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The screening of incoming foreign direct investment (FDI) during the 1970s 
and early 1980s became the best-known element of Canada's foreign eco­
nomic policy. The requirement of significant benefit to Canada, spelled out 
in the Foreign Investment Review Act of 1973 and embodied in the Foreign 
Investment Review Agency (FIRA) founded in 1974, followed a long period 
during which Canada hosted the largest volume of FDI relative to its total 
domestic capital formation compared with that of any major industrialized 
country (Globerman, 1983, p. 188). In 1984, the name of the agency was 
changed to Investment Canada; the enabling legislation allowed much more 
investment to proceed without screening, and Investment Canada began to 
focus more on the promotion of inward FDI than on conditions for entry. 

Some may regard the subject of FDI screening as demode. Canada's 
change of policy typified a global shift towards FDI openness that still con­
tinues. Nonetheless, a long-time advocate of FDI openness, the United 
States, experienced a substantial upsurge in inward investment during the 
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1980s that generated demands for federal investment screening (Kudrle, 
1991). This onrush of inward FDI slowed markedly in the early 1990s, but 
then accelerated again. 

Two lines of argument suggest reasons for continuing concern about 
United States policy towards inward FDI, which, if it were to become more 
restrictive, could trigger a movement towards parallel policies elsewhere. 
First, although federal screening mandated by the Exon-Florio amendment of 
1988 (administered by the inter-agency Committee on Foreign Investment in 
the United States and ultimately decided by the President) was confined to 
"national security" considerations, the original legislation included the term 
"economic security". A substantial part of the United States Congress con­
tinues to believe either that free access for inward FDI drains United States 
competitive advantage, or that such access should be conditioned on even 
greater openness abroad (Graham and Krugman, 1995). Restrictive initia­
tives abound, despite previous United States international bargaining posi­
tions and commitments (Warner and Rugman, 1994). 

A second reason for concern stems from the lack of definition of ''na­
tional security" in the present legislation. Economic nationalism plays an 
important role in the newest ranks of the Republican party-it has always 
resonated with labour-oriented Democrats-and it provides an ideological 
pillar for the followers of Ross Perot. A President attempting to woo eco­
nomic nationalists could interpret the present legislation far more restric­
tively than has been done hitherto (Rugman, 1995). The current United 
States process appears to involve de facto performance requirements arrived 
at through confidential negotiations, somewhat similar to the operation of 
FIRA. Thus, here as in other fields, the United States may learn from the Ca­
nadian experience. 

Although Steven Globerman produced an account of the operation of 
FIRA in 1984, no published research has explored how its operations have 
affected the volume of FDI into the Canadian economy, an issue of great im­
portance in its own right that also has implications for other host countries. 1 

This article attempts to answer one major question: did FIRA lower the vol­
ume of FDI into Canada from the dominant source country, the United 
States? 

1 Globcrman performed an unpublished statistical analysis in I 978 with only a few years 
of post-FIRA inward FDI data (private communication with Globerman). 



Foreign direct investment in Canada 

Canadian public opinion polling showed a secular swing towards 
greater skepticism about inward FDI during the I 960s (Rugman, 1980, 
p. 127), following the Gordon Commission's 1957 warnings of possible for­
eign domination and Finance Minister Walter Gordon's proposed restrictions 
on FDI in his 1963 budget; but no action was taken for several years. Then, 
three major studies criticizing inward FDI came in rapid succession. The 
Watkins (1968), Wahn (1970), and Gray (1972) reports all questioned inter 
alia the volume of FDI in Canada, and the Gray Report recommended ex­
plicitly a screening agency. Enabling legislation was passed in 1973; FIRA 
began reviewing acquisitions of Canadian firms in 1974 and new business 
cases late in 1975. 

All acquisitions and the establishment of new businesses in Canada by 
foreign-controlled entities had to be reviewed by FIRA except when the ac­
quiring firm had very modest assets and revenues2 and the new business was 
related to a previously owned business in Canada. The Foreign Investment 
Review Agency advised the Cabinet Minister on the most appropriate portfo­
lio for a given investment, and then the case was decided at the Cabinet level, 
taking into account the views of influential lobbies in the affected provinces. 
While the meaning of "benefit to Canada" was spelled out in a list of five 
broadly phrased criteria,3 the relative weights to be attached to each of 
the criteria were never clarified by the Cabinet, and the entire process took 
place in considerable secrecy with no procedure for appeal (Beckman, 1984, 
pp. 21-27; Safarian, 1993, pp. 126-137). 

Hypothesizing FIRA 's effect 

The extensive commentary on FIRA suggests differing hypotheses 
about its impact: 

• First, the reputation for a "bad investment climate" that the interna­
tional publicity surrounding FIRA generated (see, for example, Erdilik, 

2 Initially, gross assets of Canadian $250,000 and gross revenues of Canadian $3 m.; after 
l 982, Canadian $Sm. in gross assets and 200 employees-with much higher floors for a change 
in foreign parent firms. 

3 The criteria were: (i) level and nature of economic activity and the probable effect on 
measures such as employment and trade, (ii) Canadian participation in the investing firm or the 
industry in which the investment was made, (iii) effect on productivity, efficiency, technical 
innovation and product variety, (iv) effect on competition, and (v) the compatibility of the in­
vestment with the overall provincial and national economic goals (Safarian, 1993, p. 128). 



1986) could have caused new investors to be wary of venturing into 
Canada and might have driven established investors elsewhere for ex­
panding their overseas activity independently of the direct effects of 
the screening process on specific firms (Globerman, 1983, pp. 83-85). 

• Second, the screening of acquisitions and new businesses could have 
directly reduced the inflow of FDI because each substantial initiative 
was scrutinized by Canadian officials who typically asked for specific, 
legally binding commitments from the would-be investors. As a lead­
ing analyst of Canadian FDI put it: ''Undertakings or guarantees of the 
kind required by the FIRA were disincentives to investment from the 
firm's viewpoint, since they were intended to reduce its overall rate of 
return" (Safarian, 1993, p. 147). While this would affect investment 
only at the margin, the cumulative effect on FDI inflow could have 
been significant (for a discussion implying that FIRA did have that 
effect, see Hufbauer and Samet, 1982, p. 123). 

• Third, some voices from the earliest days of FIRA stressed the disjunc­
ture between what the agency might do and the way its work was actu­
ally conducted. Alan Rugman (1980, pp. 137-140) pointed out that the 
approval rates were high and that FIRA was not likely to reduce the 
volume of incoming FDI significantly. Instead, it would encourage for­
eign investors to make their proposals more attractive to the Canadian 
officials with whom they dealt~frequently by assuring increased em­
ployment through import substitution or export expansion, presumably 
while maintaining satisfactory profits (for a similar argument, see 
Mcculloch and Owen, 1983, pp. 339-341). One formulation of this 
hypothesis would be that FIRA may have changed the quality of in­
coming FDI into Canada without affecting significantly its quantity. 

Because this study is confined to aggregate data, nothing can be done 
to explore directly the quality of inward FDI in Canada.4 Moreover, available 
data do not permit a distinction between the possible impact of discrete 
FIRA decisions on the inflow of FDI and a more general ''chilling effect.'' 
Finally, concerns for data quality dictate a focus on FDI from the United 
States only, which accounted for a declining share of the total FOi: from 
80 per cent to 76 per cent over the period of FIRA's operation. Thus, the 
only hypothesis tested here directly is simply that FIRA reduced the flow of 
United States FDI into Canada. A significant deterrent effect is not found 
easily or consistently. 

4 Political pressures surrounding the process might have led to commitments by investors 
that damaged the Canadian economy rather than strengthening it. 



FDI to Canada: a look at the data 

The Foreign Investment Review Agency is portrayed frequently as a 
policy response to a uniquely intolerable situation. But when attention is 
confined to the book value of inward FOi stock, this impression seems at 
variance with the facts. The high watermark of the ratio of FOi inward stock 
relative to Canadian GDP was reached much earlier in the century (table 1). 

Table 1. Book value of FDI in Canada, even years 1948-1988 
and selected earlier years 

(Millions of current Canadian dollars) 
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Source: Statistics Canada (1995). 



By this measure FDI stocks as a percentage of GNP actually peaked during 
the depths of the Great Depression when the numerator-the book value of 
inward FDI-held relatively firm while the denominator collapsed. Accord­
ing to these data, even the pre-Depression 1926 FDI-to-GNP ratio (in 1926) 
nearly reached the post-war high experienced in the early 1960s. 

Looking only at United States investments, the 1926 ratio for United 
States manufacturing FDI stocks into Canada was never exceeded in the 
post-war period, and the 1926 total United States investment ratio was ex­
ceeded only very briefly in the late 1950s and early 1960s. The post-war 
ratios look even more modest by comparison with ratios of 1939, when the 
Canadian economy was still recovering from an economic depression. 

The stock of inward FDI is, of course, not the only measure of foreign 
penetration of the Canadian economy. Other measures about which Canadi­
ans have expressed concern over the years are "ownership" and "control" 
indicators (table 2). The first indicator refers to the total foreign ownership of 
long-term capital (regardless of the percentage ownership of individual 
enterprises), while the second indicator measures the total assets of firms that 
are controlled effectively by foreigners. 5 Most of the political concern 
appears to have focused on either inward FDI or control, and, as table 2 
reveals, the inward FDI figures provide a good proxy for the other measures. 

If inward FDI stocks gave a true picture of the foreign investment posi­
tion of Canada, it might appear that Canada began acting long after the years 
of maximum foreign penetration and when the importance of FDI relative to 
national product was already dropping noticeably. But there is good reason 
to doubt that the figures are even approximately accurate. Book values are 
well known to underestimate the real value of capital in inflationary periods. 
Thus, an appropriate comparison of capital stock to national product must al­
low for changing price levels. 

This article employs a variant of the method employed by Robert 
Eisner and Paul Pieper (1990) in their comprehensive study of the United 
States international investment position. An initial book value (in this case, 
1950) is used as a baseline, and then net real investment in each succeeding 
year is added to it-reported book values from official data are not employed 

5 The assignment rules arc complex when a 50 per cent foreign ownership threshold is not 
met (Investment Canada, 1992, pp. 32-33). 



Table 2. Book value of FDI, foreign ownership and foreign control in Canada, 
even years 1948-1988 and selected earlier years 

(Millions of current Canadian dollars) 

Source: Statistics Canada (1995). 



at all except for the initial year.6 Estimates of the stock of real FDI are obvi­
ously sensitive to the deflation method used. The deflator employed is the 
same as that for total business investment in fixed capital.7 

The estimated series for total United States FOi and total United States 
manufacturing investment in Canada since 1950 is shown in table 3. This 
method of estimation uses the relatively accurate disaggregated data for net 
investment available from the United States Department of Commerce; so a 
picture of the total Canadian inward FOi position with countries other than 
the United States and a direct comparison of the pre- and post-war periods is 
not possible. Nonetheless, the revised estimates present quite a different pic­
ture of post-war United States FOi in Canada. Instead of declining steadily 
relative to domestic product after the early l 960s, as the book-value figures 
suggest, the real total investment-to-product ratios hold remarkably steady 
from about 1960 onwards. The United States manufacturing investment ratio 
which, when calculated with current GDP and book values, begins to decline 
around 1970, stands somewhat higher in real terms in the late 1970s and 
1980s than in the 1960s. 8 

The years following the introduction of FIRA in 1974 were accompa­
nied by much less real growth of the United States-owned capital stock than 
was the case in the previous period. The real stock of United States manufac­
turing FOi grew by 112 per cent from 1950 until 1960, while total United 

6 An example can illustrate the approach used. From United States data, the estimated 
manufacturing capital stock in Canada owned by United States investors in 1950 was $1,897. 
This was converted into Canadian dollars using the prevailing exchange rate of Canadian $1.06 
to US$1. This figure was, in turn, translated into 1981 Canadian dollars using .257, the value of 
the Canadian deflator for total business investment in fixed capital. To this amount is added the 
estimated additional manufacturing investment from the United States for each succeeding 
year, employing United States Department of Commerce data, and converted into 1981 Cana­
dian dollars. Eisner and Pieper used flows provided by the United States Department of Com­
merce (official data) until 1979. For the subsequent years, they employed a special unpublished 
series in which all capital gains and losses were removed from the data. The procedure ac­
counts for both depreciation and reinvested earnings. The present study employs data subject to 
yet another stage of refinement: capital gains have been assigned by experts at the Department 
of Commerce to two categories: those likely to have arisen from exchange rate gains and losses 
and those more likely to have resulted from capital gains and losses experienced within Canada. 
Only the former gains and losses have been removed from the data. Starting with 1990, flows 
subject to this correction have been part of the reported statistics in the Survey of Current Busi­
ness. The author is grateful to Smith Allnut of the Bureau of Economic Analysis, United States 
Department of Commerce, for providing the unpublished data. 

7 Several alternative dcflators were also examined; the importance of the selection of one 
det1ator over another on the econometric results is discussed later in the article. 

8 The reader is reminded that table 1 is based on Canadian data in current dollars, and 
table 3 employs United States data presented in constant dollars. In 1981, for example, the con­
structed figure for United States FDI in Canada is approximately twice the recorded book value 
in Canada's FOi statistics. 



Table 3. Estimated stock of United States FOi in Canada" 
(Millions of 1981 Canadian dollars) 
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States real FDI grew by 160 per cent. From 1960 to 1973, the figures were 
112 per cent and 106 per cent, respectively. From 1974 through 1987, how­
ever, the stocks grew by only 51 per cent and 41 per cent.9 This article will 
explore whether this diminution can be assigned to the introduction and 
operation of FIRA's investment screening. 

Previous research 

The literature on various aspects of the determinants of FDI is now vo­
luminous. A recent United Nations survey on the subject (1992) has a 
( clearly incomplete) bibliography of 126 entries (UNCTC, 1992). Much of 
this research deals with firm-level data that allow for the consideration of 
firm and industry-level concerns, such as relative factor and skill intensity, 
firm size and industry concentration. Because the present study considers ag­
gregate FDI into Canada from the United States over time, only a small part 
of previous research is directly relevant. The earliest pertinent studies go 
back to the I 960s when Anthony Scaperlanda ( 1967) and Scaperlanda and 
Mauer (1969; 1972) examined the impact of the consolidation of the Com­
mon Market in Europe on aggregate United States FDI there. 10 Sung Y. 
Kwack (1972) and Guy G. V. Stevens (1972; 1974) elaborated more formal 
models of the investment process. Subsequent research has frequently fol­
lowed Stevens' development of a model in which the foreign-owned capital 
stock is adjusted over time in response to changes in final demand in the host 
country (see Lunn, 1980; Scaperlanda and Balough, 1983; Caves, 1989). 

The most recent empirical research on the determinants of inward FDI 
by the United Nations Centre on Transnational Corporations (UNCTC, 1992 
and UNCTAD-DTCI, 1993) employs a model that builds on earlier research 
and offers some innovations. While many previous studies employed meas­
ures of the foreign-owned capital stock and assumed that new investment re­
sponded to a shortfall of that stock from an optimal level, the UNCTC study 

9 Over the same period, total estimated outward United States FDT grew by 208 per cent 
(calculated from Eisner and Pieper, 1990). 

10 Many studies have treated United States FOi flows to one or several countries and a 
wide variety of policy variables. In addition to the Common Market research, these include the 
impact of United States capital controls (Stevens, 1972; Herring and Willett, 1972) and the 
exchange-rate changes following the end of the Bretton Woods system (Logue and Willett, 
1977). Scaperlanda's 1974 study of United States FDI in Canada over the period 1950-1971 
tests the impact of the 1965 agreement freeing trade in new automobiles and parts. In light of 
the recent developments, interest has increased in the determinants of FDI into the United 
States. Richard Caves (1988) has examined the impact of exchange-rate changes on the foreign 
acquisition of United States firms (see also Cushman, 1985). 



omits the capital stock variable altogether (perhaps because it is so difficult 
to estimate), but adds a new variable not employed in earlier work: the ratio 
of domestic investment to domestic product in the host country as a proxy 
for the general dynamism of the investment sector of the domestic economy. 

Both the UNCTC study and most of the earlier literature also employ 
measures of the level of gross domestic product and changes in that level as 
proxies for host-country demand. They also test hypotheses about changing 
trade barriers and exchange rates on inward FOi. The UNCTC model (and 
several others) have been successful in explaining three-fourths or more of 
the variation in incoming FOi across many countries and time periods. 

United States FDI in Canada: 
methodology considerations 

In most of the research cited above, FOi inflows serve as the dependent 
variable. In United States data, this measure includes equity and related 
flows as reported in the balance of payments to which foreign affiliates' re­
tained earnings are added. Except for stock valuation changes, this measure 
conforms to the first difference of annual FOi stock figures. The Foreign In­
vestment Review Agency, of course, dealt with all FDI from all sources, but 
published Canadian data do not distinguish between changes in FOi stock 
valuations and FOi flows annually by sector. In addition, as discussed later, 
FOi earnings (net income) by country and sector are an important variable 
that Canadian data sources do not provide. United States data cover all of 
these issues;11 moreover, as table 1 suggests, the United States domination of 
FOi in Canada remained strong throughout the period of FIRA' s existence. 

The variables discussed below are widely employed in time-series 
models of FOi. They are well-grounded theoretically, but much cannot be 
captured. The inability to deal explicitly with changing technology, variation 
in administered trade barriers and the pace of integration of the global eco­
nomy outside of North America all diminish the model's explanatory power. 
Moreover, although Canada's modest draw on United States investable funds 
largely eliminates problems on the supply side, our investigation is compli­
cated by FIRA's establishment almost simultaneously with occurrences of 
great upheavals in the global economy resulting from the end of the Bretton 
Woods system and an enormous increase in oil prices. 

11 United States Department of Commerce data distinguish between estimated flows from 
estimated stock changes by sector in a comparable series beginning in 1950. 



Capital stock adjustment and demand 

Previous models of FDI can be criticized for a lack of very convincing 
theoretical grounding, and the effort that follows does not escape that vulner­
ability. For example, many have followed Guy Stevens in relating the FDI 
stock position to domestic demand. Such a link is only indirect, however. 
Leaving foreign trade aside, changes in domestic demand can be expected to 
generate changes in the physical capital stock to which the FDI may not be 
closely bound.12 This simplification can be defended (although many studies 
lack an explicit defence) on the grounds that variables with the same hy­
pothesized signs have been shown in earlier research to affect both net finan­
cial and gross fixed investment flows (Stevens, 1972, pp. 334-336).13 More­
over, stock adjustment assumes market participation in the first place. The 
approach is therefore far more suited to modelling a bilateral relation with a 
well established foreign investor, such as United States FDI in Canada, than 
one in which entry plays a larger role in total inward FDI. Additionally, 
models of stock adjustment should focus on changes in the sales of foreign 
affiliates. Partly because such figures are difficult to estimate, however, 
measures of national product are typically employed as proxies for final 
demand. 14 In the case of United States FDI activity in Canada, changes in 
affiliates' sales for the period 1957-1985 for which data are available show 
a .95 correlation coefficient with changes in Canadian GDP. 

Additional general variables 

Previous research also suggests several other variables for a well speci­
fied model of United States FDI into Canada. 

• Protection. Nearly all models of inward FDI take into account levels of 
protection, although the resulting hypotheses vary. Sometimes protec­
tion is assumed to induce FDI into an otherwise unreachable market; 

12 Plant and equipment expenditures by foreign affiliates, also made available by the 
United States Department of Commerce, provide a measure of gross fixed investment. But be­
cause this article addresses the issue of whether or not FIRA reduced United States FDI re­
sources in Canada, investment flows are more appropriate. 

13 This issue was also noted by Anthony Seaperlanda (1974). A detailed comparison of the 
present research with that of Seaperlanda's is available from the author. 

14 Most estimators of present and future demand are seriously affected by multicollinear­
ity, so additional refinements of the expected sales variable, such as those suggested in Scaper­
landa and Balough (1983, p. 383), were not considered here. 



in other formulations, lower trade barriers are thought to favour FDI by 
broadening the size of the market for the output of foreign affiliates. 
The role of protection in the initial wave of United States FDI into 
Canada following the First World War cannot be doubted: sharply in­
creased tariffs and Imperial Preferences led to a massive influx of capi­
tal as United States companies sought market access into Canada. Still 
higher protection during the Great Depression further increased inward 
FDI into Canada. A 1932 survey found that 76 per cent of the United 
States respondents claimed that tariffs had been important in their deci­
sion to produce in Canada (Marshall, et al., 1936, p. 200). In the post­
war period, however, both general tariff levels and the preferences that 
gave Canadian production advantageous access to the United Kingdom 
and the Commonwealth diminished greatly. 

The tariff proxy calculated for this study is TR/(DM + FM), where TR 
is tariff revenue, DM is the value of dutiable imports, and FM is the 
value of duty-free imports. This ratio dropped from a post-war high of 
10.5 per cent in 1955 to 2.8 per cent in 1985. In view of the proximity 
of the two markets, the magnitude of the formal barrier reduction, and 
the insecurity of Canadian production for export to the United States in 
the face of United States-administered protection, a more protected Ca­
nadian market should have been more attractive to FDI, other things 
being equal. 

The ratio of tariff revenue to the value of total imports may well pro­
vide the best single measure of protection available, but it should nev­
ertheless, be regarded as a crude and incomplete measure. 15 In addi­
tion, a particular problem arises in the present study: the measure 
employed declines secularly, and therefore has a very high negative 
correlation coefficient with the national product (-.96). Both variables 
are included in the equations to avoid misspecification, but finding sig­
nificance for either is thereby rendered far more difficult. 

15 In addition to the complications of the Commonwealth Preference, tariffs have been re­
placed by quotas in some instances (as in the United States) and, as tariffs were declining, non­
border protection for parts of the Canadian economy was granted. Moreover, prohibitively high 
tariffs yield no revenue, although this would likely have been of minor importance over the pe­
riod of this study. Finally, a measure of effective rather than nominal tariff protection would be 
preferred. In fact, the correlation between nominal and effective tariffs is quite high when either 
levels or changes resulting from liberalization are considered. (For a discussion of the evidence, 
see Lavergne, I 983, p. 51.) Despite its limitations, the tariff revenue ratio variable continues to 
be widely used in empirical work. See, for example, Srinivasan and Cancro, !993. 



• The share of investment in national product. Those suggesting this 
variable claim that countries with a high investment proportion may 
"be attractive markets for foreign investors seeking to increase their 
participation" (UNCTC, 1993, p. 10).16 In a time-series study confined 
to a single country with well-established foreign affiliates, however, 
this lagged variable may mainly supplement lagged domestic product 
and changes in that product by providing additional information on 
immediate demand conditions and the need for greater production 
capacity. 

• Exchange rates. Other studies have stressed the importance of real 
exchange-rate levels in the determination of FOi volume (Logue and 
Willett, 1977; McClain, 1983; Caves, 1988). Most notably, Richard 
Caves (1988) presented a wide range of possibilities based on trade 
patterns and expectations, but the information requirements do not al­
low his approach to be used here. Another approach suggests a very 
simple hypothesis. Kenneth Froot and Jeremy Stein (1991) argued that, 
if domestic firms are more cash-constrained than foreign firms, the de­
preciation of the domestic currency may lead to an increase in inward 
FDI as foreigners outbid domestic firms. If this were the case for 
Canada-United States, more investment should be expected when the 
value of the Canadian dollar is relatively low. 17 

• Stock prices. Richard Caves (1988) suggested that the relative per­
formance of share prices between two countries might determine in­
flows of FDI; if home and host assets are sufficiently close alterna­
tives, differential movement between their indices might induce home 
investors to seek bargains abroad. This motive makes particular sense 
in research that deals only with new greenfield investments rather than 
mergers and acquisitions. In the present case, however, if United States 
foreign investors perceive variations in the short and medium-term 
prospects of the Canadian economy in the same way as the stock mar­
ket, the share index in Canada could serve principally as a barometer 

16 This rationale seems rather shaky on logical grounds. Algeria, for example, was invest­
ing a large fraction of its national income in the 1970s and 1980s, but this paralleled a highly 
inefficient deployment of capital in that economy rather than economic dynamism. 

17 The UNCTC model (1993) employs another exchange rate variable as well. It is hy­
pothesized that exchange-rate volatility impedes inward FDJ by increasing uncertainty; hence, 
some measure of variability should relate negatively to such investment. The UNCTC study 
considers the period since the breakdown of the fixed exchange-rate system. The operational­
ization of this variable in the present case would be difficult, however, because Canada's rate 
with the United States was fixed over part of that period. Attempts to employ the variable with­
out other emendations to the model were therefore unsuccessful. 



of strong earnings prospects rather than overpriced assets. And to com­
plicate things further, the United States economy is about 10 times 
larger than the Canadian economy, and economic activity in these two 
countries tends to move together; the share indices in this sample show 
a .97 correlation coefficient. 

• Profitability. Net income divided by the lagged book value of FDI 
stocks can serve as a simple index of profitability that might induce ad­
ditional FDI (Caves, 1988). 

• Temporary retained earnings. This possibly important variable does 
not appear to have been explored in previous work. Unrepatriated 
profits at the end of an accounting period are part of FDI; a positive 
relation between measured profitability and FDI may thus reflect partly 
accounting artifacts rather than profit opportunities. 18 The same phe­
nomenon also implies a subsequent negative impact on measured in­
vestment flows as those same profits are repatriated. 19 The importance 
of this phenomenon is likely to be significant in the case of United 
States FDI into Canada because FDI inflows are modest relative to the 
existing FDI stock. 

Variables specific to the present model 

• Autopact. Scaperlanda (1974) tested for the influence of the United 
States-Canadian Automotive Products Trade Agreement of 1965 
("Autopact"), that permits free trade in new automobiles and compo­
nents on inward FDI. Trade in this industry alone comprised 37 per 
cent of total bilateral trade by the mid-l 980s (Lonmo, 1988, p. 113). 
Scaperlanda argued that, theoretically the impact of the agreement on 
private investment decisions is ambiguous; investors could rationalize 
production in ways involving either an increase or a diminution of FDI 
in Canada. Unofficial but written assurances given by the automobile 
manufacturers to the Government of Canada at that time pledged a 
continuation of FDI into Canada as the market expanded. However, the 
Government saw the agreement as a way of assuring that at least as 
much foreign-owned automobile manufacturing took place as would 

18 Guy Stevens attributed to Robert Stobaugh the observation that "earnings [may be) ac­
cumulated and held in liquid balances abroad until the beginning of the new year before being 
transfeITed to the United States ... " (Stevens I 972, p. 336). 

19 I have benefitted from discussion with Stevens on this point. 



have been the case otherwise. This suggests that Autopact should, if 
anything, affect positively IFDI from the United States into Canada. 

• National Energy Program. Introduced in late 1980, the National 
Energy Program ''drastically altered the investment climate in the 
Canadian petroleum industry" (Hufbauer and Samet, 1982, p. 107) by 
favouring heavily Canadian ownership of the domestic oil and gas 
industries. These ambitions were largely abandoned in 1985 when 
Investment Canada began actively to solicit FOi in these industries (In­
vestment Canada, 1986, p. 20; Safarian, 1992, p. 140). The National 
Energy Program could have discouraged FOi into Canada's energy 
resources; investments into other sectors could also have decreased if 
foreign investors perceived a less hospitable general investment cli­
mate in Canada. 

• Foreign Investment Review Agency. The most obvious approach to 
modelling FIRA's impact would be to insert a dummy variable for 
1973 or 1974 in the time series estimation equation and test its signifi­
cance.20 Whether or not the dummy should be excluded after 1984 is 
open to debate. (The Foreign Investment Review Agency was replaced 
by Investment Canada on 30 June 1985). New businesses outside the 
realm of "cultural heritage or national identity" were no longer sub­
ject to review (Investment Canada, 1986, p. 22), and the declared crite­
rion of approval was changed from "significant benefit" to "net ben­
efit" to Canada. The change still left the acquisition of Canadian 
businesses with a value of $5 million or more subject to review,21 al­
though it exempted from screening approximately 68 per cent of the 
acquisitions vetted by FIRA in its last year. 22 

• Approval rates. A supplementary measure of restrictiveness can also be 
used. Every year FIRA published a report (Foreign Investment Review 
Agency, various years) that provided data on the reviewable new cases 

20 An "intercept" dummy of this kind simply shifts an entire relation that is otherwise the 
same. Legislation introduced by the Liberal Party before the 1972 election would have dealt 
only with takeovers and not with start-ups. The plans for restriction were strengthened after the 
election in part to assure the support of the New Democratic Party (see Safarian, 1993, p. 127). 

21 In addition, a change of foreign parents was reviewable if the Canadian affiliate ac­
counted for Jess than half of the total assets, if those assets were $50 million or more. 

22 By count; calculated from data in FIRA, 1985, table II. Foreign Investment Review 
Agency and Investment Canada report data that are not completely comparable, but Investment 
Canada apparently presents its determinations to encourage the view that virtually no acquisi­
tions are permanently denied (Investment Canada, 1987, Appendix A). 



before the Agency, carryovers from previous years and their disposition 
(FIRA' s reporting year was typically from April 1 to March 31). 

Two obvious measures of FIRA's approval could be employed: the 
percentage allowed of total resolved acquisition cases and the percentage al­
lowed of total resolved start-ups. During the FIRA period, the allowed acqui­
sition figure in manufacturing was only 60 per cent during the first year of 
operation; it was over 90 per cent by the early l 980s. Both numbers become 
virtually 100 per cent in 1985. The situation for all industries and for all 
United States acquisitions was broadly similar. The allowed rates for new 
ventures followed the same general upward course, except for a generally 
higher approval rate in the early years and a sharp drop in approvals in 1981. 

The percentage variations cited above do not take into account the size 
of projects accepted or rejected. Moreover, while both industry dispositions 
and dispositions by nationality were reported in the data, no cross-tabulations 
are available. Thus, when the following analysis considers manufacturing or 
total investment minus petroleum approval rates, only rates for all investors 
can be employed in the consideration of FDI from the United States. Steven 
Globerman's careful study (1984) discerned no discrimination by FIRA on 
the basis of nationality, however. 

The following analysis focuses exclusively on the acquisition figures 
because of the dominant role of acquisitions in new FDI activity. During 
1985-1986, for example, the estimated value of acquisitions was about 
twenty times the value of capital committed to greenfield investments. 

Much econometric work assumes that affected agents fully understand 
contemporary policy as it unfolds and can even accurately forecast its future 
course. In the present case, however, the plausibility of such assumptions can 
be strongly attacked. The Foreign Investment Review Agency's decisions 
were made secretly at the cabinet level, and no one has modelled success­
fully the year-to-year variation in approval rates. The measure employed in 
the following statistical analysis is an unweighted average of the three previ­
ous years' acquisition approval rates. This seemed reasonable, and subse­
quent experimentation with the data showed a generally stronger impact for 
FIRA with the measure than with obvious alternatives. 

The analysis ends in 1987. A priori reasoning, confirmed by inspection 
of the data, suggested that in subsequent years the impending Free Trade 
Agreement with the United States was generating an environmental shift. 



The estimated model 

The single-equation model to be estimated is: 

+ + + + + +-
1, = f (GP1_p 11GP,, NK1_1, DF, FA,, NE1, RE,, TA1, SP1). 

More specifically: 

1
1 

= Po+ p1GP,_1 + P211GP1 + p3NK,_1 + p4DF + P5FA 1 + P6NE, + p7RE1 + [387i\1 

+ p9SP
1
+v,. 

I = Flow of United States manufacturing FDI into Canada in 1981 (Canadian dollars). 

la = All investment. 
lb = All investment minus petroleum. 
Im = Manufacturing investment. 

GP = Gross domestic product of Canada in 1981 (Canadian dollars). 

11GP = GP1 - GP,_1. 

NK = Estimated replacement cost of United States FDT in Canada in 1981 (Canadian 
dollars). 

NK
0 

= Stock of all investment. 
NKb = Stock of all investment minus petroleum. 

NKm = Stock of all manufacturing investment. 

DF = Dummy for FIRA screening; I for 1973 and all subsequent years; 0 otherwise. 

FA = The average FIRA acquisition acceptance rate for three previous years during 
the period of DF = l. 

FA
0 

= Rate of acceptance for all investment. 
FAh = Rate of acceptance for all investment minus petroleum. 
FAm = Rate of acceptance for manufacturing investment. 

NE = Net earnings (after Canadian taxes) of United States affiliates in 1981 (Canadian 
dollars). 

NE a = Earnings of all investment. 
NEb = Earnings of all investment minus petroleum. 

NEm = Earnings of all manufacturing investment. 

RX = The exchange rate (Canadian dollar to United States dollar). 

TA = Tariff revenue collected by Canada on merchandise imports from the United 

States as a percentage of the value of total merchandise imports from the United 

States. 

CP = Index of security prices in Canada, 1980 = 100. 

UP = Index of security prices in the United States, 1980 = JOO. 

SP = CP
1 

- UP,. 

v = Error term hypothesized to be random. 



Other variables also employed in the regression equations are: 

/R = Business and Government investment in Canada as a fraction of GP. 

PR = NE/NK1_1 
PR0 = NFa/NKat-l 
PRb = NEb/ NKb,-I 
PRm = NEm/NKm,-1 

DA = Dummy for "Autopact"; 1 for 1965 and all subsequent years; 0 otherwise. 

DP = Dummy for the "National Energy Policy"; 1 for the years 1981 through 1985; 
0 otherwise. 

Omitted influences 

All of the variables outlined above appear promising in capturing most 
effects of F1RA on United States FDI into Canada. Other less important fac­
tors have been omitted. Richard Caves (1988) defended the omission of vari­
ables capturing differential prices of capital goods and interest rates; the 
same omission in the present study is also particularly defensible for these 
two largely integrated markets. No other measure beyond the bilateral ex­
change rate to capture Canada's trade competitiveness relative to the United 
States was used. 23 

Results 

As noted already, some of the independent variables are highly collin­
ear, leading to diminished significance for the associated coefficients. Box 1 
presents a correlation matrix for the variables used in the overall regression 
results; the picture for the other two aggregations is broadly similar. Can­
ada's gross domestic product and United States-owned FDI stock move to­
gether very closely, and both are almost perfectly correlated with diminish­
ing tariff protection. Total profits, rising over time, are highly correlated with 
GP and NK. The two F1RA variables have a positive correlation of .99, and 
both necessarily show high positive correlations with variables that are posi­
tively trended because they have values other than zero only in the last years 
under study. 

23 Caves (1988) employed trade-balance variables to provide an additional test, but easily 
available merchandise trade data for Canada appear contaminated by changing world raw mate­
rial prices which affected greatly the volume and price of Canadian exports. 



Box: t. Correlation matrix ohh.e. major independentv•riables 
for total investment · 

GPt-1 dGP1 NKaH Il\-1 DF1 FAat NEat RX, TAI PRA SD 

GPi,.,1 LOO 

dGP,1 :29 LOO 
NKat-1 .99 .31 1.00 

IR1_ 1 -.32 -.37 -.34 1.00 

DF1 .89 .11 .87 0 .22 1.00 

FA~1 .90 .15 .87 ·.22 .99 1.00 

NEa1 .82 .51 .84 •.29 .71 .73 1.00 

RX t .59 .26 .60 -.59 .38 .40 .40 1.00 

TAI -.96 -.35 -.96 .35 -.78 ·.78 -.83 -.56 1.00 

PRA -.75 .29 -.78 .18 -.62 ·.60 .-.39 -.57 .69 1.00 

SD -.52 -.42 -.52 .19 -.28 -33 -.. 32 -.52 .53 .54 1.00 

The initial regression results are presented in table 4. 

Alternative formulations are presented for total United States FDI (panel A), 
for all United States except petroleum (panel B), and for United States manu­
facturing investment (panel C). These are perhaps the most obvious catego­
ries for a test of FIRA' s possible effect. The total investment figures without 
any adjustment include investments into the highly volatile petroleum indus­
try. It is therefore worthwhile examining these figures after FDI into pet­
roleum has been removed. The manufacturing sector of an economy is not 
only interesting in its own right, but has frequently been the focus of nation­
alist anxieties about technological dependence. 

Equations 4AI, 4B 1, and 4Cl present results in which FIRA is mod­
elled by both a dummy variable and an acceptance rate variable and in which 
profits are presented explicitly rather than as a percentage of the capital in­
vested. The second equation in each series adds the variable recently em­
ployed by the UNCTAD-DTCI study (1993): the share of national product 
invested by both business and government. This additional variable is re­
tained in all of the subsequent equations in each of the panels. The third 
equation in each set models FIRA with a dummy variable alone, but it is oth­
erwise identical to the second equation. The fourth equation substitutes the 
profit rate on the previous year's inward FDI stock with the amount of profit. 



Table 4. Regression equations for 

·.,.~f:1!::((:,:.•,.•':· ... ·,·,· 

"•• .:.~ 

./~'· GP.,_1 dGt1 

4Al •. 0.072 -0.022 -0.242 -6116 47.83 
(0.022) (0.031) (0.518) (3142) (32.19) 

4A2 •. 0.073 -0.006 -0.245 11526.57 -5854 45.08 
(0.022) (0.032) (0.051) (8521:29) (3101) (31.77) 

4A3 1. 0.078 0.000 -0.272. 12299:79 -1726 
(0.022) (0.032) (0.048) (8661.99) (1094) 

4A4 1. 0.016 0.006 0.117 20335.86 -14538 127,65 
(0.034) (0.051) (0.095) (1246L76} (4330) (44.40) 

4A5 1. 0.020 -0.030 --0.142 9524,42 JS -9,10 
(0.027) (0.034) (0.056). (8767,47)· ·. (3736) (36.24) 

:./.,~..:.·,., ..• , •. · 
4Bl lb 0.067 0J)48 ..0.226 ~7'6 55.82 

(0.018) (0.023} (0.064). (2495) (25.68) 
4Bl lb 0.066 0.065 ..0.225 15861.56. ·;..6682 SS,73 

(0.016) (0.022) (0.057)·· .. . : .. (5730.01) .· (2234j (23,00) 
483 lb 0.077 0.062 -0.290 .. 1588~77 -1542 

(0.017) (0.024) (0.055). (6~5.60)··· (763) 
484 lb 0.027 0;083 0,0313 21187.40 ... 11303. 104.17 

(0.020) (.025) (.087) {(i9()2. 70) (22339) (23.84) 
4B5 0.042 .. 0.,059 -0.155 17807,07 ·. -5213 41.80 lb 

(0.020) (0.023) .. (0.060) .. ·. :{5734:55) .. (2582) (25.66) 

a Standard enws in parentheses. 
b Bolded coefficients significant at .05 (one-tailed.test). 
c DW = Durbin Watson statistic. 



United States FDI in Canada, 1951-1987 

1.62 -2694 41233 -63.43 .79 2.11 16.231 
(0.20) (2597) (21779) (14.95) 
1.58 -1027 39061 -59.04 .80 2.11 15.208 

(0.20) (2839) (21512) (15.08) 
1.67 -358 37638 -65.47 .79 1.94 16.108 

(0.19) (2852) (21888) (14.65) 
-5322 72240 -50.50 96362 .56 2.01 5.550 
(4112) (33339) (23.12) (25314) 

1.50 -4241 13267 41.19 -1191.31 .81 2.41 14.945 
(0.22) (2872) (22729) (10.79) (582.59) 

1.03 -4234 37783 -30.40 .77 2.23 14.647 
(0.25) (2017) (16117) (10.05) 
0.99 -1829 33992 -25.59 .82 2.33 17.097 

(0.23) (2004) (14499) (9.16) 
1.25 -695 32659 -32.03 .78 2.15 15.293 

(0.22) (2118) (15741) (9.53) 
-3576 48744 -17.09 35076 .75 2.08 11.53 
(2306) (19484) (10.5) (14038) 

0.97 -3049 28024 16.19 .81 2.22 16.518 
(0.23) (2073) (15372) (6.25) 

0.87 413 20656 -9.74 .74 2.12 12.228 
(0.22) (1358) (10402) (6.23) 
1.06 2354 16431 -7.19 .79 2.25 14.733 

(0.21) (1382) (9350) (5.60) 
1.23 3501 14995 -9.95 .78 2.19 15.072 

(0.19) (1242) (9622) (5.54) 
-1090 21428 -1.30 6956 .59 1.85 6.274 
(1677) (13001) (7.78) (9234) 

1.10 2064 19927 6.27 244.43 .79 '.2.33 13.401 
(0.23) (1376) (12907) (3.95) (408.07) 



The last equation in each set substitutes the United States stock price index 
with the difference in indices between Canada and the United States in the 
basic equation. The United States index is presented because the variable 
yields a higher level of significance and contributes more to the equation 
than the Canadian index, although each of those alternatives yields very 
similar results for the FIRA restrictiveness variables. 

The restrictiveness variables 

Because this article's principal focus is FIRA, a close look at the per­
formance of other factors awaits the careful consideration of the restrictive­
ness variables. Nonetheless, even the briefest look at the statistical results 
finds the prominence of current net earnings in terms of both significance 
and contribution to the overall fit. 

The results shown employ a dummy variable for FIRA for 1973; this 
showed a stronger influence overall than did the dummy variable for 1974.24 

Still, the FIRA dummy variable alone is not significant in the total FDI equa­
tion. 

Pairing it with the acceptance rate typically increases the significance of 
the FIRA dummy variable. This pairing ignores implicitly the introduction of 
Investment Canada as a regime shift. Instead, it simply approximates the pol­
icy change by putting the annual approval rate at 100 per cent after 1984. 25 

Care must be taken in interpreting the coefficients of the restrictiveness 
variables used together. The coefficient of the FIRA dummy variable is cal­
culated as the impact of FIRA if the approval rate were zero. This clarifies 
the great change in the coefficient of the FIRA dummy variable when it ap­
pears with the acceptance rate (between the second and third equation m 
each panel).26 

24 A dummy variable for 1972 performs at about the same level as the one for 1974, and 
some equations find significance even for a 1971 dummy variable, suggesting that the discus­
sion and introduction of restrictive legislation might have had some effect on FDI inflows. 

25 By comparison with other regressions (not shown here), this combination of variables 
finds consistently a larger and more significant impact for FIRA than either the dummy and 
rate combination that restores the pre-1974 situation in 1985, or a simple dummy that begins in 
1973 and kicks out again twelve years later. 

26 In equation 4A4, for example, the point estimate of the total restrictive effect of the re­
gime is calculated as - 14538 plus 127.65 times the approval rate, which averaged 86.5 per 
cent over the period. Thus, the total average effect of the FIRA regime is estimated to be 
- 3496. In this equation the "pure" FIRA effect would be estimated as the apparent restrictive­
ness when the approval rate was 100 per cent or- 1773 (- 14538 + 12765). 



Inspection of all of the equations together shows that the restrictiveness 
variable emerges with the highest level of significance when paired with the 
acceptance rate in those equations in which the profit rate is substituted for 
the actual level of profits (4A4, 4B4, and 4C4). Actual profits, however, are 
usually far more significant than profit rates and are associated with better 
fitting equations in the total FDI and manufacturing FDJ equations. 

In the equations for total FDI, only the profit-rate equation (4A4) 
shows expected signs and significant coefficients at the .05 level for a one­
tailed test for both the FIRA variables, although the FIRA dummy variable is 
significant in both 4Al and 4A2. In the equations excluding only the petro­
leum sector, the FIRA dummy variable is significant at the .05 level with the 
expected sign in all equations, and the acceptance rate fails significance only 
in 4A5. The manufacturing FDI equations show a significant FIRA dummy 
variable with the expected sign in all of the equations, but the approval rate 
is significant only in the profit rate equation (4C4). When the effect of FIRA 
in some of these equations.is considered relative to the FDI annual inflows in 
particular sectors, the impact is frequently impressive. For example, in the 
manufacturing sector, equation 4C4 suggests that FIRA reduced FDI inflows 
by about one-half over the period 1974-1984. These estimates, however, do 
not show a high level of consistency across alternative specifications and 
time periods. Among the total FDI and manufacturing-sector FDI equations, 
there is only one equation in which both the FIRA dummy variable and the 
acceptance rate are significant: the equation noticeably poorly fitting em­
ploying the profit rate. In the manufacturing-sector FDI equation without the 
acceptance rate (4C3) the FIRA dummy variable is (barely) significant at the 
5 per cent level. 27 

Picking 1973 over 1974 as "the dummy variable year of choice" was 
done by looking only at the significance of the dummy variable without the 
acceptance rate variable in the otherwise best specified equation in each sec­
tor; this gave some equations for the year 1974 (not shown) a better fit than 
their counterparts for the year 1973. For example, all of the manufacturing 
equations have a slightly superior fit with the dummy variable for the year 
1974, but they also suggest a much smaller impact for FIRA. Instead of a de­
crease in average FDI inflows by 51 per cent, for example, equation 4C4 
(with a dummy variable for the year 1974) suggests a decrease of only 13 per 
cent. 

27 The stronger result for FIRA with the profit rate is not apparently the result of reduced 
multicollineari!y. The standard errors in those equations arc, if anything, larger than in those 
employing profits. 



There are still more problems as far as making confident inferences is 
concerned. The equations reported in table 4 do not appear to suffer from se­
rially correlated errors, heteroskedasticity, or lack of intertemporal structural 
homogeneity.28 When the stability of the results is tested with a slightly 
shortened period, however, the difference is striking. The estimates pre­
sented in table 5 result from taking only two years from the beginning of the 
period and another two from the very end of the period (when FIRA 
approval rates were essentially 100 per cent). 

Although some deterioration of significance might be expected, on av­
erage, for all of the variables due to the loss of four degrees of freedom, the 
FIRA results essentially collapse for the equations treating all United States 
FDI. There are several unexpected signs and no expected signs at the usual 
levels of significance. The FIRA dummy variable alone has the expected 
sign, but it is insignificant in all three equations, and with only one t-score 
(barely) above unity. For the equations for all FDI excluding petroleum, the 
FIRA dummy variable is significant in 5B3, and both FIRA variables are sig­
nificant in 5B4, the equation within that group with the worst fit. For 
manufacturing-FDI, only the profit rate equation, 5C4, shows the FIRA vari­
ables with expected signs and a high level of significance. However, the fit 
of this profit rate equation is worse compared with that of 54B. 

The econometric estimation reported above was repeated for alternative 
capital-flow and stock deflators with little impact on the qualitative results.29 

Other variables 

As noted earlier, the most significant variable by far in virtually all of 
the estimated equations was net earnings. Its importance is also seen in the 
drop in the fit measured by the adjusted R2 when the profit rate was substi­
tuted for net earnings. That variable's impact shows clearly in part because 
net earnings are large relative to net investment; but its superior explanatory 
power and significance in the regression estimates by comparison with the 
profit rate is striking. 

28 Autocorrelation (non-independence of errors from each other) and heteroskedasticity 
(non-constant variance of the error) lead to coefficient estimates with misleadingly low esti­
mated standard errors, tempting faulty inferences about the significance of coefficients. The 
Durbin-Watson statistics reported in table 4 suggest the absence of the former problem; the pos­
sibility of the lauer was investigated using Engle's ARCH test. The stability of the basic struc­
ture of the model over time was tested using a Chow test. Tests for interactions between the 
FIRA dummy variable and other major regressors were also performed. For a discussion of 
these issues, see Studenmund, 1992, pp. 337-348, 365-385 and 174-175. 

29 Considerable discussion has taken place on alternative deflation methods. For a review 
of that discussion, see Landefeld and Lawson, 1991. 



The hypothesis that profits represent largely inadvertent, passive in­
vestments to be corrected through subsequent remissions to the parent firms 
implies that lagged profits should have a negative relation with current levels 
of FDI. In fact, profits lagged by one year were correlated positively with 
current levels of these investments. Only when profits were lagged by two 
years did a negative relation emerge, with low significance in the equations 
for manufacturing FDI but with very high significance when more sectors 
were included.30 

The total-product variable almost always had the expected sign, usually 
with a high level of significance. The change in total-product variable per­
formed far more erratically and was typica11y insignificant. The lagged 
capital-stock variable performed as expected; in most cases, it had a negative 
influence on FDI, typically at a high level of significance. The ratio of do­
mestic investment to national product had invariably the expected sign and 
was frequently quite significant. Its unique explanatory power is seen by 
comparing the first and second equations in each panel. 

The exchange-rate variable performed erratically. It had the unexpected 
sign more often than the expected one in both sets of equations, although the 
significance of the expected sign occurred slightly more often. Although the 
tariff variable performed weakly and erratically over the shorter period (as 
might be expected given its high correlation with national product), it had the 
expected sign over the longer period, usually with a high level of significance. 

The stock-market-difference variable performed quite consistently, as 
expected, over the longer time period, although it sometimes appears to be 
outperformed by the United States index. Neither variable stood out in the 
shorter period. 

The dummy variable for the National Energy Program in the equation 
modelling total United States FDI is significant with the expected sign over 
the longer time period (4A5), but it collapses when two years are removed 
from each end of that time period (5A5). The latter result is undoubtedly the 
outcome of the omission of the dummy variable for the two years (1986 and 
1987) following the end of the NEP dummy variable during which there was 
large FDI inflow to petroleum. More generally, expectations and other con­
siderations not included in the model influenced petroleum investment quite 
substantially. 

30 This is consistent with the idea that foreign affiliates have first claim on their own earn­
ings, with increased profits providing at least a primafacie case for expansion. The idea is a 
distant relative of the empirically discredited notion of "gambler's earnings" (Barlow and 
Wender, 1955, as discussed in Caves, 1982, p. 167), which began as a hunch that risky subsidi­
aries faced both the opportunity and the constraint of investing their own profits. 
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A dummy variable for Autopact, which should have had its principal 
effect on FDI into the manufacturing sector, was included in equations 4C5 
and 5C5; the impact of that agreement on United States flows into that sector 
was undetectable. 

Interpretation of the findings 

The results of the regression analysis presented above suggest that the 
right time period and a defensible formulation of a time-series equation mod­
elling the effects of FIRA can produce consistent results showing a negative 
impact on these investments. If, as both common sense and scholarly admo­
nition dictate (e.g., Leamer and Leonard, 1983), the fragility of the results is 
explored both in the context of model specification and time-period exam­
ined, much of the apparent negative impact of FIRA on FDI flows into Can­
ada dissipates. Those with prior convictions about the negative impact of 
FIRA on FDI into Canada will find some support for their position in the re­
sults presented above; others will continue to be skeptical since these results 
conform most closely with part of the third hypothesis presented at the be­
ginning of the article: little or no effect on the volume of inward FDI. 

It should be stressed again that FIRA affected directly only new busi­
ness cases and acquisitions, and not all FDI inflows. Moreover, FIRA' s im­
pact on the character of the investments made should also be considered. 
There was no evidence suggesting that FIRA operated successfully as a dis­
criminating monopsonist in its dealings with United States firms. The 
Agency paid a lot of attention to issues such as import substitution and ex­
port promotion; if it had succeeded in changing firm behaviour, a reduction 
in profits would be expected. Yet, the rate of return (net earnings as a per­
centage of lagged ( estimated) capital stock), regressed on time showed a 
highly significant downward trend over the post-war period that accounted 
for between three-fifths and three-quarters of all of the variation in such re­
turns for each of the three FDI stock variables employed in this study. A 
dummy variable for FIRA added to those equations is positive in all three 
equations with a t-score above 1.00 for manufacturing FDI and total FDI. 
While these equations were not carefully specified, the burden of proof 
seems to rest with those claiming that FIRA used its discretion successfully 
to reduce the profitability of United States investment. 

However, FIRA might have affected FDI from other countries more 
unambiguously than United States FDI. Moreover, it must be admitted that 
the statistical analysis presented here may not be sufficient; more accurate 



measures of the existing variables or the discovery of important omitted vari­
ables may provide a more significant and consistent negative impact for 
FIRA than it has been suggested here. 

One must still ask how a regime with such apparently muffled quanti­
tative effects can be reconciled with the extreme suspicion that FIRA 
aroused among foreign investors and with documented rates of rejection that 
were the highest among all industrial countries that screened incoming FDI 
during the 1970s (Safarian, 1978). An important clue lies in FIRA's proced­
ures and in the way data were recorded. After an initial application, FIRA 
officials provided reactions to investors about the attractiveness of the pro­
posal from a Canadian perspective. If this counsel was ignored or heeded in­
adequately, and the application was subsequently rejected, the proposed in­
vestment did not necessarily die. The application would be recorded as a 
rejection, but a chastened investor still had the option to return with a more 
attractive offering in another application. As many as one third to one half of 
all takeovers and about 25 per cent of all proposed start-ups that were re­
jected by FIRA when first proposed were resubmitted in a modified form 
and approved.31 

Overall, FIRA may well have had a much greater impact on Canada's 
popular image as a host to FDI than on either the volume or profitability of 
investment. Perhaps FIRA served mainly the domestic political purpose of 
demonstrating that the Government is vigilant in a policy area about which 
Canadians remain uneasy even today. As one reviewer of this study noted, 
FIRA may ultimately have found merit in most proposed investments, yet 
the aggregate impact of foreign control on the Canadian economy would still 
remain a source of concern. 

Those concerned about inward FDI screening in the United States and 
elsewhere can draw a number of lessons from the FIRA experience. Those 
fearful that screening would deter substantial amounts of FDI would find 
some grounds for optimism. Performance requirements for foreign investors 
might be met without a substantial impact on the overall volume of FDI (or 
profits sacrificed by foreigners). On the other hand, those most concerned 
about United States leadership towards a more open world economy might 
draw a very different conclusion: screening could produce a dramatically dif­
ferent image of the United States economy abroad, even if the impact on the 
volume of inward FDI is not easily detectable. ■ 

31 I am greatly indebted to Charles Byron, Director, Manufacturing and Resource Indus­
tries, Investment Review, Investment Canada, for providing these estimates. 
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