., the 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 outlays. 

While the amount of capital invested outside of Canada by our 

group of companies was not significant, 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 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. 
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project. 	Raising the capital in the U.S. may reduce the impact 

of such investment on capital outflows, but it will hardly im-

prove the-financial capability of the Canadian firm to raise 

.capital in Canada or elsewhere for other investment undertakings. 

Second, the limited 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 plant 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 production can 

 be either filled through an increase of Canadian or offshore 

sales. 	If this result is not forthcoming, the competitiveness 

of the Canadian firm can be jeopardized, particularly at a time 

when its resources are strained because of the competing demands 

emanating from its newly established U.S. subsidiary. A number 

of the firms interviewed closed their U.S. plant operations for 

this reasem, and their experiences have not gone unnoticed. 

The press tends to publicize "outbursts" by executives who 

threaten'to move their Canadian manufacturing operations to the 

U.S. because of deteriorating politico-economic circumstances in 

Canada. Of. the 25 companies studied only two have either moved 

their head office or their mamufacturing operations to the U.S. 

In the former case, the head office was moved because of estate 

tax considerations. 	In the latter case, the market is in the 

U.S. and since U.S. government standards determine the potential 

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 "allegations" regarding the exo-

dus of Canadian firms to  the U.S.? Our findings suggest that 

there is no exodus. We encountered few companies which seriously 

contemplated moving their operations "enmasse" to the U.S. The 

exceptions were essentially one-man operations such as the On-

tario assembler of packaging machines who employed some 12 peo-

ple; leased his 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 little to lose, 

and much to gain from transferring his company site to "Texas", 

and he offered the following reasons  for wishing tà 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. 
-Financing is more -readily available in the U.S. 
at interest rates below 8% 

-Despite the alleged unemployment situation, good 
'Canadian workers are almost unobtainable 
-High cost of financing in Canada, especially 
with FBDB, and there is even a penalty on 
early repayment of a FBDB loan 

-Excessive documentation of duty drawback in Canada 
-Generally higher Canadian business and personal taxes 
-Multiplicity of forms from all levels of government 
which have to be filled 	Canada." 

The possibility of more owner-managers of small firm con-

templating moving their entrepreneurial talents to the U.S. should 

not be lightly dismissed. These individuals are easily affected 
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by both economic and political developments. 	In the case of the 

latter, on the psychological level, which also impacts on a com-

pany's investment decision-making process, Canadian opinion makers 

are basically viewed as hostile towards business, especially when 

profitable; Canadian labour seems to resist changes 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 merely 

in terms of financial rewards; it requires some far sighted think- 

- 
ing and action on how best to stimulate and recognize the value 

of private enterprise at a time when business perception of its 

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