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. _ 

INTRODUCTION 

The pu rpose of t h i s t h e s i s i s t o p r o v i d e a t h e o r e ­

t i c a l framework w i t h i n which a s t u d y c o u l d be made of t h e 

e f f e c t s of f o r e i g n i n v e s t m e n t on t h e p r o c e s s of economic 

growth i n an advanced , i n d u s t r i a l i z e d economy and t o p r o v i d e 

q u a n t i t a t i v e and q u a l i t a t i v e d a t a f rom C a n a d a ' s h i s t o r i c a l 

e x p e r i e n c e i n a form i l l u s t r a t i n g t h e b a s i c t h e o r e t i c a l 

r e l a t i o n s h i p s . 

S t a t i s t i c a l l y , t h e r e e x i s t s a l a r g e and g rowing 

volume of knowledge on t h e t y p e , magn i tude and s o u r c e of 

f o r e i g n i n v e s t m e n t funds which have come i n t o Canada s i n c e 

C o n f e d e r a t i o n . T h e o r e t i c a l l y t h e r e e x i s t s y s t e m a t i c a p p r a i ­

s a l s of t h e f a c t o r s c a u s i n g and r e f l e c t i n g economic g rowth , 

a l t h o u g h no t r u l y g e n e r a l t h e o r y of economic growth h a s , as 

y e t , been d e v e l o p e d . I t i s an e s s e n t i a l p a r t of t h e s t u d y 

t o endeavour t o b r i n g t h e s e two g e n e r a l l y i n d e p e n d e n t l y p u r ­

sued f i e l d s of s t u d y , i n t o c l o s e r r e l a t i o n s h i p . 

The e x i s t i n g s t a t e of t h e o r e t i c a l knowledge on growth 

and f o r e i g n i n v e s t m e n t i s examined f i r s t , and methods by 

which q u a n t i t a t i v e e x p r e s s i o n c a n be g iven t o measurement 

and c l a s s i f i c a t i o n of f o r e i g n i n v e s t m e n t i n f l o w s a r e c o n ­

s i d e r e d . I n the Canadian c o n t e x t t h e f o r e i g n i n v e s t m e n t 

f l o w s have b e e n of such magn i tude a s t o imp inge on most f a - | 

c e t s of a g g r e g a t i v e d o m e s t i c economic a c t i v i t y . A s i m p l i f i e d 

UNIVERSITY OF OTTAWA SCHOOL OF GRADUATE STUDIES 
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model of the Canadian economy illustrating broad interrela­

tionships between key growth variables, has been set up. 

The examination of the quantitative evidence rela­

ting growth to foreign investment provides a guide to the 

appropriateness of the theoretical analysis. The evidence 

of growing North American economic integration and rising 

living standards, is - examined over a period of close to a 

century. Quantitative evidence is supported by considera­

tion of qualitative and institutional factors which have 

influenced the source and disposition of domestic savings. 

Finally, sub-periods from Confederation to the 

present day have been delineated. These periods provide a 

framework into which has been fitted an analysis of the 

interrelationships between growth and foreign investment 

Inflows at varying stages in the development of Canada into 

a wealthy industrialized nation. A broad historical 

approach, principally within the National Accounts frame­

work, has been the major tool of analysis. 

Throughout the study emphasis has been placed on an 

endeavour to establish principles and methods of approach 

which will lead to a more thorough understanding of the role 

of foreign capital flows as a primary facet of international 

growth transmission. 

UNIVERSITY OF OTTAWA - SCHOOL OF GRADUATE STUDIES 
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CHAPTER I 

THE THEORETICAL BACKGROUND 

1. The Requirements for a General Theory Relating Foreign 

Investment to the Process of Economic Growth 

At the present time there exists no general theory 

of economic growth. "By a theory we mean a statement of 

testable relations among empirically identifiable factors, 

such relations having been found relatively invariant in 

time and space"!. By economic growth is meant the rates of 

change in time of economic variables. Rates of change, 

their pattern over time, and the differential rates of 

change that occur within and between the populations 

affected by the total change in economic variables, form the 

substance of economic growth. 

The principal factors that a general theory of eco­

nomic growth must explain have been formulated by Kuznets 

as: 

(a) the factors behind the development of the more 

industrially advanced nations, and an examination of the 

possibilities of secular stagnation; 

1 S. S. Kuznets, "Towards a General Theory of Econo­
mic Growth", in National Policy for Economic Welfare at Home 
and Abroad, ed. Robert Lekachman, New York, Russell and 
Russell, I"961, p. 14. 

2 P_p_1_ci^t., p. 1 3 . 
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(b) an i l luminat ion of the obstacles to growth in 

underdeveloped countr ies , thus providing a bas is for i n t e l l i ­

gent development p o l i c i e s ; 

(c) an analysis of the operation of the theory in botjh 

cen t ra l ly planned and pr iva te enterpr ise economies; and 

(d) an analysis of the operations of the theory in 

periods of both war and peace. 

( i ) P a r t i a l Theories of Economic Growth. 

What has developed i s a se r ies of p a r t i a l theor ies , 

each containing the i r i n t e rp re t a t i on of the forces of econo­

mic growth and economic a c t i v i t y associated with th i s growth, 

Each theory has concentrated on ce r t a in aspects and fea tures 

of economic growth and thus doesnot provide a long-time and 

wide-space perspective of the growth process . 

W. A. Lewis^ has perhaps come the neares t of any 

wri ter to crea t ing a general theory. He attempted to create 

a framework for the study of economic development, but he 

does not present a t ru ly general theory. Rather he deals 

with different theor ies of economic growth, which help to 

explain economic growth. He ranges over f i e l d s tha t go 

beyond economies, inc-|Uding soc ia l , cu l tu ra l , r e l i g ious and 

anthropological considera t ions . A major contr ibut ion made bj 

Lewis was the s t r e s s tha t he l a i d on the importance of 

3 W. A. Lewis, The Theory of Economic Growth, Home-
wood, I l l i n o i s , R.D. Irwin, 1955. ' 
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"economic activity" defined as "effort directed towards 

Increasing the yield of a given effort or resource, or to­

wards, reducing the cost of a given yield"4, in the growth pro­

cess. The striving for optimum proportionality between re­

source inputs and final outputs is the fundamental definition 

of the term 'economy'. 

(ii) Causes of Economic Growth. 

Despite the lack of a general theory of economic 

growth, there is substantial agreement as to what are the 

main causal factors behind economic growth. Benjamin Higgins 

has put forward four fundamental causes of economic growth^, 

namely, 

(a) The accumulation of capital, 

(b) Population growth, 

(c) Discoveries of new resources, 

(d) Technological progress. 

These four factors are interrelated and most theories of eco­

nomic development differ mainly because they place different 

emphasis on the interrelationships among these four factors. 

To these four factors could be added„ 

(e) The extent to which new resources, and pre- 'i 
i 

viously discovered resources, are utilized, j 

4 W. A. Lewis, Op. cit.. p. 23. j 

5 Benjamin Higgins, Economic Development. Principles.! 
Problems and Policies, New York, Norton, 1959, p. 239. J 

1 
i 
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and the efficiency with which production 

i s undertaken. 

(f) The terms of t r a d e . The volume of imports 

obtainable from a given volume of exports cai 

vary markedly within short per iods, pa r t i cu ­

l a r l y when the p r ices of exports are la rgely 

determined by world supply and demand condi­

t i ons . 

(g) I n s t i t u t i o n a l and Oual i ta t ive f a c t o r s . These 

include the p o l i t i c a l fac tors which influence 

the ' c l imate ' i n which growth may develop, 

the a t t i t u d e s towards work and en te rpr i se , 

and the cu l tu ra l backgrounds of na t ions . 

( i i i ) The accumulation of c a p i t a l . 

The accumulation of cap i t a l as one component of 

nat ional product, e i ther net or gross of current consumption 

of durable c a p i t a l , i s an important cause of economic growth. 

Within the framework of the nat ional accounts cap i t a l forma­

t ion i s measured (net or gross) by, 

(a) addit ions to the stock of r e s i d e n t i a l and 

non- res ident ia l construct ion, 

(b) the new addit ions to the machinery and equip• 

ment of producers,' 

(c) net addit ions to business and farm invento­

r i e s , 

UNIVERSITY OF OTTAWA - SCHOOL OF GRAPUATE STUDIES 
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(d) Net Foreign Balances, i.e. net claims against, 

or net liabilities to, foreign countries. 

It is this net foreign balance, that over the long 

run, is a basic measure of the foreign capital inflow affect­

ing the domestic economy. Table I, within the framework of 

the national accounts, brings out the interrelationship bet­

ween changes in the net foreign balance and other key aggre-
5*3 

gates for Canada covering the period 1957-1961. 

The stock of capital is not the only strategic factor 

in the process of development. For continuous economic expan­

sion to occur, many factors must operate favourably so as to 

produce a steady rate of capital accumulation. Perhaps most 

important among these associated factors are the improvements 

in the technical ability and scientific knowledge of the 

people who comprise a nation's labour force. Again, techno­

logical progress permits large additions to output with only 

minor additions to reproducible physical capital. 

(iv) The International Character of Economic 

Growth. 

Economic growth involves a sustained increase in pop 

lation and product per capita of a nation. Economic growth 

can be defined as, "a perceptible increase in total and per 

capita income, widely diffused among income and social 

classes, continuing for at least two generations and becomin, 

5a 1357-1961 hoc, v e e r i c)obeii T e 0 T e S e r i | ; r r ,-Ly10mo.,e. 
period 0+ re\, ^P\^J 6 l 0 v v e c o r o r , . ; ^ , - ! L " 

V I.'-5 
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Gross 

THE THEORETICAL BACKGROUND 

TABLE I 

C a l c u l a t i o n of t h e Growth of R e a l Produc t 
i n R e l a t i o n t o Net F o r e i g n B a l a n c e , 

Canada, 1957-1961 

($ m i l l i o n ) 

Domes t i c Expend i tu re ( c u r r e n t &) 
E x p o r t R e c e i p t s 
Impor t Payments 

I n d e x 
I n d e x 
I n d e x 

of 
of 
of 

D e f l a t e d 

G.D.E. 
E x p o r t s 
I m p o r t s 

G.D.E. 

( c u r r e n t $>) 
( c u r r e n t f ) 

(1935-39 = 100) 
(1935-39 * 100) 
(1935-39 = 100) 

D e f l a t e d E x p o r t R e c e i p t s 
De f l a l bed I m p o r t Payme 

R e a l P r o d u c t 
Net F o r e : 

I n d e x 
I n d e x 

Index 
I n d e x 

of 
of 

of 
of 

Lgn Ba l ance 
( N . F . B . ) 

Rea l P r o d u c t 
Net F o r e i g n 

Rea l P r o d u c t 
Net F o r e i g n 

n t s 

(1935-39 c o n s t a n t $ ) 

(1935-39 c o n s t a n t if) 

B a l a n c e 

p e r p e r s o n w o r k i n g 
B a l a n c e per per&on wookinq. 

S o u r c e : Appendix 2 . 

1957 

33 , 
6, 
7, 

14 
2. 
3, 

14 

331 
391 
813 

224 
232 
231 

,898 
,758 
,377 

,279 

619 

281 
415 

194 
288 

6 

1 9 6 1 

3 7 , 7 9 3 
7 , 5 7 8 
8 ,487 

238 
239 
244 

15 ,894 
3 ,16£ 
3 ,486 

15 ,576 

316 

306 
213 

20C 
14C 
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cumulative"6 . I t i s important to r e a l i z e the in te rna t iona l 

character of the growth process thus defined. 

The flows of s c i e n t i f i c knowledge, inventions, inno­

vat ions, technical knowhow, and managerial and marketing 

ab i l i t y , a l l transcend purely nat ional b a r r i e r s and act on 

the passive money flows, represent ing savings. These money 

flows, from domestic or foreign sources, are transformed unde: 

the impact of foreign en t e rp r i s e . 

I t i s the i n t e r r e l a t i onsh ips between in te rna t iona l 

cap i ta l movements and the other causal var iab les in the pro­

cess of economic growth,that are the concern of t h i s study. 

Orientat ion of the user amongst economic data i s a primary 

task of economic theory and I t i s to th i s more l imited end 

that a researcher may hope to proceed. 

2 . The Construction Techniques for a General Theory 

There are four p r inc ipa l approaches an economist can 

take in endeavouring to es tab l i sh economic laws covering 

want sa t i s fy ing a c t i v i t i e s . 

(a) A deductive approach, which cons i s t s of a pro­

cess of reasoning whereby genera l iza t ions are made from 

assumptions which are taken to be t r u e . 

6 Benjamin Higgins, Op. c i t . , p . 4SH<?. 
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(b) An inductive or empirical approach, whereby 

general propositions are derived from particular cases. 

(c) A statistical approach in which causal relation 

ships between two or more sets of data on economic phenomena 

are indicated. 

(d) A method of gradual approximations. Economic 

problems, being complex, are often best approached by elimi­

nating certain cause and effect variables and thus making 

mental abstractions to provide a simplified model. Later the 

originally neglected factors may be introduced. 

I'he technique of model building utilizes all these 

approaches. Model building can be approached from both a 

descriptive and mathematical viewpoint, but in either case 

there are certain characteristics of a good model vaihich need 

to be considered. 

(i) Characteristics of a Model. 

A model consists of endogenous, variables, to be 

explained within the system, and exogenous variables to be 

determined outside the system. A realistic model will incor 

porate the institutional framework into the model structure. 

In a nation like Canada, where foreign trade plays such an 

important role and export prices are largely determined by 

world supply and demand conditions, it is realistic to treat 

the volume of exports as determined outside the system. 

The functional relationships that are analyzed in th< 

UNIVERSITY OF OTTAWA .. 
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model represent convenient abstractions of the real world. 

The real world is too complex to discuss all causal relation­

ships, but it is the test of a good model that the key 

relationships between the variables should be illuminated. 

The system should illustrate how the variables interact with 

each other to determine the behaviour of the system over 

time. If the theoretical relationships embodied in the equa­

tions prove consistent with behaviour in the real world it 

proves only, however, that the particular theories are not 

inconsistent with the workings of the economy. 
growth 

All models should be dynamic in that variables at 

different points of time are considered to be functionally 

related. In descriptive studies the use of long, medium and 

short term analysis is useful. Economists find the study of 

dynamics a vital tool in presenting a reasonably realistic 

description of such phenomena as speculation, cyclical 

fluctuations and secular growth. In addition, dynamic ana­

lysis is a flexible mode of thought, both for pursuing the 

implications of various hypotheses and for investigating new 

possibilities. In actual fact, it can prove too flexible, 

for the number of conceivable models is literally infinite. 

The final test of a model, e.g. in a model endeavouring the 

illuminate theoretical relationships between growth rates | 

and foreign investmaat, lies in its ability to orientate the 

researcher amongst statistical data. 

UNIVERSITY OF OTTAWA - SCHOOL OF GRADUATE STUDIES 
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(ii) The Macro-Historical Approach 

Theoretical relationships embodied, in economic models, 

need to be tested against the historical experience of a 

nation, A model must be supplemented by interpretation, and 

the descriptive-historical approach exemplified in the work 

of Schumpeter? and Rostow° provides a broad perspective on 

data given for long historical periods. The analysis of 

Rostow, in which the stages through which nations have passed 

as their development has occurred are presented, represents 

a partial theory of economic history. Such a wide perspec­

tive complements the numerical accuracy given to quantitative 

relationships, by a mathematical model. 

Statistics relating to Canada's balance of payments 

and international investment situation are available for a 

period of nearly one hundred years^. Table II presents 

statistics on the capital inflows into Canada 1900-1913 

7 J. A. Schumpeter, The Theory of Economic Develop­
ment, an Enquiry into Profits, Capital, Credit, Interest and 
the Business Cycle. New Edition, New York, O.U.F., 1961. 

8 W.W. Rostow, The Stages of Economic Growth: a Non-
Communist Manifesto, London, Cambridge University Press, I960. 

9 The chief contributors to this body of statistical 
knowledge are (i) O.J. Firestone, Canada's Economic Develop­
ment, 1J67-1953, London, B-@wes and Bowes, 1958; (ii) Pene-
lope Hartland, "The Canadian Balance of Payments Since 1868'», 
in Studies in Income and Wealth. Vol, 24, Princeton, Prince-
ton University Press, 1961; (Til) F. A. Knox, Dominion Mone­
tary Policy, A Study Prepared for the Royal Commission on 
Dominion-Provincial Relations, Ottawa, King's Printer, 1939. 
(iv) Jacob Viner, Canada's Balance of International Indebted­
ness, 1900-1913, Cambridge, Harvard University Press, 1924-
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TABLE I I 

C a p i t a l I n f low i n t o Canada by Type 
1900-1913 

( | m i l l i o n ) 

Amounts of f o r e i g n exchange r e q u i r e d t o 

(1) Meet d e f i c i t on commodity t r a d e 1181.2 

(2) Pay net i n t e r e s t and dividend imbalance 872.4 

(3) Pay ne t Imbalance on o the r c u r r e n t 
account i tems 184.8 

f3 bu.il d-u-p 
(4) Allow [inflow of shor t term c a p i t a l 203.0 
(5) E r ro r s and omissions 54.2 

Amounts of f o r e ign exchange acqui red by 

(6) Direct investment Inflow 

(7) Portfolio capital inflow 

678.1 

1817.5 

Source: Appendix I 
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and illustrates the detail available for this early period. 

Given this statistical background, historical analysis of 

foreign investment inflows into Canada is facilitated to a 

significant degree. Statistics on Canada's international 

investment position have become more comprehensive with the 

passing of each decade. Table III gives some of the results 

from a penetrating, modern study, initiated by the U.S. 

Department of Commerce, on the source and disposition of 

funds by U.S. direct investment companies in Canada^-. 

3. The Partial Theories Relating Economic Growth to 

Foreign Investment 

The partial theories of economic growth that exist 

at the present time present facets of the growth process. 

Emphasis here must be placed on theories which relate invest|-

ment expenditures to the process of economic growth. These 

theories must in turn be reinterpreted in the light of a 

particular component of investment expenditures, namely the 

foreign investment component. 

International Economics is concerned with commercial 

movements between nations which can take the form of movement 

10 The results of these surveys, published in the 
Surveys of Current Business, U.S.D.C., Vol. 41, No. 9 and 
Vol. 42, No. 9, issues of Sept. 1961 and 1962 respectively, 
are analyzed in Chapter III, Section 1. These statistics 
are not covered by the official balance of payments presen­
tations. 
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TABLE I I I 

S o u r c e s and Uses of Funds of U . S . D i r e c t - I n v e s t m e n t 
E n t e r p r i s e s i n Canada, S e l e c t e d I n d u s t r i e s , 1961 

( I n M i l l i o n s of D o l l a r s ) 

13 

ITEM 

Selected Industries 

Mining 
and 

Smelting 

P e t r o ­
l eum 

Manufac­
t u r i n g 

Total 
Selected 

I n d u s t r i e s 

S o u r c e s of Funds 

Net Income 
Funds from U . S . 
Funds bor rowed i n Canada 

or i n T h i r d C o u n t r i e s 

D e p r e c i a t i o n and D e p l n . 

TOTAL 

161 
9 

140 

80 

390 

199 
99 

20 

217 

535 

400 
127 

60 

340 

927 

760 
235 

220 

637 

1,852 

Use of Funds 

P r o p e r t y , P l a n t & 
Equipment 

I n v e n t o r i e s A d d i t i o n s 
R e c e i v a b l e s A d d i t i o n s 
Other A s s e t s 

S u b - t o t a l I n v e s t m e n t 
Income P a i d Out 

TOTAL 

165 
51 
40 
48 

304 
86 

390 

340 
10 
27 
36 

413 
122 

535 

361 
60 

126 
100 

647 
280 

927 

866 
121 
193 
184 

1 ,364 
488 

1 ,852 

S o u r c e : " F i n a n c i n g U . S . D i r e c t F o r e i g n I n v e s t m e n t C a p i t a l 
O u t l a y s " , Survey of C u r r e n t B u s i n e s s , U . S . D e p t . of 
Commerce, Sep tember , 1 9 6 2 . 

SUMMARY: U . S . D i r e c t I n v e s t m e n t E n t e r p r i s e s 1961 
Funds from Canada [% m i l l i o n ) (Source ( i ) ) 
Funds from U .S .A . ( 

TOTAL ( 
m i l l i o n ) 

m i l l i o n ) 
U . S . Funds as a P e r c e n t of T o t a l : 

£1,129 
235 

1 ,364 
1 7 . 4 

( i ) I n c l u d e s a s m a l l amount bo r rowed from c o u n t r i e s 
o t h e r than the U n i t e d S t a t e s . 

UNIVERSITY OF OTTAWA - SCHOOL OF GRAPUATE STUPIES 



UNIVERSITE P'OTTAWA -- ECOLE PES GRADUES 

THE THEORETICAL BACKGROUND 14 

across international frontiers of good, services, men, money 

and ideas. These flows between nations can be represented in 

an integrated conceptual framework reflecting international 

economic transactions called the balance of payments. The 

balance of payments can in turn be integrated into the frame­

work of the National Accounts, the latter accounts providing 

the basic measurements of growth aggregates in the Canadian 

economy1-1. 

Countries tend to specialize in the production of 

those commodities requiring relatively large amounts of their 

abundant factors. Differences in factor proportions and pricps 

as between nations provide the fundamental reason for trade 

and specialization between nations. Nations will export 

domestically produced commodities and import those, the tech­

nical production requirements of which, best fit the factor 

supplies and prices of other countries. 0hlinl2 believed 

that trade, by equalizing prices everywhere, subject to transj-

port costs, would tend to equalize factor prices in all coun­

tries. The important point is that capital with its associa­

ted technological and managerial benefits, has proved rela­

tively mobile as between nations. The object of increasing 

11 The D.B.S. publication, National Accounts, Income 
and Expenditure, 1926-1956. Queen's Printer, 1958, p. 109, 
gives the Integration between the balance on current account 
as per official balance of payments statistics and the net 
foreign balance. 

12 Bertil Ohlin, Interregional and International 
Trade, Cambridge, Massachusetts, Harvard University Press, 
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m a t e r i a l abundance has been pursued by n a t i o n s , by endeavour­

ing to make cap i t a l p l en t i fu l r e l a t i v e to land and labour, 

and importing foreign c a p i t a l . 

( i ) The Savings-Investment Theory. 

The Savings-Investment theory developed by Keynes13 

provides the t heo re t i ca l framework for a theory l inking 

foreign investment and the growth process . In th i s theory 

Gross Domestic Investment i s the sum of two components, grosis 

domestic savings plus the net foreign balance. Within th i s 

framework foreign Investment flows can be given prec ise 

measurement. In th is way the extent t o which a country has 

drawn on the resources of the r e s t of the world to finance 

her c a p i t a l development can be measured^. Another measure­

ment of the extent to which foreign savings have supplemented 

domestic savings i s to measure the percentage of the cap i ta l 

stock owned by foreign i n t e r e s t s , in ce r t a in sectors of the 

economy. Book value valuations for c e r t a in sectors of the 

Canadian economy are given in Table IV1^. 

13 J.M. Keynes, The General Theory of Employment, In­
t e r e s t and Money, London, MacMillan, New York, S t . Martins 
1936,reprint 1960, presents the o r ig ina l framework. 

1 4 Such an approach i s discussed in Chapter I I I , 
Section 1 . The Keynesian Savings-Investment r e l a t ionsh ip i s 
discussed In Chapter IV. 

15 The problems involved In est imating the cap i ta l 
stocks of a nat ion are numerous, (see Wm.C. Hood and Anthony 
Scot t , Output, Labour and Capital in the Canadian Economy, 
Ottawa, queen's Pr in ter , February 1957, p . 231-245) and book 
value f igures give approximations only. 
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TABLE IV 

T o t a l C a p i t a l Employed and F o r e i g n I n v e s t m e n t Component 
i n C e r t a i n S e c t o r s of t h e Canadian Economy 

Year ends 1926-1959 

Book Va lues f ( b i l l i o n s ) 

S e c t o r ( i ) T o t a l c a p i t a l 
employed 

( i i ) N o n - r e s i d e n t 
owned c a p i t a l 

M a n u f a c t u r i n g 

P e t r o l e u m and n a t u r a l g a s 

O t h e r min ing and s m e l t i n g 

R a i l w a y s 

Othe r u t i l i t i e s 

C o n s t r u c t i o n & M e r c h a n d i s i n g 

TOTAL 

1926 
( i ) 

3 . 1 

0 . 6 

3 .5 

1.3 

2 . 1 

1 0 . 6 

( i i ) 

1.2 

0 . 2 

1 .9 

0 . 4 

0 . 2 

3 . 9 

1939 
( i ) 

3 . 5 

0 . 8 

3 . 4 

2 . 1 

2 . 1 

1 1 . 9 

( i i ) 

1 .5 

0 . 3 

1 .9 

0 . 6 

0 .2 

4 . 5 

1948 1954 
( i ) 

5 . 7 

1 .1 

3 . 4 

2 . 6 

3 .2 

1 6 . 0 

( i i ) 

2 . 4 

0 . 4 

1.5 

0 . 5 

0 . 3 

5 . 1 

S o u r c e s : The Canad ian Ba lance of Payments (1958 and 1960) 
I n t e r n a t i o n a l I n v e s t m e n t P o s i t i o n . 

Ti) 

8 . 3 

2 . 5 

1.9 

4 . 1 

5 . 3 

6 . 1 

28.2 

and 

( i i ) 

3.3 
1.5 

1.o 

LAr 

0-7 

O.G 

9.1 

1959 
( i ) 

11.7 

5 . 5 

3 . 0 

5 , 2 

8 .8 

9 . 5 

43.7 

( i i 

6.a 

3.5 

1 . T S 

1-4 

1.3 

•J-J 

l'-.i 

o> 
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These two measurements, however, tend to hide the 

essential differences that may exist between foreign and 

domestic investment as generators of economic growth. The 
r 

less the degree^ substitute! ility between the two types of 

investment, the greater the need to qualify the savings-

investment approach. 

(ii) Schumpeterian Analysis. 

Schumpeter1 saw growth as a by-product of innova­

tion and technological advances. In a fundamental sense his 

theory runs in terms of an endogenous self-perpetuating pro­

cess, a process inherent in the inner structure of a private 

enterprise economy, in which the impelling force is the inno­

vating entrepreneur. Innovations may be defined as the setting 

up of new production functions. These innovations appear 

at irregular Intervals and provide the initial shock which 

sets up the periodic movements in economic aggregates. These 

movements provide the fundamental characteristics of the 

business cycle. Innovation requires capital investment, 

which accordingly appears 'en-masse' at intervals. Exoge­

nous factors, e.g. the development of the railroad, are 

important with respect to the secular trends against the 

background of which the regular business cycle unfolds. 

J 
16 J . A. Schumpeter, Op. c i t . 
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The analysis of Schumpeter has critical importance ir 

the explanation of foreign investment flows between Canada 

and the more developed U.S. economy. "A nation as large and 

wealthy as the U.S. is naturally an important source of 

saving for the entire world.... Its advanced technology in­

vites emulation abroad, and the profitability of duplicating 

American technology draws American savers and investors 

beyond domestic borders. Its need for foreign resources to 

supply American production attracts private U.S. development 

capital-1-'. 

The technological advantages enjoyed by the U.S. pro­

vide one explanation for the flow of investment funds from 

the U.S» to Canada. They also partially explain the rather 

low degree of substitutability between Canadian savings and 

foreign investment inflows18. 

(iii) The Dual Economy Thesis. 

Hla Myint19 developed the thesis that the intrusion of 

foreign investment into an underdeveloped economy tended to 

fossilize the earnings of domestic factors of production at 

their low initial levels. Assuming that a backward country 

1 7 The Annual Report of the Council of Economic Advi­
sers t to the President of the U.S., U.S. Government Printing 
Office, Washington, 1963, p. 93-94. 

18 Chapter III, Section 3, develops this point. 
1 9 Hla Myint, "The Gains from Trade and Backward 

Countries", in the Review of Economic Studies. Vol. 22, No.58l 
I issue of 1954-55. p. l«9-]42. ' \ 
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b e g i n s to s p e c i a l i z e i n t h e p r o d u c t i o n of an e x p o r t commodity 
relalive 

which r e q u i r e s more c a p i t a l A t o l a b o u r t h a n i t s d o m e s t i c 

i n d u s t r i e s , i t i s l o g i c a l t o assume t h a t p r o f i t s and i n t e r e s t 

w i l l r i s e r e l a t i v e l y t o w a g e s . T h i s , however , assumes t h a t 

t h e r e s o u r c e s of t h e c o u n t r y a r e g i v e n and t h a t i t can i n ­

c r e a s e e x p o r t p r o d u c t i o n o n l y by w i t h d r a w i n g r e s o u r c e s f rom 

d o m e s t i c i n d u s t r i e s . I f t h e n e t a d d i t i o n s t o t h e c o u n t r y ' s 

o u t p u t a r e due , n o t to t h e u t i l i z a t i o n of d o m e s t i c r e s o u r c e $ ; 

b u t due t o an i n f l u x of f o r e i g n c a p i t a l f o r which t h e r e i s 

no a d e q u a t e domes t i c s u b s t i t u t e , t h e n t h e e a r n i n g s of t he 

d o m e s t i c f a c t o r s of p r o d u c t i o n w i l l t e n d t o r e m a i n a t t h e i r 

p r e v i o u s l e v e l s or be d e p r e s s e d even f u r t h e r -

The b u l k of t h e new p r o d u c t i o n f o r e x p o r t may t a k e 

t h e fo rm of n e t a d d i t i o n s t o o u t p u t made p o s s i b l e by t h e 

u t i l i z a t i o n of new r e s o u r c e s under t h e i m p e t u s of f o r e i g n 

c a p i t a l . A dua l economy t h u s d e v e l o p s w i t h t h e f o r e i g n i n ­

v e s t m e n t c o n c e n t r a t i n g i n the most p r o d u c t i v e s e c t o r s of t h e 

economy. 

( i i i ) The Harrod-Domar A n a l y s i s . 

The l o g i c a l f o l l o w - u p t o a t h e o r y wh ich p o s t u l a t e s 

t h a t f o r e i g n i n v e s t m e n t i s a b a s i c g e n e r a t o r of a d d i t i o n a l 

o u t p u t , i s t o a n a l y s e t h e volume of t h e i n c r e m e n t a l o u t p u t 

i n r e l a t i o n t o f i n a l demand e x i s t i n g and t h e incomes g e n e ­

r a t e d i n t he p r o d u c t i v e p r o c e s s . 
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I t was t he c o n t r i b u t i o n of H a r r o d 2 0 and Domar 2 1 t o 

s t r e s s t h e d u a l n a t u r e of the i n v e s t m e n t p r o c e s s . I n v e s t m e n 
^>roclucA>'ve 

c r e a t e s b o t h a d d i t i o n a l A c a p a c i t y and a d d i t i o n a l i n c o m e . 

F o r e i g n i n v e s t m e n t d i s t u r b s t h e c i r c u l a r f low of economic 

goods and s e r v i c e s i n two ways . A s u b s t a n t i a l p o r t i o n of t h o 

income g e n e r a t e d i s e i t h e r r e m i t t e d or p l o u g h e d back I n t o 

t h e f o r e i g n c o n t r o l l e d e n t e r p r i s e s , wh ich i n c r e a s e s t h e p o ­

t e n t i a l r e m i t t a n c e and r e p a t r i a t i o n p r o b l e m . Second ly , a 

l a r g e p o r t i o n of the f i n a l o u t p u t of the i n d u s t r i e s i n t o 

which t h e f o r e i g n i n v e s t m e n t f l ows i s o f t e n s o l d on a wor ld 

m a r k e t , where p r i c e i s v e r y d e p e n d e n t on w o r l d supp ly and 

demand c o n d i t i o n s . Under such c o n d i t i o n s the v a l u e of t h e 

f i n a l o u t p u t can v a r y marked ly ove r t i m e . Because of b o t h 

t h e s e i n f l u e n c e s t he p o s s i b i l i t y of d i v e r g e n c e s be tween incoi ie 

g e n e r a t e d and o u t p u t c r e a t e d i s e n h a n c e d . Unsold o u t p u t can 

i n t u r n l e a d t o t h e development of s u b s t a n t i a l e x c e s s c a p a ­

c i t y . 

( i v ) The ' F r o n t i e r ' A n a l y s i s . 

The deve lopment of e x c e s s c a p a c i t y i s one a s p e c t of 

t h e s t a g n a t i o n t h e s i s . This theory , ,which h a s i t s c h i e f 

20 R . p . Har rod , Towards a Dynamic Economics , London 
MacMi l l an ; New York, S t . M a r t i n s , 1 9 6 1 . 

21 Evsey D. Domar, " E x p a n s i o n and Employment", i n t ho 
Amer ican Economic Review. V o l . 37 , No. 1 , i s s u e of March 
1947. "" 
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e x p o n e n t i n H a n s e n 2 2 , f o r e s e e s t he g r a d u a l d r y i n g up of p r i ­

v a t e i n v e s t m e n t o p p o r t u n i t i e s . "The t h e o r y a t t r i b u t e s s t a g ­

n a t i o n to f o u r s u b - t r e n d s , t h e e x p a n s i o n of p e r s o n a l and 

c o r p o r a t e s a v i n g s , t h e d e c l i n i n g r a t e of p o p u l a t i o n g r o w t h , 

t h e d i s a p p e a r a n c e of g e o g r a p h i c a l f r o n t i e r s and t h e t e n d e n c y 

f o r i n v e n t i o n s to become c a p i t a l - s a v i n g r a t h e r t h a n c a p i t a l 

a b s o r b i n g " 2 3 . 

The m o t i v e s f o r f o r e i g n c a p i t a l movements i n c l u d e ? t h e 

d i s c o v e r y of new r e s o u r c e s or lower c o s t s u p p l i e s of o l d r e ­

s o u r c e s , t h e d e s i r e t o improve o v e r a l l f i r m p r o f i t s by g a i n i r 

a c c e s s t o d o m e s t i c m a r k e t s ^ a n d p o l i t i c a l r e a s o n s , e . g . t o 
s t ra tegic 

e n s u r e c o n t i n u i t y i n e s s e n t i a l . , r a w m a t e r i a l s u p p l i e s . The 

s p r e a d of t e c h n o l o g y and s k i l l s a s s o c i a t e d w i t h t h e money 

f low i s one means of f i n d i n g new f r o n t i e r s which p r o v i d e 

p r o f i t a b l e o p p o r t u n i t i e s f o r p r i v a t e i n v e s t m e n t . 

When c a p a c i t y i n t he c a p i t a l e x p o r t i n g n a t i o n s I s 

f u l l y u t i l i z e d and c a p i t a l f o r d o m e s t i c i n v e s t m e n t i s i n 

heavy demand, h igh p r o f i t a b i l i t y w i l l t e n d t o keep c a p i t a l 

w i t h i n t h e e x p o r t i n g c o u n t r y . C o n v e r s e l y , u n u t i l i z e d c a p a ­

c i t y , d e c l i n i n g p r o f i t m a r g i n s and h i g h unemployment l e v e l s 

w i l l t e n d t o e n c o u r a g e the o u t f l o w of c a p i t a l . I n many c a s e 

2 2 Alvin H. Hansen, F i s c a l P o l i c y and Business Cyc les , 
New York, Norton, 1941, p r e s e n t s t h i s t h e s i s i n a c l e a r manne 

2 3 Benjamin Higgins , "Concepts and C r i t e r i a of Seoul; 
S t agna t ion" , i n Income, Employment and Pub l i c P o l i c y , ed. 
L. A. Metzler , New York, Norton, 1948, p . 90 . 
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however, a slowing down in growth rates in the major capital 

exporting nations of the world is transmitted, via the net­

work of world trade, to the capital importing nations. These 

latter countries thereby lose some of their attractiveness 

to foreign investors. 

One of the frontiers that is being met in the indus­

trially advanced nations of the world is the 'public sector' 

frontier. As nations become wealthier the preoccupation 

with material wants diminishes and many of the goods pro­

duced may satisfy only a 'second class' of wants not direct­

ly related to the primary biological necessities of food, 

shelter and clothing. In such a situation there may be a 

case for more extensive government participation and/or 

influence over processes of distribution, production and 

consumption. It is with this situation that the following 

sectbn is largely concerned. 

4. The Institutional Framework for Foreign Investment 

"More rapid economic growth raises living standards, 

enhances job opportunities and permits satisfaction of many 

needs now beyond our reach — in short it improves the 

quality of our lives"24. Thus economic growth is desired 

*** The Annual Report of the Council of Economic 
Advisers, 1963, p. 42-43. 
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for the multitude of attendant benefits that it brings inclu­

ding higher living standards and greater economic security 

for the individual and the nation. 

The question as to whether the public sector in the 

basically private enterprise economies should expand in 

order to ensure maximum rates of economic growth,Is a crucia] 

question25. Economic development in many emerging nations 

has been provided by public capital as well as private capital 

and the question arises as to whether or not the ins t i tut ions.1 

structures, which include governments at various levels, in 

both lending and borrowing countries, could facilitate the 

growth producing characteristics of international capital 

flows. 

(I) Public needs and private wants. 

The flow of long-term capital between advanced indus­

trialized nations usually takes the form of private capital 

flows. From the point of view of the lending country the 

direct investment flows carry with them control elements and 

they are thus extending the sphere of influence of the finan 

cial interests in the lending country. From the point of 

view of the borrowing country these capital flows often 

bring with them associated benefits in the form of assured I 
\ 

2 5 P r i v a t e Wants and Publ ic Needs, ed. Edmunds S. 
Phe lps , New York, Norton, 19fc>y, poses t h i s c r u c i a l i s s u e . 

UNIVERSITY ^ ~ — - -



UNIVERSITE D'OTTAWA - ECOLE PES GRADUES 

THE THEORETICAL BACKGROUND 24 

markets for the final output, technological advantages and 

many other growth promoting benefits not found in association 

with domestic capital formation. Thus it may not be possible 

for the government of the country in receipt of the foreign 

investment, to supplant foreign by domestic savings despite 

an adequate supply of domestic savings in aggregate value 

terms. 

The Galbraithian thesis26 considers that in advanced, 

relatively wealthy countries, and particularly in the U.S., 

the rate of growth of productivity in the private sector has 

tended to outstrip the growth of wants. Wants2? have been 

artificially created via advertising and salesmanship, and 

the result has been a proliferation of trivia in the form of 

consumer goods. Galbraith argues that the reallocation of 

resources to the public sector, into the fields of public 

housing, education, health and other social services, would 

significantly increase the welfare of the nation. 

When foreign investment flows enter a country in the 

form of direct investment, they do not offer the recipient 

country a choice of alternative uses for the funds. The 

direct investment funds are geared to the private enterprise 

sector of the economy of the lending country. Whether 

2 6 Presented most cogently in The Affluent Society, 
Boston, Houghton Mifflin, Cambridge, Riverside Press, 1956. 

27 For further discussion of the concept of "wants" 
see Chapter III, Section 3. 
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the expenditures in social f i e ld s should increase or not i s 

not a relevant area of pol icy discussion when the d i r ec t ion 

of foreign control led investment i s being examined. This i s 

pa r t i cu l a r l y t rue in the short-run when domestic savings pro­

vide no r e a l subs t i tu te for a s igni f icant percentage of the 

foreign c a p i t a l . 

( i i ) At t i tudes towards Investment and Consumptior 

The a l loca t ion of the output of a nat ion i s of cru­

c i a l importance in determining the d i rec t ion and speed of a 

na t ion ' s development. The 'hor izons ' of a nat ion may be lim3 

ted by a lack of physical c ap i t a l , a lack of cu l tu ra l cap i ­

t a l , habi ts and taboos, and by ignorance. In such cases, 

consumption des i res wi l l be l imi ted 2 ^ . But foreign inves t ­

ment often br ings with i t the mater ia l standards of l i v i n g 

associated with the more advanced technological s t a t e of the 

cap i t a l exporting nat ion. In t h i s case the horizons of the 

domestic consumers may be 'expanded' by the contact with out­

side technology. 

The cap i t a l flows are usual ly from nations with high 

per capi ta incomes to those with lower per capi ta incomes anc 

they may expand or l imi t the horizons of the populat ion. In 

the case of cap i t a l flows between Canada and the U.S. there 

*° W. A. Lewis, Op. c i t . . p . 29-30 discusses the 
concept of ' l imi ted ho r i zons ' . 
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has been a tendency for these flows to expand the horizons of 

the Canadian consumer by introducing new, high qual i ty 

products . 

(iii) Qualitative Aspects of Economic Growth. 

The qualitative aspect of economic growth, embodied 

within the institutional structure of a nation, is of con­

siderable importance. The natural resources which offer remu­

nerative possibilities for economic activity, are fundamental 

determinants of a country's ability to attract foreign capital 

and of the ability of this capital to promote economic 

growth. But also fundamental determinants are the political, 

social, economic, fiscal and administrative institutions and 

conditions, which may or may not provide inducement to the 

secure and remunerative conduct of business29. 

Domestic enterprise, capital and labour differ in 

their willingness and ability to co-operate with foreign 

enterprise and to use foreign capital and skills. Where a 

community of interests is promoted between foreign investors 

and domestic business, the less is the risk of policies of 

foreign investors running counter to national policies. Poli­

cies directed towards the training of local employees, the 

2 9 A thorough analysis of the institutional climate 
most conducive to foreign investment and domestic equity par­
ticipation is given in Conditions of Private Foreign Invest­
ment, published for the League of N'ations, Princeton, Prince­
ton University Press, 1946, 48 pages. 
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e n g a g i n g of l o c a l e x e c u t i v e s and t e c h n i c i a n s and t h e e n c o u r a ­

gement 6 f l o c a l e q u i t y p a r t i c i p a t i o n , a l l p romote t h i s h a r ­

mony of i n t e r e s t s . 

F o r e i g n c a p i t a l f l ows c a n , t h e r e f o r e , a f f e c t income 

d i s t r i b u t i o n , t h e y can b r i n g abou t an improvement i n t h e 

q u a l i t y of m a t e r i a l goods and s e r v i c e s and they can l e a d to 

t he p r o v i s i o n of a g r e a t e r q u a n t i t y of l e i s u r e t ime by impro­

v i n g t h e p r o d u c t i v i t y of t h e l a b o u r I n p u t . I t i s t h e s e f a c e t 

of t h e growth p r o c e s s t h a t d i s t i n g u i s h t h e modern c o n c e p t of 

economic g rowth , from the c o n c e p t c o n c e i v e d by the c l a s s i c a l 

30 

economists . Adam Smith and his followers made the broad 

ethical assumption the quantities of satisfaction were pro­

portional to quantities of physical output. To Adam Smith31 

the nature of a nation's wealth was the sum of the current 

output of the comforts, conveniences and necessities of life, 

in modern terms real gross national product per capita. 

Little stress was laid on the distribution of the final out­

put or on the intangible aspects of economic growth such as 

environmental factors, political developments, or cultural 

progress. 

3 0 The three main writers were Adam Smith, David 
Ricardo and J. S. Mill. 

31 e.g. Adam Smith, An Enquiry into the Nature and 
Causes of the Wealth of Nations, New York, Random House, 
1937, ed. E. Carman, p. 1-30. 
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(iv) Savings Institutions. 

The savings institutions are one media through which 

domestic savings are channelled towards capital formation. 

The act of saving does not automatically ensure a correspon­

ding act of investment. This study is concerned with the 

Canadian historical experience and it is interesting, in 

building up a theoretical framework^to use an inductive 

approach. From the viewpoint of Canada, perhaps the most 

significant fact in illuminating the close connection betweer 

institutional factors and foreign capital inflows, has been 

the traditional reluctance of the institutional savers to 

invest in equities. This is partly the result of law and 

custom32 and has left an important gap in the Canadian invest 

ment scene which has been largely filled by U.S. direct 

investments. 

Some generalizations can be made based on the expe­

rience of Canada, in an endeavour to find general laws 

governing institutional behaviour in countries in receipt of 

capital inflows and such an assessment is made in this thesis 

in Chapter IV. 

(v) Conclusions. 

Foreign capital flows perform three main functions. 

They "balance" a countries' international accounts, "expand" 

3 2 See Chapter IV. 
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the output of the recipient country and "allocate" domestic 

33 

and foreign resources into new areas of activity . In these 

processes, economic growth, in both its quantitative and 

qualitative aspects, is affected. An examination of the role 

of foreign capital in carrying out these functions in Canada, 

an examination of the possibilities of discovering general 

laws governing the relationship between the two variables 

growth and foreign investment.and an outline for a methodo­

logical approach, form the subject matter of the remainder 

of this thesis. 

33 D. B. Marsh, World-Trade and Investment, the 
Economics of Interdependence, New York, Harcourt-Brace, 1951, 
p. 68, uses these terms. 
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CHAPTER II 

ALTERNATIVE ECONOMIC MODELS 

1. Relationships in a Two-Country World 

The relatively free movement of domestic factors of 

production internally will tend to equalize the earnings of 

factors of production in various occupations. It is also a 

fundamental proposition of international economics that 

factor mobility between nations will have a similar balancing 

effect. The greater the degree of contact between nations, 

the more marked will be this balancing effect. 

The main hypothesis then^is that the rates of growth 

between nations are not independent of one another. The 

wider the range of contacts between nations the more equal 

will growth rates tend to be. The forces making for the 

adjustment of growth rates and levels of income between 

nations operate through the balance of payments. The speci­

fic force of interest in this study Is the flow of interna­

tional investment. This latter force is, however, often asso­

ciated with movements of debts, ideas, persons and merchan­

dise. ; 

"The main grounds for this presumption (that even 

when the contacts between economies are restricted, the rates! 

of growth of income and income per head will be related to 

UNIVERSITY OF OTTAWA - SCHOOL OF GRADUATE STUDIES ~ ~ ™ " ~~~ " ~ 



UNIVERSITE D-OTTAWA - ECOLE PES GRADUES 

ALTERNATIVE ECONOMIC MODELS 31 

each o t h e r and n o t i n d e p e n d e n t ) i s t h a t e q u i l i b r i u m i n t h e 

b a l a n c e of payments of e ach c o u n t r y must be e s t a b l i s h e d as 

p a r t of t h e g e n e r a l e q u i l i b r i u m of t h e i n t e r n a t i o n a l economy, 

and t h i s means t h a t t h e v a l u e s of e x p o r t s and i m p o r t s of eacl: 

c o u n t r y must be e q u a t e d a t a r a t e of exchange t h a t i s n o t 
-i 

perpetual ly changing in one d i rec t ion" . 

( i ) The Classical and Keynesian Trading Worlds 

In the c l a s s i ca l model, monetary systems operated to 

automatically bring balance of payments into equil ibrium. 

Under the gold standard mechanism, a change in the quant i ty 

of money was held to affect demand and demand to affect costs 

and pr ices ra ther than output and employment. 

In the Keynesian model balance of payments adjust­

ments took place via induced movements in income and employ­

ment. This approach sharpened the conf l ic t between external 

and in te rna l s t a b i l i t y . Income and employment were a t stake 

ra ther than price s t a b i l i t y . Equilibrium in the balance of 

payments could be a t a high or low level of t rade and incomes. 

In a world of r e l a t i ve ly stable l eve l s of Income and employ­

ment, exchange ra te and in te rna l pr ice adjustments would be 

of v i t a l importance despite t he i r uncertain e f f e c t s 2 . 

1 W. C. Hood and Anthony Scott , Output, Labour and 
Capital in the Canadian Economy, Ottawa, Queen's P r i n t e r , 
1957, p . 111-112. 

2 The savings investment approach i s fu l ly dealt 
with in Chapter IV. 
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( i i ) Growth and A l l o c a t i o n 

Two dig-feinot, probleia-o—ag-ise. The p rob lem i s t o e x a ­

mine t he e f f e c t s of a change i n f o r e i g n i n v e s t m e n t f l o w s on 

two f a c t o r s . 

(a) On the levels of employment and r e a l income and 

on the balance of payments. What effects do such changes have 

on the problems of preserving a balance in the f inancia l pay­

ments between nations and at the same time maintaining domest 

fu l l employment? Maximum u t i l i z a t i o n of a l l resources I s a 

p re requ is i t e for maximum economic growth. 

(b) On the ef f ic ient a l loca t ion of the world's resour|-

ces and the d i s t r ibu t ion of income between na t ions . Ef f i ­

c ient a l loca t ion of scarce resources among competing ends i s 

another fundamental factor involved in the process of economi: 

development3. 

The approach to the problem Is one of comparative 

s t a t i c s . Into the mechanism of in te rna t iona l t rade, d i s t u r ­

bances are introduced. In th is case they are flows of i n t e r ­

na t iona l cap i ta l of various types . The e f fec t s which these 

changes have on growth r a t e s , l eve l s of income and other key 

var iab les , can be divided into primary and secondary e f f ec t s . 

The changes themselves may be brought about through governmen ; 

act ion, pr iva te individuals in search of p ro f i t , or a number 

LC 

3 In th i s present sect ion the a l loca t ive aspects are 
given l e s s weight in the analys is . 
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of other causes. The r ig id i n i t i a l assumptions are gradually 

relaxed . 

The pr incipal factors which wi l l affect cap i t a l move­

ments between nations may be b r i e f ly summarized. 

(a) The supply of loanable funds (savings) in r e l a t io | i 

to demand. 

This is c ruc ia l ly affected by the leve l of r e a l i n ­

come ̂  M* /hA^^^ZjMj -4 e*u-a-""~« 

(b) The r e l a t i ve p r o f i t a b i l i t y of domestic and foreigji 

investment o u t l e t s . 

(c) Expectations regarding the ra te of exchange. 

(d) Relative r a t e s of i n t e r e s t at home and abroad, 

and exchange con t ro l s . 

(e) Taxation p o l i c i e s . 

(f) Risks inherent in the i n s t i t u t i o n a l framework. 

I t is the In te r re la t ionsh ips between these factors that wi l l 

be considered. 

I t is important to note tha t the s ize of the change 

in the inflow of foreign cap i t a l r e l a t i v e to the exis t ing 

stock of cap i ta l and to t o t a l foreign investment already unde}? 

taken, wil l have Important bearing on the r e s u l t . Analysis 

based e s sen t i a l l y on marginal adjustments becomes more appro­

p r i a t e the smaller are both the above r a t i o s . Given tha t , 

4 The following analysis i s based la rge ly on the treajt 
ment of J . E. Meade, The Balance of Payments, London, Oxford 
Universi ty Press, 1954, xvi-432 p . 
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within a relatively short period, capital inflows form a 

relatively large proportion of the total Increment to the 

capital stock or of total domestic savings, the less appro­

priate will be the ceteris paribus assumptions involved; the 

more widespread will be the repercussions throughout the 

economy. 

One way of expressing the objectives which foreign 

capital must contribute to is to express them as a desire to 

maintain simultaneous internal and external balance. Two 

very good definitions of these concepts are given by T. W. 

Swan5, 

I. Internal Balance. Maintenance of a balance 
between the effective aggregate supply of and demand 
for goods and services produced by domestic resour­
ces, corresponding to some definition of 'full 
employment without inflationary pressures'. 

II. External Balance. Maintenance of a balance 
between effective aggregate supply of exports and 
demand for imports, corresponding (after allowing 
for the terms of trade and for financial transfers) 
with some definition of 'balance of payments equi­
librium'6. 

(iii) The Income Effect of Foreign Investment 

The assumptions are: 

(a) Two countries, A and B. 

5 T. W. Swan, "Iconomic Control in a Dependent Eco­
nomy", in the Economic Record, No. 73, Vol. 36, Issue of 
March 1960, p. 52. 

6 Both 'full employment' and 'balance of payments 
equilibrium' are considered in detail later. 
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(b) Two broad groups of products, A's products, B's 

products. Within each group prices move up or down in the 

same magnitude and direction. 

(c) Constant fiscal policy in both countries, i.e. 

no direct changes In government demand for goods and services 

or in tax structures as a result of deliberate government 

action. 

(d) Constant levels of interest rates. 

(e) Constant money wage rates. 

(f) A constant rate of exchange. 

(g) No changes in trade barriers, or changes in res­

trictions on international payments. 

Into such a hypothetical world we assume that in­

creased opportunities arise for profitable investment in 

country A. This may be the result of new discoveries or new 

production techniques. This leads to an inflow of foreign 

investment funds. It is also lively to cause, at the cons­

tant rates of interest, an increase in domestic expenditure 

on capital development In A. The effects of this latter 

change will usually be to increase Income (Y), Employment (N̂  

and Output (0) in A (andxoa lesser extent in B), to cause an 

unfavourable movement in A's balance of trade (and probably 

in her balance of payments) and to lead to a movement in the 

.real terms of trade in A's favour (causing a net shift in 
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\7 
expendi ture from A's to B's p roduc t s ) . 

The e f f e c t s of an i n c r e a s e i n domest ic expend i tu re 

i n A (on our above assumptions) can be expla ined under : 

(a) Income Effec ts ( fol lowing Keynes) 
(b) P r ice Ef fec t s ( fol lowing c l a s s i c a l thought) 

(a) Income Ef fec t s -

(1) A f a m i l i a r m u l t i p l i e r p rocess i n A with leakages t o 

domestic sources and to impor t s . 

(2) A m u l t i p l i e r process i n B, due to A 's inc reased 

expendi ture on B's e x p o r t s . The r i s e i n B ' s Y, N 

and 0, i s l i k e l y to be l e s s than A ' s . 

(3) The balance of t r ade moves i n B ' s favour . 

(4) The e f fec t of d i s p a r a t e changes i n Y on the flow of 

i n t e r n a t i o n a l c a p i t a l are u n c e r t a i n . On ba lance the 

movement i s l i k e l y to be i n e i t h e r d i r e c t i o n ; depen­

ding on the extent to which A's g r e a t e r p ropo r t i ona t e 

r i s e i n Y has l ead to a g r e a t e r supply of domestic 

saving5and to changes i n p r o f i t a b i l i t y in each coun­

try* e . g . growth i n A may be accompanied by increased 

p r o d u c t i v i t y thus encouraging a c a p i t a l inf low from 

B. 

7 The mechanism through which these changes occur 
and the assumptions under which they hold t r ue are of v i t a l 
importance to the fo l lowing development. The-f aie e*.o-atr;o 
under 'incc-i. , ' artcf ' p ^ c e ' Effect ir- i b e irnrned eieJ -<' -folk1--' "'* 
paraqra -phi.. 
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(b) Price Effects -

In the usual case A's prices are likely to rise more 

than B's, i.e. the real terms of trade are likely to move in 

A's favour. The conditions under which this will hold are 

(1) Elasticities of supply in A and B are less than infi­

nite (I.e. increased demand will lead to some rise ir. 

prices) and elasticities of supply are approximately 

equal in both countries. 

(2) The rise in domestic expenditure in A causes a large:* 

proportionate increase in demand for A's products 

than for B's (i.e. the marginal propensity to import 

is less than the ratio between B's output and total 

world output). 

Such a change in relative prices will tend to cause 

a shift in favour of B's cheaper products if the sum of the 

elasticities of demand for imports in A and B is high. 

Usually the sum of these elasticities is greater than unity 

and large enough to bring about the above result. 

These results are not automatic. An increase in do­

mestic expenditure in A may result in a larger proportionate 

increase in demand for B's products, which, with identical 

elasticities of supply means that B's prices rise more than 

A's, e.g. domestic investment may bring a heavy demand for 

B's products. This latter result may be particularly appli­

cable in the case of Canada-United States trading relations. 
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Of more direct importance is the impact of the in­

creased foreign investment. The Increased investment may 

take the form of B's residents purchasing securities on A's 

capital market rather than their own or it may take the form 

of direct investment. In either case, provided that the fundjs 

are used to finance current real investment, the immediate 

results will be an improvement in A's balance of payments due 

to the inflow, an increase in expenditure in A and a decrease 

in expenditure in B. We assume that if these funds were not 

invested in A, at least a part of them would have been spent 

in B. 

Suppose B's investors decide to increase investment 

In A by $120 million. If the opportunity for profitable 

investment had not arisen in A then only $80 million of tiiis 

would have been spent; the remaining $40 million being saved. 

This would appear to be a realistic assumption in the case 

say of investment financed out of retained earnings. In this 

latter case the profits might otherwise have been remitted to 

shareholders who would have saved a certain proportion. The 

entire $120 million flowing to A represents initial expendi­

ture on goods and services. 

With certain assumptions regarding the size of A and 

B's marginal propensities to import, the initial impact can 

be set out in tabular form. This table shows the interplay 

of the increase in domestic expenditure in A and the decrease 

UNIVERSITY OF OTTAWA ~ SCHOOL OF GRADUATE STUDIES 



UNIVERSITE D-OTTAWA - ECOLE PES GRADUES 

ALTERNATIVE ECONOMIC MODELS 39 

in B which, considered separately, would have repercussions 

similar to the case of an increase or decrease in domestic 

expenditure considered earlier. One possible result is 

given in Table V. 

In case (l) B's domestic expenditure is reduced by 

$80 million of which $16 million is a reduction in imports 

from A, $64 million a decrease in demand for B's products. 

But this is more than compensated for by a rise in A's 

spending on B's products due to A's high marginal propensity 

to import. The balance of trade will move in B's favour, 

almost to the extent of accounting for the initial overseas 

investment of $120 million. Both A and B's national incomes 

are higher. 

In case (2) the results are similar although of a 

lesser magnitude. A's national income rises more than in 

the previous case and the adverse movement In her balance of 

trade is less. 

Assuming case (2) to be more appropriate, it is seen 

that A's Y will rise, B's Y will remain almost constant. This 

rise in A's income will set up secondary effects which will 

include, as we analyzed earlier, rising output in A, a fur­

ther worsening of A's balance of trade due to income and 

price effects, some movement upward in B's Y and a movement 

of the real terms of trade in B•s favour. 

This analysis by no means exhausts the possible 
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TABLE V 

The Effect of Incremental Foreign Investment 
from Retained Earnings 

Initial Effect of an Increase in B's Investment 
in A (1) (2) 

Marginal Propensity to Import in A 0.7 0.5 
» M " " « B 0.2 0.2 

Receiving Countries : Spending Countries : National Income 6 A B 
(i) us) (i) (2) rn rn~i 

A 38 60 - 1 6 - 1 6 22 44 

B 82/ 60 - 6 4 - 6 4 38 - 4 

Domestic r (1) 120 120 -80 -80 

Expenditure! (2) 120 120 -80 -80 

The balance of trade moves (1) (8&+ 16)=I0® in B's favour 
The balance of trade moves (2) (60+16)= S6 In B's favour 
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repercussions. The change could reduce the prospects of pro­

fitable exploitation of competing products in other parts of 

the world (in our case B). This development in turn could 

cause a shift in export patterns with countries producing 

machinery and equipment for foreign Industries made relati­

vely less profitable by the development of the new industry, 

finding a shrinking volume of exports. 

More important, however, is the fact that a new 

discovery or invention will probably reduce the cost of pro­

duction in country A relatively to country B. Thus adjust­

ment;: will have to be made as comparative costs, the basic 

cause of trade, move into new patterns. In the long run 

this adjustment is likely to be particularly important and 

it merits detailed consideration. 

The lowering of the cost of production in A will be 

equivalent to an increase in productivity in A. If A were 

a closed economy the probable outcome would be that all com­

modity prices and the volume of employment would fall in 

proportion to the increase in productivity (remembering the 

monetary and fiscal policies, the exchange rate and money 

wage rates are constant). With constant money wages such an 

increase in productivity would be equivalent to a fall In 

costs of production. Determination of prices being largely 

through costs,, prices will fall with less labour being 

employed to produce the same output. Aggregate demand re-

malns unchanged. ____________ ________ 
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But with an open economy, the lowering of 4's prices 

relatively to B&will, as explained earlier, probably cause 

a net shift in expenditure from B's relatively more expen­

sive products, on to A's relatively cheaper products. Defla­

tionary pressures will appear in B and inflationary pressu­

res in A. A's balance of trade is likely to improve with 

the initial shift and worsen with the secondary movements in 

incomes. But, in the case of these repercussions, very much 

will depend on marginal propensities to import and on supply 

elasticities. If supply is inelastic in B the shift in demand 

from B to A's products, brought about by the change in rela­

tive prices, is likely to cause a rapid decline in B's pri­

ces, fleadlhg)to a rapid adjustment of B's prices. Secondary 

repercussions are likely to be small. 

A crucial assumption on which the analysis is based 

is that there is no change in trade barriers in response to 

A's increased competitiveness. 

Certain points in the above analysis are of impor­

tance. The Question that arises is: to what extent will the 

multiplier process be in real terms? With full employment, 

the rises in national income will be in monetary terms and 

the price effect will be dominant. 

An important quantitative relationship to be con­

sidered is the extent to which output will rise with the 

increase in foreign investment. Rises in the capital stock 
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incre39e in 
of a n a t i o n w i l l i nc rea se the r a t e of A output , the s i z e of the 

r i s e depending on the c a p i t a l - o u t p u t r a t i o s i n the p a r t i c u l a r 

s e c t o r s . The output c r e a t i n g , as well as the demand i n c r e a s i n g 

a spec t s of f o r e i g n inves tment , a re impor t an t . 

To summarize the r e s u l t s of the c a p i t a l inflow on 

the i n i t i a l assumptions, Table VI has been c o n s t r u c t e d . 

( Iv) Fore ign Investment and the Exchange R a t e . 

The next s tep i n the a n a l y s i s I s to remove the 

assumption t h a t t h e g e n e r a l l e v e l of p r i c e s i n e i t h e r count ry 

i s not a f fec ted by the two most d i r e c t r e g u l a t o r s of the l eve 

of money p r i c e s and c o s t s , namely the exchange r a t e and the 

l e v e l of money wages. I t w i l l be assumed t h a t t he exchange 

r a t e i s now f r eed but t h a t money wages remain cons t an t (which 

i s not too u n r e a l i s t i c i n view of i n s t i t u t i o n a l r i g i d i t i e s ) . 

I n the p rev ious a n a l y s i s we have seen t h a t the ba lance of 

payments has moved more favourably to A, d e s p i t e a probable 

adverse movement i n the balance of t r a d e . The growth of 

ineome, b r i n g i n g wi th i t a d d i t i o n a l impor t s , ha s been more 

than compensated for by the c a p i t a l inf low and the i n c r e a s i n g 

p r o d u c t i v i t y . 

A ' s expor t s then are h igh r e l a t i v e t o impor ts and th< 

tendency w i l l be for the p r i c e of A ' s goods to r i s e r e l a t i v e 

to B ' s p r i c e s , i . e . for an a p p r e c i a t i o n of t h e exchange r a t e 

from the p o i n t of view of count ry A, i . e . A ' s p r i c e s r i s e 
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TABLE VI 

F o r e i g n I n v e s t m e n t on 

Income 
A B 

R r 

r 

r F 

R f 

Results. 
R i s e or ~| R 
f a v o u r a b l e I 
movement" j r 

F a l l o r 
u n f a v o u r a b l e 
movement 

F 
• 

f 

a ) Income 
i n B. 

B a l a n c e 
of Trade 

A B 

F R 

f R 

r f 

F r 

r i s e s i n A 

Growth A g g r e g a t e s 

B a l a n c e Terms 
of Payments of Trade 
A B A B 

f f r f 

r f f r 

r f R F 

r F R F 

and f a l l s si i g h t l y 

b ) The b a l a n c e of t r a d e moves a g a i n s t A 
q u i t e s h a r p l y . 

c ) The b a l a n c e of payments moves s l i g h t l y 
i n A ' s f a v o u r . 

d ) The terms of t r a d e 
to a modera te degr 

move i n f a v o u r of A 
e e . 
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relatively to B's. It has been seen that provided the elas­

ticities of demand for imports in A and B are sufficiently 

high (and normally they are), a fall in the price of B's 

products relatively to A's will cause purchasers in A and B 

to shift extensively from A to B's products, thus causing an 

improvement in B's balance of trade. It will also cause an 

Increase in demand for B's products relatively to their costs 

of production and cause incomes to rise in B. It will de­

crease the demand for A's products and have a deflationary 

effect in A. 

Starting from the position where the national income 3 

in A and B were in balance prior to the initial capital 

movements, i.e. there was no deflation or inflation in 

either country. The capital movement has caused incomes to 

rise in A, incomes to fall in B and a movement of the balance 

of payments in A's favour. 

The movement in the exchange rate will 

(a) Tend to restore equilibrium in the balance of 

payments. 

(b) Reduce the inflationary pressures in A. 

(c) Raise incomes in B, i.e. tend to counteract 

the deflationary pressures. 

Internal and external balance will have been attained 

in both countries at the same time as equilibrium in the 

balance of payments is achieved. 
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The growth of exports has been enhanced in countryE 

and there has been a substitution of domestically produced 

goods for imports. These increased demands on country B's 

output may have the effect of diverting more output from 

investment, depending on the possibilities of investment 

flowing from A and increasing loanable funds from domestic 

sources. This will act to restrain the rise in the capital 

stock and hence to restrain the growth of output in B. This 

secondary impact will tend to reduce the initial favourable 

movement in B's income. In B the average ratio of imports 

to real income will fall and hence the elasticity of demand 

for imports will rise unless the marginal ratio falls in the 

same proportion. As argued earlier the higher the sum of 

these elasticities in A and B, the more will expenditure be 

diverted to B following the depreciation. This will inten­

sify the rise in income in B. Opposite results will occur 

in A. 

It must be emphasized that such a development, whereby 

freely floating exchange rates bring about internal and 

external balance, is purely fortuitous. If the flow of 

capital from B to A had caused incomes in A to fall and in 

B to rise, at the same time as improving A's balance of pay-i 

ments, then the movement in the excnange rate would intensify 

the deflation in A and the inflation in B8. External balanct 

8 The terms 'deflation' and 'inflation' are being 
used rather loosely. Deflation is regarded as a general 
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would have been achieved at the expense of internal balance 

It is, therefore, important to consider the possible reper­

cussions of government intervention in the model world. It 

becomes particularly important in a world of fixed exchange 

rates. 

(v) The Intrusion of Monetary and Fiscal Policy 

Monetary and fiscal policies are usually under­

taken to affect the level of aggregate demand. Assuming 

for the moment that exchange rates are fixed, an expansion 

of aggregate demand by either method will lead to an increase 

in domestic expenditure in the country adopting such a 

policy. As argued earlier this will cause a rise in both 

A and B's national income, of lesser proportions in the 

latter (the non-initiating country). It will also cause a 

movement in the balance of trade (and probably in the ba­

lance of payments) against A. In the case of monetary po­

licy a change in the level of interest rates may cause a 

significant shift in capital funds between A and B, affecting 

the balance of payments problem. In the case of fiscal 

policy, changes in relative tax rates on foreign and home 

I 

investment may have s ignif icant repercussions. J 

Both monetary and f i s c a l po l i c i e s are aggregates | 

of measures, each measure with i t s own cha rac t e r i s t i c s and 
! 

lowering of domestic demand leading to falling employment j 
levels, incomes and prices. Inflation has the opposite \ 
connotations. _ : 
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effects. Starting from the position where B's productivity 

has risen more sharply than A's over a period of time and 

given a fixed exchange rate and no government intervention, 

the results should be 

a) A fall in A's national income. Income in B relatively 

constant. 

b) A movement in the balance of trade and payments inB's 

favour. 

c) Some movement df the terms of trade in A's favour. 

The government in A must then decide whether to 

a) Increase aggregate demand and thus maintain domestic 

full employment and worsen the balance of payments position, 

b) Decrease aggregate demand, thus curing the balance of 

payments deficit but reducing the level of the domestic 

income. 

Let us suppose that the government in A decides tha 

external balance is more important than domestic full employ 

ment and frt) reduces the money supply and brings about a 

generally raising of the level of interest rates. This re­

presents an additional incentive on the part of A's borrower 

to borrow the funds they need in B rather than A. There wil 

also be a tendency for existing holders of capital in B to 

shift their funds from B. to A. This tendency will reduce 

the amount of deflation necessary to maintain internal 
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balance in A. From B's point of view, the effect of such 

capital transfers has already been examined. Two points neei 

to be noted. 

(a) The more unresponsive domestic investment is to 

interest rate changes, the more will the rate have to be 

lowered to encourage domestic expenditure and consequently 
"Will b& .{*UM*~<A*nA.t-t 

the grea ter ^e the effect on cap i t a l movements. 

(b) A d i s t i nc t i on between short-run and long-run 

cap i t a l movements. The former may be qui te large In the 

i n i t i a l per iod. 

Suppose at the same time the government increases 

taxes as the f i s ca l measure to reduce demand. If the In­

crease in tax r a t e s in A covers the income from property 

s i tuated in A but accruing to owners in B there w i l l be l ess 

tax-free Ineome from property to be t ransfer red from A to B. 

This wil l ease the s t r a i n on A's balance of payments but the 

discouragement given to the inflow of new cap i t a l funds wi l l 

increase the s t r a i n . 

(vi) Exchange Rate F l e x i b i l i t y Combined with 

Control of Aggregate Demand 

Star t ing from the pos i t ion where the two country 

t rading world i s in i n i t i a l balance, i n t e rna l ly and exter ­

na l ly , an examination can be made of the effect of increased 

foreign cap i t a l flows, on the assumption tha t exchange r a t e s , 

and monetary and f i s c a l po l i c i e s can be var ied . 
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The immedia te e f f e c t of an i n c r e a s e d t r a n s f e r of 

c a p i t a l funds from B to A i s t o i n c r e a s e t h e demand of B ' s 

r e s i d e n t s f o r A ' s c u r r e n c y , i . e . t h e v a l u e of B ' s c u r r e n c y 

I n t e rms of A ' s c u r r e n c y d e p r e c i a t e s . T h i s w i l l c a u s e A ' s 

b a l a n c e of t r a d e t o d e W w a i e i n t h e normal c a s e , t h u s h e l p i n g 

t o r e s t o r e e x t e r n a l b a l a n c e . 

The d i v e r s i o n of e x p e n d i t u r e from A ' s to B ' s p r o ­

d u c t s w i l l cause d e f l a t i o n i n A, i n f l a t i o n i n B . The g o v e r n ­

ments lower i n t e r e s t r a t e s i n A and r a i s e them i n B. The 

i n c e n t i v e t o l e n d from B 'to: A w i l l be r e d u c e d . This i s a 

second f a c t o r t e n d i n g t o r e s t o r e e x t e r n a l b a l a n c e . 

Given p o s i t i v e m a r g i n a l p r o p e n s i t i e s t o i m p o r t t h e 

r e d u c t i o n i n e x p e n d i t u r e i n B, t h r o u g h government p o l i c y , 

w i l l r e d u c e B ' s demand f o r A ' s e x p o r t s . The o p p o s i t e vohi£b-f 

o c c u r s i n ft. Th§se"'ar@ f a c t o r s work ing t o w a r d s t he r e s t o r a ­

t i o n of e x t e r n a l b a l a n c e . 

We have a l r e a d y a n a l y z e d t h e e f f e c t s of a n i n c r e a s e 

of e x p e n d i t u r e i n A and a r e d u c t i o n i n B on c e r t a i n assump­

t i o n s r e g a r d i n g the m a r g i n a l p r o p e n s i t i e s t o i m p o r t . E s s e n ­

t i a l l y a r i s e i n e x p e n d i t u r e I n A accompanied by an a p p r o x i ­

m a t e l y e q u a l d e c r e a s e i n B ' s e x p e n d i t u r e w i l l improve B ' s 

b a l a n c e of payments , c a u s e a n e t d e c r e a s e i n t h e demand f o r 

B ' s p r o d u c t s and a n e t i n c r e a s e i n demand f o r A ' s p r o d u c t s . 

These t e n d e n c i e s w i l l r e s t o r e e x t e r n a l and i n t e r n a l b a l a n c e 

i n A and B. 

I . 1 
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By a combination of fiscal and monetary policies anc 

exchange rate variations it is possible to simultaneously 

obtain external and internal balance in both countries, des­

pite the changes in growth and development brought about by 

International flows of capital9. But when rigidities develop 

In the economic environment such an adjustment may be impos­

sible. 

(vii) Fixed Money Debts 

It has been argued throughout that an essential con­

dition for effective price adjustments is that the sum of the 

elasticities of demand for imports should be high. Interest 

and dividends payable from A to B on capital previously inven­

ted by residents of B are usually treated as a current pay­

ment by residents of A for the current use of B's capital, 

i.e. from A's point of view they are essentially import pay­

ments. The higher the elasticity of demand for these imports 

and the greater the proportion of total import payments that 

they represent, the easier will price adjustments be. 

Dividends payable on equity capital will be equivalent 

to a demand for imports with an elasticity of unity. Irres­

pective of what happens to the exchange rate, importers of 

the services of B's capital into A contrive to spend the same 

total amount in terms of A's products on the purchase of the 

9 Meade's scheme of policies designed to restore 
internal balance is given in his Balance of Payments, 
p. 78-232. 
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s e r v i c e of B ' s c a p i t a l . 

Wi th d e b t s f i x e d i n t e rms of money, t h e p o s i t i o n i s 

v e r y d i f f e r e n t . I f t h e i n t e r e s t payments a r e f i x e d i n t e rms 

of B ' s c u r r e n c y t h e r e w i l l be a c o n s t a n t p u r c h a s i n g power 

ove r B ' s p r o d u c t s and i t w i l l , t h e r e f o r e , be e q u i v a l e n t t o ar 

e l a s t i c i t y of demand f o r i m p o r t s i n A of z e r o . 

I n the model wor ld u n d e r d i s c u s s i o n we may t e n t a ­

t i v e l y c o n c l u d e t h a t p r i c e a d j u s t m e n t s w i l l be f a c i l i t a t e d by 

i n t e r n a t i o n a l i n v e s t m e n t i n t h e form of e q u i t y c a p i t a l w i t h 

d i v i d e n d s b e i n g p a i d out of money p r o f i t s , and r e t a r d e d by 

f i x e d money d e b t s i n te rms of t he c r e d i t o r ' s c u r r e n c y . I n tbje 

c a s e of f i x e d money d e b t s , t h e r e w i l l be a c o n s t a n t p u r c h a s i n g 

power ove r B ' s p r o d u c t s and i t w i l l , t h e r e f o r e , be e q u i v a l e n t 

t o an e l a s t i c i t y of demand f o r i m p o r t s i n A of z e r o . 

( v i i i ) C a p i t a l Movement i n a Mul t i -Commodi ty 

World 

The r emova l of t he a s s u m p t i o n t h a t A and B ' s product js 

a r e s i n g l e homogeneous g r o u p s of goods adds r e a l i s m . We 

assume t h a t b o t h c o u n t r i e s p r o d u c e consumer and c a p i t a l goods 

of v a r i o u s t y p e s . I n each c o u n t r y t h e r e a r e t h r e e b a s i c 

t y p e s of goods , i . e . p r o d u c t s which a r e n o t i n c o m p e t i t i o n 

w i t h f o r e i g n p r o d u c t s b e c a u s e of t r a n s p o r t a t i o n - - d i f f i c u l ­

t i e s ; p r o d u c t s which e n t e r d i r e c t l y i n t o t h e e x p o r t t r a d e , 

and i m p o r t compet ing p r o d u c t s . ( D o m e s t i c a l l y t r a d e d p r o d u c t s ] ; 

e x p o r t s ; i m p o r t c o m p e t i n g ) . The l a t t e r two t y p e s r e p r e s e n t 
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foreign traded goods. 

The two main factors determining the balance of 

trade and payments between the two countries are the rates 

of growth of real incomes and the elasticities of demand for 

imports10. Given a rapid rate of growth of income in A rela 

tively to B and stable elasticities of demand for imports ir 

both countries, the movement of the balance of trade will be 

in B's favour. To preserve equilibrium in the exchange mar­

ket then A's exchange rate will fall, i.e. imports will 

become more expensive in terms of the domestic currency of A 

But with the introduction of capital movements bet­

ween countries the position may alter significantly. The 

position may arise in which country A is experiencing a do­

mestic boom. Associated with the rising levels of income 

are capital flows from B, going mainly into export sectors, 

but also into some import competing lines. The capital 

flows are a contributory factor in the rapid rate of growth 

in A. They result in a balance of payments surplus for A, 

despite an unfavourable balance of trade. To maintain equi 

librium in the exchange market a gradual appreciation of A's 

currency is necessary. 

1 0 'More technically equilibrium in the exchange 
market implies that the product of the income elasticity 
of demand for imports and the rate of growth of income be 
the same for both countries (A & B)". Wm. C. Hood & 
Anthony Scott, Op. cit., p. 74. 
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The r e s u l t s of t h i s a p p r e c i a t i o n w i l l b e : 

a) The p r i c e i n A of a l l f o r e i g n t r a d e p r o d u c t s w i l l 

t e n d to f a l l r e l a t i v e l y t o t h a t of home t r a d e p r o d u c t s , 

b e c a u s e t h e i m p o r t s f rom B w i l l be c h e a p e r i n t e rms of A ' s 

c u r r e n c y and w i l l t h u s lower t h e p r i c e of A ' s i m p o r t compe­

t i n g p r o d u c t s , and the demand i n B f o r A ' s e x p o r t s (whose 

p r i c e w i l l have r i s e n i n B ' s c u r r e n c y ) w i l l have f a l l e n off , 

so t h a t t h e p r i c e I n A ' s c u r r e n c y f o r A ' s e x p o r t p r o d u c t s , 

w i l l d e c l i n e . The o p p o s i t e r e s u l t o c c u r s i n B . 

b) The general tendency wi l l be for the f a l l In the 

pr ice of foreign t rade , r e l a t i v e l y to tha t of home-trade 

products, to cause a shi f t of demand on to the former type of 

goods. Exports from A wil l f a l l and imports of both cap i t a l 

and consumer goods wi l l r i s e . At the same time producers in 

A wi l l sh i f t from the production of foreign trade to that of 

home trade products, i . e . away from the production of export 

and import competing products. If i t i s not possible for 

producers in A to shi f t resources eas i ly to the production 

of domestically consumed commodities, more of the nations I 

output may be devoted to capi ta l formation which may supple-| 

ment the foreign capi ta l inflows and contr ibute to stimu­

l a t i ng the growth of t o t a l output (and thus fur ther stimulatb 

imports) . Thus equilibrium is res tored in the balance of 
{ 

payments. Opposite r e su l t s w i l l occur in B. f 

c) I t i s the degree of s u b s t i t u t a b i l i t y of resourced 
I 
j 
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a s be tween s e c t o r s , and t h e d i r e c t i o n of t he demand s h i f t s , 

t h a t w i l l d e t e r m i n e what the f i n a l e q u i l i b r i u m w i l l b e . 

The two major f a c t o r s i n t h e p r o c e s s a r e t h e n t h e 

r a t e of g rowth of income and t h e demand f o r i m p o r t s . Growth 

b r o u g h t abou t by f o r e i g n i n v e s t m e n t may have t h e p e r v e r s e 

e f f e c t of r e d u c i n g t h e demand f o r i m p o r t s . At t h e same t i m e 

the s l ower r a t e of g rowth i n B due t o c a p i t a l d e c u m u l a t i o n 

may s t i m u l a t e t h e demand f o r i m p o r t s , i . e . f o r A ' s e x p o r t s . 

Thus t he need f o r c u r r e n c y d e p r e c i a t i o n w i l l be r e i n f o r c e d . 

I n t h i s s e c t i o n of the a n a l y s i s , "•• i t i s u s e f u l t o d i s t i n g u i s h 

i n i t i a l l y be tween t h e e f f e c t s of such g rowth on consumpt ion 

and p r o d u c t i o n , and to c l a s s i f y t h e e f f e c t s i n t o t h r e e t y p e s 

- - p r o - t r a d e b i a s e d , n e u t r a l and a n t i - t r a d e b i a s e d , a c c o r d i n g 

to whe the r t h e y t e n d t o i n c r e a s e t h e demand f o r i m p o r t s 

( s u p p l y of e x p o r t s ) more t h a n p r o p o r t i o n a t e l y , p r o p o r t i o n a t e ! 

or l e s s t h a n p r o p o r t i o n a t e l y t o t h e s u p p l y of o u t p u t " 1 1 . 

2 . An E q u a t i o n a l Model of t h e Canad ian Economy 1 2 

In bui lding a simplified model of the Canadian 

economy the approach adopted was to use annual 1949 constant 
dollar 

s t a t i s t i c s to f i t values to a system conceived within the 

1 1 H. G. Johnson, In te rna t iona l Trade and Economic 
Growth, London, Allen and Unwin, 1958, p . 73. 

1 2 A detai led explanation of the techn 
data u t i l i z e d i s given in Appendix 4, par t ( i v ) . 
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framework of the national accounts. The sensitivity analysis 

of the following section illustrates the repercussions withir 

the model of disturbances that might be expected to accom­

pany or follow an increase in foreign investment. Mathema­

tical analysis can be applied as a check and as a supplement 

to the descriptive analysis of the two country case. 

The Canadian economy was divided into two sectors. 

Firstly, a sector producing mainly for export markets and 

including approximately one third of the agricultural sector, 

the primary manufacturing sector, the resource sector and 

certain industries in the secondary manufacturing sector. 

This constitutes the 'export orientated' sector (X). The 

remainder of the economy was included in the 'import compe­

ting' sector, i.e. a sector catering largely for the domestic 

market and competing with imports (M). The former sector is 

designated by the subscript 'x', the latter by the subscript 

'm'. 

The reasons for deciding on such a subdivision were 

i the facts that„ foreign direct investment inflows into Canada have been concentrated heavily in two areas, the resource 

industries and certain secondary manufacturing industries, 

and that the capital stock in the X sector is composed of a 

much greater proportion of direct investment than the capita] 

stock in the M sector. The public utility sector is included 

in the M sector. It was into this utility sub-sector that | 
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a large portion of U.K. portfolio investments in the post-

World War I period flowed. 

The variables considered in the model are: 

Y « G.N.E. - G.N.P. 

N = Employment in man years. 

K = Total capital stock in the economy. This was calcu­

lated by estimating the gross stock of capital for 

1949 and subtracting or adding annual gross capital 

formation. 

I - Business gross fixed capital formation as per the 

national accounts. 

C = Personal expenditure on consumer goods and services. 

G = Government expenditure on goods and services. 

H = Value of physical change in inventories. 

E - Exports of goods and services. 

M = Imports of goods and services. 

P = (Corporation profits before taxes) plus (Rent, inte­

rest and miscellaneous investment Income) plus 

(Accrued net income of farm operators from farm pro­

duction) plus (Net income of non-farm unincorporated 

business). 

I.V.A.- Inventory valuation adjustment. 

Ti • Indirect taxes. 

Ts = Subsidies. 

D = Capital consumption allowances and miscellaneous 

„ valuation adjustmentsT 
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Wl = (Wages, salaries and supplementary labour income) 

plus (military pay and allowances). 

Rl, R2 = Residual errors of estimates. 

W. • ]__ = Annual wage rate. 
N 

The unknowns in the system to be determined endoge-

nously were Y, Yx, Ym, N, Nx, Nm, K, Kx, Km, I, Ix, Im, 

W, Wx, Wm, Wl, Wlx, Wlm, M, C, H, P, Px, Pm. 

To be determined exogenously were X, D, Rl, R2, G, 

Ti, Ts, I.V.A. and all lagged variables. 

"- The equational system fitted was as follows1 : 

Yx =-.12+ 1.13 Nx +- ,26Kx — (1) 

Ym -. -0.9 + 2.45 Nm 4- .21 Km (2) 

Y r Yx+ Ym (3) 

These equations represent production functions rela­

ting inputs to outputs. The outputs in the model represent 

a breakdown of g-.W.E., the inputs labour and capital. Produc' 

tion functions are best related to the production of an indi' 

dual producing unit and such functions have been considered 

13 
The forms of all the equations fitted were linear, 

The equations were fitted by the method of Least Squares. 
Table VII sets out (I) the errors involved in the coeffi­
cients, (ii) the standard error of the observed from the 
computed value-of the independent variable, (iii) the variance 
of the observed from the computed value of the independent 
variable. The system developed is simplified in the fol­
lowing section, i.e. in the sensitivity analysis. 
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TABLE VII 

The Goodness of F i t of trie Model 

E q u a t i o n 
No. 

Maximum 
E r r o r of C o n s t a n t s 

a r * 1 *2 a 3 

S t a n d a r d E r r o r 
of Dependent 

V a r i a b l e 

V a r i a n c e 
of Dependen 

V a r i a b l e 

(1) 
(2 ) 
(7) 
(8) 

(10) 
(11) 
(12) 

(14) 
(15) 
(20) 
(21) 

- . 1 2 _ .08 
- . 1 9 ± . 1 1 

1 ,03 ± . 8 1 

- . 2 6 ± . 2 1 

1 .73 _ 1 .21 
2 . 4 5 + 1 .01 

.89 ± .12 

.88 ± .10 

.58 f .04 

.93 _ .04 

. 90 + .12 

.22 £ .12 

. 11 _. .06 

.12 _ . 11 

. 3 1 £ .14 

.26 4- .09 

.21 _• .14 

.07 ± .04 

.16 _. .11 

.08 ± 1.1 

.13 ± .14 

.46 _. . 03 

.47 + .04 

.18 + .07 

.22 _ .21 

.05 _ .03 

.04 ± .04 

.08 _. .07 

. 3 4 
.88 
.05 
.22 

. 80 

.06 

.18 

.07 

.04 

.76 

.61 

. 1 1 

.77 

.003 

. 0 5 

.65 

.003 

.03 

. 005 

.002 

. 61 

.37 

N o t e ; - I n d i c a t e s t h a t e i t h e r t he c o n s t a n t s were no t c o n s i d e r e d i n t h e s e 
e q u a t i o n s or t h a t t h e computed c o n s t a n t s were n o t s i g n i f i c a n t t o 
two dec ima l p l a c e s . 

co 
p 
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e x t e n s i v e l y i n economic l i t e r a t u r e 1 4 . "The p r o d u c t i o n f u n c ­

t i o n i s t h e name g i v e n to t h e r e l a t i o n s h i p be tween t h e r a t e s 

of i n p u t of p r o d u c t i v e s e r v i c e s and t h e r a t e of o u t p u t of 

p r o d u c t . I t i s t h e e c o n o m i s t ' s summary of t e c h n o l o g i c a l 

k n o w l e d g e " 1 ^ , i n t h e p r e s e n t a g g r e g a t i v e c o n t e x t t h e p roduc­

t i o n f u n c t i o n c o n c e a l s a wide r a n g e of t e c h n o l o g i c a l c o n d i ­

t i o n s . 

K x ( t ) . 0 . 95 K x ( t - l ) 4- I x ( t ) (4) 

Km(t) . 0 . 9 5 K m ( t - l ) + I m ( t ) (5) 

K = Kx 4- Kin (6) 

D e p r e c i a t i o n a l l o w a n c e s a r e a t t h e r a t e of 5 p e r ceil' 

p e r annum f o r b o t h s e c t o r s . These e q u a t i o n s p r o v i d e e s t i m a ­

t e s of t h e c a p i t a l s t o c k of Canada a t a g i v e n t i m e . 

I x ( t ) - 0 . 89 I x ( t - l ) - f .07 P x ( t - l ) - | - . 0 5 P x ( t - 2 ) (7) 

I m ( t ) = 0 . 8 8 I m ( t - l ) - f 0 .16 Pm ( t - 1 ) (8) 

I = I x +• Im (9) 

Modern t h e o r i e s of c y c l i c a l f l u c t u a t i o n s r e l y h e a v i l y 

on t h e a c c e l e r a t i o n p r i n c i p l e , which r e g a r d s t h e volume of 

new i n v e s t m e n t a s a f u n c t i o n of t h e r a t e of i n c r e a s e of o u t ­

p u t 1 6 . "The a c c e l e r a t i o n p r i n c i p l e a s a p p l i e d t o i n d u c e d 

1 4 See P . Z e u t h e n , Economic Theory and Method, Lon­
don , Longmans, Green and C o . , 1955 , p . 5 8 - 6 7 ; p . 1 1 0 - 1 2 6 . 

3-5 G. J . S t l g l e r , The Theory of P r i c e , New York, 
MacMil lan , 1956, p . 1 0 6 . 

1 6 e . g . N. K a l d o r , "A model of t h e Trade C y c l e " , i n 
t h e Economic J o u r n a l . V o l . 50 , i s s u e of March 1940 , p . 78 -92 
_________________________________________ C o n t ' d . . . 
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i n v e s t m e n t . . . may be s t a t e d r i g o r o u s l y and w i t h o u t q u a l i f i c a ­

t i o n . 

I ( t ) = K ( t ) - K ( t - l ) = S [ 0 ( t ) - O ( t - l ) ] 

Output of I n c r e a s e i n t h e I n c r e a s e i n f i n a l 
c a p i t a l s t o c k of c a p i t a l o u t p u t t i m e s the 
goods goods a c c e l e r a t o r " 1 ' 

C r i t i c i s m s have been made of t h i s p r i n c i p l e . Commen­

t i n g on t h e H i c k s i a n r e a l c y c l e , A. P . Burns commented, 

" . . . , a f i x e d l i n k be tween p a s t and c u r r e n t o u t p u t s , i f i t 

e x i s t s a t a l l , i s no more a p r o p e r t y of t h e economy of moderr 

England t h a n of Adam and Eve" 1 ®. A l l t h a t can r e a l l y be sa le 

i s t h a t changes i n t h e demand f o r and t h e p r o d u c t i o n of, 

f i n i s h e d goods , t end t o g i v e r i s e t o g r e a t e r changes i n the 

demand f o r and p r o d u c t i o n of goods f which are used in their 

production19. 

. . . J . R. Hicks, A 6ontributlon to the Theory of the Trade 
Cycle, Oxford, Clarendon, 1951, vii-201 p . 

R.C.O. Matthews, "Capital Stock Adjustment Tneories of 
the Trade Cycle and the Problem of Policy", in Post-Keynesis 
Economics, Ed. K.K. Kurihara, New Brunswick, N.J., Rutgers 
University Press, 1954, p . 170-191. 

1 7 P. A. Knox, "The Acceleration Principle and the 
Theory of Investment, A Survey", in Economic a, Vol. 19, 
issue of August 1952, p. 269-297. 

i8 A. P. Burns, "Hicks and the Real Cycle", in The 
Journal of Poli t ical Economy, Vol. 60, Issue of February 
1952, p . 1-24. 

1 9 This is clearly put in a. Haberler, Prosperity 
and Depression, 3 edition, New York, Lake Success, United 
Nations, 1946, p. 88-105. 
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In the model being considered the acceleration prin­

ciple is largely discarded. Investment projects, once 

started, are not easily halted and for this reason one inde­

pendent variable is the investment of the immediately prece­

ding year. The profit variables reflect the basic underlying 

motive for investment in a basically private enterprise eco­

nomy. 

C(t) = 1.03 +• 0.58 Y(t) (10) 

The consumption func t ion i s of the form t r a d i t i o n a l 

s ince the time of Keynes. " . . . the aggregate income, measured 

i n terms of the wage u n i t i s the p r i n c i p a l v a r i a b l e upon whica 

the consumption c o n s t i t u e n t of aggregate demand w i l l depend"2 

Many w r i t e r s s ince the time of Keynes have q u a l i f i e d 

the simple r e l a t i o n s h i p between consumption and income. 

J . S . Duesenberry suggested t h a t a key independent v a r i a b l e 

may be the l e v e l of cu r r en t income i n r e l a t i o n to the h i g h e s t 

l e v e l of income p rev ious ly a c h i e v e d 2 1 . R. Tobin, drawing of 

post-war United S t a t e s exper ience , pu t s forward the hypothes i 

t h a t the l i q u i d i t y s t r u c t u r e of the a s s e t s of t he consuming 

2 0 J . M. Keynes, The General Theory of Employment, 
I n t e r e s t and Money, London, MacMillan, 1960, p . 96. 

2 1 J . S. Duesenberry, "Income Consumption R e l a t i o n s 
and t h e i r I m p l i c a t i o n s " , i n Income, Employment and Publ ic 
P__Lic_y_, ed. L. A. Metzler , New York, Norton, 1948, p . 55-81 
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22 u n i t s , i s t he major de terminants of consumption l e v e l s 

Desp i te a l l q u a l i f i c a t i o n s , the simple r e l a t i o n s h i p 

i n the model between cur ren t income and consumption, gave the 

b e s t f i t i n the model. 
Yx \i 

Nx(t) = .93 N x ( t - l ) -h .08 Wx(t) -f .04 g-£ ( t - 1 ) (11] 

Nm(t) = .90 Nm(t-l) -f .13 Wm(t) "H .08 |j£ ( t - 1 ) (12) Nm 

N = N x + Nm (13] 

Keynes was responsible for concentrating attention 

on the twin forces influencing employment levels, namely 

aggregate demand and aggregate supply. In these equations 

the lagged employment level and the current wage rate repre­

sent demand aspects. The productivity variable represents a 

major supply factor. 

Wx(t) = -.26+ .22 Wm(t-l) -h .46 ff(t-l) (14; 

Wm(t) = .11 Wx(t-l) + .47 __ (t-l)_ (15; 

Nm 

In the model Wx and Wm represent annual wage rates. 

The modern theory of wage determination, and indeed, of the 

determination of all factor prices, centres on the marginal 

productivity of the factor concerned24. In the above 
2 2 R. Tobin, "Asset Holdings and Spending Decisions", 

in the American Economic Review. Vol. 42, Issue of May, 1952, 
p. 109-123. 

23 Op. cit., p. 23-34. 

24 A c l e a r e x p o s i t i o n of the marginal approach to fac 
t o r p r i c i n g i s found in Joan Robinson, The Economics of Im­
p e r f e c t Competi t ion, London, Macmillan, lr933, x i i - 3 5 2 p . 
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e q u a t i o n s Y / N i s an a v e r a g e p r o d u c t i v i t y m e a s u r e . Labour i s 

a l s o a f a c t o r w i t h a f a i r d e g r e e of m o b i l i t y , and wage 

d i f f e r e n t i a l s as be tween s e c t o r s w i l l c a u s e l a b o u r movement. 

Fo r t h i s r e a s o n Wm and Wx, l a g g e d one p e r i o d , a r e c o n s i d e r e d 

i m p o r t a n t i n d e p e n d e n t v a r i a b l e s . 

Wlx r Wx.Nx (16) 

Wlm - Wm.Nm ( 1 7 ) 

Wl = W l x + Wlm (18) 

W = S . (19) 
N 

These equa t ions involve no s t a t i s t i c a l f i t t i n g , be ing derivec. 

from previous e q u a t i o n s 2 ^ . 

M = .12 I ( t ) + .18 Y( t ) (20) 

The s imples t form of import f u n c t i o n r e l a t e s the 

l e v e l of imports to G . N . P . 2 6 . Nearly 40 per cent of Canada';i 

expendi tu res on the new machinery and equipment component of 

Gross Domestic Expendi ture c o n s i s t of import payments and 

fo r t h i s r eason c u r r e n t investment i s inc luded in the equa­

t i o n . 
Pm = .31 C( t ) -f .22 I ( t ) (21) 

25 These equa t ions could invo lve n o n - l i n e a r i t i e s , 
but a s i m p l i f i e d model i s cons idered i n the fo l lowing 
s e c t i o n . 

26 See D. W. S l a t e r , Canada 's Imports , A study p r e ­
pared for the Royal Commission on Canada's Economic Prospects 
Ottawa, Queen's P r i n t e r , January, 1957, p . 88-92 . 
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Th i s p r o f i t f u n c t i o n d e m o n s t r a t e s the dependence of 

p r o f i t s , w ide ly d e f i n e d , on t h e l e v e l s of f i n a l demand i n t he 

c ommunity. 

Px = G.N. P . - [Wlx + Wlm+Pm-rTi - T s + I . V . A . + D4 R2] (22) 

P = Px-fPm (23) 

H = G.N.E. - [C + G + I + E + M + R 1 J . (24) 

These e q u a t i o n s d e t e r m i n e t he r e m a i n i n g unknowns i n t[he 

s y s t e m . The a d d i t i o n of a f u n c t i o n d e t e r m i n i n g t h e exchange 

r a t e would add a n a l y t i c a l power t o the model b u t i n t h e 

Canad ian c o n t e x t t h e exchange r a t e must be r e g a r d e d a s b e i n g 

d e t e r m i n e d p a r t l y by exogenous f a c t o r s . 

This i s the model of t h e C a n a d i a n economy t h a t h a s 

been d e v e l o p e d and i t must be a p p l i e d t o t h e p rob lem of 

f o r e i g n I n v e s t m e n t i n f l o w s and d o m e s t i c growth r a t e s . 

3 . S e n s i t i v i t y A n a l y s i s of t he Model 

The p u r p o s e s of t he e q u a t i o n a l moc^el d e v e l o p e d a r e : 

(a) to give precis ion to key functional r e l a t i o n ­

ships in the economy in order to aid the quant i ta t ive analy­

s i s of l a t e r chapters, and 

(b) to provide a model within which the effects of 

changes In exogenous fac tors , in p a r t i c u l a r foreign cap i t a l 

inflows, can be analyzed. 
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( i ) Adapta t ion of the model. 

Foreign c a p i t a l does not e n t e r the model as a separa te 

v a r i a b l e . The technique used was to t r e a t Ix and Im as exo­

genous v a r i a b l e s and then to c a l c u l a t e m u l t i p l i e r s fo r them 

wi th r e s p e c t to t h e endogenous v a r i a b l e s i n the system. 

The twenty-four equa t ions i n the o r i g i n a l model were 

reduced to twenty-one by r ega rd ing I x , Im, and hence I as 

exogenous. These twenty-one equa t ions were reduced f u r t h e r 

t o an in t e rmed ia t e sub-system s u i t a b l e for a n a l y s i s . The 

endogenous v a r i a b l e s l e f t a t t h i s s t a g e were Yx," Ym, Kx, Km, 

Nx, Nm, Wx, Wm, C, Pm and M. Al l lagged va lues of the v a r i a ­

b l e s were t r e a t e d as exogenous. The i n t e r m e d i a t e system was, 

t h e r e f o r e , as f o l l o w s : 

Yx = - . 1 2 4 1.73 Nx 4 .26 Kx 

Ym = - . 1 9 4 2 .45 Nm + .21 Km 

Kx - 0.95 K x ( t - l ) + Ix 

Km = 0.95 Km(t- l ) + Im 

C r 1.03 4 0.58 Y 

Nx = .93 N x ( t - l ) + .08 Wx 4- .04 I f ^ " 1 ) 

Nm = .90 Nm(t-l) + .13 Wm 4- .08 _ S ( t - l ) 
Nm 

Wx = - . 2 6 4- .22 Wm(t-l) + .46 S _ ( t - 1 ) 
Nx 

Wm = .11 Wx( t - l ) 4- .47 ___(t-l) 

M = .12 I ,4 .18 Y< 

Pm = .31C 4 .22 I 
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This simple system is recursive and it could be solved 

completely without inversion techniques, but to illustrate 

the analytical approach, Table VIII presents these equations 

in matrix form. Denoting the endogenous variables by 

(Yl, Y2, . . . , Yg) - Y 

the exogenous variables by 

(ZX, Z2, . . . , Zs) - Z 

and the envcr variables by 

(Ul, TJ2, . . . , Ug) r U 

then the r-th equation may be written 

Bri Y-L 4- Br2 Y2 4 4. Brg Yg = Cri Zx+ Cr2 Z2 4- .. .4CrsZs-|-Ur, 

The system can therefore be written in the form 

BY1 - CZ14- U1 

with 

B = Bxx .... Big 

B gl B< 

and 

C = cll •••• Cisl 

3gl .... Cgg 

BY1 = C Z 1 ^ U1 

Y1 = B"1 CZ14- B"1 Ua 
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D e n o t i n g e x p e c t e d v a l u e s by, E, 

E (Y1) = E ( B _ 1 CZ1) - E ( B _ 1 U1) 

- B - 1 C E(Z 1 ) - B _ 1 E (U1) 

Assume E(Ur) = 0, 

t h e n 

E(Y 1 ) = PZ1 = B " 1 CZ1 

The r-th row, s-th column element of P, namely Prs, 

gives the Zs multiplier for the Yr variable. P is known as 

the 'Reduced Form Structure'. 

The definition of a multiplier is that coefficient 

by which the increment in the exogenous variable is multi­

plied to make it equal to the increment in endogenous varia­

ble. The best known example is the Keynesian multiplier 'K', 

where 

dY = Kdl 

with 

I r exogenous variable, investment 

Y - endogenous var iable , income 

K = | -marginal propensity to consume. 

The information that could have been obtained from 

the reduced form s t ruc ture was more eas i ly obtained by d i r ed 

solut ion of the equations. After solut ion the system pro-
; 

duced the following mul t ip l ie rs presented in Table IX. 
The equations were tes ted for i den t i f i c a t i on . "A 

necessary condition for the iden t i f i ca t ion of the j - t h 
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e q u a t i o n i n a l i n e a r sys tem i s t h a t t h e number of v a r i a b l e s 

i n t h e e n t i r e comple te system minus the number of v a r i a b l e s 

a p p e a r i n g i n t h e j - t h e q u a t i o n be a t l e a s t as g r e a t a s t h e 

n27 
number of equations in the system less one" '. 

(ii) Analysis of the Model 

The model presented represents a highly damped systen 

which has some basic distinguishing features. 

(a) An increment to investment in the 'X' sector wil] 

raise income by a greater amount than an increment to capita] 

stock in the 'M' sector. The exact multipliers being .26 anc 

.21 respectively. The statistics on which the model is. 

based reveal a higher capital output ratio for the 'M' sectoij. 

(b) The import requirements following from an in­

crease in investment are greater in the 'X' sector than in 

the 'M' sector- The basic variables in the determination of 

the level of imports are the levels of Yx and Ym and these 

are more responsive to a change in Ix. Total Import require­

ments, as a percentage of Y, are relatively high. 

(c) Consumption expenditures stemming from an increas 

in investment in the 'X' sector are greater than those re­

sulting from an increase in investment in the 'M' sector. 

(d) Although Ix and Im are the only 'policy variables]' 

27 L. Klein, Economic Fluctuations in the United 
States, New York, Longmans, 1952, p. 187". 
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among the exogenous variables, the results of variations in 

productivity (Y/N) and employment (N)inperiod (t-1) are 

theoretically interesting. An increase in productivity in 

the period (t-1) in the 'Wl' sector would have caused a 

greater rise in Y, than would have an equivalent productivity 

increase in the 'X' sector. The reasons for this lie in the 

larger numerical value of the coefficients of Nm in the pro­

duction function, Wm in the employment function and Ym/Nm in 

the employment function, as compared with the corresponding 

values of Nx, Wx and Ym/Nm. 

(e) Finally, any increase in Nm(t-l) that may have 

occurred would have a greater multiplier effect on Y than 

would have an increase in Nx(t-l). This can be explained by 

the numerically larger coefficient of Nm in the production 

function determining Ym, than the corresponding coefficient 

of Nx28. 

The accuracy of the model is examined in the chapters 

that follow. 

^8 Table IX shows all the multipliers in the system. 
For example, any increase in Wm(t-l) would have raised Yx, 
C, M, Pm, Nx, Wx; the exact multipliers being .03, .02, .01, 
.01, .02, .22 respectively. 
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CHAPTER I I I 

QUANTITATIVE ANALYSIS OF THE CANADIAN EXPERIENCE 

X. Ownership and C o n t r o l A s p e c t s 

One major s i m p l i f i c a t i o n t h a t h a s been made i n t h e 

model i s t h e t r e a t m e n t of c a p i t a l f o r m a t i o n i n a g g r e g a t e 

t e r m s . F o r e i g n c a p i t a l i n f l o w s can be of many t y p e s , and 

each t y p e h a s a d i f f e r e n t economic i m p a c t . One of t h e 

commonly u s e d d i s t i n c t i o n s i s be tween d i r e c t and p o r t f o l i o 

c a p i t a l and t h i s d i s t i n c t i o n l a r g e l y t u r n s on t h e q u e s t i o n 

of c o n t r o l . G e n e r a l l y d i r e c t i n v e s t m e n t i n c l u d e s " . . . i n ­

v e s t m e n t i n Canadian c o n c e r n s which a r e known t o have 50 pe r 

c e n t or more of t h e i r v o t i n g s t o c k h e l d i n one c o u n t r y o u t ­

s i d e Canada . I n a d d i t i o n a few i n s t a n c e s of c o n c e r n s a r e 

i n c l u d e d where i t i s known t h a t e f f e c t i v e c o n t r o l i s h e l d 

by a p a r e n t f i r m w i t h l e s s t h a n 50 p e r c e n t of t h e s t o c — " 1 . 

( i ) The Meaning of C o n t r o l 

The concep t of c o n t r o l as u s e d above i s n o t c l e a r -

c u t . The d e f i n i t i o n used r e l a t e s t o p o t e n t i a l c o n t r o l and 

n o t a c t u a l c o n t r o l . For t h e p u r p o s e s of e s t i m a t i n g t h e 

1 D.B.S., Canada's In ternat ional Investment Pos i ­
t ion , 1926-1954, Ottawa, Queen's P r in te r , 1956, p . 24. 
Table X gives ownership and control r a t i o s in selected 
Canadian indus t r ies on the D.B.S. measure. 
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TABLE X 

Non-Resident Control as a Percentage of Se lec ted Canadian I n d u s t r i e s , 
Se lec ted Year Ends, 1926-1959 

Industry Classification 

Percentage of total control by 
(i) All non-residents, and 

(ii) U.S. residents: 

Manufac turi ng 

Petroleum and natural gas 

Mining and smelting 

Railways 

Other utilities 

Total of above industries 
and merchandising 

1926 
(1) (ii) 

35 

-

38 

3 

20 

17 

30 

-

32 

3 

20 

15 

1930 
(I) (ii) 

36 

-

47 

3 

29 

20 

31 

-

42 

3 

29 

18 

1939 
(i) (ID 

38 

-

42 

3 

26 

21 

32 

-

38 

3 

26 

19 

1948 
(i) (ii) 

43 

-

40 

3 

24 

25 

39 

-

37 

3 

24 

22 

1959 
(i) (ii) 

57 44 

75 69 

61 53 

2 2 

5 4 

32 26 

Source : Canada 's Balance of I n t e r n a t i o n a l Payments, 1960, 
p . 8 1 . -3 
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extent of control in statistical terms, the entire book valuo 

of a firm, including all minority interests, is attributed 

to the country where control is held. Ownership ratios, on 

the other hand, include in the numerator capital Invested by 

both controlling interests and minority participants. Both 

direct and portfolio investments include debt as well as 

equity holdings. Since the turn of the century equity 

holdings have become proportionately more important as a 

component of long-term investment inflows into Canada. 

The concept of actual control is, however, more rele • 

vant to economic development than the concept of statistical 

or potential control. Control may be exercised over price 

and output policies,over the rate of capital formation,or 

over the rate of resource inputs. This may alter the rates 

of growth in important sectors of the economy. Direct 

investments have been an important medium for the introduc­

tion of advanced industrial techniques into Canada and where 

this has been the case, there has often been less scope for 

innovation or the improvement of production techniques on 

the part of the subsidiary. 

(ii) The Development of Excess Capacity 

Particularly since World War II, Canada has had 

difficulty in maintaining unemployment at levels below 5 per 
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cent of the labour force2, and there have been periods when 

significant excess capital capacity has developed in key 

sectors of the economy. Excess capacity has appeared more 

particularly in the resource sectors of the economy and cer­

tain heavy manufacturing industries, into which large quanti­

ties of direct investment with associated control, have gone. 

The development of excess capacity which has to be 

worked off before a large and expansionary investment program 

may be undertaken, is a key factor in the theoretical explana 

tions of the length, severity and amplitude of the business 
3 

cycle . Prom a longer term point of view, considering the 

close to a century that has elapsed since Confederation, 

excess capacity has been the result of a necessary series of 

adjustments which have had to be made within the economic 

structure. 

(a) The adjustment that has had to be made to recon­

cile demand and supply elements diverging because of the 

changing ratio of the labour force to total population. When 

the labour force has grown faster than total population, the 

This is on an annual basis using seasonally adjus­
ted figures. Canada experiences substantial seasonal fluctua­
tions in employment during the year. For example, the ratio 
varied between 4 and 12 per cent in terms of persons unemployed 
to the labour force, in 1962, with an annual average of 6 per 
cent. (All figures are rounded) 

3 In particular, J. R. Hicks, A Contribution to the 
Theory of the Trade Cycle. Oxford, Clarendon Press, 1951. 
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supply of goods and services has grown at a faster rate than 

demand, resulting in a tendency towards over-capacity. This 

adjustment may be described as a 'derived demand' adjust­

ment. 

(b) Adjustments that have had to be made to basic 

structural shifts in the economy. One such structural shift 

has been the trend in Canada away from an agriculturally 

orientated economy, to an economy where manufacturing sur­

passed agriculture percentagewise as an employer of labour 

and as a contributor to total National Income, and finally 

to an economy where the service sector predominates. 

(c) Another important long-term shift has been the 

dependence on changing sectors of the economy to earn 

foreign exchange in sufficient amounts to allow a large 

total and per capita importation of goods and services not 

able to be manufactured competitively in Canada. The resour 

ce boom since World War II represents the latest phase in 

this development of new export sectors4. As these sectors 

have emerged a proportion of the labour force has had to 

develop new skills and learn new techniques. These adjust­

ments may be termed 'structural' adjustments. 

4 Richard Caves and Richard H. Holton, The Canadian 
Economy, Prospect and Retrospect, Cambridge, Harvard Univer­
sity Press, 1959, p. 41-47, deals fully with the 'Staple 
Theory' of economic development. 

__________»______________________________________ 
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(d) An ad jus tmen t h a s had t o be made t o cope w i t h 

v a r y i n g f a c t o r p r o p o r t i o n s , n e c e s s i t a t e d by t h e i n t r o d u c t i o n 

of new p r o d u c t s and new t e c h n i q u e s of p r o d u c t i o n . An a d e ­

q u a t e volume of new inves tmen t work ing i n c o n j u n c t i o n w i t h 

l a b o u r , p r o v i d e s an i m p o r t a n t r e q u i r e m e n t f o r t h e p r o d u c t i v e 

and n e a r - f u l l employment of t h e l a b o u r f o r c e . Th is r e p r e ­

s e n t s an ad ju s tmen t among ' c o - o p e r a t i n g f a c t o r s ' . 

Given t h e s e a d j u s t m e n t s which mus t be s u c c e s s f u l l y 

met b e f o r e a f u l l or n e a r - f u l l u t i l i z a t i o n of r e s o u r c e s i s 

p o s s i b l e , t h e q u e s t i o n a r i s e s a s t o how t h e e x i s t e n c e and 

e x e r c i s e of f o r e i g n c o n t r o l h a s a f f e c t e d t h e s e a d j u s t m e n t s . 

( l i i ) The P o l i c i e s of F o r e i g n C o n t r o l l e d F i rms 

Prom the p o i n t of view of l o n g - t e r m economic g rowth , 

d i r e c t i n v e s t m e n t s have made p e r h a p s t h e i r l a r g e s t c o n t r i b u -
of economic cjrowih 

t i o n t o improving r a t e s ^ by a s s i s t i n g i n su rmoun t ing the 

a g g r e g a t e s h o r t a g e of funds f o r new i n v e s t m e n t t h a t h a s 

e x i s t e d i n Canada. By add ing to a g g r e g a t e d o m e s t i c s a v i n g s , 

f o r e i g n c a p i t a l h a s a s s i s t e d i n overcoming t h e a d j u s t m e n t t o 

c o - o p e r a t i n g f a c t o r s 5 . Th i s i s p a r t i c u l a r l y i m p o r t a n t when 

i t i s c o n s i d e r e d t h a t the d i r e c t i n v e s t m e n t i n f l o w s have 

m a i n l y e n t e r e d t h o s e s e c t o r s w i t h e x p a n d i n g c a p i t a l r e q u i r e ­

m e n t s . Tab le XVII I , p . 101 , shows c a p i t a l o u t p u t r a t i o s f o r 

I t must be emphas ized t h a t t h e p rob lem d o e s n o t 
s i m p l y r e v o l v e around t h e adequacy of a g g r e g a t e d o m e s t i c 
s a v i n g s . P a r t ( i v ) of t h i s s e c t i o n d e a l s w i t h t h e p r o b l e m 
of maximum c o n t r o l b e i n g o b t a i n e d w i t h minimum i n v e s t m e n t . 
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the two s e c t o r s of t h e Canadian economy d i s t i n g u i s h e d i n t h e 

m o d e l . The 'X ' s e c t o r h a s r e c e i v e d p r o p o r t i o n a t e l y more 

d i r e c t i n v e s t m e n t t h a n p o r t f o l i o i n v e s t m e n t , i n c o m p a r i s o n 

w i t h t h e 'M' s e c t o r and, a t l e a s t s i n c e 1926, i t h a s had a 

g r e a t e r p e r c e n t a g e of i t s t o t a l c a p i t a l r e q u i r e m e n t s f inancejd 

from f o r e i g n s o u r c e s . 

One e x p l a n a t i o n f o r t h i s i n c r e a s i n g c a p i t a l o u t p u t 

r a t i o i n t h e 'X ' s e c t o r r e v o l v e s around the d e c l i n i n g impor ­

t a n c e of the l a b o u r i n p u t i n t h i s s e c t o r . Between 1926-1962 

t h e employed l a b o u r f o r c e i n t h e 'X ' s e c t o r r e m a i n e d r e l a t i ­

v e l y c o n s t a n t , b u t o u t p u t i n c r e a s e d s u b s t a n t i a l l y 6 . This 

was i n l a r g e p a r t due t o t h e i n c r e a s e i n t he c a p i t a l s t o c k 

i n the s e c t o r . 

Prom a l o n g - t e r m p o i n t of v iew, f o r e i g n c a p i t a l 

I n f l o w s have a i d e d t h e overcoming of t r a n s i t i o n a l ad jus tmen t | s 

made n e c e s s a r y b e c a u s e of s t r u c t u r a l c h a n g e s . F o r e i g n 

c a p i t a l h a s made i t p o s s i b l e t o d e v e l o p more f u l l y t h e n a ­

t u r a l r e s o u r c e s which Canada p o s s e s s e s . I n a dynamic w o r l d , 

maximum growth r a t e s would n o t be app roached I f f u l l a d v a n ­

t a g e was n o t t a k e n of t h e p o s s i b i l i t i e s of s u b s t i t u t i o n and 

a l t e r n a t i v e u s e s of domes t i c r e s o u r c e s f o r b o t h f o r e i g n and 

d o m e s t i c p r o d u c t i o n . D o m e s t i c a l l y t h i s t a k e s t h e form of 

s h i f t s of r e s o u r c e s from low t o h i g h p r o d u c t i v i t y i n d u s t r i e s ! . 

6 See Appendix 3 , T a b l e s XXX K d f l XLV. 
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I n t e r n a t i o n a l l y i t t a k e s t h e form of i n c r e a s e d e x p o r t s a l e s 

a n d / o r d i m i n i s h e d r e l i a n c e on f o r e i g n s o u r c e s f o r i m p o r t s . 

One of t he main impediments t o s u s t a i n e d g rowth t h a t a r i s e s 

from t h e e x e r c i s e of c o n t r o l l i n g power by f o r e i g n c o n t r o l l e d 

compan ie s , a r i s e s i n the s h o r t e r p e r i o d of t h e b u s i n e s s c y c l e 

There have been i n s t a n c e s of a t t e m p t s by s u b s i d i a r i e s t o s e l l 

m a t e r i a l s t o p a r e n t companies a t p r i c e s be low t h e c o s t s of 

p r o d u c t i o n and t o t h e t r e a t m e n t of s u b s i d i a r i e s a s m a r g i n a l 

s u p p l i e r s t o the o u t p u t of t h e f o r e i g n p a r e n t company. The 

l a t t e r company a l t h o u g h o f t e n a h i g h e r c o s t p r o d u c e r i s t h u s 

p r o t e c t e d from t h e w o r s t f l u c t u a t i o n s i n t o t a l demand o v e r 

t h e b u s i n e s s c y c l e ' . The p o l i c i e s p u r s u e d by f o r e i g n i n t e ­

r e s t s e x e r c i s i n g c o n t r o l i n Canada, have n o t a lways b e e n 

d i r e c t e d towards e n s u r i n g a s t a b l e demand f o r t h e o u t p u t of 

t h e s u b s i d i a r y . 

One p o s s i b l e approach t o t h e p r o b l e m s p r e s e n t e d by 

U . S . d i r e c t i n v e s t m e n t would be c o n t i n e n t a l i n t e g r a t i o n on a 

s e l e c t i v e I n d u s t r y b a s i s . I t would be t o C a n a d a ' s a d v a n t a g e 

I f t h o s e r e s o u r c e s were d e v e l o p e d , w h i c h , i n l i n e w i t h compa­

r a t i v e c o s t t h e o r y , cou ld b e s t c a t e r f o r t h e combined growth 

of the Nor th American C o n t i n e n t and I n wh ich Canada had a 

c o s t a d v a n t a g e . However, t he c o n t i n e n t a l a p p r o a c h c a r r i e d ou 

7 I r v i n g B r e c h e r and S. S. Reisman, C a n a d a - U n i t e d 
S t a t e s Economic R e l a t i o n s , Ot tawa, Q u e e n ' s P r i n t e r , 1957 , 
C h a p t e r &, d i s c u s s e s t h e s e p r a c t i c e s . The p r a c t i c e of s e l l i n g 
t o t he p a r e n t company a t below c o s t s of p r o d u c t i o n h a s b e e n 
l a r g e l y e l i m i n a t e d by t h e N a t i o n a l Revenue a u t h o r i t i e s . 
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ove r a wide r a n g e of Canadian s e c o n d a r y i n d u s t r i e s would , i n 

a l l p r o b a b i l i t y , l e a d to l a r g e s c a l e i m m i g r a t i o n t o the U . S . 

where secondary m a n u f a c t u r i n g , by v i r t u e of l o c a t i o n a l and 

s c a l e a d v a n t a g e s , t e n d s to be more p r o d u c t i v e t h a n i n Canada, 

and hence o f f e r s g r e a t e r r e t u r n s t o manage r s , w o r k e r s and 

i n v e s t o r s a l i k e . 

I n t he c a s e of t h e l a r g e l y p o r t f o l i o c a p i t a l I n f l o w s 

from t h e U.K. I n the f i f t y y e a r s f o l l o w i n g C o n f e d e r a t i o n , th« 

p rob lem was not so a c u t e . The p o r t f o l i o c a p i t a l d i d n o t 

b r i n g w i t h i t c o n t r o l . The s e c t o r s i n t o which i t f lowed wer< 

l a r g e l y s o c i a l c a p i t a l f i e l d s . One d r i v i n g m o t i v e was u n ­

d o u b t e d l y the d e s i r e by t he U.K. to o b t a i n b a s i c raw m a t e ­

r i a l s and f o o d s t u f f s a t a lower c o s t and t h u s to t u r n t h e 

t e r m s of t r a d e i n h e r f a v o u r . But t h e l a c k of c o n t r o l power 

by t h e l e n d e r s aid t h e g e n e r a l f r e e t r a d e p o l i c i e s b e i n g 

p u r s u e d , p r e c l u d e d any wide f l u c t u a t i o n s of demand for 

C a n a d a ' s r e s o u r c e o u t p u t , t h r o u g h d e l i b e r a t e t r a d e p o l i c y , 

a l t h o u g h such f l u c t u a t i o n s d id t ake p l a c e due to o t h e r c a u s e ^ . 

I n t he c a s e of f o r e i g n i n v e s t m e n t i n t h e s e c o n d a r y 

m a n u f a c t u r i n g s e c t o r , the demand emana t ing from t h e d o m e s t i c 

s e c t o r becomes more i m p o r t a n t . I n an i m p o r t a n t sense f o r e i g r 

i n v e s t m e n t i n t h i s a r e a h a s been d i c t a t e d by s t r u c t u r a l chan­

ges o v e r t i m e . Tab le XI i l l u s t r a t e s t h e f a c t t h a t , s i n c e 

1926, Canada h a s become more dependen t on I m p o r t s of f u l l y 

o r c h i e f l y manufac tu r ed a r t i c l e s and h a s made l i t t l e p r o g r e s s 
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TABLE XI 

Domestic Exports to and Imports from All Countries by Degree of Manufacture 
•w—« 

D e g r e e of 
M a n u f a c t u r e 

Raw M a t e r i a l s 

P a r t i a l l y Manufac tured 

F u l l y o r C h i e f l y 
M a n u f a c t u r e d 

Raw M a t e r i a l s 

P a r t i a l l y Manufactured 

F u l l y o r - C h i e f l y 
M a n u f a c t u r e d 

Annual A v e r a g e s , S e l e c t e d 
P e r i o d s , 1926-1954 

F i s c a l Y e a r s 
1926-29 1936 -39 

P e r c e n t a g e 

C a l e n d a r Y e a r s 
1946 -49 1951-54 

P e r c e n t a g e 

DOMESTIC EXPORTS 

4 6 . 7 3 2 . 2 

1 4 . 8 2 5 . 0 

3 8 , 5 4 2 . 8 

2 5 , 2 2 8 . 3 

t 7 e 4 *7ft O 

6 5 . 4 6 2 . 2 

2 7 . 2 3 0 . 5 

2 4 . 9 *• 3 0 . 6 

4 7 , 9 3 8 . 9 

IMPORTS 

2 5 . 9 2 0 . 9 

6 . 8 5 . 8 

6 7 . 3 7 3 . 3 

1955 

2 6 . 3 

3 5 . 4 

3 8 . 3 

1 8 . 4 

5 . 2 

7 6 . 4 

Annual Averages , 

C a l e n d a r 
1956 1957 

, 1955-

Year s 
X958 

P e r c e n t a g e 

3 0 . 6 3 2 . 4 

3 2 . 4 3 0 . 7 

3 7 . 0 3 6 . 9 

1 7 . 5 1 7 . 9 

5 . 3 5 . 3 

7 6 . 8 7 6 . 8 

3 5 . 2 

2 7 . 4 

3 7 . 4 

1 7 . 9 

5 . 0 

77.X 

-I960 

X959 

3 4 . 0 

2 9 . 0 

3 7 . 0 

X7.0 

5 . 6 

7 7 . 4 

I 9 6 0 

3 1 . 4 

3X.2 

3 7 . 4 

X 8 . 0 

5 . 0 

7 7 . 0 

Source: Trade of Canada: Annual Issues. 
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towards becoming more compet i t ive on world markets i n t h e s e 

p r o d u c t s . To supplement expor t s to Canada, f o r e i g n companies 

have extended t h e i r ope ra t ions i n t o Canada where they can 

o b t a i n equal access to domest ic consumers and equal Xoca-

tionaX advantages i n compet i t ion wi th domestic i n d u s t r y . 

Canadian manufacture© have had e q u i v a l e n t Xocat ional 

advantages and equal access to s i m i l a r s i zed markets fo r 

l abour and o ther f a c t o r s of p roduc t ion , but t he f o r e i g n c a p i ­

t a l has u s u a l l y brought wi th i t lower p r i c e d c a p i t a l equ ip ­

ment, t e chno log ica l advantages and h i g h l y s k i l l e d management. 

A l l t h r e e f a c t o r s have accompanied the c a p i t a l in f low. These 

accompanying b e n e f i t s , which can be termed ' e n t r e p r e n e u r i a l ' 

advantages^are a key f a c t o r i n the investment p r o c e s s . 

Canadian manufacturing has cons ide rab l e ' d e p t h ' as measured 

by the Canadian content of key manufactur ing s e c t o r s , (see 

Table XII) and i t i s t hus l a r g e l y Canadian f a c t o r s of p roduc­

t i o n t h a t are combined i n the p roduc t ion p r o c e s s . Any p r i c e 

or q u a l i t y advantage accru ing to f o r e i g n c o n t r o l l e d f i rms 

i s due mainly to supe r io r management, lower c a p i t a l c o s t s , 

and innova t ion i n the t e c h n o l o g i c a l s ense^ . 

( i v ) 'Maximum' Contro l w i th 'Minimum' C a p i t a l 

The Dominion Bureau of S t a t i s t i c s computes i n two 

ways the ex ten t to which f o r e i g n e r s have f inanced domestic 

8 The b e n e f i t s accompanying the d i r e c t Investment i n ­
flows and the p o s s i b i l i t y of d u p l i c a t i n g t h e s e b e n e f i t s 
d o m e s t i c a l l y a r e d i s cus sed i n s e c t i o n 3 of t h i s Chap te r . 
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TABLE XII 

Canadian Content of Total Output in 
Canadian Manufacturing 

1949 

Canadian Content of 
Sector Total Output ('/.) 

Food, beverages and tobacco 94 

Clothing and household goods 84 

Forest products 97 

Metal products 89 

Electrical apparatus and supplies 90 

Mineral products 79 

Miscellaneous manufacturing 93 

Source: Richard Caves and Richard H. Holton, 
The Canadian Economy, Prospect and 
Retrospect, Cambridge, Harvard Univer­
sity Press, 195 9, p. 68. 
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i n v e s t m e n t i n Canada, and t h e s e measu re s g i v e an i n d i c a t i o n 

of t h e e x t e n t to which a g g r e g a t e d o m e s t i c s a v i n g s f a l l s h o r t 

of t o t a l d o m e s t i c i n v e s t m e n t e x p e n d i t u r e s . One of t h e 

measu re s g i v e s a measure of t h e e x t e n t t o which Canada h a s , 

on b a l a n c e , drawn on the r e s o u r c e s of t he r e s t of t h e wor ld 

f o r t h e s a v i n g s used f o r a l l t y p e s of p h y s i c a l i n v e s t m e n t i r 

Canada. The second a p p r o a c h d i s r e g a r d s o u t f l o w s of c a p i t a l 

from Canada and m e a s u r e s the e x t e n t t o which n o n - r e s i d e n t s 

have d i r e c t l y f i n a n c e d Canad ian i n v e s t m e n t . 

T a b l e X I I I p r e s e n t s t he two D . B . S . m e a s u r e s of t h e 

e x t e n t of f o r e i g n f i n a n c i n g . I t i s i n t e r e s t i n g t o n o t e t h a t 

t h e o v e r a l l p l a c e of f o r e i g n f i n a n c i n g i n C a n a d a ' s t o t a l 

i n v e s t m e n t e x p a n s i o n s i n c e World War I I , h a s been l e s s t h a n 

i n p r e v i o u s p e r i o d s of heavy i n v e s t m e n t . " I n e f f e c t , t h e r e 

h a s been a v e r y c o n s i d e r a b l e i n c r e a s e s i n c e t h e t u r n of t he 

c e n t u r y i n the c a p a c i t y of t h e c o u n t r y t o g e n e r a t e t h e 

s a v i n g s r e q u i r e d to f i n a n c e i t s i n v e s t m e n t p r o g r a m m e " 9 . j 

S i n c e 1950, however , ove r 25 p e r c e n t of g r o s s c a p i t a l f o r ­

m a t i o n h a s been d i r e c t l y f i n a n c e d by n o n - r e s i d e n t s . I 

Of c r u c i a l impor t a nc e i n a d e e p e r a n a l y s i s of Cana­

d i a n e x p e r i e n c e , i s t h e s o u r c e of funds used by f o r e i g n c o n ­

t r o l l e d companies to expand c a p i t a l f a c i l i t i e s . The f i g u r e s 

p u b l i s h e d by t h e D . B . S . g i v e e s t i m a t e s of t he r e t a i n e d 

| 

9 I r v i n g Breche r and S . S. Reisman, Op. c i t . , p . 9 7 . -
i 
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TABLE X I I I 

Non-Res iden t F i n a n c i n g of Canadian I n v e s t m e n t ('/.) 

1926-1930 1946-1949 1950-1955 1956-1960 

Net u s e of F o r e i g n 
R e s o u r c e s as a per cent 
of 

Gross C a p i t a l 
f o r m a t i o n 

Net C a p i t a l 
F o r m a t i o n 25 - 1 1 

17 

19 

27 

35 

D i r e c t Foreign Financing 
of 

Gross Cap i t a l 
Formation 

Net C a p i t a l Formation 50 

19 

24 

25 

33 

33 

45 

Source. (i) Canadian Balance _of International Payments 
and International Investment "Position, ~~ 
1960, p. 49. " - - - - - -~ -

( i i ) 1926-1930 f i g u r e s from I r v i n g Brecher and | 
S . S. Reisman, Canada-U.S. Trading Re la - j 
t i o n s , p . 96. [ 
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profits of foreign direct investments in Canada, but these 

are not supplemented by other sources of funds such as depre­

ciation and depletion allowances, or proceeds from the sale 

of portfolio stock sold In Canada. Tables XIV and XV give 

the results of annual surveys of the source and disposition 

of funds by U.S. direct investment companies, initiated by 

the U.S. Department of Commerce in 1957. The main facts 

that emerge are: 

(a) The general tendency for U.S. direct investments 

to obtain maximum control with a minimal expenditure of 

foreign generated savings; 

(b) The particularly heavy reliance of the manufac­

turing sector on internally generated savings, particularly 

retained earnings and depreciation allowances; the U.S. 

appears to be as Interested in controlling certain sectors 

of manufacturing industries as it is in controlling the newe? 

resource sectors; and 

(c) The willingness of the U.S. direct investment 

companies to plough back a substantial proportion of their 

net earnings in most years. This willingness can partly be 

explained by the fact that the investments have either been 

made in highly productive sectors of the economy, e.g. in 

the most rapidly growing industries in the secondary manu­

facturing sector, or in industries where the major concern 

is with supplying the parent company with raw materials not 

available elsewhere at » ̂ ^ a ^ h ^ -.oai-.. 
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TABLE XIV 

S o u r c e s and Uses of Funds of U . S . D i r e c t - I n v e s t m e n t E n t e r p r i s e s i n Canada, 
S e l e c t e d I n d u s t r i e s , 1958-1960 

(#000 ,000) 

1 . 1958 2 . 1959 3 . 1960 

ITEM 
S e l e c t e d I n d u s t r i e s 

Mining and 
S m e l t i n g P e t r o l e u m Manuf ac t u r i ng T o t a l S e l e c t e d 

I n d u s t r i e s 

S o u r c e s of Funds 

Net Income 
Funds from U.S. 
Funds Borrowed in Canada or in 
Third Countries 

Depreciation and Depln. 
TOTAL 

1 

62 
78 

35 
50 

225 

2 

112 
121 

95 
67 

395 

3 

157 
202 

13 
75 

447 

1 

76 
234 

103 
178 
591 

2 

99 
112 

41 
189 
441 

3 

159 
138 

45 
207 
549 

1 

403 
111 

97 
280 
891 

2 

500 
143 

66 
300 
1009 

3 

470 
31 

-80 
320 
741 

1 

541 
423 

235 
508 

1707 

2 

711 
376 

202 
556 

1845 

3 

786 
371 

-22 
602 

1737 

Property, Plant & Equipment 
Inventories Additions 
Receivables Additions 
Other Assets 

Sub-total Investment 
Income Paid Out 

TOTAL 

1 

115 
-5 
1 
5 

166 
59 

225 

2 

240 
18 
26 
50 

334 
61 

395 

Use 

3 

290 
58 
-10 
25^ 

363 
84 

447 

of Fund s 

1 

430 
-22 
56 
57 

521 
70 

591 

2 

380 
- 4 
12 
-5 

383 
58 

441 

3 

360 
5 
25 
60 

450 
99 

549 

1 

533 
-65 
35 

173 

676 
215 

891 

2 

389 
150 
80 
157 

876 
233 

1009 

3 

384 
30 
45 
75 

534 
207 

741 

1 

1128 
-92 
92 

235 

1363 
344 

1707 

2 

1009 
164 
118 
202 

1493 
352 

1845 

3 

1034 
93 
60 

160 

1347 
390 

1737 

S o u r c e s ; ( l ) F„ C u t l e r and C. Dout^?, p . 18 -24 [u.~2Js, Survey of C u r r e n t B u s i n e s s , V o l . 4 1 , No, 
F o r e i g n C a p i t a l O u t l a y s and S a l e s of U . S . Companies^ U.S.D.C. ' , Sep tember , 1 9 6 1 . 

(2) As a b o v e . F . C u t l e r , F i n a n c i n g U . S . D i r e c t F o r e i g n I n v e s t m e n t , V o l . 4 2 , No. 9 , 
I s s u e of September 1962, p . 17-231 
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TABLE XV 

Summary of S o u r c e s a ^ ^ H a g g of Funds of U . S . D i r e c t I n v e s t m e n t 
z E n t e r p r i s e s i n Canada, 1958-1961 

( $000,000 ) 

O 
X 

c 

1958 940 423 

1959 1117 376 

1960 .976 371 

£ 1961 1129 235 1364 17.4 % 

1363 

1493 

1347 

1364 

31.1 

24.8 

27.2 

17.4 

Source: Tables III and XIV 

* Includes a small amount borrowed from countries outside 
the U.S. 

c 
z 
< 

U.S.A. Funds a s 3j 
9 Year Funds from Canada* Funds from U . S . A . T o t a l a p e r c e n t a g e 
^ of T o t a l q 

o 

> 
> 

o 
o 

c 

00 
00 
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(v) C o n c l u s i o n s 

The model wor ld t h a t faros been s e t up b a s i c a l l y o v e r ­

s i m p l i f i e s t h e i n v e s t m e n t p a t t e r n i n t h e Canad ian economy, 

b e c a u s e i t r e g a r d s i n v e s t m e n t i n a g g r e g a t e t e r m s . The t r a d i ­

t i o n a l d i s t i n c t i o n be tween d i r e c t and p o r t f o l i o I n v e s t m e n t i s 

i m p o r t a n t b e c a u s e i t b r i n g s t o the f o r e f r o n t t h e economic 

impac t of n o n - r e s i d e n t , a c t u a l and p o t e n t i a l , c o n t r o l p o w e r s . 

The p r o c e s s of g a i n i n g c o n t r o l power i s a c u m u l a t i v e one and 

i n t h e Canadian s e t t i n g i t h a s been a c c e l e r a t e d by t h e t e c h ­

n i q u e of u t i l i z i n g h e a v i l y d o m e s t i c a l l y g e n e r a t e d s a v i n g s fo i 

i n v e s t m e n t p u r p o s e s . 

2 . P r o d u c t i v i t y Changes and C a p i t a l I m p o r t s 

The model o f t h e economy u t i l i z e s a measure of p r o ­

d u c t i v i t y , namely Y/N, to d e t e r m i n e t h e l e v e l of wages and 

t h e l e v e l of employment . There was a s i g n i f i c a n t c o r r e l a t i o n 

be tween t h e l e v e l of r e a l wages , the l e v e l of employment and 

p r o d u c t i v i t y i n p r e c e d i n g p e r i o d s . I n the s u b - s y s t e m s e t up 

from t h e model of t h e economy, i n c r e a s e s i n i n v e s t m e n t were 

found to i n c r e a s e p r o d u c t i v i t y t o a d e g r e e d e p e n d i n g on t h e 

I n c r e a s e i n t he l e v e l of r e a l income. 

From the p o i n t of view of o b t a i n i n g a b r o a d h i s t o r i c a l 

p e r s p e c t i v e , however , t h e model g i v e s o n l y l i m i t e d g u i d a n c e . 

The q u e s t i o n t h a t a r i s e s i s t o t he r e l a t i o n s h i p be tween 

c a p i t a l i m p o r t s , d o m e s t i c p r o d u c t i v i t y v a r i a t i o n s and t h e 
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s t a g e s of economic development t h a t Canada h a s p a s s e d t h r o u g h 

s i n c e C o n f e d e r a t i o n . 

( i ) Measurement Techn iques 

The b a s i c measure of the f low of c a p i t a l i m p o r t s intc 

Canada h a s b e e n t aken as t h e Net F o r e i g n B a l a n c e , i . e . Gross 

Domes t ic E x p e n d i t u r e minus R e a l P r o d u c t . The j u s t i f i c a ­

t i o n fo r t h i s t e c h n i q u e i s b a s e d on the e x p e c t a t i o n t h a t i n 

o r d e r to a v o i d s e r i o u s b a l a n c e of payments d i f f i c u l t i e s over 

l o n g e r p e r i o d s of t i m e , c u r r e n t a c c o u n t d e f i c i t s s h o u l d be 

matched by l o n g term c a p i t a l i n f l o w s of a p p r o x i m a t e l y t h e 

same s i z e . Over a p e r i o d of say a d e c a d e t h e r e shou ld be no 

g r e a t b u i l d up of s h o r t t e r m c a p i t a l i n f l o w s , which , when 

the f low i s r e v e r s e d , would r e p r e s e n t an added s t r a i n on t h e 

f o r e i g n exchange p o s i t i o n of t h e c o u n t r y . 

The p r o d u c t i v i t y measure t h a t h a s been c h o s e n i s r e a L 

income p e r p e r s o n work ing or p e r head of t o t a l p o p u l a t i o n 

p e r y e a r . There a r e t h r e e d i f f e r e n t a p p r o a c h e s a d o p t e d t o 

t he measurement of b o t h t h e p r o d u c t i v i t y change and t h e 

v a r i a t i o n i n the n e t f o r e i g n b a l a n c e . A l l m e a s u r e s a re made 

w i t h i n t he framework of t h e N a t i o n a l A c c o u n t s . 

One of t h e i m p o r t a n t u n d e r l y i n g a s s u m p t i o n s made i s 

t h a t t h e y e a r s s i n c e C o n f e d e r a t i o n t h a t have been chosen as 

10 Appendix 2 g i v e s t h e d e t a i l s and d e f i n i t i o n s 
i n v o l v e d i n t h e a p p r o a c h . 
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s i g n i f i c a n t p o i n t s to measure change between, r e p r e s e n t 

approximately s im i l a r phases of the bus ines s c y c l e . A l l the 

yea r s s e l ec t ed r ep re sen t yea r s of r e l a t i v e l y h igh economic 

a c t i v i t y and the s i ng l e year comparisons a re r easonab ly accu­

r a t e i n d i c a t o r s of long term economic growth. 

( i i ) The P r o d u c t i v i t y Lag. 

A c lo se a n a l y s i s of the d a t a given i n Tables XVI and 

XVII r e v e a l s the ex i s tence of a s i g n i f i c a n t l ag between imprc 

vements i n the r a t e s of p r o d u c t i v i t y i n c r e a s e and improve­

ments i n the Net Foreign Balance. This l a g becomes apparent 

on c o n s i d e r a t i o n of the da ta by decades or by twenty-year 

p e r i o d s . Between 1890-1910 the average annual r a t e of produc 

t i v l t y i n c r e a s e was of the order of 1-1 1/4 pe r c e n t , n e a r l y 

double t h a t of the pe r iod 1870-1890. Between 1910-1920, 

average annual r a t e s of p r o d u c t i v i t y i n c r e a s e were very small 

but t h e r e was a marked improvement i n the Net Fore ign Balance 

which improved a t a r a t e approaching 12 per cent pe r annum-*--*-. 

Between 1920-1929 an improvement i n the l e v e l of o u t ­

put per man year occurred,accompanied by a growing d e f i c i t 

on c u r r e n t account . These high p r o d u c t i v i t y l e v e l s were 

r e f l e c t e d i n an improved Net Fore ign Balance between 1929-

1939, de sp i t e very small p r o d u c t i v i t y i n c r e a s e s . The 

11 When measured by e i t h e r of the f i r s t two methods 
g iven i n Appendix 2 . 
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TABLE XVI 

Growth of Rea l P r o d u c t I n R e l a t i o n t o Changes i n Net F o r e i g n Ba l ance 
1870-1961 

( P e r c e n t a g e change 1935-39 b a s e ) l 

1870-1890 
1 8 9 0 - 1 9 1 0 
1 9 1 0 - 1 9 2 0 
1 9 2 0 - 1 9 2 9 
1 9 2 9 - 1 9 3 9 
1 9 3 9 - 1 9 4 5 
1945-1957 
1 9 5 7 - 1 9 6 1 

1870 -1890 
1 8 9 0 - 1 9 1 0 
1 9 1 0 - 1 9 4 5 
1910-1957 
1 9 4 5 - 1 9 6 1 
1 9 5 7 - 1 9 6 1 

Rea l P r o d u c t 

1 2 3 

11 10 12 
38 35 30 
12 13 0 
27 28 45 

5 9 16 
68 67 61 

103 98 103 
25 22 33 

11 10 12 
38 35 30 

112 117 122 
215 215 225 
128 120 136 

25 22 33 

R e a l P r o d u c t -
R e a l G.D.E. 

1 2 3 

- 37 - 53 - 36 
-147 - 1 9 8 - 6 7 3 
+114 +142 - 3 4 4 
- 1 1 4 - 99 +667 
+287 +343 +899 
+259 +207 - 4 
-784 -774 - 1 0 7 0 
+202 + 6 9 +589 

Annual Average R a t e 
of Growth 

of R e a l P r o d u c t 

1 2 3 

0 . 5 5 0 . 5 0 .6 
1 .9 1 .75 1 .5 
1 .2 1.3 0 
2 . 7 2 . 8 4 . 5 
0 . 5 0 . 9 1.6 

1 1 . 3 1 1 . 1 1 0 . 1 
9 8 9 
6 . 3 5 .5 6 .6 

ROSTOWS PERIODS 

- 37 - 53 - 36 0 . 5 5 0 . 5 0 . 6 
-147 - 1 9 8 -673 1 .9 1 .75 1.5 
+546 +593 +1218 3 . 2 3 . 2 3 .5 
- 2 3 8 -181 +148 1 4 . 6 4 . 6 4 . 9 
-582 - 7 0 5 - 4 8 1 8 . 0 7 . 5 8 . 5 
4202 + 69 +589 6 . 3 5 . 5 6 . 6 

Average R a t e of Growr 
of N . F . B . ^ 

1 2 3 

- 1 .85 - 2 . 6 5 - 1 . 
- 7 . 3 5 - 9 . 9 - 3 8 . 
4 1 1 . 4 4 1 4 . 2 - 3 4 . 
- 1 1 . 4 - 9 . 9 +66 . 
+ 2 8 . 0 + 3 4 . 0 +89 . 
+ 4 3 . 0 + 3 5 . 0 - 0 . 
- 6 5 - 6 4 - 86 
+40 +-12.8 +11£ 

- 1 .85 - 2 . 6 5 - 1 . 
- 7 . 3 5 - 9 . 9 - 3 8 . 
+•15.6 + 1 6 . 9 +34 . 
- 5 . 1 - 3 . 8 +• 3 . 
- 3 6 . 4 - 4 4 - 3 0 . 
+40 +12 .8 +118 

i 1= Method 1 2 A minus s i g n d e n o t e s an i n c r e a s e i n t h e d e f i c i t , i . e . i n c r e a s e i n t h e 
2=- Method 2 c a p i t a l i n f l o w f i r s t a p p r o x . o r a d e c r e a s e i n t h e s u r p l u s . 
3 ; Method 3 A p l u s s i g n d e n o t e s a d e c r e a s e i n t h e d e f i c i t or i n c r e a s e i n t h e 

s u r p l u s . 

_ o w i c € /-II- penr / iy . Z> • 



- TABLE XVII 

Capital Imports and Productivity Changes., 1870-1961. 

(1935-1939 base)1 

Per iod P r o d u c t i v i t y p.pw. 
% Inc rease (Decrease ) 

1 2 3 

L870-1890 
L890-1910 
L910-1920 
L920-1929 
L929-1939 
L939-1945 
.945-1957 
.957-1961 

.870-1890 

.890-1910 

.910-1945 

.910-1957 
945-1961 
.957-1961 

13 11 17 
24 22 20 

2 5 -12 
12 11 37 

- 2 2 8 
53 52 47 
34 31 35 

6 2 4 

13 11 17 
24 22 20 
65 70 80 
99 101 115 
40 33 39 

6 2 4 

Average Annual Rate 
of P r o d u c t i v i t y 

I n c r e a s e 
{%) p . a . 

1 2 3 

0 .6 0 ,5 0 o 8 
1.2 1.1 1.0 
0 .2 0 .5 ~1«2 
1.4 lo2 3«9 

-0o2 0o2 0 .8 
8,9 8.7 7 ,9 
2 ,8 2*6 2 .9 
1*3 0.5 loO 

N.F.B. p.pw. 
% ( fo r - ) E 

1 2 3 

- 98 131 94 
»186 227 -532 

181 229 -358 
-106 - 80 957 

289 345 904 
220 177 - 28 

-614 -587 -783 
I48 62 422 

ROSTOWS PERIODS 

0 ,6 0 .5 0 .8 - 98 -131 94 
1.2 1,1 1.0 -186 =227 -532 
1,7 2 .0 2 .6 584 671 1475 
2 ,1 2,2 2 ,4 - 30 84 692 
2»5 2„Q 2,4 -466 -525 -361 
1.5 0 .5 1.0 148 62 422 

Average Annual Rate 
of Change i n N .F .B .p . 

( $ ) p . a . 2, 

1 2 3 

- 4*9 - 6 .7 4o7 
- 9«3 - 1 1 , 4 - 1 2 . 6 

18 .1 22 .9 -35*8 
-11 .7 - 8,9 IO6.3 

28 .9 34o5 90 .4 
36 .7 29 ,4 - 4 .7 

-51 .2 -49 - 6 5 , 3 
37 5-3 35«2 

- 4*9 - 6 .7 4°7 
- 9*3 - 1 1 . 4 -12 0 6 
72.0 77o9 156.2 
20 o8 28.9 90.9 

-14 ,2 -43 ,7 - 3 0 . 1 
37 5,3 35<»2 

1- Method 1 2 A minus sign denotes an increase in the deficit, i0e„ increase in the 
2- Method 2 capital inflow first approx. or a decrease in the surplus. 
3= Method 3 A plus sign denotes a decrease in the deficit or increase in the surplus. 

ource /-ipprndi/ Z. 
1 ' 
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adven t of World War I I , w i t h i t s g r e a t s t i m u l u s t o m a n u f a c ­

t u r i n g deve lopment and p r o d u c t i v i t y , p r e v e n t e d t h e s low 

g rowth r a t e s found i n t h e 1 9 3 0 ' s from i n c r e a s i n g t h e n e t 

f o r e i g n i m b a l a n c e . The s u b s t a n t i a l i n c r e a s e s i n p r o d u c t i v i t | y 

t h a t o c c u r r e d d u r i n g World War I I d i d n o t , however , p r e v e n t 

a v e r y l a r g e i n c r e a s e i n f o r e i g n c a p i t a l i n f l o w s i n t o Canads 

be tween 1946-1957 as t h e p r e v i o u s e x p e r i e n c e would s u g g e s t 

s h o u l d have o c c u r r e d . The r e a s o n f o r t h i s d i v e r g e n t t r e n d 

can be e x p l a i n e d l a r g e l y i n t e rms of t h e r a p i d r a t e s of p r o ­

d u c t i v i t y i n c r e a s e s t h a t t ook p l a c e be tween 1 9 4 6 - 1 9 5 7 . 

The 2 -3 p e r c e n t a v e r a g e annua l p r o d u c t i v i t y i n c r e a s e 

be tween 1945-1957 r e p r e s e n t e d a r a t e of g rowth a p p r o x i m a t e l y 

t w i c e as g r e a t a s t h a t of any comparab le p e a c e t i m e p e r i o d . 

The c a p i t a l i n f l o w s were i n p a r t a c a u s e of t h i s r a p i d 

growth r a t e and i n p a r t i n r e s p o n s e t o i t . The l a g g e d 

p a t t e r n o u t l i n e d above can be r e - i n t e r p r e t e d as a p a t t e r n i n 

which i n c r e a s e s i n c a p i t a l i n f l o w s accompany i n c r e a s e s i n 

p r o d u c t i v i t y . C o n s i d e r i n g t h r e e major p e r i o d s of a c c e l e r a t e } ! 

growth r a t e s , namely 1890-1910 , 1920-1929 and 1945-1957 , an 

a p p r o x i m a t e l y p r o p o r t i o n a l p a t t e r n emerges be tween i n c r e a s e s 

i n p r o d u c t i v i t y and i n c r e a s e s i n t h e volume of c a p i t a l whicl 

h a s been i m p o r t e d . Between 1890-1910 t h e a v e r a g e a n n u a l 

r a t e of p r o d u c t i v i t y i n c r e a s e was 1.2 p e r c e n t w h i l e t h e 

Net F o r e i g n Balance w r s e n ^ a t a r a t e of 9 . 3 p e r c e n t p e r 

annum. The comparab le f i g u r e s f o r t h e p e r i o d 1920-1929 a r e 
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1.4 p e r c e n t and 1 1 . 7 p e r c e n t , and f o r t h e p e r i o d 1945-1957 

t h e f i g u r e s a r e 2 . 6 per c e n t and 5 1 . 2 p e r c e n t . 

S ince 1957 t h e r e h a s been a r e l a t i v e improvement i n 

C a n a d a ' s n e t f o r e i g n i m b a l a n c e , b u t c o n s i d e r i n g the v e r y 

slow r a t e s of p r o d u c t i v i t y i n c r e a s e s t h a t o c c u r r e d b e t w e e n 

1957 and 1961 , t h i s could be o n l y a t e m p o r a r y phenomenon. 

( i i i ) C a p i t a l I m p o r t s and R o s t o w ' s P e r i o d s 

W. W. Rostow h a s a p p l i e d a m a c r o - h i s t o r i c a l a p p r o a c h 

t o economics and d e l i n e a t e d f i v e s t a g e s t h r o u g h which na t ionjs 

may p a s s i n t h e c o u r s e of t h e i r economic d e v e l o p m e n t ^ . 

Canada would a p p e a r to f i t i n t o f o u r of t h e s e s t a g e s f o r t h e 

p u r p o s e of a n a l y s i s . 

(a ) P r i o r t o 1890, Canada a p p e a r s t o have been i n t h e 

s t a g e where t h e p r e - c o n d i t i o n s f o r T a k e - o f f were b e i n g 

d e v e l o p e d . These p r e - c o n d i t i o n s i n v o l v e , i n t h e Rostow 

Scheme, a r a d i c a l s h i f t i n s o c i e t i e s 7 e f f e c t i v e a t t i t u d e s 

t owards f u n d a m e n t a l and a p p l i e d s c i e n c e , t o w a r d s t h e i n i t i a 

t i o n of change i n p r o d u c t i v e t e c h n i q u e s , t o w a r d s t h e t a k i n g 

of r i s k and towards c o n d i t i o n s and methods of work . The mai r 

p r e - c o n d i t i o n s e s t a b l i s h e d i n Canada were p r o b a b l y t h e 

deve lopmen t of a u n i f i e d n a t i o n a l s t a t e and the deve lopmen t 

of a f a c t o r y sys tem i n t h e m a n u f a c t u r i n g s e c t o r . 

1 w - w« Rostow, The S t a g e s of Economic Growth; a nonj 
Communist M a n i f e s t o , London, Cambridge U n i v e r s i t y P r e s s . 
1 9 6 0 . J ' 
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(b) Between 1890-1910 Canada was e x p e r i e n c i n g ' T a k e ­

o f f , d e f i n e d by Rostow as " t h e i n t e r v a l when t h e o l d b l o c k s 

and r e s i s t a n c e s t o s t e a d y growth a r e f i n a l l y o v e r c o m e " 1 3 . I n 

t h i s p e r i o d a h i g h e r p r o p o r t i o n of p o t e n t i a l i n n o v a t i o n s a r e 

a c c e p t e d i n a more o r l e s s r e g u l a r f l o w . The t h r e e r e l a t e d 

c o n d i t i o n s n e c e s s a r y f o r s u c c e s s f u l c o m p l e t i o n of t h i s p e r i o d 

a r e , a r i s e i n p r o d u c t i v e i n v e s t m e n t t o a t l e a s t 10 p e r c e n t 

of N a t i o n a l Income, t h e deve lopment of a s u b s t a n t i a l manufac ­

t u r i n g s e c t o r w i t h r a p i d g rowth r a t e s , a n d a f a v o u r a b l e i n s t i ­

t u t i o n a l e n v i r o n m e n t . 

" F o r e i g n c a p i t a l was n o t a b l y u s e f u l when t h e c o n s t r u c ­

t i o n of r a i l w a y s or o t h e r l a r g e o v e r h e a d c a p i t a l i t e m s w i t h 

a l o n g p e r i o d of g e s t a t i o n p l a y e d an i m p o r t a n t r o l e i n t h e 

T a k e - o f f o r the l a t e P r e - c o n d i t i o n p e r i o d 1 * 1 4 . I n t h e s e 

l a t t e r two p e r i o d s , a s u b s t a n t i a l p o r t i o n of the s u p p l y of 

l o a n a b l e funds a v a i l a b l e for i n v e s t m e n t p u r p o s e s i n Canada, 

came from c a p i t a l i m p o r t s . T a b l e XVII shows t h e i n c r e a s e i n 

c a p i t a l i m p o r t s , measured t h r o u g h changes i n t h e n e t f o r e i g n 

b a l a n c e , t h a t o c c u r r e d be tween 1870-1890 and be tween 1 8 9 0 -

1910 . 

Between 1890-1910 t h e r e were i n c r e a s e s i n a g r i c u l t u r a ] 

p r o d u c t i v i t y , mar.ked deve lopment of r a i l w a y s and o t h e r s o c i a : . 

o v e r h e a d f a c i l i t i e s and an e x p a n s i o n of e x p o r t i n d u s t r i e s , 

1 3 Rostow, Op. c i t . , p . 8 . 

1 4 Rostow, Op. c i t . t p . 4 9 . 

UNIVERSITY OF OTTAWA - SCHOOL OF GRADUATE STUDIES 



UNIVERSITE D'OTTAWA - ECOLE PES GRADUES 

QUANTITATIVE ANALYSIS OP THE CANADIAN EXPERIENCE 97 

a l l of which Rostow c o n s i d e r s c h a r a c t e r i s t i c of t h e Take -o f f 

p e r i o d . 

(c ) The ' D r i v e t o M a t u r i t y ' , wh ich i s d e f i n e d as t h e 

p e r i o d when a s o c i e t y h a s e f f e c t i v e l y a p p l i e d t h e r a n g e of 

modern t e c h n o l o g y t o t h e b u l k of i t s r e s o u r c e s , a p p e a r s t o 

have t a k e n p l a c e i n Canada be tween 1910-1945 o r , p e r h a p s more 

a p p r o p r i a t e l y , be tween 1910-1957 . M a t u r i t y h a s been f o r m a l l y 

d e f i n e d a s " t he s t a g e i n which an economy d e m o n s t r a t e s t h e 

c a p a c i t y to move beyond t h e o r i g i n a l i n d u s t r i e s v t i ich powered 

i t s Take -o f f and t o a b s o r b and a p p l y e f f i c i e n t l y ove r a v e r y 

wide r a n g e of i t s r e s o u r c e s , i f n o t t h e whole r a n g e , t h e most 

advanced f r u i t s of modern t e c h n o l o g y " 1 ^ . 

Between 1910-1957 p r o d u c t i v i t y r o s e by over 2 p e r c e n t 

p e r annum, w h i l e t h e r e was an o v e r a l l Improvement i n t h e n e t 

f o r e i g n balance ' . . > The p e r i o d 1945-1957 , however , saw a l a r g e 

i n c r e a s e i n c a p i t a l i n f l o w s i n t h e form of d i r e c t i n v e s t m e n t s , 

which b r o u g h t w i t h them advanced t e c h n o l o g y and m a n a g e r i a l 

e x p e r t i s e n o t ab le to be d u p l i c a t e d i n Canada . Canada demon­

s t r a t e d a c a p a c i t y t o a b s o r b and app ly t e c h n o l o g y i n t h e 

p e r i o d 1945-1957 , b u t a h i g h p r o p o r t i o n of t h e t e c h n o l o g y 

came i n a s s o c i a t i o n w i t h c a p i t a l i m p o r t s from t h e U n i t e d 

S t a t e s . 

(d) The y e a r s 1957-1961 a r e too s h o r t a p e r i o d to 

1 5 Rostow, Op. c i t . , p . 1 0 . 
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a s s e s s t h e i r s p e c i a l c h a r a c t e r i s t i c s . They t h u s do n o t q u i t e 

f i t R o s t o w ' s d e s c r i p t i o n of t h e 'Age of High Mass C o n s u m p t i o r ' . 

Between 1957-1961 r e a l p r o d u c t p e r head of t o t a l p o p u l a t i o n 

a c t u a l l y f e l l (Table XVII, Method 1 ) , a l t h o u g h p r o d u c t p e r 

p e r s o n work ing r o s e s l i g h t l y due t o t h e r e l a t i v e l y h i g h l e v e l 

of unemployment . Consumption l e v e l s r e m a i n e d a t an a b s o l u t e ­

l y h i g h l e v e l of approxl m a t e l y $1400 p e r c a p i t a (1949 c o n s ­

t a n t d o l l a r s ) , b u t t h e r a t e of i n c r e a s e was s m a l l . D u r i n g 

t h e p e r i o d t h e dependence on f o r e i g n s o u r c e s of c a p i t a l was 

r e d u c e d from t h e v e r y h i g h l e v e l e x i s t i n g i n 1957 x . C u r r e n t ­

l y i t i s t h e s e r v i c e s e c t o r of t h e b a l a n c e of payments which 

i s t h e b a s i c c a u s e of t h e l a r g e r e m a i n i n g d e f i c i t on c u r r e n t 

a c c o u n t , and t h i s d e f i c i t h a s been met by i n f l o w s of l o n g 

t e rm c a p i t a l . The h i g h l e v e l s of consumpt ion e x i s t i n g i n 

Canada, c o u p l e d w i t h heavy e x p e n d i t u r e s on f o r e i g n t r a v e l and 

f o r e i g n s e r v i c e s , p o i n t t o a d i r e c t i o n a l emphas i s i n h e r e n t 

i n C a n a d a ' s age of h igh mass consumpt ion , away from d o m e s t i c 

s o u r c e s on to f o r e i g n s o u r c e s . 

( i v ) C o n c l u s i o n s 

I n b road h i s t o r i c a l p e r s p e c t i v e t h e r e i s e v i d e n c e of s 

p o s i t i v e c o r r e l a t i o n between i n c r e a s e s i n c a p i t a l i m p o r t s anc 

i n c r e a s e s i n p r o d u c t i v i t y . Th i s i s a n a l a g o u s t o t h e r e s u l t s 

16 The Net F o r e i g n Ba l ance was minus 1182 m i l l i o n 
d o l l a r s i n 1957, minus 583 m i l l i o n d o l l a r s i n 1 9 6 1 . B o t h 
f i g u r e s a r e i n 1949 c o n s t a n t d o l l a r s . 
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p r e d i c t e d by b o t h t h e d e s c r i p t i v e and m a t h e m a t i c a l m o d e l s . I r 

p e r i o d s f o l l o w i n g r a p i d p r o d u c t i v i t y i n c r e a s e s , C a n a d a ' s 

dependence on c a p i t a l i m p o r t s h a s d i m i n i s h e d i n r e l a t i v e 

t e r m s 1 7 , p a r t l y as a r e s u l t of p a s t p r o d u c t i v i t y i n c r e a s e s 

which have made Canada more c o m p e t i t i v e on w o r l d m a r k e t s and 

p a r t l y a s s o c i a t e d w i t h low c u r r e n t p r o d u c t i v i t y i n c r e a s e s 

which do n o t a t t r a c t f o r e i g n i n v e s t m e n t . 

3 . Income G e n e r a t i o n and Output C r e a t i o n 

The e q u a t i o n s which d e t e r m i n e t h e l e v e l of income i n 

t h e model have t h e key v a r i a b l e s d e t e r m i n i n g o u t p u t a s t h e 

l e v e l of employment and t h e s i z e of t h e c a p i t a l s t o c k . The 

d e s c r i p t i v e model conc luded t h a t an i n c r e a s e i n c a p i t a l i n f l o w s , 

c o u p l e d w i t h i n c r e a s e s i n d o m e s t i c e x p e n d i t u r e s and d o m e s t i c 

p r o d u c t i v i t y , would cause a m u l t i p l e e x p a n s i o n of income i n 

t h e r e c i p i e n t c o u n t r y . The m a t h e m a t i c a l sys t em, when d i s ­

t u r b e d by an i n c r e a s e i n i n v e s t m e n t e x p e n d i t u r e s , r e s u l t e d 

i n a l a r g e r p r o p o r t i o n a t e i n c r e a s e i n t h e income of t h e 'X ' 

s e c t o r t h a n i n t h e income of t h e 'M' s e c t o r . I n t h e l i g h t of 

Canadian e x p e r i e n c e how a d e q u a t e a r e the s u b d i v i s i o n s of t he 

economy c h o s e n and how mean ing fu l a r e t h e a n a l y t i c a l i m p l i c a ­

t i o n s of t h e model? 

! 7 Tha t i s , t h e r a t e of i n c r e a s e of i m p o r t s of goods 
and s e r v i c e s was s l o w e r t h a n t h e r a t e of i n c r e a s e i n e x p o r t s 
of goods and s e r v i c e s . 
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(i) The 'Dual Economy' Thesis 

Hla Myint put forward the view that the people of 

'backward' countries often obtain a smaller share of the 

gains accruing from international trade than can be satisfac­

torily accounted for in terms of initial social and economic 

conditions or in terms of the effectiveness of the domestic 

factors of production as compared with foreign factors of 

production. " .the dynamic pressures of the need to expand 

export production rapidly, acting on the institutional rigi­

dities of the internal economic structure, fossilize the 

earnings and efficiency of the domestic factors at their low 

initial levels or sometimes depressing them even lowerI|X . 

The distinction that has been made In the model bet­

ween an 'export orientated' and an 'import competing' sector, 

serves to illustrate the relevance of Myint's thesis to 

Canada, which is an advanced, wealthy and industrialized 

society. Tables XVIII and XIX present the capital output and 

the output per person working ratios for the two sectors 

utilized in the model, between 1926-1962. The significant 

points that emerge from the statistics are: 

(a) The higher capital output ratio existing in the 

'M' sector, and the stability of this ratio over the thirty 

18 Hla Myint, "The Gains from Trade and Backward Coun-
T r i e s " , i n The Review of Economic S t u d i e s , Vol. 22, No. 8, 
1954-1955, p . 141 . " 

I 
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TABLE XVII I 

C a p i t a l Output R a t i o s i n t h e 
Two S e c t o r C a n a d i a n Economy 

1926-1962 

Year Sx m̂ St Year Sm St 

1926 
1927 
1928 
1929 

1930 
1931 
1932 
1933 

1934 
1935 
1936 
1937 

1938 
1939 
1940 
1941 

1942 
1943 
1944 

2.51 
2.53 
2.36 
2.80 

3.29 
4.52 
5.02 
4.94 

3.89 
3.59 
3.42 
3.05 

3.34 
3.08 
2.82 
2.82 

2.65 
2.88 
2.92 

3.72 
3.56 
3.49 
3.63 

3.93 
4.56 
5.18 
5.72 

5.30 
5.04 
4.97 
4.71 

4.74 
4.56 
4.11 
3.66 

3.15 
3.08 
3.03 

3.51 
3.39 
3.29 
3.51 

3.84 
4.55 
5.16 
5.59 

5.07 
4.80 
4.70 
4.40 

4.49 
4.29 
3.87 
3.52 

3.07 
3.05 
3.01 

1945 
1946 
1947 
1948 

1949 
1950 
1951 
1952 

1953 
1954 
1955 
1956 

1957 
1958 
1959 
1960 

1961 
1962 

3 . 0 0 
2 . 8 1 
2 . 8 7 
2 . 9 4 

3 . 2 1 
3 . 0 3 
2 . 8 7 
3 . 1 2 

3 . 2 1 
3 . 4 7 
3 .60 
3 . 7 3 

3.72 
3.70 
3.70 
3.54 

3 .42 3 . 5 5 
3 .69 3 . 8 3 
3 . 5 7 3 . 7 2 

3 .1£ 
3.3€ 
3.4£ 
3.5S 

3.64 
3.58 
3.5e 
3.4^ 

3.5Z 
3.71 
3.7C 
3.6E 

3.7? 
3.92 
3.9^ 
4.0€ 

4 . 1 
4 . 0 

S o u r c e : Appendix 3 , Tab l e s I and V. Num r . = Gross F i x e d 
C a p i t a l F o r m a t i o n ; Denomina tor = G.N.P . 

Note d.n t h i s T a b l e : 
S x = ' E x p o r t O r i e n t e d ' S e c t o r 

SJH = ' I m p o r t Compet ing ' S e c t o r 

S t * (Sx 4- Sja) i . e . t he t o t a l economy 
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TABLE XIX 

Productivity in the Two Sector 
Canadian Economy 

1926 - 1962 

(G.N.P./Employed Labour f o r c e ) i . e . Output 
per man year 

Constant (000 ' s ) 1949 $ 

Year 

1926 
1927 
1928 
1929 

1930 
1931 
1932 
1933 

1934 
1935 
1936 
1937 

1938 
1939 
1940 
1941 

1942 
1943 
1944 

sx 

1,46 
1.50 
1.65 
1.50 

1.41 
1.18 
1.14 
1.15 

1.38 
1.53 
1.62 
1.78 

1.70 
1.88 
2.09 
2.16 

2.42 
2.34 
2.36 

Sm 

2.50 
2.62 
2.72 
2.64 

2.62 
2.56 
2.28 
2.15 

2.16 
2.21 
2.23 
2.32 

2.42 
2.54 
2.73 
3.01 

3.23 
3.15 
3.20 

st 

2.23 
2.34 
2.45 
2.37 

2.33 
2.25 
2.03 
1.88 

1.99 
2.06 
2.09 
2.20 

2.26 
2.39 
2.58 
2.82 

3.07 
2.56 
2.62 

Year 

1945 
1946 
1947 
1948 

1949 
1950 
1951 
1952 

1953 
1954 
1955 
1956 

1957 
1958 
1959 
1960 

1961 
1962 

Source : Appendix 3, Tables I and VII 

Sx> Sm, St have same meaning as i n Table XVIII j 
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S x 

2.40 
2.71 
2.97 
3.05 

2.99 
3.34 
3.68 
3.75 

3.73 
3.49 
3.75 
3.93 

3.83 
3.93 
4.10 
4.36 

4.26 
4.32 

Sm 

3.17 
3.20 
3.21 
3.22 

3.33 
3.48 
3.55 
3.80 

3.91 
3.86 
4.08 
4.17 

4.18 
4.24 
4.24 
4.23 

4.29 
4.09 

St 

2.60 
2.60 
2.63 
2.66 

2.76 
3.46 
3.58 
3.80 

3.89 
3.81 
4.03 
4.13 

4.13 
4.19 
4.22 
4.25 

4.29 
4.44 
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y e a r p e r i o d . One of the f a c t o r s c o n t r i b u t i n g t o t h e h i g h e r 

c a p i t a l o u t p u t r a t i o a p p e a r s t o be t h e i n c l u s i o n i n t h e 'M1 

s e c t o r of the b a s i c p u b l i c u t i l i t y , and t h e t r a n s p o r t and 

communica t ions s e c t o r s of t h e economy, b o t h of which a r e c a p i ­

t a l e x t e n s i v e i n n a t u r e . I t was i n t o t h e s e l a t t e r s e c t o r s 

t h a t t h e m a j o r i t y of the p o r t f o l i o i n v e s t m e n t s from t h e U.K. 

f lowed between C o n f e d e r a t i o n and World War I . I f comparab l e 

d a t a were a v a i l a b l e f o r the p e r i o d 1870-1920 t h e y would , i n 

a l l p r o b a b i l i t y , d i s c l o s e a s i g n i f i c a n t i n c r e a s e i n t h e 

19 c a p i t a l o u t p u t r a t i o i n t h e 'M' s e c t o r . 

(b) A s u b s t a n t i a l r i s e i n t h e c a p i t a l o u t p u t r a t i o i n 

t h e 'X ' s e c t o r . Between 1953-1955 i t a p p r o a c h e d the l e v e l of 

t h e r a t i o i n the 'M' s e c t o r . I n t h e 'X ' s e c t o r a r e i n c l u d e d 

t h e r e s o u r c e and p r i m a r y m a n u f a c t u r i n g i n d u s t r i e s , w h i c h have 

undergone r a p i d g rowth s i n c e 1926 and p a r t i c u l a r l y s i n c e 

World War I I . These i n d u s t r i e s a r e c a p i t a l i n t e n s i v e i n 

n a t u r e and have p r o v e d an a t t r a c t i v e f i e l d f o r U . S . d i r e c t 

i n v e s t m e n t . U . S . d i r e c t i n v e s t m e n t has f lowed I n l a r g e q u a n ­

t i t i e s i n t o t h e s e c o n d a r y m a n u f a c t u r i n g s e c t o r , t h e m a j o r i t y 

of which i s i n c l u d e d i n t h e 'M' s e c t o r . But t h e e f f e c t s a r e 

d i s g u i s e d by the i n i t i a l c a p i t a l s t o c k t h a t e x i s t e d p r i o r t o 

t h e i r a c c e l e r a t e d f l o w . I n t he 'X ' s e c t o r t h e e f f e c t s of t h e 

u p s u r g e i n U . S . d i r e c t i n v e s t m e n t s can be more c l e a r l y s e e n . 

19 The deve lopment of such e s t i m a t e s r e p r e s e n t s a t a s k 
f o r f u t u r e r e s e a r c h . 
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(c ) The g a i n s i n p r o d u c t i v i t y t h a t have been made by 

b o t h s e c t o r s of t h e economy s i n c e 1926, b u t p a r t i c u l a r l y t h e 

s i g n i f i c a n t i n c r e a s e i n t h e 'X ' s e c t o r which shows a 250 p e r 

cen t i n c r e a s e i n p r o d u c t i v i t y be tween 1926-1962 and which h a s 

now s u r p a s s e d t h e »M' s e c t o r . The r e a s o n s f o r t h i s s p e c t a c u ­

l a r g a i n i n the p r o d u c t i v i t y of t h e 'X ' s e c t o r i n c l u d e : a 

r e l a t i v e d e c l i n e i n t h e low p r o d u c t i v i t y a g r i c u l t u r a l i n d u s ­

t r y which has a h e a v i e r w e i g h t i n t h e 'X ' s e c t o r t h a n i n t h e 

'M' s e c t o r , a d e c l i n e i n l a b o u r r e l a t i v e t o c a p i t a l i n p u t s 

i n t h e 'X ' s e c t o r 2 , and t h e r e c e i p t of i n c r e a s i n g d i r e c t 

i n v e s t m e n t i n f l o w s which b r o u g h t w i t h them s i g n i f i c a n t advan • 

c e s i n t e c h n o l o g y and m a n a g e r i a l and m a r k e t i n g e x p e r t i s e . 

The i n c r e a s e s i n p r o d u c t i v i t y t h a t have o c c u r r e d i n 

t h e 'X ' s e c t o r have e n a b l e d Canada t o m a i n t a i n a volume of 

m e r c h a n d i s e e x p o r t s s u f f i c i e n t t o cove r i n c r e a s e s t h a t h a v e 

o c c u r r e d i n t h e volume of m e r c h a n d i s e i m p o r t s which compete 

w i t h t h e p r o d u c t i o n of t h e 'M' s e c t o r w i t h i t s s lower r a t e 

of p r o d u c t i v i t y i n c r e a s e . They have n o t p r o v e d s u f f i c i e n t 

t o meet i n c r e a s e s t h a t have o c c u r r e d i n s e r v i c e i m p o r t s . 

F o r e i g n i n v e s t m e n t i n f l o w s of t h e d i r e c t i n v e s t m e n t 

t y p e have t e n d e d t o encourage t h e deve lopment of a d u a l • 

economy. They have a c c e l e r a t e d a t r e n d t o w a r d s t h e d e v e l o p ­

ment of c a p i t a l e x t e n s i v e i n d u s t r i e s ; t h e y have b e e n 

2 0 Of importance in t h i s context i s the growing pro­
por t ion of the labour force employed in the t e r t i a r y or ser­
vice indus t r i es as a nation grows weal th ier . These indus-
t r i e s are included In the 'H' serito-p. _____ 
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concen t r a t ed In those s e c t o r s of the economy where p r o d u c t i ­

v i t y i n c r e a s e s have been f a s t e s t and they have expanded i n t o 

those a r ea s of secondary manufactur ing, w i t h i n t h e 'M' 

s e c t o r , which have grown most r a p i d l y s ince World War I I . 

(See Table XX). 

( i i ) 'Supplementary ' and ' E n t i t y ' C a p i t a l 

Given the bas i c premise t h a t fo re ign c a p i t a l has ex­

tended f o r e i g n ownership in to many of the most p roduc t ive 

and r a p i d l y growing s e c t o r s of t h e Canadian economy, the 

q u e s t i o n t h a t a r i s e s i s , to what ex ten t could domestic 

savings have rep laced fo re ign savings and what e f f e c t would 

t h i s have had on ou tput , employment, management and on the 

p r o d u c t i v i t y of labour and c a p i t a l ? 

For economic growth, p h y s i c a l c a p i t a l accumulat ion i s 

an important p r e - c o n d i t i o n , but Kuznets regards only a c e r ­

t a i n minimum as e s s e n t i a l . "Par more impor tant i n r e t r o s p e c • 

a re the economic and s o c i a l c h a r a c t e r i s t i c s t h a t r e s i d e i n 

the c a p a c i t i e s and s k i l l s of an economy's popu la t i on , d e t e r ­

mine the e f f i c i ency of the i n s t i t u t i o n s t h a t d i r e c t the use 

of the accumulated p h y s i c a l c a p i t a l , and guide the c u r r e n t 

product i n t o the p roper channels of consumption and c a p i t a l 

inves tment" . 

2 1 S. S. Kuznets, "Towards a General Theory of Econo­
mic Growth", i n Nat iona l Po l i cy for Economic Welfare a t Home 
and Abroad, ed. Robert Lekachman, New York, R u s s e l l and 
R u s s e l l , 1961, p . 42 . 
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TABLE XX 

Manufacturing Operations of Selected U.S. Controlled Establishments 
as a Proportion of Total Manufacturing Operations, 1953 

Industry Group 

Non-ferrous metals 

Non-metallic minerals 

Iron and steel products 

Chemicals and allied products 

Vegetable products 

Miscellaneous manufactures 

Wood and paper products 

Animal products 

Textiles 

All manufacturing 

Selected U.S. Controlled Establishments as 
a fa of all Canadian Establishments 

Employees 

50 

27 

28 

37 

20 

16 

11 

9 

5 

21 

Salaries 
and 

Wages 

52 

31 

30 

39 

24 

20 

15 

6 

25 

Value 
Added by 
Manufacture 

60 

31 

33 

42 

29 

22 

17 

12 

8 

29 

Establishments 

808 

3,7 

X «X 

2.0 

1.3 

9o2 

1.6 

8.7 

2.0 

% Increase 
1946-1953 in 
all Factory 
Shipments 

191 

176 

198 

135 

70 

131 

126 

52 

75 

121 

Source: Irving Boecher and S. S. Reisman, Canada - U.S. Economic Relations. 
A study prepared for the Royal Commission on Canada*s Economic Prospects, 
Ottawa, Queen's Printer? 1957> P« 107. 
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In t he Canadian economy, t h e f o r e i g n e n t r e p r e n e u r has 

b e e n a dynamic e n e r g i z i n g e lement i n t h e growth p r o c e s s . I n 

t h e endeavour t o a d a p t t h e . C a n a d i a n economic s t r u c t u r e t o i t : i 

g r o w t h p o t e n t i a l , f o r e i g n c o n t r o l l e d e n t e r p r i s e h a s had a 

major i n f l u e n c e i n t h e c h o i c e of f a c t o r c o m b i n a t i o n s . The 

i n t e r n a t i o n a l c h a r a c t e r of t h e e n t r e p r e n e u r i a l f u n c t i o n has 

p r o v i d e d Canada w i t h e l e m e n t s a c c e l e r a t i n g g rowth which c o u l d 

n o t have been p r o v i d e d from p u r e l y d o m e s t i c s o u r c e s . A p r o ­

p o r t i o n of the d i r e c t i n v e s t m e n t coming i n t o Canada h a s 

b r o u g h t w i t h i t knowhow, a s s u r e d m a r k e t s f o r t h e f i n a l o u t ­

p u t , t h e r e s u l t s of fundamen ta l s c i e n t i f i c r e s e a r c h , t e c h n o ­

l o g i c a l improvements and m a n a g e r i a l competence and a b i l i t y . 

Many of t h e s e e l emen t s canno t be d u p l i c a t e d from d o m e s t i c 

s o u r c e s , or c a n o n l y be d u p l i c a t e d a t a c o n s i d e r a b l y h i g h e r 

c o s t . These a s s o c i a t e d b e n e f i t s r e p r e s e n t c o r o l l a r y g rowth 

s t i m u l i ' b r o u g h t i n from a b r o a d . Ine a s s u r e d m a r k e t s p r o v i d e d 

by a group of American s t e e l companies f o r t h e f i n a l o u t p u t f 

of the Quebec-Labrador i r o n ore d e v e l o p m e n t , i s a c l a s s i c 

example of an accompanying b e n e f i t a s s o c i a t e d w i th a d i r e c t 

i n v e s t m e n t i n f l o w , wh ich has made a p o s i t i v e c o n t r i b u t i o n 

j t o Canadian economic d e v e l o p m e n t . j 

D i r e c t i n v e s t m e n t , accompanied by a s s o c i a t e d b e n e f i t s 

I 
which cannot be duplicated adequately or economically in the' 

domestic economy, may be called 'entity' direct investment. I 

j Such capital comes to Canada as a complete package of money j 

1 I 
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and a s s o c i a t e d b e n e f i t s . The r e m a i n d e r of t h e d i r e c t i n v e s ' 

ment i n f l o w may be t e rmed ' u n a c c o m p a n i e d ' d i r e c t i n v e s t m e n t 

_ ' E n t i t y 

D i r e c t I n v e s t m e n t 

C a p i t a l 
I n f l o w 

Other 

'Unaccompanied 

_' Supplementary' 

'Short Term 

Considering the direct investment inflows, there havo 

been two trends impinging on the circular flow of goods and 

services in the economy. First the addition to the total 

capital stock, in a real sense a flow from domestic as well 

as foreign sources to the foreign entrepreneur. Retained 

earnings, depreciation allowances and borrowing Canadian 

financial institutions have provided important sources of 

funds for foreign controlled companies. The foreign con­

trolled enterprises have combined these savings with tech­

nical expertise, technological know-how and other factors. 

The resultant capital investment has been injected into the 

economy to increase output and incomes which provide the 

savings for the following periods. 

In contrast to the direct investment inflows of the 

last thirty years, a large part of Canadian development in 

the period between Confederation and World War I, was finan­

ced by a capital inflow largely taking the form of bonded 
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d e b t g u a r a n t e e d by t h e Government of Canada . Th i s p o r t f o l i o 

c a p i t a l came ma in ly from t h e U.K. and was l a r g e l y u s e d t o 

f i n a n c e r a i l w a y deve lopment and to p r o v i d e s e r v i c e s a n c i l ­

l a r y to t h e e x p a n s i o n of p r a i r i e wheat p r o d u c t i o n . Such 

c a p i t a l mere ly added t o t h e a g g r e g a t e d o m e s t i c s a v i n g s 

a v a i l a b l e and d i d n o t b r i n g w i t h i t b e n e f i t s of t h e t y p e 

a s s o c i a t e d w i t h t h e ' e n t i t y ' c a p i t a l i n f l o w s . I t s i m p l y 

supp lemen ted d o m e s t i c s a v i n g s and i t can be d e s i g n a t e d a s 

' s u p p l e m e n t a r y ' c a p i t a l . ' S u p p l e m e n t a r y ' c a p i t a l f l o w s 

s t i l l e n t e r Canada i n l a r g e q u a n t i t i e s b u t t h e i r r e l a t i v e 

i m p o r t a n c e h a s d i m i n i s h e d . 

( i i i ) Income and Output D i v e r g e n c e s 
o p p"? 

The i m p o r t a n t c o n t r i b u t i o n of Domar and H a r r o d ^ 

t o t h e t h e o r y of economic growth was the s t r e s s l a i d on t h e 

d u a l r o l e of i n v e s t m e n t . I n c r e a s e s i n i n v e s t m e n t r a i s e 

income and c o n c u r r e n t l y i n c r e a s e t h e p r o d u c t i v e c a p a c i t y of 

a c o u n t r y . The g e n e r a l l e v e l of o u t p u t a t any one t ime i s 

l i m i t e d by b o t h the a v a i l a b i l i t y of r e s o u r c e s and by t h e 

l e v e l of e f f e c t i v e demand. F o r e i g n i n v e s t m e n t i n f l o w s i n t o 

Canada have c r e a t e d b o t h incomes and c a p a c i t y and t h e y h a v e 

g i v e n s u b s t a n c e t o t h e view t h a t d i v e r g e n c e s may a r i s e b e t -

22 Evsey D. Domar, " E x p a n s i o n and Employment" , i n t h s 
Amer ican Economic Review, V o l . 37 , No. 1 , March 1947 , p . 34--
5"o\ 

23 R. P . H a r r o d , Towards a Dynamic Economics , London 
MacMil lan , New York, S t . M a r t i n ' s P r e s s , 1 9 5 6 . 
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ween t h e r a t e of growth of income, which h a s t o a b s o r b t h e 

o u t p u t of t h e c r e a t e d c a p a c i t y , .and t h e i n v e s t m e n t d e s i r e s 

of t h e b u s i n e s s community. 

From t h e p o i n t of view of t h e t h e o r y of economic 

g rowth , t h e f o l l o w i n g f a c t s c o n n e c t f o r e i g n i n v e s t m e n t w i t h 

t h e Harrod-Domar a n a l y s i s . 

(a) The foreign cap i ta l flows have helped increase 

the cap i ta l extensiveness of the Canadian economy. A given 

increment to the t o t a l cap i t a l stock has increased output by 

a smaller amount as time has passed, while a t the same time 

therehas been a steady increase in the r e a l incomes genera­

ted and paid to the factors of production. 

(b) The d i rec t investment inflows have tended to be 

concentrated in sectors where the labour input has been 

r i s i n g slowly in r e l a t i on to other sectors of the economy. 

As a r e s u l t , the income generated by r i s i n g product ivi ty has 

tended to go to non-labour fac tors , in pa r t i cu l a r to en te r ­

p r i se and cap i t a l which come under foreign con t ro l . The 

foreign control led company has a choice of e i the r remit t ing 

the net income or reinvest ing i t domestically. If the forme:' 

course i s chosen and the income generated i s remit ted, the 

effect i s to increase income and employment l eve l s abroad 

when the remitted money Is spent on foreign consumption or 

investment goods. 
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(c ) When f o r e i g n i n v e s t m e n t i s c o n c e n t r a t e d i n e x p o r t 

o r i e n t a t e d s e c t o r s , o r i n b u i l d i n g o v e r h e a d f a c i l i t i e s t o 

s u p p o r t e x p o r t i n d u s t r i e s , t h e d i r e c t and i n d i r e c t r e t u r n s 

w i l l be a f f e c t e d by wor ld s u p p l y and demand c o n d i t i o n s which 

a r e more p r o n e to f l u c t u a t i o n t h a n d o m e s t i c s u p p l y and demanc 

c o n d i t i o n s . Excess c a p a c i t y may d e v e l o p whenever w o r l d demand 

f a l l s o r wor ld s u p p l y i n c r e a s e s . S i g n i f i c a n t e x c e s s c a p a c i t y 

d e v e l o p e d i n t he p e t r o l e u m and b a s e m e t a l p r o d u c i n g s e c t o r s 

of t h e Canadian economy between 1957 and 1 9 6 1 . 

These t h r e e f a c t o r s a l l make t h e ach i evemen t of a b a ­

l a n c e be tween income g e n e r a t e d and c a p a c i t y c r e a t e d , more 

d i f f i c u l t . They h e l p to e x p l a i n the w i d e r f l u c t u a t i o n s t h a t 

have o c c u r r e d i n t h e o u t p u t of t h e 'X ' s e c t o r t h a n i n t he 

o u t p u t of t h e 'Ivi1 s e c t o r . Between 1S28-1952 t h e o u t p u t of 

the 'X ' s e c t o r f e l l from $1545 m i l l i o n t o $870 m i l l i o n 2 4 , a 

f a l l of 82 p e r c e n t . The f i g u r e s f o r t h e 'K ' s e c t o r show a 

f a l l of on ly 32 p e r c e n t . Between 1945-1955 , a p e r i o d i n 

which wor ld demand f o r t h e o u t p u t of t h e r e s o u r c e s e c t o r s of 

t he Canadian economy was buoyan t and when a s i g n i f i c a n t p o r ­

t i o n of t h e n e t e a r n i n g s on d i r e c t i n v e s t m e n t s were p l o u g h e d 

back , Yx r o s e from $ 2 , 2 3 9 m i l l i o n t o ^ 3 , 2 7 2 m i l l i o n , a r i s e 

of 46 p e r c e n t . The c o r r e s p o n d i n g f i g u r e s f o r Ym a r e 

$"13,313 m i l l i o n , $ 1 8 , 6 1 9 m i l l i o n and 42 p e r c e n t , a t a t ime 

when l a b o u r i n p u t i n t he X s e c t o r was r e l a t i v e l y c o n s t a n t . 

2 4 In 1949 constant ^ d o l l a r s . 
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The t h e s e s of G a l b r a i t h a r e i n some ways an e x t e n s i o n 

of t h e Harrod-Domar a n a l y s i s 2 5 . H i s c e n t r a l t h e s i s was t h a t 

d i v e r g e n c e s could o c c u r be tween t h e r a t e of p r o d u c t i v i t y 

i n c r e a s e and t h e r a t e of g r o w t h of wan t s i n a w e a l t h y s o c i e ­

t y . "As a s o c i e t y becomes more a f f l u e n t , wan t s a r e i n c r e a s i i g l y 

c r e a t e d by t h e p r o c e s s by which they a r e s a t i s f i e d ' . I n 

o r d e r t o e n s u r e t h a t t h e p r o g r e s s i v e l y r i s i n g o u t p u t coming 

on to t h e marke t f o l l o w i n g i n v e s t m e n t i n c r e a s e s , I s f u l l y 

matched by e f f e c t i v e demand, wan t s must c o n s t a n t l y e x p a n d . 

The t e rm ' w a n t s ' i s d i f f i c u l t t o d e f i n e . To q u o t e A l f r e d 

M a r s h a l l , however , " d e s i r e s (wan t s ) c a n n o t be measured 

d i r e c t l y b u t o n l y i n d i r e c t l y by t h e ou tward phenomena t o 

which t h e y g i v e r i s e ; and t h a t i n t h o s e c a s e s w i t h wh ich 

economics i s c h i e f l y c o n c e r n e d , t h e measu re i s found i n t h e 

p r i c e which a p e r s o n i s w i l l i n g t o p a y f o r t h e f u l f i l l m e n t 

o r s a t i s f a c t i o n of h i s d e s i r e " 2 7 . 

One outward e x p r e s s i o n of wants i s t h e r e f o r e s e e n i n 

t he l e v e l of r e a l consumpt ion e x p e n d i t u r e s p e r c a p i t a . The 

i n c r e a s i n g r e a l o u t p u t p e r c a p i t a which i s a l o n g t e rm f e a ­

t u r e of w e a l t h y i n d u s t r i a l s o c i e t i e s ^ c a n be a b s o r b e d by 

25 j . g . Ga lb ra i th , The Aff luent Soc ie ty , Boston, 
Houghton and Mi f f l in , 1958. 

26 j . K . G a l b r a i t h , Op. c i t . , p . 158 . 

27 Alf red Marsha l l , P r i n c i p l e s of Economics, London, 
MacMillan, 6 ' e d i t i o n , 1938, p . 92 . 
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(a) increasing consumption expenditures, or 

(b) increasing the rate of current investment. 

The Galbraithian theses express concern, with the type 

of consumption expenditures, reflecting wants, that have 

developed to match output increases. His theses are exten­

sions of the under and over-consumption theories in that they 

elaborate the problems involved in allocating final demand 

between the public and the private sector and between various 

sub-sectors within the private sector. 

The previous analysis indicates that foreign invest­

ment has made a contribution to increasing productivity levels 

in the Canadian economy. But In many instances there has 

been no automatic mechanism to ensure parallel increases in 

wants or demands. The primary manufacturing and resource 

sectors do not produce consumer goods and services for which 

demand can be induced to rise parallel to output, and these 

are sectors into which a substantial proportion of the direct 

investment inflows have gone. 

In considering the elasticity of wants, it is necessary 

to distinguish between the short and the long run. In the 

long run the expansibility of wants for the products of the 

basic resource industries in Canada, is probably of small 

magnitude, particularly considering the alternative sources 

of supply available and the possibilities that exist for sub­

stituting other energy sources. Wants in the rapidly 
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developing secondary manufacturing sectors are likely to prov<i 

more elastic in the long run, and foreign capital directed 

towards these sectors of the Canadian economy should create 

less problems of possible divergencies between rates of pro­

ductivity growth and want creation. "To understand how wants 

become more elastic we must understand how knowledge of new 

goods is spread... The process is one of imitation" . The 

secondary manufacturing fields into which foreign investment 

has flowed, e.g. the automobile, electrical equipment and 

chemical Industries,pro vide Canadians with the satisfaction 

of wants, derived originally from a desire to emulate con­

sumption levels in the United States. 

One very important class of want, the desire for in­

creased leisure, is not adequately allowed for when foreign 

investment Inflows enter and control those sectors of the 

economy where productivity increases are most rapid. Cana­

dians, since 1926, have increasingly taken the opportunity of 

raising their real income in the form of increased leisure, 

rather than in the form of increased consumption of goods and 

services. Canadians appear to have reached the point where 

they appear to value leisure just about as much as the total 

value of consumer goods and services which they are able to 

j 
28 Ar thur Lewis, The Theory of Economic Growth, Home-

wood, I l l i n o i s , R. D. Irwin, 1955, p . 3 1 . 
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p r o d u c e as a r e s u l t of the work t h e y a r e d o i n g v . 

Given t h a t Canadians no l o n g e r c o n t r o l c e r t a i n key 

s e c t o r s of the economy, where p r o d u c t i v i t y I n c r e a s e s a r e 

r a p i d , where d o m e s t i c a l l y g e n e r a t e d s a v i n g s a r e a p p r o p r i a t e d 

by f o r e i g n i n t e r e s t s and where l a b o u r i n p u t i s becoming a 

s m a l l e r and s m a l l e r p e r c e n t a g e of t o t a l i n p u t , t h e a r e a I n 

which a c h o i c e be tween more consumer goods and s e r v i c e s o r 

more l e i s u r e can be made, i s n a r r o w e d . P r o d u c t i v i t y a d v a n c e s , 

o c c u r r i n g i n Canada , should r e s u l t i n m a x i m i z a t i o n of r e ­

t u r n s t o d o m e s t i c f a c t o r s , i n o r d e r t o widen t h e a r e a of 

e f f e c t i v e c h o i c e open to C a n a d i a n s . 

( i v ) Domest ic S u b s t i t u t e s fo r F o r e i g n C a p i t a l 

A l a r g e p a r t of the f o r e i g n I n v e s t m e n t i n Canada i s 

c o n c e n t r a t e d i n t h e r e s o u r c e and i n t h e heavy m a n u f a c t u r i n g 

i n d u s t r i e s , I n s u b s i d i a r y companies c o n t r o l l e d by n o n ­

r e s i d e n t s . These r e p r e s e n t i n d u s t r i e s which c a n be e x p e c t e d 

t o c o n t i n u e to grow a t a f a s t e r r a t e t h a n the economy as a 

w h o l e . Given t h e p o l i c i e s of s u b s t a n t i a l r e t e n t i o n of 

e a r n i n g s t o f i n a n c e e x p a n s i o n of t h e f o r e i g n c o n t r o l l e d 

s e c t o r s , t h e growth of e x i s t i n g companies may c o n t i n u e t o 

be r a p i d , i r r e s p e c t i v e of new c a p i t a l i n f l o w s . A fundamental . 

Q u e s t i o n t h a t a r i s e s i s : t o what e x t e n t i s d o m e s t i c c a p i t a l 

29 T h i s I s shown i n Wm. C. Hood and Anthony S c o t t , 
O u t p u t , Labour and C a p i t a l i n t n e Canad ian Economy, Ot tawa, 
Q u e e n ' s P r i n t e r , F e b . 1957 , p . 2 4 - 2 8 . 'Weekly l e i s u r e h o u r s ' 
r o s e from 2 2 . 9 i n 1926 t o 3 4 . 3 i n 1 9 5 3 . 
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a s u b s t i t u t e f o r f o r e i g n c a p i t a l and i n what way c a n t h e 

p o t e n t i a l d a n g e r s i n h e r e n t i n n o n - r e s i d e n t c o n t r o l i n k e y 

s e c t o r s , be avo ided o r min imized? 

(a ) An i m p o r t a n t p o i n t i s t h a t i t i s t h e c o m p o s i t i o r 

of t he c a p i t a l i n f l o w i n t o Canada t h a t i s of f u n d a m e n t a l 

c o n c e r n , a s w e l l a s i t s a b s o l u t e vo lume. "Canada h a s n e v e r 

been a b l e t o p r o v i d e enough c a p i t a l from i t s own r e s o u r c e s 

t o f i n a n c e t h e growth and deve lopment of t he c o u n t r y . . . . 

The growth of t h e c o u n t r y , a t any s t a g e i n i t s h i s t o r y , wouijd 

have been much s l o w e r w i t h o u t l a r g e s u p p l i e s of c a p i t a l f ron 

f o r e i g n c o u n t r i e s . . . Canada has always been a d e b t o r 

n a t i o n " 3 0 . What i s of c o n c e r n i s t h e c o n t r o l and i n f l u e n c e 

t h a t t h e f o r e i g n c o n t r o l l e d companies e x e r t on d o m e s t i c 

s o u r c e s of s a v i n g and over p o l i c y d e c i s i o n s a f f e c t i n g econo­

mic g rowth r a t e s . 

(b ) There a p p e a r s t o be no a d e q u a t e d o m e s t i c s u b ­

s t i t u t e f o r t h e f o r e i g n ' e n t i t y ' c a p i t a l i n f l o w s , a t l e a s t 

i n t he s h o r t r u n . C a p i t a l i n the fo rm of money f l o w s , i s 

n o t s u f f i c i e n t by i t s e l f t o e n s u r e a r a p i d r a t e of economic 

d e v e l o p m e n t . Many Canad ian i n v e s t m e n t u n d e r t a k i n g s r e q u i r e 

n o t o n l y s u b s t a n t i a l c a p i t a l o u t l a y s , b u t a l s o advanced 

t e c h n o l o g y , a s s u r e d m a r k e t s f o r t h e f i n a l o u t p u t , a c c e s s t o 

r e s e a r c h f a c i l i t i e s ? a n d o t h e r a s s o c i a t e d b e n e f i t s . F o r e i g n 

3 0 Roya l Commission on C a n a d a ' s Economic P r o s p e c t s , 
F i n a l R e p o r t , Ot tawa, Q u e e n ' s P r i n t e r , Nov. 1957 , p . 3 8 0 . 

UNIVERSITY OF OTTAWA ~ SCHOOL OF GRADUATE STUDIES 



JNIVERSITE D'OTTAWA - ECOLE DES GRADUES 

QUANTITATIVE ANALYSIS OF THE CANADIAN EXPERIENCE 117 

d i r e c t i n v e s t m e n t s i n c e rforld War I I h a s snown a p r e f e r e n c e 

31 
f o r what Hansen has t e rmed "au tonomous" i n v e s t m e n t f i e l d s 

Such i n v e s t m e n t i s t h e dynamic e lement i n t h e t h e o r y of e c o ­

nomic growth p u t f o r w a r d by Hansen and i s a f u n c t i o n of e x o ­

genous f a c t o r s such as t e c h n o l o g i c a l p r o g r e s s , t h e r i s e of 

new i n d u s t r i e s , t he d i s c o v e r y of new r e s o u r c e s or t h e g rowth 

of p o p u l a t i o n . These i n v e s t m e n t f i e l d s r e q u i r e t h e a s s o c i a t e 

b e n e f i t s accompanying t h e ' e n t i t y ' c a p i t a l i n f l o w s f o r t h e 

maximum r a t e of deve lopment t o be a t t a i n e d . I n Canada t h e 

o i l and n a t u r a l gas i n d u s t r i e s p r o v i d e examples of t h i s t ype 

of d e v e l o p m e n t . 

( c ) The a b s o l u t e volume of s a v i n g s a v a i l a b l e f rom t h e 

U . S . e c o n o m y , r e l a t i v e t o the Canadian e c o n o m y ; i s a b a s i c f a c ­

t o r i m p a r t i n g a d v a n t a g e s t o U . S . c a p i t a l i n f l o w s r e l a t i v e t o 

Canadian c a p i t a l f o r m a t i o n . Canada, b e c a u s e of h e r s m a l l e r 

t o t a l p o p u l a t i o n and lower p e r c a p i t a income, j u s t d o e s n o t 

have enough c a p i t a l a v a i l a b l e i n p o o l s , t o f i n a n c e many l a r g e 

d e v e l o p m e n t s , p a r t i c u l a r l y t h o s e on which the immedia te 

r e t u r n i s low^ . 
s 

(d) In many c a s e s t ne U.S . m a r k e t i s a s c l o s e t o t he 

jnewly d e v e l o p e d r e s o u r c e s a s i s t he Canadian m a r k e t . The 

31 A l v i n H. Hansen, F i s c a l P o l i c y and B u s i n e s s C y c l e s ] 
|New York, Nor ton , 1941 , p . 3 4 6 - 3 4 7 . H 

32 For example , t h e Peace R i v e r and Columbia R i v e r s 
hydro deve lopmen t s i n B r i t i s h Columbia . Ano the r example i s 
the deve lopment of C a n a d a ' s n o r t h e r n f r o n t i e r , e . g . L a b r a d o r 
i r o n o r e , which a l s o r e q u i r e d v e r y l a r g e c o n c e n t r a t i o n s of 
c a p i t a l . L. , , , [ 
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bas i c n a t u r a l r e sou rce s have been s i t u a t e d i n Canada but t he 

genera l f ree t r a d e i n the p roduc ts stemming from the r e s o u r c e 

i n d u s t r i e s and the absence of l o c a t i o n a l b a r r i e r s , have meant 

t h a t U.S. ' e n t i t y ' c a p i t a l has had a compet i t ive advantage 

over Canadian c a p i t a l . The petroleum i n d u s t r y , l o c a t e d i n 

the p r a i r i e s , i s one example of t h i s s i t u a t i o n . 

Over t ime, the fo re ign c a p i t a l Inflows have become 

a s s o c i a t e d more and more with what may l o o s e l y be termed 

' e n t r e p r e n e u r i a l a b i l i t y ' . This has r e s u l t e d i n domest ic 

c a p i t a l becoming l e s s and l e s s s u b s t i t u t a b l e f o r fo re ign capi 

t a l . I n a sense , t h i s q u a l i t y a s s o c i a t e d wi th c a p i t a l i n ­

flows can be l ikened to the innova t ion of Schumpeter who made 

growth and i n s t a b i l i t y a by-product of technology and innova­

t i o n . 3 3 Any at tempt to quant i fy the innova t ion component of 

f o r e i g n investment i s d i f f i c u l t , but the b u s i n e s s s e r v i c e s 

i tem appear ing under 'misce l laneous c u r r e n t t r a n s a c t i o n s ' i n 

the Canadian balance of payments g ives an i n d i c a t i o n of i t s 

magni tude. Large e lements of c o s t for i n i t i a l fo re ign i n v e s t 

ment r e p r e s e n t f ee s for n o n - r e s i d e n t des ign , eng inee r ing , 

c o n s u l t i n g and o the r s e r v i c e s for i n d u s t r i a l t echn iques and 

processes 3 ^ 1 . 

•z-z 
J. A. Schumpeter, The Theory of Economic Develop­

ment, New York, Oxford University Press, 1961, p. 74. 

34 
This item amounted to $127-million in 1960. 
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This l a s t measure sugges ts one method of a t t a c k t o 

h e l p domestic ef ip i ta l to become more s u b s t i t u t a b l e fo r f o r e i g n 

c a p i t a l . An ex tens ion of domestic c o n t r o l l e d c a p i t a l i n t o 

the a reas now dominated by ' e n t i t y ' c a p i t a l would r e q u i r e 

s u b s t a n t i a l payments to n o n - r e s i d e n t s fo r ' b u s i n e s s s e r v i c e s ' 

However, t he se payments are a l r eady being made. I f t h e s e 

payments were coupled wi th a r e - o r g a n i z a t i o n of the domestic 

i n s t i t u t i o n a l s t r u c t u r e to enable the i n s t i t u t i o n a l savers 

to i n v e s t more h e a v i l y I n equ i ty f i e l d s , and thus enable 

g r e a t e r pools of equ i ty investments to be ga thered , p r o g r e s s 

could p o s s i b l y be made In reducing Canada's dependence on 

f o r e i g n ' e n t i t y ' c a p i t a l . 

(v) Conclusions 

The models s e t up were able t o f o r e c a s t c o r r e c t l y 

the d i r e c t i o n of the major changes im output and income l e ­

v e l s a s s o c i a t e d w i th an i n c r e a s e i n f o r e i g n inves tmen t . The^ 

were, however, inadequate to analyze the s i g n i f i c a n t Quan t i ­

t a t i v e d i f f e r e n c e s found between domestic and f o r e i g n cap i t a} 

and between vary ing types of f o r e i g n c a p i t a l . 

3 5 See Chapter TV. 

UNIVERSITY OF OTTAWA -- SCHOOL OF GRADUATE STUDIES 



UNIVERSITE D 'OTTAWA - ECOLE PES GRADUES _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ 

QUANTITATIVE ANALYSIS OF THE C-ibADIAN EXPERLIIMCE 120 

4 - I m p l i c a t i o n s of R e l a t i v e I n f l a t i o n and 

F a c t o r P r i c e D i f f e r e n t i a l s 

Ohl in p r o v i d e d a g e n e r a l framework w i t h i n which b o t h 

d o m e s t i c and i n t e r n a t i o n a l f a c t o r p r i c i n g c o u l d be e x p l a i n e d . 

D i f f e r e n c e s i n f a c t o r p r o p o r t i o n s and p r i c e s p r o v i o e t h e 

fundamen ta l r e a s o n f o r t r a d e and s p e c i a l i z a t i o n be tween 

n a t i o n s . Canada, i n p a r t i c u l a r , has p u r s u e d t h e o b j e c t of 

i n c r e a s i n g h e r m a t e r i a l w e a l t h by i m p o r t i n g c a p i t a l , and 

t h u s making c a p i t a l more p l e n t i f u l t h a n I t would nave been 

r e l a t i v e to l a n d , l a b o u r and e n t e r p r i s e . Given t h a t f a c t o r 

p r o p o r t i o n s and p r i c e s have v a r i e d be tween Canada and he r 

t r a d i n g p a r t n e r s the q u e s t i o n s a r i s e as t o : 

(a) the extent to which the cap i ta l inflows were in 

response to factor pr ice d i f f e r en t i a l s and the extent to 

which they tended to equalize such d i f f e r e n t i a l s , and 

(b) if such re la t ionsh ips ex i s t , what effect did the 

factor pr ice and proportion var ia t ions have on the Key deterh 

' minants of economic growth within Canada? 

J The mathematical model provides l i t t l e ins ight into 

these mat ters . I t was conceived in rea l t e rns , i . e . pr ice j 
I i 
j level var ia t ions were neglected, and there was no equation 

36 Ber t i l Ohlin, In ter regional and . international 
t Trade, Caii±>ridge, Massachusetts, .larvard University jrress, 



UNIVERSITE D'OTTAWA - ECOLE PES GRADUES 

QUANTITATIVE ANALYSIS OF THE CANADIAN EXPERIENCE 121 

developed to explain exchange rate variations37. This con­

ceals the important connections between domestic price move­

ments relative to foreign price movements and between growth 

rates in the respective countries. 

(i) Overall Price Cost Relationships 

The effect of foreign capital inflows on domestic de­

mand must be considered in terms of the aggregates in the 

economy. Foreign capital inflows are reflected in correspon­

ding flows of goods and services, unless the foreign capital 

is used to 

(a) gain ownership and thus utilization of existing 

assets, or to 

(b) repatriate foreign owned assets. 

Foreign capital inflows, therefore, add to domestic aggregate 

demand by creating new goods and services domestically and/or 

add to the supply of goods and services being imported into 

Canada. Usually, if foreign capital is a contributory factor 

to domestic demand plus export earnings being greater than 

domestic production plus imports, then it contributes to 

inflationary pressures. Conversely, if foreign capital is a 

contributory factor to domestic demand plus export earnings 

being less than domestic production plus imports, then it 

contributes to deflationary pressures. 

37 The main reason for this was the difficulty in ob­
taining meaningful annual data on exchange rate variations to 
gain comparability with the other equations. 
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The e x t e n t t o which an economy u t i l i z e s i t s r e s o u r c e s 

i s an i m p o r t a n t f a c t o r i n a n a l y s i n g t h e impac t of the i n v e s t ­

ment i n f l o w s . Fo re ign c a p i t a l i n f l o w s by c r e a t i n g new goods 

and s e r v i c e s d o m e s t i c a l l y w i l l i n c r e a s e t h e employment of 

d o m e s t i c l a b o u r and o t h e r f a c t o r s of p r o d u c t i o n . At t h e samo 

t ime i t w i l l i n c r e a s e the t o t a l s u p p l y of goods and s e r v i c e s 

and t h u s p r i c e r i s e s w i l l be m i n i m i z e d 3 8 . I f t h e r e were f u l l , 

employment of r e s o u r c e s , however , demand would be i n c r e a s e d 

w i t h o u t a c o r r e s p o n d i n g i n c r e a s e i n a g g r e g a t e s u p p l y and t h e 

p r o b a b l e r e s u l t would be r i s i n g p r i c e s . 

The exchange r a t e s be tween Canada and her t r a d i n g 

p a r t n e r s , c o n s i d e r e d b o t h as t h e p r i c e s of f o r e i g n exchange 

and t h e a d j u s t i n g mechanisms be tween p r i c e l e v e l s i n d o m e s t i c 

and f o r e i g n m a r k e t s , a r e key r e g u l a t o r s i n t h e above p r o c e s 

s e s . The movement i n t h e exchange r a t e would be upward o r 

downward, d e p e n d i n g on whe the r t h e i n c r e a s e i n i m p o r t s was 

g r e a t e r or l e s s t h a n t h e i n c r e a s e i n t h e i n v e s t m e n t i n f l o w . 

The l i k e l y r e s u l t of an i n v e s t m e n t i n f l o w , f o l l o w i n g from t h o 

a n a l y s i s of t h e t w o - c o u n t r y w o r l d 3 9 , would be f o r t h e b a l a n c e 

of m e r c h a n d i s e t r a d e to move u n f a v o u r a b l y , b u t f o r t h e o v e r ­

a l l b a l a n c e of payments t o show an improvement . Thus t h e r a t 

exchange s h o u l d r i s e . The p rob lem t h a t a p p e a r s t o be f a c i n g 

58 This a p p l i e s to a s i t u a t i o n of "demand p u l l " i n f l a ­
t i o n , b u t n o t to " c o s t - p u s h " t y p e p r e s s u r e s on c o s t and pric<s 
l e v e l s . 

3 9 See C h a p t e r I I , Tab le VI . 
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Canada a t the p r e s e n t t ime i s no t a new prob lem b u t i t i s 

more p r e s s i n g t h a n a t any o t h e r t ime i n C a n a d a ' s h i s t o r y -

F u r t h e r i t s s o l u t i o n can o n l y be d e v i s e d ove r t h e l o n g t e r m . 

Over a long p e r i o d f o r e i g n c a p i t a l has a i d e d Canada 

to expand d o m e s t i c demand p l u s e x p o r t e a r n i n g s a t a r a t e com­

p a r a b l e to t h e e x p a n s i o n of d o m e s t i c p r o d u c t i o n p l u s i m p o r t s , 

I n p a r t i c u l a r i t h a s e n a b l e d the i m p o r t a t i o n of a l a r g e 

volume of i m p o r t e d c a p i t a l equ ipment and consumer goods t o 

add t o domes t i c p r o d u c t i o n . The c o s t s of s e r v i c i n g f o r e i g n 

c a p i t a l i n v e s t e d i n Canada h a s , however, been a major c o n t r i ­

b u t o r y f a c t o r i n t he development of a l a r g e and g r o w i n g d e f i ­

c i t on ' i n v i s i b l e ' i t e m s i n the c u r r e n t a c c o u n t . Th i s d e f i ­

c i t has t ended to a b s o r b a l a r g e p r o p o r t i o n of t h e new c a p i t a l 

i n f l o w s l e a v i n g an i n a d e q u a t e p r o p o r t i o n t o f i n a n c e merchan' 

d i s e i m p o r t s . A l o n g - t e r m s o l u t i o n t o t h e p rob l em i s t o 

expand e x p o r t e a r n i n g s , bu t a s h o r t t e rm e x p e d i e n t i s t o a l t e r 

t h e exchange r a t e downward. Exchange r a t e a d j u s t m e n t h a s b e e n 

the most r e c e n t e x p e d i e n t a t t e m p t e d i n Canada . 

C a n a d a ' s e x p e r i e n c e i s t h u s r a t n e r d i f f e r e n t from t h a t 

f a c e d by many of t h e u n d e r d e v e l o p e d n a t i o n s of the w o r l d . I n 

many of t h e s e c o u n t r i e s f o r e i g n c a p i t a l h a s i n i t i a l l y added 

to d o m e s t i c demand which was a l r e a d y h i g h r e l a t i v e t o t h e 

s u p p l y of goods and s e r v i c e s a v a i l a b l e . The c a p i t a l i n f l o w j 

d o n e l i t t l e to i n c r e a s e t h e d o m e s t i c p r o d u c t i o n of new goods | 

and s e r v i c e s or to i n c r e a s e e x i s t i n g s o c i a l c a p i t a l f a c i l i t i e s 
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The inflation, reinforced by the capital inflow, simply 

encourages a continuous depreciation of the exchange rate 

and an outflow of domestic saving which will be converted 
40 

into holdings of 'hard' currencies 

The direct foreign investment inflows into Canada 

have had as motivating forces four major desires: 

(a) a desire to ensure continuous and low cost raw 

material supplies to the parent company, 

(b) a desire to introduce a commodity or service to 

the Canadian market as an extension of the parent company's 

operations, 

(c) a desire to take advantage of the opportunity 

for profitable investment compared with alternative invest­

ment opportunities,both in the U.S. and in other countries, 

(d) a desire to take advantage of the very hospitablo 

4^ Latin American countries provide classic examples 
of this type of situation. The Brazilian National Income 
Statistics record a rise of G.N.P. from 216 billion cruzei­
ros in 1949 to 820 billion in 1959. In the same period the 
wholesale price index rose from 58 to 305 (1953 base). A 
large part of this increase in output was, however, concen­
trated in those industries which, towards the end of the 
period, could only compete against foreign producers with 
the protection of an Import exchange rate of up to 600 cru­
zeiros per U.S dollar, while the output of the export indus­
tries were valued on the basis of competition with for eigne]' 
at a rate of between 100 and 200 cruzeiros per U.S. dollar. 

Between 1952-1958, private residents of Cuba, Argen­
tina, Brazil, Chile and Columbia, faced with similar infla­
tionary situations, acquired on the average, almost $40 M 
per year of short term U.S. assets. In total there were 
larger than total I.B.R.D. loans to these areas. 
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c l i m a t e f o r f o r e i g n i n v e s t m e n t which Canada h a s o f f e r e d . 

D i v i d e n d s and i n t e r e s t have g e n e r a l l y been f r e e l y r e m i t t e d 

u n t i l the l a s t two or t h r e e y e a r s . 

F o r e i g n i n v e s t m e n t f l ows i n t o d e v e l o p i n g n a t i o n s have 

had a f i f t h b r o a d m o t i v e , t h a t of t a k i n g a d v a n t a g e of domes­

t i c i n f l a t i o n and h i g h and r i s i n g b a r r i e r s to i m p o r t s , t o 

s e c u r e a h i g h p e r c e n t a g e r a t e of r e t u r n on c a p i t a l I n v e s t e d . 

I n a d d i t i o n domes t i c i n f l a t i o n , r e l a t i v e t o t r a d i n g p a r t n e r s 

p r o v i d e s a heavy complementary i m p o r t demand. . / 

F o r e i g n c a p i t a l i n f l o w s have n o t c o n t r i b u t e d t o i n f l a • 

t i o n a r y c o n d i t i o n s i n Canada over t i m e . In p a r t , t h i s can 

be e x p l a i n e d i n t e rms of t h e s i g n i f i c a n t unused p r o d u c t i v i t y 

c a p a c i t y t h a t has e x i s t e d i n Canada a t many p e r i o d s . S i n c e 

1926, t h e o n l y p e r i o d when unemployment f e l l t o below 4 p e r 

c e n t of t h e l a b o u r f o r c e was be tween 1943-1953 when the 

World War and i t s a f t e r m a t h m a i n t a i n e d h i g h employment 

l e v e l s . (See Appendix 3 , Table X •--'-'•) 

( i i ) I n t e r e s t Ra t e D i f f e r e n t i a l s 

T a b l e s XXI and XXII i l l u s t r a t e t h e f a c t t h a t l o n g - t e r n 

i n t e r e s t r a t e s have t r a d i t i o n a l l y been lower i n t h e U . S . 

(and the U.K. be tween 1 9 0 0 - 1 9 1 3 ) , t h a n i n t h e Canad ian c a p i ­

t a l m a r k e t . Canada, t r a d i t i o n a l l y a d e b t o r n a t i o n , has 

a t t r a c t e d l a r g e q u a n t i t i e s of bond and d e b e n t u r e c a p i t a l , 

and w i t h i n t h i s b r o a d framework t h e r e a p p e a r s t o be a r e l a ­

t i o n s h i p be tween t h e s e i n t e r e s t d i f f e r e n t i a l s and t h e r a t e 
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Year 

1900 
1901 
1902 
1903 
1904 
1905 
1906 

1907 
1908 
1909 
1910 
1911 
1912 
1913 

TABLE XXI 

Comparative I n t e r e s t Rates Between Canada and the U.K. (f£) 
1900-1913 

Government of Canada 
Average Rate of Interest 

Paid on Bonded Debt 

4.03 
4; 95 
4.05 
4.15 
4.17 
4., 08 
4..15 

4.33 
4.37 
4.16 
4.18 
4.18 
4.24 
4.45 

Average Rate of Return on 
Large Colonial Investments 
Issued (in Great Britain) 
to Pay a Fixed Rate of 

_^==^==! Tnte-rest 

3.20 
3.40 
3.21 
3.21 
3.78 
3.78 
3.85 

3.99 
4.04 
3.96 
4.19 
4.03 
4.30 
4.44 

Average Rate of Interest 
Yielded by Foreign 

Investments in 
Canada 

3.67 
3.67 
3.67 
3.67 
3.63 
3.63 
3.66 

3.57 
3.56 
3.56 
3.53 
3.49 
3.47 
3.43 

c 
z 
< 

d 

=1 
> 

a o 

> o c 

Source : Jacob Viner , Canada 's Balance of I n t e r n a t i o n a l Indeb tedness , 1900-
1913, Cambridge, Harvard U n i v e r s i t y P r e s s , 1926, p . 96 and 98 . 

to 
O) 



UNIVERSITE D'OTTAWA - ECOLE DES GRADUES 

QUANTITATIVE ANALYSIS OP THE CANADIAN EXPERIENCE 127 

TABLE XXII 
Comparative* 

Leng-Term'lsond Y i e l d s Between 
Canada and t h e U . S . , 1936-1944 (%) 

Year U.S. ­ Canada 2 

1936 
1937 
1938 

1939 
1940 
1941 

1942 
1943 
1944 

2.69 
2.74 
2.61 

2.41 
2.26 
2.05 

2.09 
1.98 
1.92 

2.97 
3.17 
3.09 

3.16 
3.28 
3.10 

3.06 
3.01 
2.99 

1* Source: 

2. Source: 

Federal Reserve Bulletin, May 1945, 
p. 483. The "average of yields on all 
outstanding partially tax exempt govern­
ment bonds due or callable after 15 years 
from 1935 to date". 

Bank of Canada, Statistical Summary -
Supplement 1950/p. ±M. This ia a 
theoretical yield on a 15 year govern­
ment of Canada bond. This series has 
since been discontinued. 
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of bond and d e b e n t u r e i n f l o w . Trie w ider t he d i f f e r e n t i a l , 

the g r e a t e r the p r e s s u r e f o r Canadian b o r r o w e r s t o seek ou t 

f o r e i g n s o u r c e s of c a p i t a l . "While t h e r e i s i n e v i d e n c e a 

r e l a t i o n s h i p between new i s s u e s c o n t r a c t e d and y i e l d d i f f e ­

r e n t i a l s , t h e c o r r e l a t i o n i s f a r from p r e c i s e . I t may be 

c o n j e c t u r e d t n a t the magni tude of txae f i n a n c i n g i n v o l v e d anc 

t he p o s s i b l e s a t u r a t i o n of t h e Canadian marke t , t he r e l a t i v e 

s t a n d i n g s i n Canad ian and f o r e i g n m a r k e t s of v a r i o u s bo r row­

e r s and t h e i r r e l a t i o n s h i p t o t h e m a r k e t s , a s w e l l as t h e 

t ype of i n d u s t r y i n v o l v e d , may be among the a d d i t i o n a l f a c ­

t o r s de te rmin ing , t h e s o u r c e of c a p i t a l " . 

T r e a s u r y B i l l r a t e s be tween t h e U . S . and Canada do 

no t show such a c o n s i s t e n t p a t t e r n . Table XXIII shows a 

c o m p a r i s o n of t e n d e r r a t e s of t h r e e - m o n t h T r e a s u r y B i l l s b e t ­

ween the two c o u n t r i e s . I t a p p e a r s t h a t s i n c e 1956 t h e r e 

h a s been a t e n d e n c y f o r t h e Canadian r a t e t o exceed the U.S 

r a t e . This i s p a r t l y the r e s u l t of the i n c r e a s i n g g rowth 

i n d e p t h of the Canadian s h o r t - t e r m money m a r k e t . P r i o r to 

t h i s t ime a h i g h e r r a t e had t o e x i s t , a t most t i m e s , on U.S 

b i l l s , which were p a r t of an e s t a b l i s h e d and sound s h o r t - ^ 

[ t e rm money m a r k e t . j 

From a s tudy of Canadian e x p e r i e n c e , t n r e e s i g n i f i c a r t 

I p o i n t s emerge . 
I i 
i i 

41 D . B . S . C a n a d a ' s Ba lance of I n t e r n a t i o n a l P a y m e n t s ! 
and I n t e r n a t i o n a l I n v e s t m e n t P o s i t i o n , 1960, p . 3 9 . " ! 

! S 
I _ _ ) 
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TABLE XXIII 

Weighted Average of Tender R a t e s 
on Three Months T r e a s u r y B i l l s 

(Tender R a t e N e a r e s t June 15 - P e r c e n t a g e Y i e l d ) 

Year Canada U . S . U.K. 

1946 
1947 
1948 
1949 

1950 
1951 
1952 
1953 

1954 
1955 
1956 
1957 

1958 
1959 
1960 
1961 

.393 

.407 

.412 

.506 

.51 

. 76 
1,08 
1.70 

1.60 
1.34 
2 . 6 7 
3 .79 

1.78 
5 .22 
2 . 7 1 
2 . 6 0 

.375 

.376 

.997 
1 .158 

1.18 
1.47 
1 .63 
2 . 2 3 

0 . 6 3 
1 .51 
2 . 5 8 
3 . 2 6 

0 . 9 5 
3 .28 
2 . 2 9 
2 . 3 0 

.505 

.506 

.507 

.524 

. 5 1 

. 5 1 
2 . 4 3 
2 . 3 7 

1 .58 
3 . 9 7 
5 . 0 2 
3 .86 

4 . 2 9 
3 . 4 7 
4 . 6 8 
4 . 5 0 

S o u r c e s : Bank of Canada: F i n a n c i a l Supp lemen t s 
t o S t a t i s t i c a l Summaries , 1954 , p . 5 0 - 5 6 , 
1960, p . 42 -45 and 7 6 - 7 9 , 1 9 6 1 , p . 4 4 -
45 and 8 2 - 8 3 . 
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(a) The basic changes in the type of foreign inves t ­

ment have been from por t fo l io to d i rec t investment and from 

'supplementary' to ' e n t i t y ' c a p i t a l . As these changes have 

taken place, i n t e r e s t r a t e differentials have los t a measure 

of the i r importance as regula tors of the cap i t a l inflows. 

'En t i t y ' cap i t a l inflows, in pa r t i cu l a r , are r e l a t i v e l y 

insens i t ive to changes in the level of i n t e r e s t r a t e s . 

(b) Despite the very heavy overal l level of cap i t a l 

inflows into Canada, there has been l i t t l e tendency for in ­

t e r e s t r a t e d i f fe ren t ia l s to narrow between Canada and the 

countries from which she has been a heavier borrower. The 

r e l a t i v e l y free flow of cap i ta l has not lead to a general 

equal izat ion of the pr ices of bond or debenture c a p i t a l , i . e . 

to a general equal izat ion of i n t e r e s t r a t e s . 

(c) In s t i t u t i ona l fac tors , in the case of Canada, the 

degree of maturity in the short-term money market and the 

depth of the long-term capi ta l market, can have a s ignif icant 

influence on the cost , composition and absolute size of the 

cap i ta l inflow. 

( i l l ) Exchange Rate Variation 

There appears to have been a co r re l a t ion between long 

term capi ta l inflows into Canada and exchange ra te var ia t ions 

between 1910-1962. Table XXIV gives the movement in the 

exchange r a t e between Canada and the United States for the 

period 1910-1962. Table XXV shows movements in t h i s r a t e 
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TABLE XXIV 

Exchange Ra t e F l u c t u a t i o n s , 1910-1962 

( Premium (40 or D i s c o u n t ( - ) on $ U . S . i n C a n a d i a n $ ) 

Year Year 

1910 
1911 
1912 
1913 
1914 
1915 
1916 
1917 
1918 
1919 
1920 
1921 
1922 
1923 
1924 
1925 
1926 
1927 
1928 
1929 
1930 
1931 
1932 
1933 
1934 
1935 
1936 

0 . 0 4 
• • 

0 .02 
0 . 0 1 
0 . 0 0 

- 0 . 7 5 
- 0 . 1 9 
- 0 . 0 6 
- 2 . 0 0 
- 2 . 9 1 

- 1 3 . 4 2 
- 1 2 . 7 5 
- 1 .13 
- 2 . 3 8 
- 1 .53 

0 .02 
0 .12 
0 . 0 6 
0 . 2 3 
0 . 8 3 
0 . 0 0 

- 0 .26 
- 1 5 . 3 3 
- 1 1 . 1 8 
- 0 .78 
- 0 . 0 8 
- 0 . 2 6 

1937 
1938 
1939 
1940 
1941 
1942 
1943 
1944 
1945 
1946 
1947 
1948 
1949 
1950 
1951 
1952 
1953 
1954 
1955 
1956 
1957 
1958 
1959 
1960 
1961 
1962 

- 0 .06 
- 1 .04 
- 0 . 2 1 
- 1 0 . 5 
- 1 0 . 5 
- 1 0 . 5 
- 1 0 . 5 
- 1 0 . 5 
- 1 0 . 5 
- 0 . 2 5 
- 0 . 2 5 
- 0 . 2 5 
- 0 . 2 5 
- 8 . 92 
- 5 . 2 8 

2 . 1 1 
1 .66 
2 . 6 8 
1 .37 
1 .59 
4 . 1 2 
2 . 9 4 
4 . 1 0 
3 . 0 3 

- 1 .32 
- 6 . 4 1 

S o u r c e : Bank of Canada, R e s e a r c h D i v i s i o n . 
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Exchan 

P e r i o d 

1914-1929 

1930-1938 

1939-1945 

1946-1951 

1952-1962 

TABLE XXV 

ge R a t e V a r i a t i o n s and Lc 
Canada, 1913-

Annual Average D i s c o u n t 
o r Premium (-f-) on $ U . S . 

Canad ian Funds {^Q 

- 2 . 3 5 

- 3 . 2 2 

- 9 . 3 

- 2 . 5 2 

1.81 

ng-Te 
1962 

( - ) 
i n 

>rm C a p i t a l Inf lows, 

Average Annual Long 
Term C a p i t a l Inflow tf) 

Outflow (-) 

163 .1 

- 3 .0 

-912 .4 

- 25.4 

473.6 

I. 

Source: Tables XXIV and XXVII. 
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r e l a t i v e t o movements i n l o n g te rm c a p i t a l f o r s e l e c t e d 

p e r i o d s 1914-1962 . The p e r i o d s 1930-1938 , 1939-1945 and 

1946-1951 were a l l p e r i o d s of l o n g - t e r m c a p i t a l o u t f l o w and 

t h r o u g h o u t t h e s e p e r i o d s t h e r e was a c o n s i s t e n t d i s c o u n t on 

the Canadian d o l l a r . Between 1952-1962 t h e a b s o l u t e volume 

of f o r e i g n c a p i t a l i n f l o w r e a c h e d r e c o r d l e v e l s , and u n t i l 

the 1962 d e v a l u a t i o n t h e r e was a c o n s i s t e n t premium on the 

Canad ian d o l l a r - The p e r i o d 1914-1929 was c h a r a c t e r i z e d by 

a d i s c o u n t d o l l a r accompanied by l a r g e i n f l o w s of l o n g - t e r m 

c a p i t a l , b u t t h i s c a n l a r g e l y be e x p l a i n e d i n t e r m s of t h e 

v e r y l a r g e c u r r e n t a ccoun t d e f i c i t s t h a t were r u n i n t h i s 

p e r i o d . These d e f i c i t s were of s u f f i c i e n t m a g n i t u d e t o o u t ­

weigh t h e I n v e s t m e n t I n f l o w . 

Exchange r a t e v a r i a t i o n s w i l l a i d economic g rowth 

when upward p r e s s u r e on t h e r a t e o c c u r s a t t i m e s of low and 

f a l l i n g unemployment or when p e r i o d s of h i g h and r i s i n g 

unemployment a r e accompanied by downward p r e s s u r e on t h e 

exchange r a t e . From a s t u d y of a n n u a l d a t a ove r a l o n g 

p e r i o d , t h e r e a p p e a r s t o be l i t t l e r e l a t i o n s h i p b e t w e e n 

exchange r a t e v a r i a t i o n s and t h e l e v e l of i n t e r n a l economic 

a c t i v i t y i n C a n a d a 4 2 . The f a c t o r which a p p e a r s t o have 

^ To have p r o v i d e d an e q u a t i o n , d e t e r m i n i n g t h e 
exchange r a t e f o r t h e economic model c o n s t r u c t e d , would have 
p r o v i d e d an o p p o r t u n i t y to have t e s t e d t h e v a l i d i t y of t h i s 
h y p o t h e s i s i n a t h e o r e t i c a l w o r l d . This cou ld p r o v e a 
f r u i t f u l f i e l d f o r f u r t h e r r e s e a r c h . 
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e x e r t e d p r i m a r y i n f l u e n c e on t h e exchange r a t e h a s been t h e 

l e v e l of t h e l o n g - t e r m c a p i t a l i n f l o w , and one of t h e b a s i c 

d e t e r m i n a n t s of t h e s i z e of the i n f l o w h a s been t h e d e g r e e 

of c o n f i d e n c e t h a t f o r e i g n i n v e s t o r s have I n C a n a d a ' s l o n g -

t e rm growth p r o s p e c t s . But n e i t h e r exchange v a r i a t i o n s n o r 

l o n g - t e r m c a p i t a l i n f l o w s have been a b l e t o a i d economic 

growth by s t i m u l a t i n g the economy i n t i m e s of slow growth 

r a t e s and by a c t i n g as a b r a k e to i n f l a t i o n a r y p r e s s u r e s 

w i t h i n Canada . Between 1946-1951 the a v e r a g e a n n u a l d i s c o u n ; 

on the Canadian d o l l a r was 2 . 5 2 p e r c e n t , a t a t i m e when 

unemployment ave raged on ly 2 . 1 per c e n t of t h e l a b o u r f o r c e . 

Between 1956-1962, t h e a v e r a g e annua l premium on t h e Cana­

d i a n d o l l a r was 3 . 8 p e r c e n t a t a t ime when unemployment 

a v e r a g e d 5 .4 pe r c e n t of the l a b o u r f o r c e . 

( i v ) P r o f i t D i f f e r e n t i a l s 

The s e n s i t i v i t y a n a l y s i s of the model of t h e Canad ian 

economy, o v e r s i m p l i f i e s t h e complex f a c t o r s d e t e r m i n i n g t h e 

volume of f o r e i g n c a p i t a l , by assuming t h a t a l l i n v e s t m e n t 

i s d e t e r m i n e d exogenous ly , i . e . e x t e r n a l l y t o t h e s y s t e m . 

There h a s been an I m p o r t a n t t e n d e n c y f o r p a r e n t companies to 

r e g a r d the o p e r a t i o n s of t h e Canadian s u b s i d i a r y a s m e r e l y 

one f a c e t of a wor ld wide b u s i n e s s complex , whose g u i d i n g 

p r i n c i p l e i s the m a x i m i z a t i o n of g l o b a l p r o f i t s . When d i r e c ; 

i n v e s t m e n t i n t h e r e s o u r c e s e c t o r i s m o t i v a t e d by a d e s i r e 

to p r o v i d e c o n t i n u i t y i n raw m a t e r i a l s u p p l y , or s imp ly t o 
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provide an alternative source of supply to foreign producers, 

such investment is little influenced by profit levels, or 

the general level of business activity, in Canada. 

In the fitting of the equations, however, the invest­

ment equations regarded sector investment as a function of 

investment in the immediately preceding year and profits in 

the previous year, and, In one case, the profits of two 

years previously. That portion of the direct foreign invest­

ment component of total investment which has flowed into the 

secondary manufacturing sector has been motivated by a 

desire to take advantage of high profits and buoyant domestic 

conditions. Table XX shows that United States controlled 

firms are more heavily represented in those areas of manu­

facturing which grew most rapidly between 1946-1953. Later 

figures are not available, but it is likely that these same 

industries would have shown the most rapid rate of growth 

between 1954-1962. These industries also tend to show a 

higher level of wages and salaries and a higher capital 

output ratio- then do domestically controlled firms in the 

same industry because: 

(a) The United States controlled companies are typically 

of a larger size than the domestically controlled companies, 

thus allowing scope for greater economies of scale and more 

extensive use of capital, and 

(b) The higher general level of productivity in 
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foreign controlled enterprises due to their greater absolute 

size and the fknowhowf that is associated with the direct 

investment inflow. 

This rapid growth of those enterprises in the manufac 

turing sector which are foreign controlled, has been com­

bined with extensive use of retained earnings and deprecia­

tion allowarces to furnish the funds for new investment, and 

thus reliance on parent companies or domestically controlled 

savings, has been minimized, 

A large United States manufactuier with access to 

larger quantities of capital, runs relatively less risk than 

a Canadian manufacturer with less capital per unit of output 

and with access to smaller quantities of capital and techni­

cal expertise. A Canadian manufacturer, ir this position, 

will tend to earn less profits despite having to bear more 

tnon-insurableT risks and uncertainties, which Knight regard 

as the raison d'etre for profitŝ -3. 

(v) Conclusions 

One of the most challenging problems facing sr analys 

studying long-term trends ij to establish e cause anH effect 

relationship between foreign capital inflrws and the general 

level of prices, the exchange rate and factor frices. In 

^ F. H. Knight, Risk, Uncertairty ?nd Profit, 
Boston, Houghton Mifflin, 1921. 
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t i e c a s e of C-jnada t a e s e in f lows nave s i g n i f i c a n t l y s t i m u -

l a t e d ^rof f tn^ 4 , bu t nave no t c o n t r i b u c e d t o , or been t n e 

r e s u l t of domes t i c i n f l a t i o n a r y o r e s s u r e s r e l a t i v e to at i e r 

t r a d i n g p a r t n e r s . 

The l a c k of any c l e a r c a t c o r r e s p o n d e n c e oetwean lon^, 

t e r m c a p i t a l In f lows and f a c t o r r i c e movements can oy 

e x p l a i n e d p a r t i a l l y y tne g e n e r a l i n s e n s i t i v i t y of d i r e c t 

f o r e i g n i nves tmen t t o tne g e n e r a l l e v e l oi s i o r t - t e r m domes­

t i c a c t i v i t y i n C a n a d a ^ 0 . This a l s o n e l p s t o e x p l a i n t ne 

s m a l l c o r r e s p o n d e n c e oetween l o n ^ - t e r n excnange r a t e move­

men t s , whicn a r e b a s i c a l l y i n f l u e n c e d by l o n t - t e r n c a p i t a l 

movements and tne g e n e r a l l e v e l of d o m e s t i c a c t i v i t y . 

^* F o r e i g n Inves tmen t £,nd 5 a l a n c e of payments 

E q u i l i b r i u m 

T h e o r e t i c a l l y , a c o u n t r y s i o u l d , ovor a ' o e r i o d of 

i t i m e ' , m a i n t a i n a b a l a n c e i n Lotn i t s n a t i o n a l and i n t e r n a ­

t i o n a l a c t i v i t i e s . I n i s i m p l i e s t a e e q u a t i n g ol e~ o r t 

^ r e c e i p t s o l u s tne n e t l o n ^ - t e m c a p i t a l b a l a n c e , v i t a i m p o r t 

I 'l Sub j e * to q u a l i f i c a t i o n i i ° c , : s s e d e a r l i e r _n 
t t n i i c i a ^ t e r , e . ,__ . t i e deve lopment of a t endency "cowards a 
cdual economy h i ° some va at r e t a r d e d economic r o n c h . 

*t° > c i o t . ie ' u - r t inve^4" oi.t i s <̂ a z i v a t e d a a 
d e s i r e tu eit> -c a nt a n I n - r n i c ' . . i 1 a i l t j _̂ ^ j 1̂  Le 
11 ie f ' l i 'out coni Miy oi to s e e ^ Ion - t e r m r o f i t max:!' il a a t i i n 
iin t n e ^ laau ia r t 1 n n _ s e c t o r o" Pie e ' o n o j T , 
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payments at a level of 'full employment', stable prices and 
AC. 

steady and sustained ra tes of economic growth . 

In the mathematical model, the value of exports was 

considered to be determined outside the system. This i s a 

s impli f icat ion of the complex determinants of the value of 

exports in the r e a l world. Important determinants of the 

volume and value of exports from Canada which can be i n f l u ­

enced by domestic po l i c i e s , include the leve l of the exchange 

r a t e , the level of domestic costs of production r e l a t i v e to 

foreign competitors and the volume and type of cap i t a l forma­

t ion being undertaken in the domestic sector . 

The value of imports is determined in the model by tho 

leve l of income and the level of investment. The l eve l of 

r e a l income i s an Important determinant of the level of 

imports, while in Canada the import component of an increase 

in domestic machinery and equipment investment expenditures 

i s very high, averaging 38 per cent in the decade 1950-19604 

( i ) C r i t e r i a for Equilibrium 

The modern def in i t ion of what cons t i tu tes balance of 

4 6 The 'period of t ime ' , what cons t i tu t e s ' f u l l employ­
ment' and 'steady and sustained r a t e s of economic growth' anc 
a de f in i t ion of price s t a b i l i t y , are c ruc ia l , and are consi ­
dered l a t e r in t h i s sec t ion . This de f in i t ion may be ca l led 
the 'modern' def in i t ion of balance of payments equil ibrium. 

4 7 D. W. Sla ter , Canada's Imports, Ottawa, Queen's 
Pr in te r , Jan. 1957, p . 88-92, uses these key var iables to 
forecast future leve ls of imports. 
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payments equilibrium, given above, represents the currently 

accepted vlew asi: what constitutes balance of payments equi­

librium48. Modern theorizing, however, appears inadequate 

to explain the current Canadian situation. 

J. M. Keynes and other writers, in developing modern 

theory, queried the classical view that the monetary system 

of a country operated in such a way, that a country's balance 

49 of payments automatically tends to equilibrium^. They 

queried the assumptions that a change in the quantity of 

money (induced by a change in the holdings of internationally 

acceptable reserves, usually gold) would Qffect demand and 

that a change in demand would affect prices and costs rather 

than output and employment. According to this new theory 

balance of payments adjustments took place via induced move-

ments in income and employment and this has lead to the modern 

definition of equilibrium. Nurkse states that "the only 

satisfactory way of defining an equilibrium rate of exchange 

is to define it as that rate, which, over a period of time, 

keeps the balance of payments in equilibrium" • If the 

48 The definition presented here represents a modifi­
cation of the definition given by Ragnar Nurkse, "Conditions 
of International Monetary Equilibrium", in Readings in The 
Theory of International Trade, Editors H.S. Ellis and L.A. 
Metzler, Philadelphia, Blakiston, 1950, p. 3-34. 

49 For a discussion of the development of the modern 
theory, see L.A. Metzler, "The Theory of International Trade1 

in a Survey of Contemporary Economics, edited by H.S. Ellis, 
Homewood, Illinois, R.D. Irwin, 1948, p. 210-254. 

5° Ragnar Nurkse, op. cit., p. 6-7. 
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p e r i o d o v e r which payments have t o b a l a n c e i s s h o r t , say a 

week, t h e r e i s i n e f f e c t a c o n s t a n t l y f l u c t u a t i n g r a t e , b u t 

such a r a t e may i n d u c e d i s e q u i l i b r a t i n g c a p i t a l movements so 

t h a t e q u i l i b r i u m i s i m p o s s i b l e . I n view of t h e s e a s o n a l 

p a t t e r n of C a n a d a ' s e x t e r n a l t r a d e , t h e p e r i o d can h a r d l y be 

l e s s t h a n a y e a r . 

The b a l a n c e of payments t o be c o n s i d e r e d i n d e f i n i n g 

t h e e q u i l i b r i u m r a t e of exchange must e x c l u d e t r a n s f e r s of 

C a n a d a ' s go ld and o f f i c i a l exchange r e s e r v e s n e c e s s a r y t o 

b a l a n c e h e r e x t e r n a l a c c o u n t s and movements of o t h e r s h o r t -

51 

t e rm b a l a n c i n g c a p i t a l . Apar t from t h e s e s h o r t - t e r m t r a n s ­

f e r s , a l l o t h e r e x t e r n a l t r a n s a c t i o n s must be i n c l u d e d i n the 

b a l a n c e of p a y m e n t s . I n p a r t i c u l a r l o n g - t e r m i n v e s t m e n t i n ­

f lows must be i n c l u d e d . F i n a l l y t h e b a l a n c e of payments can­

n o t be i n e q u i l i b r i u m i f i t i s m a i n t a i n e d o n l y by w i d e s p r e a d 

r e s t r i c t i o n s on i m p o r t s , by domes t i c d e f l a t i o n or s low i n t e r ­

n a l r a t e s of economic g r o w t h . I n t h e Canadian c o n t e x t i t i s 

d e s i r a b l e to have a s e a s o n a l l y a d j u s t e d l e v e l of employment 

of no l e s s t h a n 96 p e r c e n t of t h e l a b o u r f o r c e ^ 2 . j - ^ ^ s 

5 1 I n T a b l e s XXVI and XXVII, i t e m s D13 ( s u b s c r i p t i o n s 
i n g o l d and U . S . d o l l a r s t o i n t e r n a t i o n a l f i n a n c i a l a g e n c i e s ) , 
D14 ( changes i n Canad ian d o l l a r h o l d i n g s of f o r e i g n e r s ) , D16 
( c h a n g e s i n o f f i c i a l h o l d i n g s of g o l d , U . S . d o l l a r s and s t e r ­
l i n g ) and D17 ( o t h e r c a p i t a l movements ) , i n t h e o f f i c i a l b a ­
l a n c e of payments s t a t i s t i c s , 1946-1962 , have b e e n I n c l u d e d 
unde r ' s h o r t - t e r m b a l a n c i n g c a p i t a l ' . 

52 Th i s 96 p e r c e n t f i g u r e i s a r b i t r a r y and such a 
f i g u r e h a s n o t been a c h i e v e d s i n c e 1 9 5 3 . Between 1 9 4 3 - 1 9 5 3 , 
however , t h e f i g u r e a v e r a g e d 9 7 . 3 p e r c e n t and i t d o e s n o t 
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a l s o d e s i r a b l e to a t t a i n a r a t e of i n c r e a s e of r e a l o u t p u t pe:> 

53 man y e a r , of a t l e a s t 2 p e r c e n t p e r annum , 

( i i ) The c r i t e r i a a p p l i e d t o Canad ian H i s t o r i c a l 

E x p e r i e n c e 

C o n s i d e r i n g C a n a d a ' s l o n g - t e r m b a l a n c e of payments 

p o s i t i o n i n t h e l i g h t of t h i s modern d e f i n i t i o n Canada does 

n o t a p p e a r t o have had a " s e r i o u s " 5 4 b a l a n c e of payments p r o ­

blem, d e s p i t e a c o n s i s t e n t f a i l u r e t o match exo o r t s of goods 

and s e r v i c e s w i t h i m p o r t s of goods and s e r v i c e s . T a b l e s XXVI 

and XXVII h e l p t o e x p l a i n why. They s e t out d e t a i l s of 

C a n a d a ' s b a l a n c e of payments be tween 1 9 0 0 - 1 9 6 2 . W i t h i n t h e 

framework of t h e p e r i o d s c o n s i d e r e d , a c c u m u l a t e d exchange r e ­

s e r v e s p l u s o t h e r s h o r t - t e r m b a l a n c i n g c a p i t a l have a lways 

b e e n s u f f i c i e n t to b r i d g e any d e f i c i t be tween e x p o r t e a r n i n g s 

p l u s l o n g - t e r m c a p i t a l f l o w s , a n d i m p o r t p a y m e n t s . Between 

a p p e a r u n r e a s o n a b l e t o p l a c e the f i g u r e a t 96 p e r c e n t . (See 
Appendix 3, Tab le XLV.. Th i s compares w i t h a r a t e of be tween 
94 p e r c e n t and 95 p e r c e n t i n t h e f i r s t n i n e months of 1963 , 
wh ich i s c o n s i d e r e d as a h i g h l e v e l of employment . 

53 Between 1930-1953 , r e a l o u t p u t p e r man y e a r i n -
c r e a s e d by 2 . 0 9 p e r c e n t p e r annum. O . J . F i r e s t o n e , C a n a d a ' s 
Economic Development , 1867-1953 , London, Bowes and Bowes, 
1958 , p . 5 8 . I t i s on t h i s e x p e r i e n c e t h a t t h e minimum 2 p e r 
c e n t f i g u r e i s b a s e d . 

5 4 Views d i f f e r on the subjec t as to whether or not 
Canada has had a ' s e r i o u s ' ba lance of payments problem. J . C . 
Coyne, G-. Hees, M. Sharp and W. Gordon, have a l l expressed 
opinions which may be found i n unpubl ished m a t e r i a l i n the 
Bank of Canada 's L i b r a r y . This t h e s i s draws a t t e n t i o n t o the 
adequacy of modern theory to cover the case of Canada. 
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TABLE XXVI 

The Source and Di sbu r semen t of F o r e i g n Exchange 
by Canada, 1914-1962 

($000,000) 

P e r i o d 1 , 1914-1929 

F o r e i g n Exchange R e q u i r e d t o 

(1) Meet n e t i n t e r e s t and d i v i d e n d payments 
(2) Meet n e t imba lance on o t h e r n o n - m e r c h a n d i s e 

c u r r e n t accoun t i t ems 
(3) Pay ' o t h e r ' l o n g t e rm c a p i t a l o u t f l o w s 

p r i n c i p a l l y government war f i n a n c i n g 

F o r e i g n Exchange A c q u i r e d by 

(4) An e x p o r t s u r p l u s on m e r c h a n d i s e 
(5) An i n f l ow of l o n g t e rm p o r t f o l i o 
(6) An i n f l o w of d i r e c t i n v e s t m e n t 
(7) A n ' o u t f l o w d o f s h o r t t e rm c a p i t a l 

trade 
capital 

P e r i o d 2 , 1930-1958 

D i s b u r s e m e n t of F o r e i g n Exchange on 

(1) I n t e r e s t and d i v i d e n d s 
(2) D i r e c t i n v e s t m e n t ou t f l ow 
(3) ' O t h e r ' l o n g term c a p i t a l o u t f l o w s 

R e c e i p t s of F o r e i g n Exchange from 

(4) A ' s u r p l u s ' on m e r c h a n d i s e t r a d e 
(5) P o r t f o l i o c a p i t a l i n f l o w 
(6) Ba lance on o t h e r n o n - m e r c h a n d i s e , 

c u r r e n t a ccoun t i t e m s 
(7) S h o r t t e r m 1 o u t f l o w ' 

f. TKe t e r m ' oui- low herQ 

arvfe i C"r«ci a] Te-uerv 
a ±al 

* , 
UNIVERSITY OF OTTAWA SCHOOL OF GRADUATE STUDIES 

(?) 

3 , 1 0 4 . 2 

2 9 4 . 0 
1 , 0 8 6 . 7 

4 , 4 8 4 . 9 

2 , 9 2 2 . 4 
1 , 2 8 4 . 7 

2 1 8 . 9 
5 8 . 9 

4 , 4 8 4 . 9 

' 3 

2 , 1 8 4 
288 

56 
2,508 

2 , 2 8 0 
81 

12 
135 

2 , 5 0 8 

hVlct 
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P e r i o d 3 , 1959-1945 

F o r e i g n Exchange R e q u i r e d to 

(1) Meet i n t e re s t and dividend commitments 
(2) Build up short term assets 
(3) Finance outflow of por t fo l io cap i t a l 
(4) Finance outflow of d i rec t investment 
(5) Meet balance on other non-merchandise 

current account items 
(6) Finance other long term c a p i t a l outflows 

Foreign Exchange Acquired by 

1 , 
1, 

1, 
4, 

505 
168 
177 
53 

640 
241 

8,784 

(7) A surplus on merchandise t rade, i . e . 
an export surplus 8,784 

Period 4, 1946-1962 

Funds Paid Out to 

(1) Meet i n t e r e s t and dividend commitments 6,518 
(2) Meet other non merchandise, current 

account items 6,203 
(3) Finance other long term cap i ta l outflows 708 

13,429 

Foreign Exchange Acquired by 

(4) A surplus on merchandise trade 2,319 
(5) Direct investment inflows 5,326 
(6) Por t fol io investment inflows 5,059 
(7) Short term balancing cap i ta l ' ou t f low ' 725 

13,429 

Source: Appendix 1 . 
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P e r i o d 

1900-
1914-
1930-
1939-
1946-

1946 
1947 
1948 
1949 
1950 
1951 
1952 
1953 
1954 
1955 
1956 
1957 
1958 
1959 
1960 
1961 
1962 

•1913 
1929 
•1938 
•1945 
•1962 

The ' N u r k s i a n ' 

u; 

Concept 
A p p l i e d 

B a l a n c e on 
C u r r e n t Account 

( D e f i c i t ( 

- 2 2 3 8 . 4 
- 4 7 5 . 8 

1 0 8 . 0 
5 6 3 9 . 0 

- 1 0 4 0 . 2 

363 
49 

451 
177 

- 344 
- 517 

164 
- 443 
- 432 
- 698 
-1366 
-1455 
-1131 
-1504 
-1217 
-,8982 
- 848 

- ) ) 

TABLE XXVII 

of Ba lance of Payments 
t o Canada, 1900-1962 

(#000 ,000) 
( 2 ; 

Long Term 
C a p i t a l 

( In f low (+ ) ) 

2 4 4 1 . 4 
4 1 6 . 9 

- 2 4 3 . 0 
- 4 4 7 1 . 0 

9677 

- 730 
- 742 

56 
7 

607 
637 
470 
650 
581 
361 

1275 
1259 
1012 
1120 

818 
806 
825 

The 

E q u i l i b r i u m , 

13) 
j ' N u r k s i a n ' 

B a l a n c e of Payments 
( D e f i c i t ( -

2 0 3 . 0 
- 5 8 . 9 
- 135 

1618 
- 725 

- 367 
- 693 

507 
170 
273 
120 
634 
207 
149 

- 337 
- 91 
- 196 
- 119 
- 384 
- 399 
- 176 
- 23 

) ) 

(4) 
The 

C u m u l a t i v e 
Sum of (3) 

2 0 3 . 0 
1 4 4 . 1 

9 . 1 
1 1 7 7 . 1 

4 5 2 . 1 

- 367 
-1060 
- 553 
- 383 
- 110 

10 
644 
851 

1000 
663 
572 
376 
257 

- 127 
- 526 
- 702 
- 725 

Source ; Appendix 1 
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1 9 0 0 - 1 9 1 3 , t h e cumula ted sum of s h o r t - t e r m b a l a n c i n g c a p i t a l 

i n f l o w s amounted t o $203 m i l l i o n , which was s u f f i c i e n t t o 

meet s h o r t - t e r m o u t f l o w s of b a l a n c i n g c a p i t a l be tween 1 9 1 4 -

1 9 3 8 . I n t h e p e r i o d 1939-1945 Canada e x p e r i e n c e d a b u i l d u p 

of s h o r t - t e r m a s s e t s amounting t o $1177 m i l l i o n and t h i s p l u s 

l o n g - t e r m c a p i t a l i n f l o w s h a s p roved s u f f i c i e n t t o meet l a r g e 

and i n c r e a s i n g c u r r e n t accoun t d e f i c i t s i n the d e c a d e of t h e 

1950 ' s and i n t h e 1 9 6 0 ' s . 

R a t e s of p r o d u c t i v i t y g rowth i n Canada s i n c e 1900, 

measured i n t e rms of i n c r e a s e s , i n r e a l o u t p u t pe r man y e a r , 

have been 1.2 p e r c e n t ( 1 8 9 0 - 1 9 1 0 ) ; 0 .2 p e r c e n t ( 1 9 1 0 - 1 9 2 0 ) ; 

1.4 p e r c e n t ( 1 9 2 0 - 1 9 2 9 ) ; - 0 . 2 p e r c e n t ( 1 9 2 9 - 1 9 3 9 ) ; 8 .9 p e r 

c e n t ( 1 9 3 9 - 1 9 4 5 ) ; 2 . 8 p e r c e n t ( 1 9 4 5 - 1 9 5 7 ) ; and 1.5 p e r c e n t 

(1957-196])55# C o n s i d e r i n g a second i n d i c a t o r of d o m e s t i c 

g rowth , namely employment, s t a t i s t i c s r e v e a l t h a t be tween 

1926-1962, t he y e a r 1929 and the p e r i o d 1943-1953 , were t h e 

o n l y t i m e s when unemployment f e l l below 4 p e r cen t of t h e 

56 l a b o u r f o r c e . From the p o i n t of view of i n t e r n a l b a l a n c e 

t h e r e a p p e a r s t o have b e e n a problem i n t h a t i n c r e a s e s i n d o ­

m e s t i c i n v e s t m e n t , d e s i g n e d t o s t i m u l a t e t h e r a t e of p r o d u c t i ­

v i t y growth and t o r a i s e l e v e l s of employment, may have l e a d 

t o s u b s t a n t i a l i n c r e a s e s i n i m p o r t s . T h i s i s n o t a s u r p r i s i n g ; 

5 5 T a b l e XVII of t h i s s t u d y . The measu remen t s a r e i n 
p e r p e r s o n work ing t e r m s . 

56 s e e Appendix 3 , Table-"-";/". 
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conc lus ion i n view of the high import con ten t of domest ic 

investment e x p e n d i t u r e s . 

The per iod 1955-1962, cons idered i n Table XXVII, 

r e v e a l s t h a t for each year i n the pe r iod , long- te rm c a p i t a l 

inf lows were of i n s u f f i c i e n t magnitude t o b r idge the very 

l a r g e cu r ren t account d e f i c i t . During t h i s pe r iod Canada 

was, i n f a c t , subs id i z ing the c u r r e n c i e s of t r a d i n g p a r t n e r s ; 

i n p a r t i c u l a r the United S t a t e s d o l l a r . This i s one s h o r t -

term i n d i c a t i o n of more basic long- te rm problems which face 

Canada. 

( i i i ) The S t r u c t u r a l Problems 

The long-term f e a t u r e of Canada's ba lance of payment s 

which has caused s t r u c t u r a l maladjustments to occur , has 

been the i n c r e a s i n g r e l i a n c e on long- term c a p i t a l Inflows t o 

ma in t a in long term, 'modern', ex t e rna l e q u i l i b r i u m . 

These c a p i t a l inf lows, accumulat ing a t a r a p i d r a t e , 

have of n e c e s s i t y r a i s e d the q u e s t i o n of even tua l repayment . 

VUhen the long- term p r o f i t p rospec t s d imin ish t h e r e may deve­

lop p r e s s u r e s to r e p a t r i a t e l a r g e amounts of f o r e ign c a p i t a l 

I f such a movement cont inued for l eng thy p e r i o d s , the over ­

seas payments necessary to ma in ta in f u l l employment and a 

s a t i s f a c t o r y r a t e of growth would, g iven the c u r r e n t t r e n d s 

i n the import and export f u n c t i o n s , be t s u b s t a n t i a l l y i n 

excess of overseas r e c e i p t s . This may be c a l l e d 

a ' p o t e n t i a l r e p a t r i a t i o n p rob l em ' . 
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(b) There Is the further point that large capital 

inflows make the balance of payments particularly vulnerable 

to changes in the expectations of foreign investors. When, 

ceteris paribus, export receipts fall or import payments rise, 

the increased deficit on current account may be reinforced or 

mitigated by a change in the 'confidence factor'. The deci­

sion as to the rate of capital inflow, particularly in the 

direct investment field, lies with the foreign entrepreneur. 

Expectations as to likely future movements in the exchange 

rate or as to growth prospects in the near, medium or long 

term, can have a significant Influence on the rate of capital 

inflow. 

(c) Finally, heavy inflows of foreign funds to Canada 

have increased the remittance problem. Not only the repatria­

tion of capital, but changes in the rate of remittance of 

interest and dividends can place severe strains on the balanca 

of payments. The long-term aspect of the problem received 

special study in the following section, but in the short run 

also the rate of change in the flow of foreign investment can 

cause exchange drains based largely on expectations of foreign 

businessmen. 

(iii) The Import and Export Functions 

The direct effects of the foreign investment inflows 

come when export production is stimulated and when import 

replacement occurs. The sensitivity analysis of the model 
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resulted in a table of multiplier s for the main aggregates in 

the economy. These multipliers are the resultant of both 

the direct and indirect effects stemming from the foreign 

investment inflow. 

The demand from the sectors into which foreign invest 

ment has flowed has indirectly stimulated incomes, output anc. 

employment in industries supplying intermediate products to 

the sectors initially stimulated by the foreign investment. 

An interesting point that emerges is that in those sectors 

where the direct effect on exports and imports and hence on 

their respective ratios to National Income, is greatest, the 

indirect or secondary repercussions on income and employment 

levels are least. The export Industries require little sub­

sequent complementary domestic investment. The secondary 

industries which attract foreign capital require a greater 

proportion of complementary domestic investment. Construc­

tion expenditures financed from foreign sources and underta­

ken by the various levels of government have the greatest 

induced demand for accompanying domestic labour and capital. 

The acceleration effect of increased output is greatest in 

this latter area of investment. The interactions between the 

multiplier and the accelerator are complex. Perhaps the most 

significant overall influence on the value of the multiplier 

coefficients is that 40-50 per cent of the machinery and 

equipment component of a domestically motivated investment 

upsurge, is imported. 
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The f o l l o w i n g appea r t o have been the main f a c t o r s 

which have i n f l u e n c e d t h e deve lopment of d i f f e r e n t i a t e d a c c e ­

l e r a t i o n and m u l t i p l i e r c o e f f i c i e n t s , r e s u l t i n g from d i f f e ­

r e n c e s I n t h e t y p e and s e c t o r d e s t i n a t i o n of t h e c a p i t a l 

i n f l o w : 

(a) The percentage of supplementary cap i t a l from 

domestic sources needed for addi t ional secondary production. 

(b) The extent to which further processing of the 

output, r e su l t i ng from the investment inflow, Is needed. 

(c) The amount of labour and other domestic resources 

in the form of technical knowhow, managerial a b i l i t y , market 

access and technological s k i l l , which are combined with the 

foreign c a p i t a l . 

Looking at the long-term trend in exports and imports, 

"imports of goods and services in constant dol lar terms were 

t h i r t y times larger in 1953 than in 1870, whereas Gross 

National Expenditure was sixteen times larger and exports 

twenty-five times l a r g e r " 5 7 . Table XXVIII gives the trend 

of the export and import functions in Canada between 1946-

1962 and i t reveals a continuation of the trend of import 

payments to grow more rapidly than export r e c e i p t s . The 

pr inc ipa l reasons for t h i s trend have been linked to the 

increasing volume of cap i ta l inflows. 

57 0. J . Firestone, Op. c i t . , p . 142. 
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TABLE XXVIII 

Average P r o p e n s i t i e s t o Impor t and E x p o r t , 
Canada, 1946-1962 

Year 

1946 

1947 

1948 

1949 

1950 

1951 

1952 

1953 

1954 

1955 

1956 

1957 

1958 

1959 

1960 

1961 

1962 

R e a l G.N.P. 
( C o n s t a n t 1949 

1 5 , 2 5 1 

1 5 , 4 4 6 

1 5 , 7 3 5 

1 6 , 3 4 3 

1 7 , 4 7 1 

1 8 , 5 4 7 

20 ,027 

20 ,794 

20 ,186 

21 ,920 

2 3 , 8 1 1 

24 ,117 

2 4 , 3 9 7 

2 5 , 2 4 2 

25 ,805 

2 6 , 4 6 8 

2 8 , 1 1 1 

Average 
P r o p e n s i t y 
t o Impor t 

Average 
P r o p e n s i t y 
t o E x p o r t 

2 3 . 9 

2 6 . 3 

2 3 . 3 

2 3 . 3 

2 4 . 8 

2 6 . 2 

2 3 . 5 

25 .6 

2 4 . 8 

2 6 . 7 

2 8 . 4 

2 8 . 1 

2 6 . 6 

2 7 . 8 

2 7 . 7 

2 8 . 1 

2 7 . 9 

2 6 . 7 

2 6 . 4 

2 6 . 0 

2 4 . 4 

2 3 . 0 

2 3 . 7 

2 4 . 3 

2 3 . 5 

2 2 . 7 

2 2 . 6 

2 2 . 7 

2 2 . 8 

2 2 . 9 

2 2 . 5 

2 2 . 7 

2 2 . 4 

2 3 . 5 

S o u r c e : O f f i c i a l N a t i o n a l Income S t a t i s t i c s . The a v e r a g e 
p r o p e n s i t y t o impor t ( e x p o r t ) i s t h e r a t i o of 
i m p o r t s ( e x p o r t s ) as p e r t h e n a t i o n a l a c c o u n t s t o 
G . N . P . , b o t h i n r e a l t e r m s . 
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They i n c l u d e : 

(a ) The growing payments f o r n o n - m e r c n a n d i s e t r a n s a c ­

t i o n s r e f l e c t i n g the r i s e i n f o r e i g n i n v e s t m e n t w i t h i t s s u b ­

s e q u e n t r e m i t t a n c e s of i n t e r e s t and d i v i d e n d s , and t h e e x ­

p a n d i n g t r a v e l i t i n e r i e s of C a n a d i a n s . 

(b) The c o n s i s t e n t premium on t h e Canad ian d o l l a r 

be tween 1950 and 1961 , which was p a r t l y a t t r i b u t a b l e t o t h e 

l a r g e c a p i t a l i n f l o w s . 

(c) The growing volume of machinery and capi ta l equip 

ment which i s imported by indus t r ies in Canada p a r t i c u l a r l y 

in the resource sector and which i s associated with the direc 

investment inflows. 

(d) The increasing price and quali ty competition bein 

found on world markets. Canada has b u i l t up, with the aid of 

foreign investment inflows, an indus t r i a l s t ruc ture heavi ly 

dependent on sustained and r i s ing foreign demand to increase 

export earnings. 

(iv) Conclusions 

The tendency since Confederation has been for import 

payments to grow at a fas te r r a t e than export ea rn ings 5 8 . The 

growing de f i c i t has been financed by long-term capi ta l inflows 

° 8 This tendency has been reversed a t ce r t a in times 
in Canadian h is tory , e .g. between 1957-1962 exports grew at a 
fas te r r a t e than imports. There s t i l l remains, however a 
heavy current account d e f i c i t . ' 

UNIVERSITY OF OTTAWA SCHOOL OF GRADUATE STUDIES 



UNIVERSITE D'OTTAWA ~ ECOLE PES ORAPUES 

QUANTITATIVE ANALYSIS OF THE CANADIAN EXPERIENCE 152 

which have m a i n t a i n e d f o r e i g n exchange r e c e i p t s a t a l e v e l 

a d e q u a t e to f i n a n c e t h e growing volume of i m p o r t s . These 

c a p i t a l i n f l o w s have , however , b r o u g h t i n t h e i r wake l o n g -

t e r m s t r u c t u r a l p r o b l e m s . 

The m u l t i p l i e r c o e f f i c i e n t s , p r e s e n t ^ i n t h e a n a l y ­

s i s of t h e model , c o n c e a l complex p r o c e s s e s of e x p o r t c r e a ­

t i o n , impor t r e p l a c e m e n t , o u t p u t g e n e r a t i o n and income c r e a ­

t i o n , a l l of which a r e t h e r e s u l t a n t of d i r e c t and i n d i r e c t 

c a u s e s . 

$. The R e m i t t a n c e Problem 

Dur ing p e r i o d s of r a p i d economic deve lopmen t , r e p r e ­

s e n t e d by be tween t h r e e - q u a r t e r s and f o u r - f i f t h s of t h e p e a c * 

t ime y e a r s s i n c e C o n f e d e r a t i o n , Canada h a s f a c e d t h e p r o b l e m 

of p e r s i s t e n t c u r r e n t a ccoun t d e f i c i t s f i n a n c e d l a r g e l y by 

n e t c a p i t a l i m p o r t s . This c a p i t a l from f o r e i g n s o u r c e s d o e s 

have t o be s e r v i c e d , and t o t h e e x t e n t t h a t i n t e r e s t and 

d i v i d e n d s a r e r e m i t t e d and c a p i t a l r e p a t r i a t e d , f o r e i g n e x ­

change i s r e q u i r e d which c o u l d e i t h e r , 

(a) be u t i l i z ed to pay for addi t ional imports, or 

(b) be u t i l i z e d to r e l i eve some of the dependence on 

foreign sources to finance domestic investment. 

The model of the Canadian economy simplif ied the 

problem of remit tances . The remittances are included in the 

import function but the function does not separate the main 
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components of import demand as should be done in unde r t ak ing 

a more s o p h i s t i c a t e d a n a l y s i s . Again imports , i n t h e form of 

r emi t t ance payments, a r e l i k e l y to be a f u n c t i o n of p a s t 

l e v e l s of Investment as we l l as c u r r e n t l e v e l s of income and 

inves tment . 

( i ) Canada's Debt Se rv ic ing A b i l i t y 

Two of the more commonly accepted measures of Canada' 

a b i l i t y to s e rv i ce debt are p re sen ted i n Table XXIX where 

i n t e r e s t and dividend payments to n o n - r e s i d e n t s are compared, 

f i r s t wi th Canada's G.N.P. and then wi th her r e c e i p t s Q.n 

c u r r e n t account . The r a t i o s of i n t e r e s t and d iv idend payment 

to G.N.P. and cu r r en t r e c e i p t s were both r e l a t i v e l y low b e t ­

ween 1956-1961 as compared wi th e a r l i e r h i s t o r i c a l p e r i o d s . 

By these c r i t e r i a , Canada's p r o d u c t i v i t y and i n t e r n a t i o n a l 

ea rn ings have more than kept pace wi th the r i s i n g cos t of 

s e r v i c i n g her e x t e r n a l d e b t . But such c r i t e r i a a re not very 

meaningful I n the context of the Canadian economy. 

(a) Total i n t e r e s t and dividend remittances must be 

looked at in conjunction with other payments for imports. 

The size of the net foreign balance and the long-term c^>ita3 

flows that can be a t t rac ted , are equally as important var ia­

b l e s . 

(b) Consideration of the level of economic a c t i v i t y 

associated with a given leve l of remittances and r e p a t r i a t i o i . 

i s v i t a l . In the case of equity investments cont ro l led by 
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TABLE XXIX 

R a t i o s of I n t e r e s t and D i v i d e n d Payments t o N o n - R e s i d e n t s 
t o G.N.P . and R e c e i p t s on C u r r e n t Account 

Y e a r ( s ) 

1900 

1910 

1920 

1930-38 

1 9 4 6 - 5 0 

1951-55 

1 9 5 6 - 6 1 

I 

I n t e r e s t 
and 

D i v i d e n d 
Payments 

(9 IH.) 

36 

92 

213 

300 

368 

431 

652 

(2 ) 

G.N.P . 
( |M. ) 

1 ,044 

2 , 1 8 6 

5 ,536 

4 , 5 8 3 

1 4 , 8 9 7 

2 4 , 4 2 5 

3 2 , 3 3 6 

(3} 

C u r r e n t 
R e c e i p t s 

($M.) 

210 

388 

1 ,581 

1,161 

3 , 9 2 9 

5 , 7 0 0 

7 , 7 1 1 

R a t i o 

(1) = % 

T2T ' 

3 . 5 

4 . 2 

3 . 8 

6 . 5 

2 . 5 

1 .8 

2 . 1 

R a t i o 

1 7 . 1 

2 3 . 7 

1 3 . 5 

2 5 . 9 

9 . 4 

7 . 6 

8 . 4 

S o u r c e s : ( i ) Append ices 1 and 2 . 
0 . J . F i r e s t o n e , Op. e i t . , p . 6 5 . 

(ii) Official National Income Statistics. 
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f o r e i g n p a r e n t companies , t h e p r o p o r t i o n s of p r o f i t and 

c a p i t a l s t o c k t o be r e m i t t e d can be v a r i e d s i g n i f i c a n t l y by 

management w i t h i n a r e l a t i v e l y s h o r t p e r i o d . A s l o w i n g down 

i n t h e r a t e of domes t ic economic g rowth may c a u s e f o r e i g n 

c o n t r o l l e d e n t e r p r i s e s to i n c r e a s e t h e r a t e of r e m i t t a n c e s . 

(c) The i n c r e a s i n g r e l i a n c e on d i r e c t i n v e s t m e n t i n ­

f lows which have been i n c r e a s i n g l y supp lemen ted by d o m e s t i ­

c a l l y g e n e r a t e d s a v i n g s , h a s meant t h a t the i n t e r e s t and d i v . 

dend r e m i t t a n c e s have r e p r e s e n t e d more and more the r e t u r n on 

a s m a l l e r p r o p o r t i o n of f o r e i g n g e n e r a t e d s a v i n g s and on a 

l a r g e r p r o p o r t i o n of d o m e s t i c a l l y g e n e r a t e d s a v i n g s . 

In t h e Canadian s t a t i s t i c s no d i s t i n c t i o n i s made b e t ­

ween i n t e r e s t and d i v i d e n d payments , o r be tween e a r n i n g s on 

p o r t f o l i o i n v e s t m e n t s and e a r n i n g s on d i r e c t i n v e s t m e n t s . 

Tab le XXX, however , g i v e s an i n s i g h t i n t o t h e r e l a t i v e p r o ­

p o r t i o n s of t h e p r o b l e m f o r t h e y e a r s 1 9 5 8 - 1 9 6 1 . Column 1 

r e p r e s e n t s one q u a r t e r of t h e t o t a l i n t e r e s t and d i v i d e n d 

r e m i t t a n c e s i n t h e y e a r s r e v i e w e d , on t he a s s u m p t i o n t h a t , 

ove r t i m e , U n i t e d S t a t e s d i r e c t i n v e s t m e n t s have p r o v i d e d 

a p p r o x i m a t e l y o n e - q u a r t e r of t h e t o t a l i n v e s t m e n t i n f l o w 5 9 . 

The p r o c e s s e s of income g e n e r a t i o n and s u b s e q u e n t 

s a v i n g a r e t a k i n g p l a c e i n Canada, b u t t h e r e w a r d s i n the 

59 The a s s u m p t i o n c a n n o t be v e r i f i e d and i s u sed f o r 
i l l u s t r a t i v e p u r p o s e s o n l y . The a p p r o p r i a t e p e r c e n t f i g u r e 
c o u l d w e l l be s i g n i f i c a n t l y l e s s g i v e n , ( i ) t h e r e l a t i v e l y 
r e c e n t r i s e to p rominence of U . S . d i r e c t i n v e s t m e n t i n f l o w s 
? J l d . ^ i i - ^ . t h e _ r a t h e r l o w l m m e d l a t e r e t u r n on c a p i t a l i n v e s t e d 
I n d i e r o so us-c^wm*®? OTTAWA „ SCHOOLOFGRADUATESTUD.ES " 
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TABLE XXX 

I n t e r e s t and Div idend Payments t o N o n - R e s i d e n t s 
a s a P e r c e n t a g e of 

( i ) T o t a l U . S . D i r e c t I n v e s t m e n t 
( i i ) T o t a l U . S . G e n e r a t e d D i r e c t I n v e s t m e n t 

Canada, 1958-1961 

(1) (2) (3) 
Interest and (1) as a % of (1) as a % of U.S 

Year Dividends Total U.S. Direct generated Direct 
($Million) Investment Investment 

1958 162 14 68 

1959 163 13 71 

1960 181 14 72 

1961 175 14 74 

Sources; (I) Tables III and XIV 

(ii) Appendix 1 
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form of i n t e r e s t and d i v i d e n d s p a i d to s h a r e h o l d e r s a r e 

r e m i t t e d o v e r s e a s to an e x t e n t d e p e n d i n g upon the p r o p o r t i o n 

of f o r e i g n to d o m e s t i c o w n e r s h i p . C a n a d i a n e n t r e p r e n e u r s are 

u n a b l e t o compete f o r a l a r g e p r o p o r t i o n of t h e s e d o m e s t i c a l l y 

g e n e r a t e d s a v i n g s of f o r e i g n c o n t r o l l e d c o m p a n i e s . 

(d) I n c o n s i d e r i n g the b a l a n c e of payments p rob lem 

and C a n a d a ' s a b i l i t y t o s e r v i c e c a p i t a l i n f l o w s , i t i s t h e 

o v e r a l l c u r r e n t accoun t t h a t needs t o be c o n s i d e r e d and, i n 

c o n j u n c t i o n , the s e r v i c e s e c t o r . Excep t d u r i n g t h e p e r i o d s 

of the World Wars, commodity e x p o r t s and i m p o r t s have b e e n 

r a t h e r c l o s e l y ma tched , b u t a d e f i c i t h a s a lways e x i s t e d i n 

t h e s e r v i c e s e c t o r . The p rob lem i s t h a t ove r t h e l o n g t e r m , 

i n t e r e s t and d i v i d e n d payments a r e r a t h e r i n s e n s i t i v e t o 

g e n e r a l p r i c e a d j u s t m e n t s which may have a marked e f f e c t on 

o t h e r c u r r e n t accoun t i t e m s . T r a v e l e x p e n d i t u r e s , f o r 

example , appea r s e n s i t i v e t o exchange r a t e a d j u s t m e n t s . How­

e v e r , such exchange r a t e a d j u s t m e n t s a l t h o u g h e f f e c t i n g t h e 

t i m i n g of r e m i t t a n c e s , b u t w i l l do l i t t l e t o change t h e 

d e s i r e of f o r e i g n i n v e s t o r s t o r e c e i v e a r e t u r n on c a p i t a l 

i n v e s t e d i n p a s t p e r i o d s . An a p p r e c i a t i o n of the r a t e may 

encou rage t h e p l o u g h i n g back of p r o f i t s e a r n e d i n Canada , but 

w i l l t h e r e b y a g g r a v a t e t he l o n g - t e r m p r o b l e m . 

One p o l i c y , wh ich i f p u r s u e d v i g o r o u s l y , c o u l d e a s e 

t h e p r o b l e m , would be to a c t i v e l y expand e x p o r t r e c e i p t s on 

m e r c h a n d i s e a c c o u n t . C a n a d a ' s t r a d e i s c o n c e n t r a t e d so 
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h e a v i l y w i t h the U n i t e d S t a t e s 6 0 , t h a t a n e x p a n s i o n of mer ­

c h a n d i s e e x p o r t s t o t h i s a r e a would make a s i g n i f i c a n t c o n t r i 

b u t i o n t o e a s i n g t h e r e m i t t a n c e p r o b l e m . To o b t a i n s u c h an 

e x p a n s i o n , however, would r e q u i r e t h e u n i l a t e r a l l o w e r i n g of 

t r a d e b a r r i e r s by the U n i t e d S t a t e s . Th i s t he U n i t e d S t a t e s 

h a s no t been p r e p a r e d t o do , b u t i t h a s been p r e p a r e d t o 

i n c r e a s e c a p i t a l i n f l o w s to h e l p overcome the c u r r e n t a c c o u n t 

d e f i c i t 6 1 . Given t h e s u b s t a n t i a l r e l i a n c e on ' a p p r o p r i a t i n g ' 

Canadian s a v i n g s f o r the p u r p o s e of i n c r e a s i n g f o r e i g n i n v e s t 

ment, t h i s has been a s i g n i f i c a n t l y more p a l a t a b l e economic 

and p o l i t i c a l e x p e d i e n t t h a n u n i l a t e r a l r e d u c t i o n s i n t r a d e 

b a r r i e r s . 

( i i ) The R e m i t t a n c e Problem, 1946-1962 

Al though i t h a s n o t been g e n e r a l l y v a l i d h i s t o r i c a l l y , 

t h a t t h e n e c e s s i t y t o c r e a t e a l e s s e r n e t i m b a l a n c e on c u r r e n 

a c c o u n t has l e d to a t endency to push the volume of i m p o r t s 

below what would c o r r e s p o n d to the p r o p e n s i t y t o Impor t a t 

' f u l l employment ' l e v e l s , e v e n t s ove r the l a s t s i x y e a r s i n d i ­
go 

c a t e t h a t t he p rob lem may be a r i s i n g . The p r o b l e m f a c e d by 

6 0 Between 1950-1962, t h e U . S . s u p o l i e d 72 p e r c e n t oJ 
C a n a d a ' s i m p o r t s , r e c e i v e d 65 p e r c e n t of C a n a d a ' s e x p o r t s and 
c o n t r i b u t e d 77 p e r c e n t of t h e lo i±g- term c a p i t a l i n f l o w s . (o ; ; 

b a J : - , u c > . < ' ! • " i" " . v \< . - . - t ' ( . . • . ) 
61 Al though t h e mot ive h a s n o t been t o a i d Canada i n 

h e r b a l a n c e of payments p r o b l e m s . 
6 2 W. Rosenbe rg , " C a p i t a l I m p o r t s and g r o w t h : t h e 

Case of New Z e a l a n d , 1 8 4 0 - 1 9 5 8 " , i n t h e Economic J o u r n a l , Vol 
7 1 , No. 2 8 1 , March 1961 , p o s e s t h e p r o b l e m . I t mus t be empha­
s i z e d , however , t h a t r e d u c i n g i m p o r t s by r e d u c i n g income, i s 

Imprply nnp rnpttnori mf a t tag ta ma buiUnoe of pavmonto rannhl nmn-

t?l 

BOA oi—atta.sk ma baJLanoe. of paymonto p rob loms ; 
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Canada becomes more a c u t e when the a c t u a l and p o t e n t i a l b u r ­

den of i n t e r e s t and d i v i d e n d s on f o r e i g n I n v e s t m e n t becomes 

l a r g e r t h a n a c o u n t r y ' s e a r n i n g c a p a c i t y , d e f i n e d a s ( e x p o r t 

e a r n i n g s p l u s n e t l o n g - t e r m c a p i t a l i n f l o w s ) l e s s ( i m p o r t 

payments j ^ 9 S i n t e r e s t and d i v i d e n d p a y m e n t s ) . 

I t i s p e r h a p s p o s s i b l e to c a t e g o r i z e t h e s t a t e of t h e 

Canad ian economy between 1946-1956 as h a v i n g N a t i o n a l Income 

r u n n i n g a t a h i g h l e v e l and a b a l a n c e of payments ' s u r p l u s ' , 

i . e . a n e t i n f l o w of s h o r t - t e r m b a l a n c i n g c a p i t a ^ o c c u r r i n g . 

A s tudy of Tab le XXXI r e v e a l s t h a t t h e a p p r o p r i a t e p o l i c y 

would have been to r a i s e d o m e s t i c c o s t s and p r i c e s and t h i s 

was e s s e n t i a l l y b r o u g h t abou t d u r i n g p a r t of t h e p e r i o d , by 

t h e f r e e p l a y of marke t f o r c e s , i . e . i n a c o n s i s t e n t premium 

on the Canadian d o l l a r between 1950 -1956 . 

From 1957-1961 the r a t e of g rowth of r e a l G .N .P . slowe 

down and n e t o u t f l o w s of s h o r t - t e r m b a l a n c i n g c a p i t a l o c c u r r e d 

R e a l o u t p u t p e r man y e a r was a lmos t s t a b l e over t h i s p e r i o d . 

I n t e r m s of i n t e r n a l b a l a n c e d e f i c i t f i n a n c i n g was t h e a p p r o ­

p r i a t e p o l i c y and t h i s p o l i c y was f o l l o w e d , a l t h o u g h n o t v e r j 

s e l e c t i v e l y . The s u c c e s s i v e d e f i c i t s have b e e n a f a c t o r c o n ­

t r i b u t i n g t o t h e p r e s e n t r e c o v e r y , bu t from t h e p o i n t of viens 

of e x t e r n a l b a l a n c e t h e y t e n d e d t o a g g r a v a t e t h e b a l a n c e of 

payments p rob lem which c u l m i n a t e d i n t h e exchange c r i s i s of 
63 

mid-1962 . 

63 S i n c e mid-1962 t h e r e h a s been a marked improvement 
i n t h e r a t e of economic growth and i n t h e b a l a n c e of payment 
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TABLE XXXI 

C r i t e r i a f o r I n t e r n a l and E x t e r n a l B a l a n c e i n Canada 

N a t i o n a l Incom< 
i n Canada i s 
t o o h igh (H) ; 
t oo low (L) 

L 

H 

B a l a n c e of 
j Payments 

of Canada 
i s i n 
S u r p l u s ( S ) 

D e f i c i t (D) 

S 

D 

S 

D 

I n t h e i n t e r e s t 
of E x t e r n a l 
B a l a n c e 
Canada 
s h o u l d : -

I n f l a t e Domes t i c 
Incomes 

R a i s e Money Cos t s 

D e f l a t e Dome s t i c 
Incomes 

Lower Money Costs 

I n f l a t e Domes t i c 
Incomes 

R a i s e MoneyCosts 

D e f l a t e Domes t ic 
Incomes 

Lower MoneyCosts 

I n t h e i n t e r e s t s 
of I n t e r n a l 
B a l a n c e 
Canada 
s h o u l d ; -

I n f l a t e domes t i c 
I n c ome s 

Lower Money Costi 

I n f l a t e Domestic 
Income s 

Lower Money Cost J 

D e f l a t e Domestic 
Incomes 

R a i s e Money 6os t3 

D e f l a t e Domestic 
Incomes 

R a i s e MoneyCosts 
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The s i t u a t i o n fo l lowing the 1962 d e v a l u a t i o n r e f l e c t e d 

the dilemma of a c l a s h of economic p o l i c i e s . I t was v i t a l 

t h a t the r a t e of economic growth should be a c c e l e r a t e d , but 

easy f i s c a l and monetary po l i cy designed to t h i s end would 

have inc reased import demand. Deva lua t ion of the cur rency 

appeared to be the app rop r i a t e p o l i c y to s t i m u l a t e e x p o r t s 

and encourage imports and t h i s p o l i c y has been pursued by the 

Canadian Government s ince mid-1962. The s p e c t a c u l a r recovery 

i n fo re ign exchange r e s e r v e s from $1,100 m i l l i o n i n June 1962 

to $2 ,100 m i l l i o n i n December 1962 was In l a r g e p a r t due t o 

a r e t u r n in confidence by fo re ign i n v e s t o r s and Canadians 

themselves i n the fu tu re growth p r o s p e c t s of t h e Canadian 

economy, to an i nc r ea se i n export ea rn ings r e l a t i v e to Import 

payments and to a s u b s t a n t i a l r i s e i n p r o d u c t i v i t y between 

1962 and the p r e s e n t t i m e . In t h i s l a t t e r p e r i o d r e a l G.N.P. 

per man year has been i n c r e a s i n g a t a r a t e of s i x per cen t 

per annum. 

( i v ) Conclusions 

A major problem faced by Canada c e n t r e s on the s e r v i ­

c ing of f o r e ign investment inf lows , p a r t i c u l a r l y of t h e d i rec | t 

inves tment t y p e . These inflows are supplemented by Canadian 

savings to an ex ten t th ree or four t imes the volume of the 

fo re ign savings and thus a s i g n i f i c a n t p o r t i o n of domest ic 

p r i v a t e saving i s removed from the sphere of u t i l i z a t i o n by 

Canadian e n t e r p r i s e . The ' e n t i t y ' c a p i t a l p o r t i o n of t h i s 
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inflow poses especially intractable problems, because no 

adequate domestic substitute is available for this type of 

capital. 

7. Foreign Investment, Capital Imports 

and Domestic Investment 

The model of the Canadian economy brought out the 

fundamental dependence of the Canadian economy on the impor­

tation of capital goods. Table XXXII shows the import of 

the Canadian market for machinery and equipment between 190C 

1960. Between these years the dependence on foreign sources 

increased from 34 per cent to 42 per cent. 

The economic flow in the mathematical model was from 

an increase in investment in either the X or the M sector, 

to a rise in income in the respective sectors, to a rise in 

total imports. A rise in investment in the X sector lead tc 

a slightly larger increase in total imports than did a rise 

in investment in the M sector. A segregation of total in­

vestment into domestic and foreign components, would add 

greatly to the analytical power of the model. There are 

reasons, however, for believing that an increase in foreign 

investment in the X sector would lead to a greater propor­

tionate use in imports than would increased foreign invest­

ment in the M sector. The direct investment inflows bring 
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w i t h them a g r e a t e r demand f o r m a c h i n e r y and equ ipmen t e x p e n ­

d i t u r e s than do the p o r t f o l i o i n f l o w s . T a b l e XXXII r e v e a l s 

t h a t t h e i m p o r t s h a r e of t he C a n a d i a n m a r k e t i s h i g h e r f o r 

t h e ' i n d u s t r i a l , min ing and e l e c t r i c a l m a c h i n e r y ' component 

of t o t a l m a c h i n e r y and equ ipment , t h a n i t i s f o r t h e a g g r e ­

g a t e ' a l l mach ine ry and e q u i p m e n t ' . I t i s i n t o t h e m i n i n g 

and s e c o n d a r y m a n u f a c t u r i n g f i e l d s , t h a t u t i l i z e i n d u s t r i a l 

and e l e c t r i c a l mach ine ry , t h a t t h e f o r e i g n c a p i t a l i n f l o w s 

have t e n d e d to c o n c e n t r a t e . 

The e s s e n t i a l p u r p o s e s of t h e a n a l y s i s p r e s e n t e d h e r o 

a r e t o c a t e g o r i z e t he f o r e i g n i n v e s t m e n t i n f l o w s by t y p e i n 

o r d e r t o add r e a l i s m t o t he model world wh ich h a s b e e n c o n s ­

t r u c t e d , t o draw from the Canad ian h i s t o r i c a l e x p e r i e n c e t o 

i l l u s t r a t e t h e I n t e r r e l a t i o n s h i p s be tween d o m e s t i c i n v e s t ­

ment and t h e f low of f o r e i g n i n v e s t m e n t ? a n d t o endeavour t o 

p r e s e n t f o r e i g n i n v e s t m e n t c l a s s i f i c a t i o n s a p p l i c a b l e t o a 

w i d e r t h e o r e t i c a l framework l i n k i n g t h e t h e o r y of economic 

g r o w t h to f o r e i g n i n v e s t m e n t . 

( i ) I n v e s t m e n t C l a s s i f i c a t i o n s 

A d i s t i n c t i o n h a s been made i n c u r r e n t t h e o r y be tween 

' c a p i t a l - w i d e n i n g ' i n v e s t m e n t , i . e . i n v e s t m e n t m a i n t a i n i n g 

t h e c a p i t a l - p o p u l a t i o n o r c a p i t a l o u t p u t r a t i o s , and ' c a p i t a : , 

d e e p e n i n g i n v e s t m e n t ' , i . e . i n v e s t m e n t which i n c r e a s e s t h e 

above r a t i o s and c o n t r i b u t e s t o making p r o d u c t i o n more 
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TABLE XXXII 

The Impor t Sha re of t he Canadian Market 
for Machinery and Equipment 

1900-1960 

( P e r c e n t a g e ) 

A l l I n d u s t r i a l 
Machinery Farm Mining and 

and Machinery E l e c t r i c a l 
Equipment Machinery 

1900 
1905 
1910 

1912 
1920 
1925 

1926 
1928 
1929 

1937 
1938 
1947 

1948 
1949 
1950 

1958 
1959 
1960 

34 
34 
39 

43 
34 
37 

43 
49 
42 

35 
34 
47 

41 
43 
44 

43 
42 
42 

27 
21 
36 

42 
37 
50 

41 
57 
58 

41 
42 
59 

68 
64 
70 

70 
71 
71 

60 
56 
56 

63 
53 
45 

51 
53 
55 

52 
48 
62 

56 
55 
44 

48 
46 
50 

10 
21 
19 

29 
13 
17 

26 
46 
16 

12 
11 
16 

6 
7 

30 

26 
16 
21 

Sources : ( i ) Paul Wannacott, The Canadian D o l l a r , 1948- 1 
58, Toronto, Un ive r s i t y of Toronto P r e s s , 
1960, p . 112. j 

( n j Trade of Canada: Annual I s s u e s . | 
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capital extensive0*. 

The two sector analysis showed that the X sector had 

become relatively more capital extensive in the period 1926-

1962. In general, it appears that foreign investment flows 

into the X sector have been of the 'capital deepediaag' type. 

By contrast the investment Into the M sector since 

1926 has been of the 'capital maintaining1 type. Prior to 

World War I, the main type of capital inflow was portfolio 

capital from the United Kingdom and this flowed mainly into 

the M sector. But since 1926 the main flow of foreign capi­

tal has been United States direct investment and a propor­

tionally greater quantity of the total capital stock in the 

X sector is composed of such foreign investment inflows. Thus 

an increase in investment in the X sector gives an insight 

into the results that could follow from increasing direct 

foreign investment. Similarly, an increase in investment in 

the M sector gives an insight into the results that could 

follow from increasing domestic investment. 

Foreign investment flows into Canada generally Invol­

ve a real flow of goods^ and services. In the case of direc; 

and 'entity' investments this flow has often been a flow of 

imported machinery and equipment. In the case of domestic 

investment, which is supplemented by the portfolio or 

6 4 This distinction is made by C. P. Kindleberger, 
Economic Development, New York, McGraw-Hill, 1958, p. 58. 
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' s u p p l e m e n t a r y ' t y p e of f o r e i g n i n v e s t m e n t , t h e f low of r e a l 

goods and s e r v i c e s h a s come more from d o m e s t i c s o u r c e s . 

P a r t i c u l a r l y i m p o r t a n t i n t h e Canad ian c o n t e x t i s a 

d i s t i n c t i o n be tween c a p i t a l which i n c r e a s e s p r o d u c t i v i t y and 

c a p i t a l which e i t h e r i n c r e a s e s , m a i n t a i n s or d i m i n i s h e s o u t ­

p u t , a t a g iven l e v e l of p r o d u c t i v i t y . I n Canada, i n v e s t m e n i 

i n t h e X s e c t o r h a s i n c r e a s e d p r o d u c t i v i t y s i g n i f i c a n t l y w i t h 

the i n c r e a s e b e i n g p a r t i c u l a r l y n o t i c e a b l e i n t h e p e r i o d 

s i n c e World War I I . I n v e s t m e n t i n t h e M s e c t o r h a s a l s o 

i n c r e a s e d p r o d u c t i v i t y , b u t a t a s i g n i f i c a n t l y s lower r a t e . 

The economic model , however , r e f l e c t s t h e h i g h e r a v e r a g e 

p r o d u c t i v i t y i n the M s e c t o r over t h e p e r i o d of t i m e 1 9 2 6 -

1 9 6 2 . 

The ' e n t i t y ' t y p e of f o r e i g n i n v e s t m e n t which h a s com* 

t o Canada i n t h e p e r i o d under r e v i e w i n t h e m o d e l ? h a s t h u s 

had a d u a l c h a r a c t e r , i t h a s been ' c a p i t a l d e e p e n i n g ' and i t 

has i n c r e a s e d p r o d u c t i v i t y a t a r e l a t i v e l y r a p i d r a t e . T h i s 

t e n d e n c y h e l p s t o e x p l a i n t h e a p p a r e n t economic p a r a d o x of 

c a p i t a l f l o w i n g i n t o a s e c t o r where p r o f i t s a r e h i g h , p r o ­

d u c t i v i t y i n c r e a s i n g and t h e c a p i t a l s t o c k apjr e c i a t i n g , and 

y e t e x c e s s c a p a c i t y d e v e l o p i n g . A l though p r o d u c t i v i t y ri. t h i r 

Canada, as measured by r e a l o u t p u t p e r man y e a r , h a s grown 

s i g n i f i c a n t l y , i t i s p r o d u c t i v i t y changes r e l a t i v e t o t h o s e 

e x p e r i e n c e d by C a n a d a ' s t r a d i n g p a r t n e r s t h a t i s a c r u c i a l 

d e t e r m i n a n t of t h e d e g r e e t o which r e s o u r c e s a r e f u l l y u t i -

l l z 9 f l » — F u r t h e r t h e u r n f l n o t . ^ ^ ^ P ™„^,mn^ T,rh1 y, r r „ i r m n 
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commodities d i r e c t e d towards world markets , depends on the 

revenue from s e l l i n g the f i n a l o u t p u t . This I s in f luenced 

i n Canada by fo re ign pa ren t companies who have not always 

chosen the lowest c o s t sources of supply . When f o r e i g n demanjd 

d e c l i n e s , the ' c a p i t a l deepening ' t h a t has taken p l ace magni­

f i e s the q u a n t i t y of u n u t i l i z e d r e s o u r c e s which r e s u l t from 

the f a l l i n demand. 

( i i ) Developments i n H i s t o r i c a l P e r s p e c t i v e 

Omitt ing c o n s i d e r a t i o n of the e f f e c t s of two World 

Wars, Canada h a s , s ince 1900, experienced t h r e e p e r i o d s of 

a c c e l e r a t e d economic growth, namely 1900-1913, 1920-1929 and 

1947-1957. A p r i n c i p a l f ea tu re of each was t h a t the increase 

i n c a p i t a l formation t h a t lead t o a c c e l e r a t e d growth was 

preceded by an expansion of expor t o r i e n t a t e d i n d u s t r i e s and 

export r e c e i p t s . Despi te t h i s expansion of expor t ea rn ings 

each of the t h r e e p e r i o d s were c h a r a c t e r i z e d by heavy cur ren i 

account d e f i c i t s . One exp lana t ion for t h i s r evo lves on the 

high import content of both domestic and f o r e i g n c a p i t a l 

e x p e n d i t u r e s . In a sense these c a p i t a l imports have ac t ed 

as a ' s a f e t y v a l v e ' i n p e r i o d s of rap id 'economic expans ion . 

I n t e r n a l demand was able to 3 p i l l over onto f o r e i g n s u p p l i e s 

and thus prevent s t rong i n f l a t i o n a r y p r e s s u r e s . I n two of ttje 

p e r i o d s , 1900-1913 and 1947-1957, fo re ign c a p i t a l inf lows 

i n t o Canada inc reased s i g n i f i c a n t l y . 
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E x p a n s i o n from 1900-1913 was b a s e d upon t h e e x p a n s i o n 

of wheat e x p o r t s t o Europe , the s e t t l e m e n t of t h e W e s t e r n 

P r a i r i e s and t h e i n d u s t r i a l i z a t i o n and u r b a n i z a t i o n of c e n ­

t r a l Canada. But t he p o r t f o l i o I n v e s t m e n t of t h i s p e r i o d was 

n o t , on t h e whole , i n v e s t e d I n t h e e x p o r t i n d u s t r i e s . Most 

of i t was abso rbed i n the t r a n s p o r t a t i o n , m a n u f a c t u r i n g and 

c o n s t r u c t i o n i n d u s t r i e s . P r a i r i e farm i n v e s t m e n t was s u b ­

s t a n t i a l l y f i n a n c e d from t h e p loughed back s a v i n g s of f a rmer 3 

and i m m i g r a n t s . I n a f u n d a m e n t a l s ense f o r e i g n i n v e s t m e n t 

was induced by growth f a c t o r s i n t e r n a l t o t h e Canad ian e c o ­

nomy. I n 1900 domest ic i n v e s t m e n t e x p e n d i t u r e s s t a r t e d to 

a c c e l e r a t e 6 5 , b u t i t was no t u n t i l 1908 t h a t f o r e i g n i n v e s t ­

ment e x p e n d i t u r e s showed a s i g n i f i c a n t i n c r e a s e . The f o r e i g i 

c a p i t a l of t h i s p e r i o d was b o t h ' c a p i t a l d e e p e n i n g ' and 

' p r o d u c t i v i t y i n c r e a s i n g ' , bu t t h e p r o d u c t i v i t y improvements 

a r i s i n g from the f o r e i g n c a p i t a l were s p r e a d w i d e l y t h r o u g h ­

out t h e economy and were not e s s e n t i a l l y l i n k e d t o demand 

and s u p p l y c o n d i t i o n s i n f o r e i g n m a r k e t s . 

The e x p a n s i o n t h a t o c c u r r e d be tween 1946-1957 was 

a g a i n p r e c e d e d by a r i s e i n e x p o r t r e c e i p t s i n 1947 and 1948 

There was no s i g n i f i c a n t t ime l a g be tween the r i s e i n domes­

t i c e x p e n d i t u r e s and t h e b e g i n n i n g of an u p s u r g e i n f o r e i g n 

i n v e s t m e n t , b o t h s t a r t e d t o r i s e s h a r p l y i n 1 9 5 0 . The re i s , 

6 5 See A. Buckley, Cap i t a l Formation i n Canada. 
1896-1950, Toronto, Toronto U n i v e r s i t y P r e s s , 1955, p . 128. 
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however, the basic difference in both the type and d i r ec t ion 

of foreign investment in t h i s l a t e r per iod. "The autonomous 

investment that has furnished tne impetus for Canada's cur­

rent phase of accelerated development i s much more closely 

linked to foreign sources of capi ta l and foreign investment 

decisions than in any previous period of rapid expansion" 

From the study of Canada's experience, two main conclU' 

sions emerge to explain the r e l a t ive importance of foreign, 

as opposed to domestic, investment as a generator of interna!, 

growth and import demand. 

(a) The greater the degree of non- subs t i t u t ab i l i t y 

between foreign and domestic cap i t a l , the greater the stimu­

lus l ikely to be given to imports from a given increment of 

foreign investment. The ' e n t i t y ' cap i ta l flows are l i k e l y 

to bring a high proportion of c a p i t a l equipment imports in 

associat ion with the money flow. 

(b) One of the basic reasons for the increase in 

United States d i rec t investment into Canada has been the 

rapid increase in the demand for Canadian indus t r i a l raw 

mate r ia l s , due to the cumulative expansion of United 

States industry coupled with the progressive deplet ion of 

ce r ta in non-Canadian sources of supply. The s t rength of the 

shi f t in demand r e l a t i v e to the e l a s t i c i t y of supply in the 

66 H.G.J. Aitken, American Capital and Canadian Re-
sources, Cambridge, Harvard University Press, 1961, p . 10"9". 
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i n d u s t r i a l i z e d c r e d i t o r n a t i o n , f o r raw m a t e r i a l s from raw 

m a t e r i a l p r o d u c i n g n a t i o n s , w i l l a i d i n d e t e r m i n i n g t h e r e l a ­

t i v e s i z e of t he ' p r o d u c t i v i t y i n c r e a s i n g ' f o r e i g n i n v e s t m e n i . 

I t w i l l a l s o be a d e t e r m i n a n t of t h e d e g r e e of c o n t r o l soughl 

by t he c r e d i t o r n a t i o n over the a l t e r n a t i v e s o u r c e s of supp ly . 

8 . The Changing G e o g r a p h i c a l Source of 

F o r e i g n I n v e s t m e n t 

T r a d i t i o n a l l y , tne r e a l c o s t of c a p i t a l deve lopmen t 

f i n a n c e d by domes t i c s a v i n g s , i s measured i n t e r m s of t h e 

r e s o u r c e s fo regone by t h e community which enab l e t h e p r o d u c -

67 

t i v e a s s e t s of a c o u n t r y t o be b u i l t up . Such a c o s t c a n ­

n o t , i n g e n e r a l , be borne by any f u t u r e g e n e r a t i o n , b u t m u s t 

be measured i n t e rms of t he f o r e g o n e consumpt ion of the p r e ­

s e n t g e n e r a t i o n . The on ly way i n which t h e b u r d e n can be 

s h i f t e d t o f u t u r e g e n e r a t i o n s i s by r e l y i n g on f o r e i g n s o u r ­

c e s of c a p i t a l . I n such a c a s e , f u t u r e g e n e r a t i o n s f a c e t h e 

p rob lems of r e p a t r i a t i o n and i n t e r e s t p a y m e n t s . 

I n tne Canadian c o n t e x t , however , t h i s t r a d i t i o n a l 

a p p r o a c h has become l e s s a p p l i c a b l e w i t h t h e p a s s i n g of timeL 

The d i r e c t i n v e s t m e n t i n f l o w s of t h e p o s t World y/ar I I p e r i o c . 

have drawn e x t e n s i v e l y on d o m e s t i c s o u r c e s of s a v i n g s . I n t h : . s 

° " T h i s i s an a d a p t a t i o n of t n e ' a l t e r n a t i v e c o s t ' I 
t h e o r y . I 

i 
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period a burden has been imposed on both present and future 

generations. By drawing on Canadian sources for the invest­

ment funds, United States direct investment companies have 

minimized the burden on the United States domiciled parent 

companies. 

(i) The Alternative Cost Theory 

It appears that a cost would arise if the domestically 

generated savings being utilized for capital formation of the 

4entifeyttf-type, by foreign controlled direct investment compa­

nies, were being used for capital formation by Canadian 

controlled concerns. "The generally accepted explanation 

of costs is contained in the alternative (or opportunity) 

cost theory. The cost of any productive service X in the 

production of any commodity A is the maximum amount that X 

would produce of any other commodity (B, C )»68 Domes­

tic capital formation is not a perfect substitute for foreign 

1 entity* investment, the latter carrying with it many asso­

ciated benefits not able to be duplicated within Canada. 

Given that domestic savings are more productive when utilized 

by certain foreign direct investment companies, the excess 

of their return when so utilized over their possible return 

when utilized domestically by local entrepreneurs, is a true 

rent of managerial ability. 

The phenomenon that has occurred in Canada, the change 

in source and type of capital inflow, is significant when 
68 C.J. Stigler, The Theory of price. 3 ed.. New Yori 
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looked at in terms of real costs to the Canadian economy. 

Considering the inflows of debt capital from tne United 

Kingdom early In Canada's development, they allowed Canada 

to draw on the resources of the rest of the world and to 

shift the burden of repayment onto future generations. 

Canada, at this time, could maintain consumption levels as an 
addi-i ion3] 

alternative to,* domestic capital formation. The depreciation 

allowances and retained earnings which have been utilized by 

the United States direct investment companies do not, how­

ever, give Canada a choice between higher consumption levels 

or higher levels of capital formation. Given that the domes­

tically generated savings were not utilized by foreign con­

trolled companies, they would in all probability have been 

remitted and thus not have been available for domestic con­

sumption. 

When a United States company borrows from a Canadian 

financial institution, however, the volume of funds availabi5 

to lend to Canadian controlled companies is reduced. Cana­

dian savings assist in speeding up foreign controlled invest­

ment growth, and retardation of investment growth in Canadiai 

controlled companies is the result. 

(ii) Foreign Investment Criteria 

Four criteria have been suggested as factors to be 

considered in assessing the desirability or otherwise of 
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foreign investment inflows 

(a) The extent of public and private capital forma­

tion which is deemed necessary in the public interest and its 

relation to the voluntary private savings which can be 

expected and the government surplus which It is practical to 

achieve. 

(b) The exist ing s ta te of the country 's economy, 

labour market, balance of payments and external rese rves . 

(c) The exis t ing burden of the country 's external 

debt. 

(d) The country's probable a b i l i t y to survive addi­

t iona l debt in the fu ture . 

These factors have been dea l t with a t other poin ts 

in the study. The major point to re-emphasize is t h a t i n tho 

Canadian economy of the post World War period, foreign in ­

vestment has not merely supplemented domestic savings, but Y\,\\ 

used them to finance the so-called 'foreign investment' 

inflows. Control over domestic savings i s equally as impor­

tant as the quanti ty of domestic savings when considering 

the adequacy of domestic savings and cap i t a l formation. One 

major factor to be considered further and not included in 

the above l i s t , i s : 

6 9 Royal Commission on Monetary Banking and Credit 
Systems in New Zealand, Final Report, Wellington, Govern­
ment Pr in te r , 1956, paragraph 807'. 
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(e ) C a n a d a ' s a b s o r p t i v e c a p a c i t y f o r c a p i t a l i m p o r t s . 

F o r e i g n i n v e s t m e n t means t h a t a h i g h e r l e v e l of i n ­

t e r n a l demand can be m a i n t a i n e d I-fti^ssasiiy w i t h o u t r u n n i n g 

down exchange r e s e r v e s . I t a l l o w s a h i g h e r l e v e l of i n t e r n a l 

70 

spending on consumption and on capital development' . It Is 

important to realize, however, that foreign investment, of 

Itself, provides no solution to the problemsof inflation or 

development. Extra capital equipment, even obtained directly 

or indirectly through foreign Investment cannot operate, 

install or service itself. It creates a demand for labour 

and other factors of production to take part in operations 

ancillary to the purpose of the equipment. It is an Index of 

Canada's high absorptive capacity that she has been able to 

absorb the large capital Inflows without undue domestic infla­

tion or a consistent running down of excnange reserves. 

There are significant differences in the amount of 

complementary domestic factors needed to ensure productive 

use of foreign capital, as between the capital inflows origi­

nating in the United kingdom and those originating in the 

United States. The capital from the United Kingdom, flowing 

as it did into basic public utilities, and largely coming 

under construction expenditures, required a larger quantity 

of domestic labour to complement it. The import requirements 

70 subject to the qualifications discussed earlier in 
the section. 
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fo l lowing from t h i s type of f o r e i g n investment were fcather 

sma l l . The a b i l i t y of Canada to absorb f o r e i g n c a p i t a l i n 

the per iod 1870-1914 i s i l l u s t r a t e d by; 

(a) The r e l a t i v e l y small i n c r e a s e i n the domest ic 

p r i c e l e v e l between 1870-1910. Between 1870-1890 the p r i c e 

index i m p l i c i t i n the G.N.P. decreased a t an annual average 

r a t e of 0 .11 per c e n t . Between 1890-1910 the index increase^ , 

a t an average r a t e of only 0.83 pe r c e n t , which i s l e s s 

than h a l f the r a t e of i nc r ea se exper ienced i n any fo l lowing 
71 twenty-year pe r iod . 

(b) The bu i ld -up i n exchange r e s e r v e s and s h o r t - t e r m 

ba lanc ing c a p i t a l between 1900-1913 of 203 m i l l i o n d o l l a r s 7 2 

The d i r e c t investment inflows on the other hand have 

been l a r g e l y concent ra ted i n the machinery and equipment 

segment of domestic inves tment . They r e q u i r e a r e l a t i v e l y 

small q u a n t i t y of domestic r e s o u r c e s to complement them and 

b r ing i n t h e i r wake an inc reased demand for i m p o r t s . But 

d e s p i t e the f a c t t h a t these d i r e c t investment inf lows should 

not t h e o r e t i c a l l y inc rease domestic i n f l a t i o n a r y p r e s s u r e s 

as much as the p o r t f o l i o inves tment , t he se are f a c t o r s which 

suggest t h a t , a t p r e sen t , Canada's ab so rp t i ve c a p a c i t y i s 

l e s s than &.ti any other comparable p e r i o d : of heavy c a p i t a l 

i n f low. 

7 1 0 . J . F i r e s t o n e , Op. c i t . , p . 180. 

"72 see Table XXVTI of t h i s s t u d y . 
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(a) Between 1948-1961 the pr ice index impl ic i t in the 

G.N.P. grew at the r a t e of 2.31 per cent per annum, and 

(b) Between 1946-1960'outflows' of short-term balancing 

cap i t a l amounted to 725 mil l ion do l l a r s , a greater annual 

average outflow than at any other comparable period since 

Confederation. 

( i i i ) Sources of Foreign Investment 

There are several fac tors that must be considered 

when considering the r e l a t i ve advantages to be gained from 

foreign investment from one source as opposed to another -

They include: 

(a) The ava i l ab i l i t y of finance in d i f ferent loan 

markets, 

(b) The terms of finance in d i f fe ren t loan markets, 

(c) Currency problems involved in servicing the 

foreign investment, and 

(d) P o l i t i c a l f ac to r s . 

One of the reasons why Canada has turned more and moro 

to the United States for her external financing needs is 

undoubtedly the availability factor. Despite massive aid 

programmes the United States today provides the greatest 

source of savings, both public and private, in the world. 

Again there is some evidence that prior to World War I the 

level of interest rates were lower in the United Kingdom tha:i 
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anywhere e l s e i n the w o r l d , t a k i n g i n t o a c c o u n t d i f f e r e n c e s 

i n t h e t y p e of c a p i t a l and i n t h e m a t u r i t y r a t e s of c a p i t a l 

I s s u e s . But s i n c e t h e 1 9 2 0 ' s I n t e r e s t r a t e s have b e e n c o n ­

s i s t e n t l y lower i n t h e Un i t ed S t a t e s . Not o n l y t h i s b u t t he 

U n i t e d S t a t e s h a s become t h e main s o u r c e of t e c h n i c a l i n n o v a ­

t i o n i n t h e Wes te rn World and w i t h t h e g rowing i m p o r t a n c e of 

d i r e c t i n v e s t m e n t s , t h i s h a s become as i m p o r t a n t a f a c t o r a s 

t h e l e v e l of i n t e r e s t r a t e s p r e v a i l i n g i n d i f f e r e n t l o a n 

m a r k e t s , when t h e r e c i p i e n t c o u n t r y i s c o n s i d e r i n g t h e 

s o u r c e of i t s f o r e i g n i n v e s t m e n t . 

Table XXXIII r e v e a l s t h e p r i n c i p a l c u r r e n c y p r o b l e m s 

i n v o l v e d i n s e r v i c i n g Canadian d e b t . Canada has b e e n l e f t 

l a r g e l y w i t h a b i l a t e r a l p rob lem v i s - a - v i s t h e U n i t e d S t a t e s . 

Given such c l o s e p r o x i m i t y t o t he l a r g e s t and most p r o d u c t i v 3 

m a r k e t I n t h e wor ld , i t i s i n e v i t a b l e t h a t m e r c h a n d i s e t r a d e 

shou ld be c o n c e n t r a t e d w i t h t h e U n i t e d S t a t e s . The d i f f i c u l ­

t y i s t h a t Canada h a s had to r e l y h e a v i l y on l o n g - t e r m c a p i ­

t a l i n f l o w s from t h e Un i t ed S t a t e s t o f i n a n c e a c u r r e n t 

a c c o u n t d e f i c i t , due l a r g e l y t o a l a r g e d e f i c i t on s e r v i c e 

a c c o u n t . Net payments of i n t e r e s t and d i v i d e n d s have b e e n 

t h e l a r g e s t s i n g l e d e f i c i t i t e m i n t h e c u r r e n t a c c o u n t s i n c e 

World War I I . I n each of the s e l e c t e d y e a r s 1926-1950 t h e 

c u r r e n t a c c o u n t d e f i c i t w i t h t h e U n i t e d S t a t e s h a s b e e n 

g r e a t e r t h a n t h e t o t a l c u r r e n t a ccoun t d e f i c i t , and even 

when an o v e r a l l s u r p l u s h a s o c c u r r e d , a d e f i c i t w i t h t h e 

TTnltari S t a t e a h a s bftgn p fBaan t . _ _ _ 
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TABLE XXXIII 

c 
z 
< 

•< 

O 

> 
> 

Year 

Area D i s t r i b u t i o n of : - (1) Balance on Cur ren t Account 
(2) Balance on I n t e r e s t and Dividends 

U.S. 
1) 

- 126 

- 195 

- 136 

- 204 

- 203 

- 361 

- 310 

- 443 

(2j 

- 231 

- 344 

- 29 

- 292 

- 607 

- 400 

-1639 

-1356 

(1) 

- 95 

-113 

- 74 

- 73 

- 46 

- 40 

- 14 

- 30 

(2) 

58 

-106 

62 

419 

664 

1 

390 

216 

(1) 

13 

19 

34 

16 

7 

19 

1 

-18 

300 

113 

92 

22 

306 

65 

32 

77 

12) (1) 

- 208 

- 289 

- 206 

- 261 

- 242 

- 384 

- 323 

- 491 

(2) 

127 

- 337 

125 

149 

363 

-334 

-698 

-1217 

> 
c > 

-i c o 

1926 

1930 

1935 

1940 

1946 

1950 

1955 

1960 

(1) Balance on I n t e r e s t and Dividends 
(2) Balance on Current Account 

i P r i o r to 1940 the U.K. only 

Source : D.B.S. p u b l i c a t i o n s . 
( i ) The Canadian Balance of I n t e r n a t i o n a l Payments 1926-1948 

( i i ) Canadian Balance of Payments 1960 and i n t e r n a t i o n a l investment P o s i t i o n 
oo 
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The i n c r e a s i n g c o n v e r t i b i l i t y of t h e major w o r l d c u r ­

r e n c i e s h a s meant t h a t i t ha s become i n o r o a o i n g l y a p rob l em 

of m a i n t a i n i n g o v e r a l l e q u i l i b r i u m i n t h e b a l a n c e of p a y ­

m e n t s , r a t h e r than m a i n t a i n i n g e q u i l i b r i u m w i t h any p a r t i c u l a r 

c u r r e n c y a r e a . Canada has e x p e r i e n c e d two major exchange 

c r i s e s s i n c e 1945, i n 1947-1948 and i n 1 9 6 2 . Each c r i s i s 

was accompanied by s p e c i a l c i r c u m s t a n c e s and the f o l l o w i n g 

s c h e m a t i c p r e s e n t a t i o n b r i n g s out t h e s a l i e n t d i f f e r e n c e s . 

1947-1948 1962 

1 . La rge i n c r e a s e i n c u r r e n t 1 . Smal l i n c r e a s e i n c u r r e n t 
a c c o u n t d e f i c i t . a ccoun t d e f i c i t . 

2 . La rge government economic 2 . A s t a b l e l e v e l of g o v e r n -
a i d o u t f l o w s to t h e U n i t e d ment f o r e i g n a i d . 
Kingdom and E u r o p e . 

3 . Trade r e s t r i c t i o n s w i d e - 3 . T rade r e s t r i c t i o n s g r e a t l y 
s p r e a d i n t r a d i n g p a r t n e r s . r e d u c e d on I n d u s t r i a l 

p r o d u c t s . 

4 . Lack of c o n v e r t i b i l i t y of 4 . Most c u r r e n c i e s c o n v e r t i b l e ^ 
s t e r l i n g and West European The exchange r e s e r v e s of 
c u r r e n c i e s . W e s t e r n European c o u n t r i e s 

were a t g e n e r a l l y h i g h 
l e v e l s . 

5 . A c o n t i n u a t i o n of p r i v a t e 5 . P r i v a t e n e t c a p i t a l i n f l o w 
n e t c a p i t a l i n f l o w . s lows down. 

6 . Canad ian d o l l a r a t p a r 
w i t h U . S . d o l l a r . 

7 . Conf idence i n C a n a d a ' s 
f u t u r e economic p r o s p e c t s , 

8 . A f a v o u r a b l e i n v e s t m e n t 
' c l i m a t e ' f o r f o r e i g n 
i n v e s t m e n t . 

6 . A 92 1/2 c e n t C a n a d i a n 
d o l l a r i n t e r m s of t h e 
U . S . d o l l a r . 

7 . A l a c k of c o n f i d e n c e i n 
C a n a d a ' s f u t u r e g r o w t h 
p o t e n t i a l . 

8 . A l a c k of f a i t h i n g o v e r n ­
ment economic p o l i c i e s and 
t h e i r t r e a t m e n t of f o r e i g n 
c a p i t a l . 
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Between December 3 1 , 1946 and December 3 1 , 1947, C a n a d a ' s 

exchange r e s e r v e s f e l l by 60 p e r c e n t , f rom $1250 m i l l i o n 

t o $750 m i l l i o n ; a r a t e of 5 p e r c e n t p e r mon th . Between 

December 3 1 , 1961 and June 30 , 1962 exchange r e s e r v e s f e l l 

from f2000 m i l l i o n to $1100 m i l l i o n , a d e c l i n e of 7 l / 2 

p e r c e n t p e r month. 

I n the 1962 c r i s i s t h e key f a c t o r was a d e c l i n e i n 

p r i v a t e n e t c a p i t a l i n f l o w s , due l a r g e l y t o a l a c k of c o n ­

f i d e n c e i n C a n a d a ' s economic growth p r o s p e c t s and i n t h e 

l i k e l y f u t u r e c o u r s e of government p o l i c i e s . The d r a i n i n 

exchange r e s e r v e s was n o t due t o a sudden w o r s e n i n g of t h e 

b a l a n c e of payments on c u r r e n t a c c o u n t . The key p rob lem 

i s the i n f l e x i b i l i t y of t h e i n t e r e s t and d i v i d e n d component 

of the b a l a n c e I n payments c o u p l e d w i t h t h e v o l a t i l i t y of 

t he l o n g - t e r m f o r e i g n i n v e s t m e n t i n f l o w s wh ich a r e a f u n c ­

t i o n of t h e e x p e c t a t i o n s of f o r e i g n b u s i n e s s m e n . 

( i v ) C o n c l u s i o n s 

The l a r g e i n f l o w s of c a p i t a l from t h e U n i t e d Kingdom 

d i d n o t l e a v e Canada a l a r g e , r e l a t i v e l y i n f l e x i b l e e l e m e n t 

i n h e r b a l a n c e of payments , a s t h e U n i t e d S t a t e s d i r e c t 

i n v e s t m e n t s of a l a t e r p e r i o d have d o n e . The p r o b l e m s t h a t 

have a r i s e n w i t h t h e chang ing s o u r c e and t y p e of f o r e i g n 

i n v e s t m e n t i n c l u d e t h e l a c k of c o n t r o l e x e r c i s e d by 

Canad ians -over the volume of i n t e r e s t and d i v i d e n d 
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r e m i t t a n c e s and the c o n t i n u i n g v u l n e r a b i l i t y of C a n a d a ' s 

b a l a n c e of payments t o changes i n t he c o n f i d e n c e of f o r e i g n 

i n v e s t o r s i n t h e g rowth p r o s p e c t s of t h e Canad ian economy. 
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CHAPTER IV 

QUALITATIVE ANALYSIS OF CANADIAN EXPERIENCE 

There are, in the Canadian economy, several quali­

tative and institutional factors which modify and impinge 

upon the theoretical relationships analyzed in Chapter III. 

These relationships have, up until this point, been analyzec 

as far as possible in quantitative terms. The quantitative 

analysis, however, reflects a number of qualitative and 

institutional factors. It is the purpose of this chapter 

to illustrate briefly the importance of these factors by 

reference to the savings-investment theories of economic 

growth and international trade. 

Arthur Lewis1 conceived growth as a resultant of 

economic activities designed to Increase the yield of a 

given resource input or to decrease the cost of a given 

yield. One of his basic causes of economic growth was the 

effort to economize, which could take the form of experimen 

tation or risk-taking, of factor mobility or increased 

specialization. If the effort to economize is not made, 

either because there does not exist the desire to economize 

or because customs and institutions discourage its 

1 W. A. Lewis, The Theory of Economic Growth, 
Homewood, Illinois, R.D. Irwin, 1955, p. 11-15, 57-63. 
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expression, then economic growth may be adversely affected. 

"Institutions promote or restrict growth according to the 

protection they afford to effort, according to the opportuni­

ties they provide for specialization and according to the 
o 

freedom of manoeuvre they permit" . 

The problem is not therefore, simply one of aggregate 

savings and investment. Domestically generated savings have 

become increasingly used by foreign controlled companies in 

the process of capital formation in Canada. When they have 

been utilized they have taken on additional qualities, they 

have become associated with numerous benefits in the form of 

managerial, entrepreneurial, technical and marketing knowhow, 

Domestically controlled savings are often unable to provide 

these associated benefits and one of the reasons for this 

is the institutional background. 

In the case of Canada high levels of per capita 

domestic saving have not reduced heavy reliance on foreign 

sources of saving. In this respect Canada's problem is 

rather dissimilar from problems faced by the newly emerging 

nations. "The problem of economic growth for less developed 

countries, among other things, is to raise incomes to the 

point where levels of per capita income are high enough to 

permit sufficient net saving and investment to achieve 

2 W. A. Lewis, Op. cit ., p. 57. 
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c o n t i n u o u s economic e x p a n s i o n " . The prob lem t n a t has f a c e d 

Canada h a s been to g e t over t h e hump t o the p o i n t where 

d o m e s t i c a l l y g e n e r a t e d and c o n t r o l l e d s a v i n g s , wnen d e v o t e d 

to c a p i t a l f o r m a t i o n , could s u p p l y t n e b e n e f i t s which have 

been a s s o c i a t e d w i t h d i r e c t i n v e s t m e n t i n f l o w s . 

1 . The Sav ings and I n v e s t m e n t Accoun t s i n Canada 

The major s o u r c e s of funds f o r i n v e s t m e n t i n Canada 

a r e p e r s o n a l s a v i n g s , g r o s s b u s i n e s s s a v i n g , i n c l u d i n g u n d i s ­

t r i b u t e d c o r p o r a t i o n p r o f i t s , d e p r e c i a t i o n a l l o w a n c e s and 

m i s c e l l a n e o u s v a l u a t i o n a d j u s t m e n t s , and government s u r p l u s e s 

Tab le XXXIV p r e s e n t s the main s o u r c e s of d o m e s t i c s a v i n g 

f o r s e l e c t e d y e a r s 1926-1962, t o g e t h e r w i t h t n e main I n v e s t ­

ment o u t l e t s i n t o which t h e s a v i n g s f lowed. There a r e a t l e a s ' ; 

two o u t s t a n d i n g f e a t u r e s which emerge . 

( i ) The h i g h p r o p o r t i o n of t o t a l s a v i n g s g e n e r a t e d 

by t n e c o r p o r a t e s e c t o r . Only i n t n e y e a r 1945 d i d p e r s o n a l 

s a v i n g s approach c o r p o r a t e s a v i n g s and t h i s was l a r g e l y due 

to f«a?s®a s a v i n g i n c o n n e c t i o n w i t h t h e war e f f o r t . I n t h e 

d e p r e s s i o n y e a r of 1953 t t i e re was p e r s o n a l n e t d i s s a v i n g , 

w h i l e b u s i n e s s sav ing remained a r e l a t i v e l y l a r g e , p o s i t i v e 

amount . 

( ° Benjamin H i g g i n s , Economic Development , P r i n c i p l e s 
1 p rob l ems and P o l i c i e s , New York, Nor ton , 1959 , p . 246"I £ — -
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TABLE XXXIV 

Sources and Uses of Domestic Savings, Canada, 1926-1962 

($000,000) 

1945 1926 1933 1939 1957 

SAVINGS 

Personal saving 419 -263 

Business gross saving 
(i) Undistributed profits 194 - 35 

(ii) Depreciation allowances and 
miscellaneous valuation adjust­
ments 567 528 

(Hi) Other business saving 58 - 51 
Total business saving 819 442 
Government surplus (̂ )or deficit (-) 40 -192 
Residual Error of estimate -156 77 

TOTAL 1122 64 

194 

275 

637 
-106 
806 
- 60 
29 
969 

1342 

376 

968 
33 

1377 
-1707 
198 

1210 

1143 

870 

3994 
- 77 
4787 

70 
71 

6071 

1962 

2331 

979 

4755 
- 11 
-132 
-770 
-221 
6931 

INVESTMENT 

New residential construction 
New non-residential construction 
New machinery and equipment 
Change in inventories 
Surplus (-f) or (Deficit (-) on 

current account 
Residual error of estimate 

TOTAL 

201 
240 
261 
135 

128 
157 

1122 

72 
78 
84 
91 

2 
77 

64 

174 
164 
254 
282 

123 
- 28 

969 

318 
253 

460 
311 

687 
197 

1210 

1409 
3103 
2823 
210 

-1402 
- 72 

6071 

Source: Official National Income Statistics. 

1577 
2668 
2709 
565 

-809 
221 

6931 

P.! - ̂• 
\ 
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( i i ) As a corollary to t h i s i s the large proport ion 

of new investment financed through the accumulated savings 

of corporations. In 1957 depreciat ion allowances and u n d i s t r i ­

buted corporation p rof i t s amounted to |4 ,864 mil l ion or 

approximately 70 per cent of t o t a l investment expenditures on 

new construction and machinery and equipment. In 1933, a 

depression year, business savings were far in excess of new 

investment expenditures and hence the cap i t a l stock was r e ­

duced. 

Investment, in the context of the savings and invest ­

ment accounts, comprises gross domestic Investment and net 

foreign investment, the l a t t e r being negative when Canada has 

a current account d e f i c i t . This provides the d i r ec t l ink be t -
4 

ween the Canadian and foreign savings accounts . When a 

de f i c i t on current account has been consis tent ly experienced, 

a country may consis tent ly expand gross domestic investment 

to a higher level than domestic savings alone can provide. 

This has been the Canadian experience. 

The important indi rec t l ink between the savings 

accounts of Canada and foreign countries i s provided by the 

fact that included in the gross domestic investment f igures 

and the business gross saving f igures , are investment and 

savings operations of foreign control led companies. One 

4 This d i rec t l ink i s analyzed in sect ion 2 of t h i s 
chapter . 
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interesting point arises. In the period 1946-1961 corporate 

savings amounted to $51 billion comprising $39 million in 

depreciation allowances and similar business charges and ̂ 12 

billion in undistributed profits. As foreign direct invest­

ments have increased In importance a growing percentage of 

these savings have been generated in those sectors of the 

economy controlled by non-residents. 

Of more fundamental importance is, however, the fact 

that in the case of U.S. direct investment companies retainec. 

earnings have, percentagewise, provided almost as important '<•. 

source of investment funds as depreciation allowances. This 

"is in contrast to the aggregative figures for the entire 

economy where depreciation allowances and similar business 

costs have provided the bulk of the funds for investment pur­

poses. From the point of view of long-run economic growth 

only the retained earnings provide a source of funds for net 

additions to the stock of capital. Foreign controlled dired 

investment companies appear to have taken a longer view of 

economic growth than domestically controlled companies. By 

retaining net earnings from enterprises that are generally 

more productive and profitable than domestic enterprises, a 

large quantity of net capital formation is possible. Thus 

advantage can be taken of technological innovations which 

require large amounts of new capital and which render earlier 

capital formation obsolete to a greater or lesser degree. 
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The n e x t l a r g e s t s o u r c e of s a v i n g s a f t e r c o r p o r a t e 

s a v i n g s was p r o v i d e d by p e r s o n a l s a v i n g s . Only a s m a l l p a r t 

of t h e s e s a v i n g s h a s been u s e d t o p u r c h a s e s t o c k s and b o n d s , 

a t l e a s t s i n c e World War I I . "The major p a r t of i n v e s t m e n t 

i n s t o c k s and bonds f i n a n c e d by p e r s o n a l s a v i n g h a s b e e n made 

i n d i r e c t l y t h r o u g h f i n a n c i a l i n t e r m e d i a r i e s , p a r t i c u l a r l y 

i«5 

commercia l banks and l i f e I n s u r a n c e companies" . These 

I n s t i t u t i o n s , b e c a u s e of cus tom and l e g a l r e q u i r e m e n t s , t e n d 

to i n v e s t a lmos t e x c l u s i v e l y i n f i x e d i n t e r e s t b e a r i n g d e b t 

s e c u r i t i e s . The d e p o s i t s of t h e c h a r t e r e d banks a r e l i a b i l i ­

t i e s which a r e i n p r a c t i c e w i t h d r a w a b l e on demand, l i q u i d i t y 

becomes an i m p o r t a n t c r i t e r i o n i n making i n v e s t m e n t s , and 

e q u i t y i n v e s t m e n t s a r e n a t u r a l l y v e r y much r e s t r i c t e d . The 

F i n a l R e p o r t of t he Royal Commission on C a n a d a ' s Economic 

P r o s p e c t s recommended t h e amendment of l e g i s l a t i o n a l l o w i n g 

t h e l i f e i n s u r a n c e companies and t r u s t funds to i n v e s t l e s s 

t h a n 15 p e r cen t of t h e i r t o t a l f unds I n e q u i t i e s " . "But 

even i f changes a l o n g t h e above l i n e s were made i t would n o t 

be p o s s i b l e f o r t r u s t e e and l i f e i n s u r a n c e companies even i f 

they wi shed t o do i t , t o p r o v i d e a l l o r even a s u b s t a n t i a l 

p r o p o r t i o n of t h e c a p i t a l which w i l l be needed f o r e q u i t y 

5 I r v i n g B r e c h e r and S. S. Reisman, C a n a d a - U n i t e d 
S t a t e s Economic R e l a t i o n s , Ottawa, Q u e e n ' s P r i n t e r , J u l y 1957 
p . 2 1 3 . 

F i n a l R e p o r t , Roya l Commission C a n a d a ' s Economic 
P r o s p e c t s , Q u e e n ' s P r i n t e r , November 1957, p . 3 7 9 . 
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f i n a n c i n g i n t h e y e a r s to come, . . . i t may be n e c e s s a r y t o 

d e v i s e new mechanisms f o r c o n c e n t r a t i n g a v a i l a b l e v e n t u r e 

c a p i t a l and f o r s p r e a d i n g r i s k s more w i d e l y " 7 . 

2 . The S a v i n g s - I n v e s t m e n t I d e n t i t y i n Canada 

Keynes i an a n a l y s i s and i t s s u b s e q u e n t deve lopment has 

y i e l d e d a r e a l i s t i c accoun t of b o t h t h e "ad jus tment 1 " mechanism 

i n h e r e n t i n t he b a l a n c e of payments and of t h e " p r o p a g a t i o n " 

of economic f l u c t u a t i o n s from c o u n t r y t o c o u n t r y 0 . Such a 

mechanism can be g iven q u a n t i t a t i v e e x p r e s s i o n t h r o u g h t h e 

Canadian N a t i o n a l A c c o u n t s . These p r o c e s s e s anS c l o s e l y r e ­

l a t e d t o t h e s a v i n g s - i n v e s t m e n t e q u a l i t y f o r an open economy 

l i k e Canada. Simply s t a t e d , i n Canada, s a v i n g s a r e t h e sum 

of two componen t s : 

( i ) Gross Domest ic I n v e s t m e n t ( G . D . I . ) i n Tab le XXXIV 

t h e sum b u s i n e s s g r o s s f i x e d c a p i t a l f o r m a t i o n a s p e r t h e 

N a t i o n a l Accoun t s p l u s t he v a l u e of p h y s i c a l change i n i n v e n -

t o n e s , and 

7 I b i d . , p . 3 7 9 . 

8 The t e rms are g i v e n i n Ragnar Nurkse , "Domest ic and 
I n t e r n a t i o n a l E q u i l i b r i u m " , i n The New Economics , e d i t e d by 
Seymour E . H a r r i s , New York, Knopf, 1948, p . 2 6 4 - 2 6 5 . 

9 Al though t h e f i g u r e f o r t o t a l p r i v a t e and p u b l i c 
i n v e s t m e n t i n Canada, p u b l i s h e d i n P r i v a t e and P u b l i c I n v e s t 
ment i n Canada, Trade and Commerce D e p a r t m e n t , O t t a w a , 
Q u e e n ' s P r i n t e r , would be an e q u a l l y s a t i s f a c t o r y c o n c e p t . 
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(ii) The surplus or deficit on current account as per 

the National Accounts. Savings = G.D.I.-fB.O.P.. summarizes 

this equality'algebraically, and when the magnitudes are 

treated as ex post magnitudes, the equation becomes simply 

an identity. But if the magnitudes involved are treated as 

ex ante or intended magnitudes, an immediate condition for 

equilibrium is given because: 

(i) changes in income generally entail changes in the 

same direction in the demand for imports, and 

(ii) changes in volume of exports tend to produce 

changes in domestic income. 

Assuming considerable factor mobility and taking the 

comparative statics approach, equilibrium could be achieved 

when planned saving equalled planned investment, and the 

chain of causation can be illustrated. 

(a) Suppose there is initial equilibrium in the 

Canadian balance of payments in the 'Nurksian' sense"1-0, i.e. 

that there is a deficit on current account but that long-

term capital flows maintain equilibrium. Exports may rise, 

due perhaps to the foreign investment of past periods, and s 

balance of payments surplus develops. 

(b) There is an expansion of income and employment ir 

the export industries and since some part of this additional 

income will be spent on imports, there will be an immediate 

1 0 See Chapter III, section 4. 
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equilibrating tendency in the balance of payments. 

(c) A greater part of the additional increase in 

income will be spent on Canadian produced goods and, there­

fore, an increase in income spreads to domestic industries 

with a consequent multiplier effect. Not all the additional 

income will be spent, i.e. savings ex ante will rise and eitljer 

gross domestic investment or the balance of payments on cur­

rent account must be higher than before. Given that Gross 

Domestic Investment is relatively stable (and apart from the 

acceleration effect on higher spending on domestic investmeni, 

it is likely to be fairly stable) the balance on current 

account must rise. The induced rise in imports will, there­

fore, only offset a part of the surplus generated by rising 

exports. 

This analysis is essentially a summary of the income-

expenditure theory presented by S. E. Harris , and Ragnar 

Nurkse12, which stresses the conflict possible between the 

maintenance of internal and external stability, for it is 

internal incomes and employment that are at stake. Equili­

brium may be attained at a high or low level of trade and 

incomes. The Canadian economy has, however, certain basic 

S. E. Harris,"international Economics, article in 
The New Economics, edited by S.'fi. Harris, New York, Knopf 
1948, p. 245-263. * ' 

12 Ragnar Nurkse, Op. cit., p. 264-283. 
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i n s t i t u t i o n a l f e a t u r e s which make a m o d i f i c a t i o n of t he sav i i j g s 

i n v e s t m e n t r e l a t i o n , e s s e n t i a l . 

The r e l a t i v e m a g n i t u d e s of t h e two componen t s , g r o s s 

domes t i c i n v e s t m e n t and t h e b a l a n c e of payments on c u r r e n t 

a c c o u n t a r e no t c l e a r l y d i s t i n g u i s h a b l e . The b a l a n c e of pay­

ments s t a t i s t i c s do no t r e v e a l t h e e x t e n t of f o r e i g n i n v e s t ­

ment th rough t h e use of s a v i n g s g e n e r a t e d i n Canada . A d e ­

c l i n e i n t h e r a t e of c a p i t a l i n f l o w as measured i n t h e o f f i ­

c i a l b a l a n c e of payments may, as seen e a r l i e r , l e a d t o a 

b a l a n c e of payments p r o b l e m . But a s l a c k e n i n g i n t h e r a t e p f 

g r o s s d o m e s t i c i n v e s t m e n t , which , a c c o r d i n g t o t h e income-

e x p e n d i t u r e t h e o r y , shou ld l e a d t o a d e c l i n e i n i m p o r t s and 

an improvement i n t h e b a l a n c e of paymen t s , may a c t u a l l y worsen 

t h e b a l a n c e of p a y m e n t s . 

The volume of d i r e c t i n v e s t m e n t c a p i t a l i n f l o w s tends 

t o move i n t h e same d i r e c t i o n as t h a t p o r t i o n of g r o s s domes­

t i c i n v e s t m e n t f i n a n c e d by f o r e i g n c o n t r o l l e d compan ies u t i ­

l i z i n g r e t a i n e d e a r n i n g s and d e p r e c i a t i o n , a l l o w a n c e s . A 

f a l l i n g r o s s d o m e s t i c i n v e s t m e n t may w e l l l e a d t o a f a l l i n 

d i r e c t i n v e s t m e n t s measured t h rough t h e b a l a n c e of paymen t s 

s t a t i s t i c s . T h i s , i n t u r n , m a y c a u s e s e v e r e b a l a n c e of paymen t s 

p r o b l e m s . 

As d i s c u s s e d e a r l i e r , r e t a i n e d e a r n i n g s h a v e p r o v i d e c 

a much more i m p o r t a n t s o u r c e of i n v e s t m e n t funds r e l a t i v e t o 

d e p r e c i a t i o n a l l o w a n c e s f o r U . S . d i r e c t i n v e s t m e n t c o m p a i i e s , 
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than for the aggregate Canadian economy13. Retained earnings 

are a more flexible source of savings than depreciation and 

similar business allowances. When confidence in future r̂ w.ljh 

is high and the outlook is for a high future level of final 

demand for their products, foreign controlled enterprises 

will tend to retain a large proportion of their earnings and 

thus prevent increasing imbalance in the service sector of 

the balance of payments. On the other hand, a decision by a 

foreign controlled company to remit a higher proportion of 

their net earnings will increase the strain on the balance oi 

payments and reduce the level of domestic aggregate demand, 

thus slowing down the rate of economic growth. In contrast 

to this, a domestically controlled firm can retain less of 

Its net income and still not affect the level of domestic 

demand, there merely being a shift from investment to con­

sumption expenditures. The main point is that depreciation 

allowances usually run at a stable level, but retained earn­

ings can be varied within elastic limits and by their greater 

use of retained earnings foreign controlled companies can 

exercise a greater leverage on domestic growth rates. 

The experience of Canada illustrates the importance 

of institutional factors in the process of channelizing domes|-

tic savings and in attracting foreign capital to particular 

sectors of an economy. 

1 3 This can be seen through a comparison of Tables 
XXXIV and XIV. 
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CHAPTER V 

DEVELOPMENTS IN HISTORICAL PERSPECTIVE 

1 . The E r a s D e l i n e a t e d 

Reviewing the f low of c a p i t a l coming i n t o Canada I n 

an h i s t o r i c a l p e r s p e c t i v e , two main e r a s s t a n d o u t . 

( I ) The ' N a t i o n a l U n i f i c a t i o n ' or ' P u b l i c U t i l i t y ' 

s t a g e . From t h e p o i n t of view of the f o r e i g n c a p i t a l i n f lows 

t h i s was t h e p e r i o d of s u p p l e m e n t a r y i n v e s t m e n t i n f l o w s , whicjh 

added t o d o m e s t i c i n v e s t m e n t and formed a means by which 

Canada was a b l e to s u s t a i n growth and deve lopment a t a r a t e 

e x c e e d i n g t h a t p o s s i b l e from p u r e l y d o m e s t i c s o u r c e s of 

s a v i n g . T h i s s t a g e l a s t e d from C o n f e d e r a t i o n u n t i l World 

War I and most of t h e f o r e i g n i n v e s t m e n t came from t h e 

U n i t e d Kingdom. Most of i t was c o n c e n t r a t e d i n t h e r a i l w a y s , 

i n f i n a n c i n g t h e r e q u i r e m e n t s of governments a t a l l l e v e l s 

and i n t h e c o n s t r u c t i o n of b a s i c u t i l i t i e s . A l a r g e p r o p o r ­

t i o n of i t was i n t h e form of d e b t r a t h e r t h a n e q u i t y cap i t a l 

From t h e p o i n t of v iew of Canada i t added an i n j e c ­

t i o n of s a v i n g s to a g g r e g a t e d o m e s t i c s a v i n g , w h i c h opened 

up new f i e l d s f o r domes t i c i n v e s t m e n t , e . g . i t a i d e d i n t h e 

o p e n i n g up of p r a i r i e wheat f a r m i n g , and which p r e v e n t e d t h e 

d e p r e s s i o n of c o n s u m p t i o n l e v e l s , a s h a s been n e c e s s a r y i n 

many newly emerg ing n a t i o n s of t o d a y , or t h e r e t a r d i n g of 
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e x p a n s i o n a r y f o r c e s . I n a r e a l s e n s e t h i s was an a g g r e g a t e 

s a v i n g s f r o n t i e r of t h e t y p e p r e v a l e n t t o d a y i n many emerging 

n a t i o n s . This t y p e of f o r e i g n i n v e s t m e n t d i d n o t b r i n g a s s o ­

c i a t e d c o n t r o l e l e m e n t s or the p y r a m i d i n g of o w n e r s h i p a s h a s 

the d i r e c t i n v e s t m e n t of l a t e r y e a r s . 

( i i ) The ' E n t i t y C a p i t a l ' s t a g e , which h a s l a s t e d f ron 

World War 1 to t h e p r e s e n t t i m e and shows no s i g n s of a b a t i n g 

a t t h e p r e s e n t t i m e . Th is s t a g e g a t h e r e d momentum d u r i n g the 

1 9 2 0 ' s w i t h t h e deve lopmen t of the n e w s p r i n t and m i n i n g Indus 

t r i e s and h a s had a c c e l e r a t e d deve lopment s i n c e World War I I 

w i t h the upsu rge i n r e s o u r c e deve lopmen t , p a r t i c u l a r l y o i l , 

n a t u r a l g a s , i r o n o r e , n o n - f e r r o u s m e t a l s and u r a n i u m . The 

fundamen ta l p r o p e r t i e s of t h i s type of c a p i t a l wh ich h a s come 

m a i n l y from t h e U n i t e d S t a t e s have been , a s s o c i a t e d c o n t r o l , 

the e x t e n s i v e use of r e t a i n e d e a r n i n g s and d e p r e c i a t i o n a l l o v -

ances of v a r i o u s t y p e s t o ex t end ownersh ip and c o n t r o l , i t s 

c o n c e n t r a t i o n i n the i n d u s t r i e s showing t h e g r e a t e s t a c t u a l 

o r p o t e n t i a l g rowth r a t e s and i t s a s s o c i a t i o n w i t h m a r k e t i n g , 

m a n a g e r i a l , t e c h n i c a l and t e c h n o l o g i c a l e l e m e n t s wh ich make 

i t a ' p a c k a g e ' t y p e of c a p i t a l . 

There h a s been no a d e q u a t e d o m e s t i c c a p i t a l which 

c o u l d h a v e p r o v i d e d the b e n e f i t s a s s o c i a t e d w i t h many of t h e 

d i r e c t i n v e s t m e n t i n f l o w s . F u r t h e r m o r e , and of a t l e a s t e q u d l 

i m p o r t a n c e , many Canadian i n v e s t m e n t u n d e r t a k i n g s r e q u i r e not 

o n l y s u b s t a n t i a l o u t l a y s of c a p i t a l b u t a l s o an a d v a n c e d 
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technology and access to research facilities, specialized 

entrepreneurial and management skills, assured markets for a 

major part of the output; and the efficiency and the reduc­

tion in the element of risK which is associated with large3 

vertically integrated enterprises. "Non-residents, and espe­

cially Americans in more recent years, have been able to pro­

vide this combination...." . Even if a higher volume of 

aggregate domestic savings had been achieved, it would not 

have been an adequate substitute for the direct investment 

inflows from the United States. 

There are inherent disadvantages in endeavouring to 

fit Canadian economic development into eras. Perhaps, the 

nest known attempt is Professor Innis' 'staple' theory, which 

conceives the initiating expansion for economic development 

to be an upsurge in staple industries; the timber Industry, 

the fishing industry, the fur industry, the development of 

prairie farming and the recent resource development being 
p 

the best examples . What does emerge from a consideration 

of the statistics is, however, the great capital intensity 

of the staple exploitation In recent decades, particularly 

since World War II. In the two sector model, the cap ital oa 

put ratio of the export orientated sector has shown a genera!.ly 

1 
The Royal Commission on Canada's Economic P r o s ­

p e c t s , F ina l Repor t , Ottawa, Queen's P r i n t e r , November 1957 
p . 386. ' 

2 » 
•Kichard Caves and Richaed H. Holton, The Canadian 

Economy, Prospec t and Re t ro spec t . Cambridge, Harvard Univer­
s i t y Press, IHMM n 4lS*V o-̂ VcT o„ ^ ^ T ? ^ „ „ . , m 9 ^ ^vtt,.. 
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r i s i n g t r e n d s i n c e 1926 . I t i s l i k e l y t h a t i f t he s econda ry 

m a n u f a c t u r i n g i n d u s t r i e s t h a t had a t t r a c t e d f o r e i g n c a p i t a l 

were c o n s i d e r e d d i s t i n c t from the r e m a i n i n g i m p o r t compe t ing 

s e c t o r t h e i r c a p i t a l - o u t p u t r a t i o would a l s o have r i s e n . c o n ­

t r a r y to tne g e n e r a l t r e n d i n t he economy t o / a r d s a s t a b l e 

o r s l i g h t l y d e c l i n i n g r a t i o . The k s e c t o r n a s a 

c a p i t a l o u t p u t r a t i o i n f l u e n c e d by t h a t e x i s t i n g i n t h e 

p u b l i c u t i l i t y s e c t o r where a l a r g e p r o p o r t i o n of t he s u p p l e 

men ta ry c a p i t a l from the Un i t ed kingdom f l o w e d . The b a s i c 

p u b l i c u t i l i t i e s were formed by 1926 and t n e growth of ou tpu 

i n t h e Ivl s e c t o r t e n d e d to l e a d to a d e c l i n i n g or r e l a t i v e l y 

s t a b l e c a p i t a l o u t p u t r a t i o over tne l o n g e r t e r m . 

The p r a i r i e development from the l a t e 19 th C e n t u r y 

u n t i l the mid 1 9 2 0 ' s , was e s s e n t i a l l y a demand d o m i n a t e d 

d e v e l o p m e n t . Not o n l y was e x t e r n a l and i n t e r n a l demand a 

d r i v i n g f o r c e f o r the i n i t i a l e x p a n s i o n , b u t " s e c o n d a r y 

e x p a n s i o n . . . . a p p e a r e d m o s t l y i n i n d u s t r i e s s u p p l y i n g t h e 

s t a p l e p r o d u c e r s " , i . e . t h e r e were waves of d e r i v e d demand. 

The r e s o u r c e deve lopment of the l a s t twen ty y e a r s h a s , by 

c o n t r a s t , nad i t s major secondary impac t upon t h o s e i n d u s -

| t r i e s which a r e t hemse lves s u p p l i e d w i t h s t a p l e o u t p u t . 

i Th i s l a t e s t r e s o u r c e e x p a n s i o n had as a p r L x a r y i m p e t u s f o r 

i t s d e v e l o p m e n t , the c in in i sh in^ s u p p l i e s of raw m a t e r i a l s i n 

j the Uni ted S t a t e s e s s e n t i a l to f u t u r e m a n u f a c t u r i n g d e v e l o p 

ri. Caves and A . Ho l ton , Op. c i t . , p . ^ 4 . 
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m e n t . I n a r e a l s e n s e t h i s h a s b e e n a s u p p l y d o m i n a t e d 

s t a p l e boom. 

2 . S u b - P e r i o d s 1870-1962 

There have b e e n o n l y t h r e e b r i e f p e r i o d s i n C a n a d a ' s 

h i s t o r y s i n c e C o n f e d e r a t i o n when t h e r e have b e e n a p p r e c i a b l e 

n e t o u t f l o w s of c a p i t a l , d u r i n g t h e two World Wars and t h e i r 

a f t e r m a t h s and d u r i n g t h e g r e a t d e p r e s s i o n of t h e 1 9 3 0 ' s . On 

t h e whole i t i s a d e b t o r c y c l e t h a t Canada h a s gone t h r o u g h . 

This c y c l e can be d i v i d e d i n t o s u b - p e r i o d s . 

( i ) 1870-1914 was a p e r i o d when t h e D i s t a n c e o r Geo­

g r a p h i c F r o n t i e r was overcome. Between 1870 and 1890 G r o s s Ra­

t i o n a l P r o d u c t a t m a r k e t p r i c e s grew a t a n a v e r a g e annua, 

r a t e of 3 . 0 4 p e r c e n t p e r annum. Between 1890 and 1910 t h e 

a v e r a g e a n n u a l r a t e of g r o w t h of G.N.P . was 4 . 0 9 p e r c e n t 

p e r annum4 . R e a l o u t p u t per p e r s o n working p e r man y e a r , 

r e f l e c t i n g p r o d u c t i v i t y changes , r o s e by 1 .24 pe r c e n t and 

1 .337 p e r c e n t r e s p e c t i v e l y i n t h e s e two s u b - p e r i o d s . D u r i n g 

the whole p e r i o d t h e r e were p e r s i s t e n t b a l a n c e of p a y m e n t s 

d e f i c i t s . Between 1900-1913 t h e cumula t ed sum of t h e b a l a n c e 

of payments d e f i c i t s amounted to $ 2 2 3 8 . 4 m i l l i o n d o l l a r s and 

i n f l o w s of l o n g - t e r m c a p i t a l amounted to $ 2 4 4 1 . 4 m i l l i o n , 

4 These f i g u r e s a r e from 0 . J . F i r e s t o n e , C a n a d a ' s 
Economic Development , 1867-1955 , London, Bowes and Bowes, 
1 9 5 3 , p . 6 8 . 
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p r i n c i p a l l y i n t h e form of s u p p l e m e n t a r y c a p i t a l from t h e 

U n i t e d Kingdom 5 . These were y e a r s of r e l a t i v e l y r a p i d econo­

mic deve lopmen t , a l t h o u g h t h e y e a r s 1873-1896 were y e a r s of £ 

growth r a t e s . "By 1910 t h e economy was booming, t h e f a c t o r y 

sys tem was i n o p e r a t i o n and t h e wes t was b e i n g opened r a p i d ­

l y " 6 . The c a p i t a l i n f l o w s , a l t h o u g h m a i n l y i n t h e form of 

debt c a p i t a l , gave a s i g n i f i c a n t s t i m u l u s t o g rowth and 

p r o d u c t i v i t y i n c r e a s e s . 

( i i ) The n e x t major p e r i o d was t h e p e r i o d when t h e 

I n d u s t r i a l F r o n t i e r was overcome. "Canada i s now an i n d u s ­

t r i a l i z e d s o c i e t y . . . . I f t he c r i t e r i o n of i n d u s t r i a l i z a t i o i 

i s t he p r o p o r t i o n of n a t i o n a l income d e r i v e d from m a n u f a c ­

t u r i n g , t h e n Canada became more i n d u s t r i a l t h a n a g r i c u l t u r a l 
7 

d u r i n g World War I " » Between 1914-1929 t h e c u m u l a t e d b a l a n ­

ce of payments d e f i c i t amounted to $ 4 7 5 . 8 m i l l i o n which was 
o 

balanced by a long-term cap i t a l inflow of $416.9 mi l l ion . 

The cap i t a l inflow was of both the 'supplementary' and 'enti t jy ' 

type and i t was during th i s period tha t the United Sta tes 

became the major source of cap i ta l , r ep lac ing the United 

Kingdom in t h i s r o l e . An in t e r e s t i ng feature of t h i s period 

i s the r e l a t i v e l y slow ra t e of growth of r e a l G.N.P. i n 

lower 

5 See Table XXVII. 

6 0. J. Firestone, Op. cit., p. 70. 

7 0. J. Firestone, Op. cit., p. 182. 

8 See Table XXVII. 
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a b s o l u t e , per e a p i t a and per person working t e rms . In per 

c a p i t a te rms, G.N.P. rose a t an average annual r a t e of 0 .72 

per cent between 1910 and 1930. This pe r iod was one of 

genera l d i f f i c u l t y fo r many manufacturing i n d u s t r i e s , due t o 

I n f l a t i o n a r y p r e s s u r e s , excess c a p a c i t y a r i s i n g from World 

War I expansion and the development of new i n d u s t r i e s such as 

pulp and paper, chemicals and t r a n s p o r t a t i o n a l equipment 

which had to face increased i n t e r n a t i o n a l compe t i t i on . Fore ign 

c a p i t a l did not come in to Canada a t a r a t e comparable to t h e 

pe r iods 1900-1913 or 1946-1962 and did not s t i m u l a t e r e l a t i ­

ve ly slow,domestic growth r a t e s . 

( i i i ) The per iod 1930-1938 saw a r i s i n g what could be 

termed an Employment F r o n t i e r . The cumulated su rp lus on cur­

r e n t account amounted to $108 m i l l i o n , t h e r e wasalong-term 

c a p i t a l outflow of f243 .0 m i l l i o n and the average annual r a t e 

of growth of G.N.P. pe r c a p i t a was of t h e o rde r of 0.27 per 

c e n t . The r a t i o of unemployed t o t o t a l l abour fo rce ranged 

from 8 .1 per c e n t In 1930 to 20.7 per cent In 1933, w i t h an 

annual average of 12 .1 per c e n t 9 . With t h e heavy excess 

c a p i t a l e a p a c i t y emerging, c a p i t a l ou tput r a t i o s r o s e sharplg 

i n bo th the ' expor t o r i e n t a t e d ' and ' import competing ' s e c ­

t o r s . The per iod i l l u s t r a t e s the importance of favourab le 

demand and supply cond i t ions i n f o r e i g n markets on which 

9 See Appendix,3, Table XLV. 
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Canada s e l l s her e x p o r t s , t o e n s u r e a d e q u a t e e x p o r t e a r n i n g s 

and c o n t i n u i n g i n f l o w s of c a p i t a l i n t o t n e e x p o r t s e c t o r s . 

( i v ) Between 193 9 and 1945, Canada e x p e r i e n c e d a 

g r e a t s t i m u l u s t o economic growth , and a t t a e same t ime 

e x p e r i e n c e d a l o n g - t e r m c a p i t a l o u t f l o w of n e a r l y 4500 

m i l l i o n d o l l a r s . Dur ing the iiiorld ' , a r I I y e a r s , G .N.P , 

r o s e , i n r e a l t e r m s , a t a n a v e r a g e r a t e of 9 p e r cen t p e r 

annum, i n d u s t r i a l d i v e r s i f i c a t i o n was a c c e l e r a t e d and p r o ­

d u c t i v i t y i n c r e a s e s were s u b s t a n t i a l . The c a p a c i t y t h a t 

had been c r e a t e d d u r i n g t h e war was r e l a t i v e l y e a s i l y c o n v e r ­

t e d t o peace t ime p r o d u c t i o n and t n e f r o n t i e r t h a t n e x t facep. 

the Canadian peop l e was the Consumption F r o n t i e r . Consumer 

e x p e n d i t u r e s p e r c a p i t a i n c o n s t a n t d o l l a r s r o s e f rom ^337 

i n 1959 t o ^506 i n 1950, a" 60 per c e n t i n c r e a s e . .y'orld 

War I I expanced t h e h o r i z o n s of t n e Canadian p e o p l e and, 

t h rough h i g h e r per c a p i t a incomes , a l l owed tnem t n e means t o 

meet t h e s e new d e s i r e s . Between 1946 and 1S51 t h e r e was an 

o u t f l o w of l o n g - t e r m c a p i t a l amount ing to ^179 million-*--'-. 

Dur ing t n i s p e r i o d t n e ' e n t i t y ' c a p i t a l i n f l o w s from t h e 

U n i t e d S t a t e s began to e n t e r Canada i n c o n s i d e r a b l e q u a n t i ­

t i e s , a l t h o u g h they were b a l a n c e d by d e b t c a p i t a l o u t f l o w s 

to war d e v a s t a t e d E u r o p e . Between 1946-1950 , G . N . p . p e r 

c a p i t a i n r e a l terms r o s e a t an annua l a v e r a g e r a t e of 

1 0 See T a b l e s XVI and XVII . 

1 1 See Table .CXVII. 

— — — - _ — , — _ _ J 
UNIVERSITY OF OTTAWA SCHOOL OF GRADUATE STU DIES 



UNIVERSITE D'OTTAWA - feCOLE PES GRADUES 

DEVELOPMENTS IN HISTORICAL PERSPECTIVE 202 

3 p e r c e n t and t h e p e r i o d h e r a l d e d commencement of t h e 

r e s o u r c e e x p a n s i o n phase of t h e 1 9 5 0 ' s . 

(v) World War I I e x c e p t e d , t h e y e a r s 1950-1957 were 

t h e y e a r s of most r a p i d economic growth t h a t Canada had 

e x p e r i e n c e d s i n c e C o n f e d e r a t i o n , w i t h G.N.P . pe r c a p i t a , i n 

r e a l t e r m s , r i s i n g a t a n a v e r a g e annua l r a t e of 5 . 3 p e r c e n t 

Between 1950-1957 l o n g t e r m c a p i t a l i n f l o w s amounted to ove r 

$ 4 . 4 b i l l i o n a lmos t e q u a l l y d i v i d e d be tween e n t i t y i n v e s t m e n i 

and d e b t i n f l o w s , 82 per c e n t from t h e U n i t e d S t a t e s . The 

R e s o u r c e F r o n t i e r was met and expanded . U n i t e d S t a t e s d i r e c ; 

i n v e s t m e n t s f lowed i n t o the o i l and gas I n d u s t r i e s , some s e c ­

t i o n s of m i n i n g , s m e l t i n g and r e f i n i n g i n d u s t r i e s , e . g . a l u ­

minium, and c e r t a i n r a p i d l y growing s e c t i o n s of t h e s e c o n d a r y 

m a n u f a c t u r i n g i n d u s t r i e s , e . g . a u t o m o b i l e s , e l e c t r i c a l a p p a ­

r a t u s . 

( v i ) The f i n a l s u b - p e r i o d t h a t can be d e l i n e a t e d can 

be d e s c r i b e d a s t h e m e e t i n g of t h e Ownership and C o n t r o l 

Fro n t i e r . Ba lance of payments d e f i c i t s have c o n t i n u e d a t a 

h i g h l e v e l , a v e r a g i n g c l o s e to one b i l l i o n d o l l a r s p e r annum 

be tween 1958 -1962 . Long- t e rm e n t i t y and s u p p l e m e n t a r y c a p i ­

t a l f lows have c o n t i n u e d t o e n t e r Canada i n l a r g e q u a n t i t i e s , 

b u t they have no t been s u f f i c i e n t t o meet t h e c u r r e n t accouni 

d e f i c i t w i t h o u t r e c o u r s e t o s h o r t - t e r m c a p i t a l o u t f l o w s . Wi t l 

t h e e x c e p t i o n of 1962, i t was a p e r i o d when G .N.P . p e r c a p i t a 

i n r e a l t e rms r o s e a t an a v e r a g e r a t e of o n l y 1 .1 p e r c e n t 
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p e r annum. These slow r a t e s of i n t e r n a l economic growth 

have had t h e e f f e c t of s lowing down t h e r a t e of c a p i t a l 

i n f l o w i n t i m e s when t h e c o n f i d e n c e of f o r e i g n i n v e s t o r s i n 

f u t u r e growth r a t e s i s s h a k e n . One p r i c e of economic g rowth 

i n t h e 1 9 5 0 ' s h a s been I n c r e a s e d f o r e i g n o w n e r s h i p and c o n ­

t r o l of key s e c t o r s of t h e Canad ian economy^ 2 . 

These a r e s u b - p e r i o d s t h a t seem t o be s i g n i f i c a n t i n 

r e l a t i o n to f o r e i g n i n v e s t m e n t movements i n and o u t of 

Canada s i n c e C o n f e d e r a t i o n . They r e p r e s e n t an a t t e m p t t o 

a p p l y a b r o a d h i s t o r i c a l approach to b a s i c economic c o n c e p t s 
-i 3 

quantified through the National Ac count ŝ  . 

In terms of the two-country model discussed in 

Chapter II, the historical record tends to substantiate the 

hypotheses put forward in theoretical form-'-4. In the two-

country case the effects of an increase in foreign invest­

ment were analyzed under the assumption of a three fold adjust­

ment; to a capital inflow which was accompanied by both an 

increase in domestic expenditure (e.g. investment) and a 

productivity variation in favour of the capital recipient 

country. It was deduced that income in the recipient coun­

try would rise and the inflows of foreign capital have 

12 This problem has been treated in detail in Chapter 
III, section 5. 

1 3 0. J. Firestone, Op. cit., has based his whole 
text on this original approach. 

14 Chapter II, section 1. 
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c o i n c i d e d , i n g e n e r a l , w i t h p e r i o d s of r e l a t i v e l y r a p i d 

g rowth i n Canada. I t i s d i f f i c u l t t o f i n d a p r e c i s e c a u s a l 

r e l a t i o n s h i p be tween f o r e i g n c a p i t a l i n f l o w s and n a t i o n a l 

income i n c r e a s e s , b u t i t h a s u n d o u b t e d l y a c t e d as an o u t p u t 

c r e a t o r and income g e n e r a t o r i n Canada, and has l e a d t o c o r ­

r e s p o n d i n g s lower r a t e s of growth i n t h e l e n d i n g c o u n t r i e s . 

I t was f u r t h e r deduced t n a t a r e s u l t a n t of t h e s e above 

t h r e e f o r c e s would be a r a t h e r s h a r p movement i n t h e b a l a n c e 

of t r a d e a g a i n s t the r e c i p i e n t c o u n t r y . I n t h e c a s e of 

Canada the s e r v i c e s e c t o r has become r e s p o n s i b l e f o r a c o n t i ­

n u i n g and s u b s t a n t i a l d e f i c i t on t h e b a l a n c e of t r a d e , w i t h 

i n t e r e s t and d i v i d e n d payments b e i n g a key i t e m i n t h e s e r ­

v i c e s e c t o r 1 ^ . Over h i s t o r i c a l t ime s i n c e 1900, however , 

l o n g - t e r m c a p i t a l i n f l o w s have b e e n of s u f f i c i e n t m a g n i t u d e 

t o m a i n t a i n t h e o r e t i c a l e q u i l i b r i u m i n most y e a r s 1 6 . 

In t h e p e r i o d s i n c e 1926 i t I s i n t e r e s t i n g to n o t e 

t h a t p r o d u c t i v i t y i n c r e a s e s i n Canada p r e c e d e d s l i g h t l y t h e 

p e r i o d of h e a v i e s t c a p i t a l i n f l o w , i . e . t h e p e r i o d 1951-1962 1 ! 7 

There I s some d o u b t , however, t n a t tne c a p i t a l f l o w s have 

1 5 See Cuapter i l l , sections 5 and 6. 
1 6 "Tneoretical" i s the t r a d i t i o n a l Nurksian defini­

t ion . See Cnapter I I I , sect ion 5. 

1 7 Long-period productivi ty caanges are analyzed in 
C-iapter i l l , section 2. 
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helped to maximize the rate of productivity increase within 

the sectors into which they have flowed. The overall 

productivity of sectors and of the total economy depends 

on the full utilization and development of domestic resour­

ces and there has been a tendency for foreign capital of 

the 'entity' type to fossilize and retard certain types of 

domestic entrepreneur ship. 
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With the exception of brief periods during the 

Great Depression of the 1930's and during and after the two 

World Wars, Canada has been a consistent debtor nation in 

receipt of large quantities of foreign capital. In toe real 

sense Canada has experienced a continuous 'debtor cycle1, 

despite being an advanced industrialized nation with high 

and, for the most part, continually rising per capita real 

incomes. At each stage of her development 'frontiers' of 

various types have had to be pushed back. The change in the 

structure of Canadian society from a basically agricultural 

economy to an industrialized nation was such a frontier. 

The 'consumption frontier' of the 1950's and 1960's which 

faces Canada in her attempt to emulate United States con­

sumption levels with her lower per capita income level, is 

another. 

Foreign capital inflows have aided Canada's economic 

development and given her basic assistance in successfully 

overcoming the development frontiers that have emerged. The 

type of capital inflow has, however, shown a marked change 

in type and source over the last hundred years. The port­

folio capital flows of the post Confederation period and 

continuing to be the dominant type of capital until World 

War I, have been termed 'supplementary' investment flows. 
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They added to domestic savings as sources of funds for capi­

tal formation. They substituted for the "forced" savings 

necessary in many underdeveloped countries. The direct 

investment inflows from the United States, which have become 

the dominant type of inflow in the more recent past and up tc 

the present time, have been termed 'entity' or 'package' 

capital flows. They brought with them technological, mar­

keting, managerial and technical knowledge. Many of these 

associated benefits were not duplicable from domestic sour­

ces. These 'entity' or 'package' capital inflows did not 

supplement domestic savings; they complemented them. 

Furthermore, the 'entity' capital has Its ownership 

externally but is largely generated internally, in the form oi 

retained earnings and depreciation allowances of various 

types. Savings generated internally within Canada are being 

utilized to extend maximum foreign control with the minimum 

of externally generated savings. The rate and extent of 

Canadian economic growth has become to a greater degree a 

function of foreign entrepreneur ship in combination with 

domestic savings. 

Foreign investment has tended to flow into these 

sectors of the economy which show the greatest profit poten­

tial and growth prospects. In the two sector model set out 

in this study, one key relationship brought out is the nar­

rowing productivity differential between the 'export 
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o r i e n t a t e d ' (X) and ' i m p o r t c o m p e t i n g ' (M) s e c t o r s . At t h e 

p r e s e n t t ime the p r o d u c t i v i t y d i f f e r e n c e be tween t h e two 

s e c t o r s i s r e l a t i v e l y s m a l l . I t i s q u i t e p r o b a b l e , however , 

t h a t i n t h e f u t u r e t he X s e c t o r ' s p r o d u c t i v i t y w i l l r e m a i n 

p e r m a n e n t l y h i g h e r t h a n the LI s e c t o r ' s p r o d u c t i v i t y , A p a r t 

of t h i s t r e n d can be e x p l a i n e d by the l a r g e q u a n t i t y of 

e n t i t y f o r e i g n i n v e s t m e n t which has f lowed i n t o t he r e s o u r c e 

s e c t o r s . But t he e n t i t y i n v e s t m e n t wh ich has gone i n t o t h e 

M s e c t o r has been d i r e c t e d towards t h o s e m a n u f a c t u r i n g i n d u s ­

t r i e s which show t h e f a s t e s t r a t e s of g r o w t h ; i n d e e d t h e y a r e 

p a r t l y a c a u s e of t h e s e r e l a t i v e l y r a p i d r a t e s of d e v e l o p ­

m e n t . The model c o n s i d e r e d shows on ly two s e c t o r s and, i n 

p a r t i c u l a r , d i s g u i s e s t h e non-homogene i ty of the M s e c t o r . 

Another key f a c t o r i n t h e two s e c t o r a n a l y s i s i s 

t h e g e n e r a l l y h i g h e r c a p i t a l o u t p u t r a t i o s I n t h e M s e c t o r 

combined, however , w i t h a n a r r o w i n g d i f f e r e n c e be tween the 

s e c t o r s . The main r e a s o n f o r t h i s d i f f e r e n c e i s t h e heavy 

s o c i a l c a p i t a l o u t l a y s which a r e i n c l u d e d i n t h e M s e c t o r . 

I f the p u b l i c u t i l i t y and t r a n s p o r t and communica t ion s e c t o r s 

were c o n s i d e r e d o u t s i d e the M s e c t o r , t h e n t h e c a p i t a l o u t p u t 

r a t i o i n t h e s e c t o r o r i e n t a t e d towards t h e e x p o r t m a r k e t 

would be much h i g h e r . I n c o n t r a s t t o t h e c a p i t a l o u t p u t 

r a t i o i n t h e M s e c t o r , which was t h e same i n 1955 a s i n 1926 , 

t h e r a t i o i n t he X s e c t o r has shown a r i s i n g t r e n d i n d i c a t i n g 

t h e use of more c a p i t a l e x t e n s i v e methods of p r o d u c t i o n . 
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This development has meant greater and greater reliance on 

foreign direct investment. 

The mounting total indebtedness, the increased value 

of the interest and dividend remittances and the rising 

foreign control over the domestic industry have meant an 

increasingly vulnerable balance of payments position for 

Canada. With a relatively inflexible burden of interest 

commitments on invisible account and lesser control "over 

capital inflows, Canada is vulnerable to changes in policies 

and attitudes of foreign controlled industries and foreign 

investors. Balance of payments difficulties reflect on 

internal growth rates. Domestic industry continues to rely 

heavily on obtaining adequate imports of machinery and equip­

ment. The maintenance of consumption levels demands rising 

imports of consumer durables and foodstuffs. 

Factor price differentials have, at times, exercised 

a decisive influence on the rate and direction of capital 

flows, but the key problem facing Canada has not been the 

size of such price differentials, but the scarcity of one 

particular factor, entrepreneurship, defined in its broadest 

sense to include all the elements of competitive advantage 

associated with the 'entity' capital inflows. 

The model developed tends to substantiate the view 

that foreign investment has encouraged the development of a 

'dual' economy in Canada. It has been associated with high 
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p r o d u c t i v i t y , c a p i t a l e x t e n s i v e i n d u s t r i e s . With a f i n e r 

s e c t o r s u b d i v i s i o n t h e t r e n d s would, i n a l l p r o b a b i l i t y , be 

more marked . The need t o expand e x p o r t p r o d u c t i o n r a p i d l y 

and t o i n c r e a s e p r o d u c t i v i t y l e v e l s , c o u p l e d w i t h t he i n s t i ­

t u t i o n a l r i g i d i t i e s of t h e i n t e r n a l economic s t r u c t u r e , h a s 

t e n d e d t o r e s t r i c t t h e e a r n i n g s and e f f i c i e n c y of Canad ian 

f a c t o r s of p r o d u c t i o n wh ich have t o compete w i t h f o r e i g n 

' e n t i t y ' c a p i t a l i n f l o w s . 

Many of t h e p rob lems f a c e d by Canada i n h e r p o s i t i o n 

as a w e a l t h y and i n d u s t r i a l i z e d n a t i o n v h i c h h a s a t t r a c t e d 

l a r g e f o r e i g n c a p i t a l i n f l o w s a r e u n i q u e . But many p r o b l e m s 

she s h a r e s w i t h t h e b a s i c a l l y a g r i c u l t u r a l economies of t h e 

emerging n a t i o n s of t h e w o r l d . The Canadian e x p e r i e n c e 

s u g g e s t s t h a t , over t h e l a s t c e n t u r y , t h e r e have come i n t o 

b e i n g r e l a t i o n s h i p s be tween economic g rowth and c a p i t a l 

i n f l o w s which a p p e a r t o have g e n e r a l a p p l i c a b i l i t y . The 

t a s k t o d e v e l o p a s e t of a l l embrac ing r u l e s , which p e r m i t s 

i n t e g r a t i o n i n t o a c o n s i s t e n t g e n e r a l t h e o r y , r e m a i n s a 

c h a l l e n g e f o r t h e f u t u r e . 
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Ba lance of Payments , 1921-1955 , No. 1, i n t h e S e r i e s , Cana-
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d a t e d . The main i n t e r e s t i n t h i s p i o n e e r i n g s t u d y l i e s i n 
t he d i s c u s s i o n of the mechanism of a d j u s t m e n t t o movements 
i n t h e b a l a n c e of p a y m e n t s . 

Wannaco t t , P a u l , The C a n a d i a n D o l l a r , 1 9 4 8 - 1 9 5 8 , 
No. 13 i n t he S e r i e s , Canadian S t u d i e s i n Economics , Toronto^ 
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-5545 
-5716 
-6209 

329 
19 0 

172 
- 57 

" S I S 
167 
246 
278 
325 
474 
410 

356 
377 
399 
672 

1293 
1613 
2302 
2128 

667 
287 
551 
432 
173 

3 
639 

86 
168 
-56 

-588 
-447 
- 19 
-274 

17 
335 
322 

-240 
-257 
-275 
-322 
-348 
-330 
-302 
-264 
-268 
-270 
-311 
-302 
-307 
-306 
-313 
-286 
-270 
-261 
-264 
-251 
-312 
-337 
-325 
-390 
-475 
-450 
-413 
-404 
-423 
-483 
-523 
-589 
-612 
-671 
-669 
-770 
-781 

5.3 
6.0 
5.5 
4.6 
8.3 
9.6 
8.6 
8.7 
8.7 
36.6 
1 3 . 1 
2 3 . 6 
28 .3 
32-4 
3 ° . 6 
46.8 
47.3 
39.9 
40 .5 
40 .3 
40 .2 

32 
41 

fl 
8 
37 
38 
57 
64 n\ 76 
66 
57 
52 
60 
67 
59 
71 
80 
70 
64 
70 
83 
91 

115 
145 
165 
147 
160 
142 
154 
168 
182 
178 
209 
211 

- 3 2 . e 
- 3 3 . 5 
- 3 4 . 4 
-35 .5 
- 3 8 . 5 
- 4 2 . 1 
- 4 5 . 7 
- 5 1 . 1 
- 7 1 . 3 
- 7 5 . 6 
- 8 2 . 5 
-92.9 

- 1 0 8 . 8 
- 1 2 8 . 5 
-164 .3 
- 1 6 0 . 2 
- 1 6 6 . 9 
- 1 7 5 . 8 
- 1 8 1 . 6 
- 1 7 1 . 9 
- 1 6 6 . 1 
- 1 8 7 . 0 
- 1 9 0 . 4 
- 2 1 3 . 5 
- 2 0 2 . 0 
- 2 1 0 . 5 

-208 
-216 
-229 
-261 
-289 
-282 
-265 
-226 
-211 
-206 
-236 
-228 
-241 
-249 
-263 
-226 
-203 
-202 
-193 
-171 
-21,2 
-293 
-255 
-307 
-384 

-m -268 
-239 
-276 
-323 
-381 
-435 
-444 
-489 
- 4 ? i 
-561 
-570 

- 0 . 1 
-C .4 

3 . 8 
4 . 8 

-6 .2 

- 0 . 7 
- 4 . 1 

- 1 0 . 4 
- 1 5 - ' 

- 1 1 . 2 
- 1 3 . 7 
-29.2 
- 5 1 . 0 
-62.9 
-45 -2 
- 4 9 . 2 

-131-9 
-196 .0 
-133 .2 

-84.2 
-30.7 

15.2 
57 .3 

64.5 
89.8 
95 .1 

6 
16 
25 

7 
6 

30 
2 

-22 
1 
6 
6 

-2 
-15 

-2 
11 
45 
11 

-205 
-1091 

-411 
-62 

55 
155 

52 
-123 
-185 
-207 
-290 
-324 
-319 
-397 
-573 
-668 
-746 
-7<6 
-600 

- ;2.6 
-23.9 
- 2 6 . 6 
- 6 J . 0 
- 8 9 . 6 

-{7.7 
, A - 9 

-132.7 
-112.7 
-151.5 
-839.6 
-336.8 
-124 .1 
-390.7 
-295.9 
- 26 .1 

29.7 
192.9 

- 8 7 . 8 
59.2 

-353.8 
-196 .7 

2 . 6 
- 1 7 . 7 
158 .8 
284.8 

127 
-10 
-32 

-311 
-337 
-174 
- 96 
- 2 

^68 
126 
244 
180 
100 
126 
149 
491 

1101 
1206 
1018 
1546 

V * 
49 

451 
177 

-334 
-517 

-443 
-432 
-693 

-1366 
-1455 
-1131 
-1504 
-1217 
- 9b2 
-343 

6 .4 
11.3 
1 5 . 8 
2 7 . 5 
33 .6 

. 6 9 . 5 
62 .6 
51 .7 

173 .3 
209 .0 
202.0 
255.5 
236 .1 
463.2 
298.1 
179.0 
254.2 
126.9 
-12 .8 

25 .1 
153.7 
123.6 
210.3 
109.6 
143.0 

13.0 

1 8 1 . 0 
141 .0 

7 .0 
147.0 
290.0 
- 2 . 0 
- 1.0 
- 3 2 . 0 
- 5 8 . 0 

- 1 3 9 . 0 
- 1 6 4 . 0 
. 8 0 . 0 
- 62 .0 
- 96 .0 
-191 
-229 
-351 
-176 
-108 
-120 
-S21 
-269 

36 
- 42 
- 74 

227 
227 
189 
128 

- 18 
526 
665 
519 
449 

. 94 
236 
413 

-
-
-
-
,. 
_ 
.. 
_ 
_ 
_ 
_ 

- 3 . 0 
- 5 .0 
- 8 .0 
- 1 0 . 0 
- 1 0 . 0 
- 4 0 . 0 
- 5 5 . 0 
- 4 0 . 0 
- 2 0 . 0 
- 4 0 . 0 
- 5 0 . 0 
- 8 0 . 0 

-135.0 
-171 .0 
-126 .0 
- 2 . 0 

5 6 . 0 
45 .0 
8S .0 
5 1 . 0 

9 .0 
51 .0 

8 .0 
- 5 . 0 

2 9 . 0 
82 .0 

5 
38 

148 
2 7 2 
1 9 8 
351 
219 

- 12 
- 4 

30 
399 

53 
- 82 
_ 9 

70 
2 

2 1 9 
116 
101 
1 6 9 

3 2 
9 8 

-135 

23.4 
23 .8 
24 .5 
24.2 
25.3 
40.0 
39.7 
39 .4 
44 .8 
40 .4 

106.2 
87.9 
80 .0 
78.5 

1 . 2 
0 . 4 
8 . 2 

12.4 
6 . 3 

30 .9 
1 3 . 5 
2 6 . 1 

- 0 . 0 1 . 0 
9 .0 

- 0.4 
14.6 

2 6 . 3 
35 
21 
18 
37 
10 

-28 
-59 
-45 
- 4 4 
-62 
-64 
-33 
- 5 3 

-
-

36 
67 
86 

107 
258 
289 
269 
383 
3 1 1 
3 4 3 
4 7 9 
446 
362 
4 7 0 
5 6 0 
4 3 5 
4 2 5 

_ 
. 
-
-
. 
-
-
-
-24 .3 

60 .4 
- 5 2 . 6 

- 1 1 3 . 1 
-119 .3 

-25 .6 
31 .0 
27 .9 
4 6 . 8 
63 .8 
20 .7 

1.9 

2 . 3 
-4 
-6 
23 

- 1 0 
60 

- 1 
- 1 

3 
- 18 
-26 
-10 
-33 
-69 

-a 
-466 
-761 -927 
-820 
1115 
-664 
-528 
- 62 
-102 

24 
68 
56 
87 
72 
6 9 
6 5 
15 
30 

- 26 
2 9 
3 7 

1 2 2 

- 4.0 
0 . 9 

- 5 .4 
- 1 1 . 1 
- 7.9 

0 . 4 
- 5 . 1 
- 4 . 8 

- 2 1 . 7 
- 6 .8 
-11 .7 
- 2 6 . 9 

2 . 8 
-17 .5 

7 . 7 
-31 .2 
- 6 .8 
- 1 6 . 9 

6 . 0 
8 . 9 

30 .4 
39 .5 

- 5 0 . 0 
67 .8 

- 2 1 . 3 
- 1 1 . 6 

1 
- 7 
49 
37 

-36 
33 

3 
6 

-4 
- 2 

-

j 

115 
- 4 1 
-13 
-58 
456 
-50 

-429 
-166 

5 0 
1 7 1 
3 2 5 
382 
286 
4 9 2 
4 2 4 
3 5 3 
4 8 2 

12.1 
-24.6 
- 2.0 
20.4 

-23 .4 
-10.4 
13.3 
8 9 . 9 ' — 

- 9 9 . 0 
- 3 1 . 8 

3 3 . 5 
8 . 7 
8 . 4 

- 1 5 . 9 
21 .2 

- 1 1 3 . 4 
- 1 2 9 . 4 

1 0 . 8 
-2B.5 
-21 .7 

42 .4 
144.4 

27 .0 
-12.7 
-15.7 
-92 .8 

-51 .8 
16 .0 
87 .0 
88.0 

28 .0 
38 .0 
24.0 

-19 .0 

3 .0 
- 1 3 . 0 
- 7 .0 

. 

-15 
- 8 
- 2 

16 
- 7 
-14 

-168 
- 79 

- 7 5 
91 

-218 
-274 

-58 
-120 
- 61 

5 2 
7 8 

-
-~ 

" 
' 
-
-
-
" 
" 

-

: 

" 

_ 
-

79 
160 

-144 
-364 
-278 
-667 

267 
743 

-492 
-128 
-722 
- 56 
- 37 

38 
-124 

4 4 
- 33 

105 
-109 

7 0 
3 9 

-229 
-537 

- 5.3 
12.5 

- 6.3 
2.0 

62.0 
-11.8 
-13.6 

J O Q 
15 .1 

-59.3 
-90.4 

11.6 
96.8 

-117.6 
-53.6 
-64.1 
-95.3 

-203.0 
246.1 

- 19.0 
137.8 

-124.8 

-179.6 
-235.1 
-129.9 

-130.8 

13 
46 
27 
-3 
-8 

6 
10 
39 

6 
7 

-11 
-10 

The f i u r e t 1̂  b r a c k e d rep^ecSM+ Tion ^ o n e ^ r 
n i e r » a t t e r l o,o ld p r o c ^ c ^ o - v o^silsble fo r e»p<; 

jold cM I 
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PRODUCTIVITY MEASUREMENTS WITHIN THE NATIONAL ACCOUNTS' FRAMEWORK 

CANADA, 1870-1961 
TABLE_XXXVI 

CONTRIBUTION OF CAPITAL IMPORTS TO CANADA'S GROWTH 

(Base Year 1935-1939 Average) 
($ M i l l i o n ) 

METHOD I 

1870 1890 1910 

Gross Domes t ic E x p e n d i t u r e (Cur ren t |>) 
E x p o r t R e c e i p t s " " 
Impor t Payments " " 

I n d e x of G.D.E. ) 
" " E x p o r t s ) 
11 " Imports ) 

1935-39 = 100 

Def la ted G.D.E. 
" Export Rece ip ts 
" Import Payments 

(Constant 1935-39 
II 
II 

ii 
tt 

Real Product 
Net Foreign Balance 

(Real Product - Real G.D.E.) 

Index of Real Product 
Index of Net Fore ign Balance (N.F.B.) 

Index of Total Popula t ion 
Index of Working Labour Force 

Index of Product per Head of Total 
Popu la t ion 

Index of Product per Person Working 

Index of N.F.B. per Head of Total 
Popu la t i on 

Index of N.F.B. per Person Working 

5-39 |) 

tt It 

II tt 

II It 

4^4 
79 

114 

61 
81 

132 

830 
97 
86 

841 
11 

17 
7 

33 
28 

50 
58 

22 
26 

865 
110 
166 

58 
90 

100 

1,489 
122 
166 

1,445 
44 

28 
30 

43 
40 

66 
71 

68 
73 

2, 

3 

3; 

,463 
349 
626 

68 
107 
106 

,601 
325 
589 

,337 
264 

66 
177 

64 
69 

103 
95 

276 
2"58" 

- Defici t 
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TABLE XXXVI (Con t inued) 

1920 1929 1939 1945 1957 1961 

5 ,806 
1 ,619 
1 ,889 

143 
233 
240 

4 , 0 5 7 
695 
788 

3 , 9 6 4 
93 

78 
63 

78 
80 

100 
97 

81 
77 

6. 
1, 
1, 

5, 
1, 
1, 

5 

,447 
,632 
,945 

115 
124 
123 

,623 
,314 
,578 

,359 
264 

105 
177 

91 
97 

116 
109 

194 

5, 
1, 
1. 

5, 
l i 
1, 

5 ; 

,513 
,451 
,328 

101 
97 

100 

,448 
,494 
,330 

,612 
164 

110 
110 

102 
103 

109 
107 

107 
106 

11 
3 
2, 

8, J 
2 
2, 

9, 

, 480 
,597 
, 9 1 0 

139 
141 
145 

526 
,548 
, 004 

, 070 
544 

178 
369 

109 
112 

165 
160 

336 
326 

33 
6 
7. 

14, 
2, 
3. 

14: 

,331 
,391 
,813 

224 
232 
231 

,898 
,758 
,377 

,279 
619 

281 
415 

149 
145 

188 
194 

278 
288 

37 
7 
8 

15; 
3, 
3, 

15. 

, 793 
,578 
,487 

238 
239 
244 

,894 
,168 
,486 

,576 
318 

306 
213 

164 
152 

187 
200 

130 
140 
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CONTRIBUTION OF CAPITAL IMPORTf TO CANADA'S GROI.T̂  

(1935-1939 Base) 
($ Millions) 

METHOD 2 

1870 1890 1910 

G.N.P, (Current $) 
Implicit G.N.E. Index (1935-39 « 100) 
Real Income $ (1935-39) 

Volume of Exports (from Table 1) (E) 

Index of Terms of Trade (t) 
Correction Factor 1/ 

Real Product $ (1935-39 Constant ft) 
Real Net Foreign Balance 2/ 

Index of Product per Head of Population 
Index of Product per Person Working 

Index of N.FoB. per Head of Total 
Population 

Index of N.F.B. per Person Working 

Index of Real Product 
Index of N.F.B. 

1/ (t - 1)E if t>l 

(i - 1)E if t<l 

459 
60 
764 
97 

V 0 '- ' ~ 

61 

825 
1 
49 
57 

9 
11 

17 
3 

809 
59 

1,376 

122 

0,90 
13 

1,389 
100 

63 
68 

133 
140 

27 
56 

2.186 
69 

3 jl54 

325 

1.01 
3 

3,151 
450 

97 
90 

394 
367 
62 
254 

2/ Real Product - Resl G.D.Eo (from Table 1 } 
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1920 1929 1939 1945 1957 1961 

5,536 
144 

3,839 

695 

0,97 
21 

3,860 
121 
97 
95 

144 
138 

75 
112 

6,134 
115 

5,320 

1,314 

1.05 
70 

5,250 

221 
113 
106 

231 
218 

103 
211 

5,636 
100 

5,636 

1,494 

0.98 
45 

5,681 
233 

111 
108 

129 
127 

112 
132 

11,835 
127 

9,319 

2,548 

1.08 
191 

9,128 
602 

165 
160 

308 
304 

179 
339 

31,909 
224 

14,236 

2,75^ 

I.04 
110 

14,126 
772 

186 
191 

288 
283 

277 
435 

36,884 
239 

15,401; 

3,168 

1.05 
158 

15,246 
648 

183 
193 

223 
221 

299 
366 



TABLE XXXVIII 

CONTRIBUTION OF CAPITAL IMPORTS TO CANADA»S GROWTH 

(1935-39 Base) 

($ Millions) 

223 

METHOD 3 

1870 1890 1910 

Home consumed G.N.P. (current $) 

Index of wholesale prices (1935-39 » 100) 

Deflated home consumed G.N.P. (constant 
1935-39 $) 

Volume of exports 

Real product 

Real foreign balance, i.e. real 
product - real G.D.E. 

Index of real product 

Index of foreign balance 

Index of real product per head of 
total population 

Index of real product per person working 

Index of N.F.B. per head of total 
population 

Index of N.F.B. per person working 

380 

80 

475 

97 

572 

258 

11 

263 

34 

40 

702 

826 

699 

67 

1,043 

122 

1,165 

32^ 

23 

299 

54 

57 

582 

732 

1,837 

79 

2,325 

325 

2,650 

951 

53 

972 

82 

77 

1,36? 

1,264 



TABLE XXXVIII (Continued) 224 

1920 1929 1939 1945 1957 1961 

3,917 

203 

1,929 

695 

2,624 

1,434 

53 

1,316 

66 

65 

1,694 

1,622 

4,502 

125 

3,602 

1,314 

4,916 

707 

98 

649 

107 

102 

704 

665 

4,185 

99 

4,227 

1,494 

5,721 

273 

114 

250 

112 

110 

244 

239 

8,238 

133 

6,240 

£., 54" 

8,788 

262 

175 

246 

161 

157 

222 

211 

25 

11 

2 

13 

,518 

227 

, £. *-$> JL 

,758 

,999 

899 

278 

824 

186 

192 

551 

572 

29,306 

23 5 

12,470 

3,168 

15,638 

256 

311 

235 

188 

196 

143 

151 
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SECTOR BREAKDOWN OF NATIONAL INCOME AGGREGATES 
AND EMPLOYMENT STATISTICS 

CANADA, 1926-1962 

GENERAL NOTE: Throughout t h i s Appendix t h e s u b s c r i p t ' x ' r e f e r s t o 
t h e ' e x p o r t o r i e n t a t e d ' s e c t o r , t h e s u b s c r i p t 'm' t o 
t h e ' i m p o r t c o m p e t i n g ' s e c t o r and ' t ' t o t h e t o t a l 
economy. The N a t i o n a l Income components a r e e x p r e s s e d 
i n 1949 c o n s t a n t &. 

TABLE XXXIX 

Gross N a t i o n a l P r o d u c t 
1926-1962 

($ M i l l i o n ) 

(Y) 

Year Yx Ym Yt 

1926 
1927 
1928 
1929 
1930 
1931 
1932 
1933 
1934 
1935 
1936 
1937 
1938 
1939 
1940 
1941 
1942 
1943 
1944 
1945 
1946 
1947 
1948 
1949 
1950 
1951 
1952 
1953 
1954 
1955 
1956 
1957 
1958 
1959 
1960 
1961 
1962 

1 ,273 
1,348 
1,545 
1,404 
1 ,267 

953 
8 7 0 
897 

1,162 
1,298 
1 ,412 
1,649 
1,561 
1,745 
1,985 
2 ,097 
2 ,341 
2 , 2 0 8 
2 , 2 2 9 
2 , 2 3 9 
2 , 4 8 6 
2 , 5 7 9 
2 , 6 6 0 
2 ,582 
2 ,883 
3 ,227 
3 ,164 
3 ,057 
2, 987 
3 ,272 
3 , 3 8 8 
3 , 2 7 4 
3 , 3 8 6 
3 ,451 
3 ,586 
3 ,512 
3 , 6 1 7 

6, 
6, 
7 
7 , 
7 
6, 
5 
5 , 
5 
6 
6 
7, 
7 
7 
8 

1 0 , 
12 
1 3 , 
1 3 
1 3 , 
1 2 , 
1 2 , 
1 3 , 
1 3 , 
1 4 
1 5 , 
1 6 , 
1 7 , 
1 7 , 
1 8 , 
2 0 , 
2 0 , 
2 1 , 
2 1 , 
2 2 , 
2 2 , 
2 4 , 

3 0 3 
922 

,492 
6 5 7 
412 
6 1 4 
928 
6 4 2 

,965 
3 8 0 
610 
171 
3 1 0 
7 9 1 
926 
3 8 9 
4 7 5 
1 2 9 
698 
3 1 3 
765 
8 6 7 
075 
7 6 1 
588 
3 2 0 
8 6 3 
737 
199 
689 
154 
8 4 3 
O i l 
791 
2 1 9 
956 
494 

7 
8 
9 
9 
8, 
7 
6 
6 
7 
7 
8 
8 
8 , 
9 

1 0 , 
1 2 , 
1 4 
1 5 , 
1 5 , 
15 
1 5 , 
15 
1 5 , 
1 6 , 
1 7 , 
1 8 , 
2 0 , 
2 0 , 
2 0 , 
2 1 , 
2 3 , 
2 4 , 
2 4 , 
2 5 , 
25 
26 
2 8 

576 
2 7 0 

,037 
061 
679 
567 
7 9 8 
359 
1 2 7 
678 
022 

,820 
8 7 1 

,536 
9 1 1 
486 
816 
357 
927 
552 
2 5 1 
446 
7 3 5 
343 
471 
547 
027 
794 
186 
961 
542 
117 
3 97 
242 
8 0 5 
468 
11] 
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B u s i n e s s G r o s s F i x e d C a p i t a l F o r m a t i o n ( I ) 

1 9 2 6 - 1 9 6 2 * 
(# M i l l i o n ) 

Y e a r I x Im I t 

1926 
1 9 2 7 
1 9 2 8 
1 9 2 9 
1 9 3 0 
1 9 3 1 
1 9 3 2 
1 9 3 3 
1 9 3 4 
1 9 3 5 
1 9 3 6 
1937 
1 9 3 8 
1 9 3 9 
1 9 4 0 
1 9 4 1 
1 9 4 2 
1 9 4 3 
1 9 4 4 
1 9 4 5 
1 9 4 6 
1 9 4 7 
1 9 4 8 
1 9 4 9 
1950 
1951 
1 9 5 2 
1 9 5 3 
1 9 5 4 
1 9 5 5 
1 9 5 6 
1 9 5 7 
1958 
1 9 5 9 
1 9 6 0 
1 9 6 1 
1 9 6 2 

1 7 4 
216 
2 3 6 
286 
2 3 9 
1 3 2 

59 
67 
8 8 

1 4 3 
1 6 5 
1 9 7 
1 8 8 
1 6 9 
2 1 4 
3 2 7 
272 
161 
1 6 1 
2 0 3 
276 
4 0 3 
417 
480 
432 
5 3 8 
5 9 2 
5 9 9 
569 
653 

1 , 0 3 4 
1 , 2 3 3 
1 , 5 0 0 
1 , 6 6 2 
1 , 3 6 9 
1 , 0 1 1 

5 5 0 
3 9 5 
4 9 2 
5 6 5 
7 0 1 
915 
8 6 2 
8 8 4 

1 , 1 2 9 
1 , 1 5 5 
1 , 2 9 5 
1 , 0 7 3 
1 , 0 7 4 
1 , 2 1 7 
1 , 5 7 0 
2 , 0 9 3 
2 , 3 4 1 
2 , 5 5 2 
2 , 7 3 5 
2 , 7 6 3 
2 , 9 9 6 
3 , 3 2 7 
3 , 1 5 4 
3 , 3 2 0 

1 , 2 0 8 
1 , 4 4 9 
1 , 7 3 6 
1 , 9 4 8 
1 , 6 0 8 
1 , 1 4 3 

609 
462 
5 8 0 
7 0 8 
8 6 6 

1 , 1 1 2 
1 , 0 5 0 
1 , 0 5 3 
1 , 3 4 3 
1 , 6 8 2 
1 , 5 6 7 
1 , 2 3 4 
1 , 2 3 5 
1 , 4 2 0 
1 , 8 4 6 
2 , 4 9 6 
2 , 7 5 8 
3 , 0 3 2 
3 , 1 6 7 
3 , 3 0 1 
3 , 5 8 8 
3 , 9 2 6 
3 , 7 2 3 
3 , 9 7 3 
4 , 7 8 7 
5 , 1 1 5 
4 , 7 6 1 
4 , 5 7 5 
4 , 3 4 5 
4 , 2 7 0 
4 , 3 6 5 

* Some of t h e s e r i e s i n A p p e n d i x 3 do n o t c a r r y t h e 
s e c t o r b r e a k d o w n of N a t i o n a l Income a e p - r e a - a t e s bevondl 1 9 5 5 
The b r e a k d o w n of s e c o n d a r y m f l n n f a ^ , ^ - T o e y o n a ± y o o . 
4 .„4 .^J , „ „ J , . scbux jua ry m a n u i a c t u r i n g i n t o a n ' e x p o r t o r i e n -

S J h ^ J 1 ? ? c o m p e t i n g - s e c t o r was b a s e d l a r g e l y on t h e 
n t t l f l ^ ; S a n d A n t h o ny Scott, Output, Labour and Capital 

tnis st£d> extPn^°nr?? 2 t t a w a ' Queen's'1 Printer, 1957, and P 

tnis study extends statistics only up to 1955. (See Appendix 4). 
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Vifages, S a l a r i e s , Supp lemen ta ry Labour Income 
and M i l i t a r y Pay and Al lowances (Wl) 

1926-1955 
($ M i l l i o n ) 

Year Xlx Wlm Wit 

1926 
1927 
1928 
1929 
1930 
1931 
1932 
1933 
1934 
1935 
1936 
1937 
1938 
1939 
1940 
1941 
1942 
1943 
1944 
1945 
1946 
1947 
1948 
1949 
1950 
1951 
1952 
1953 
1954 
1955 

1, 
1, 
1, 
1, 
1, 
1 . 
1, 
1, 
1 . 
1, 
1, 
1 , 
1 , 

529 
5 4 9 
603 
632 
580 
4 7 3 
424 
433 
512 
560 
612 
747 
698 
764 
830 
922 
992 

,039 
,034 
,053 
,226 
,267 
,272 
,222 
,326 
,502 
,483 
,488 
,542 
,642 

2 , 9 6 0 
3 ,196 
3 ,466 
3 ,723 
3 ,654 
3 ,478 
3 ,098 
2 , 8 2 1 
2 , 9 7 1 
3 ,155 
3 ,267 
3 ,526 
3 ,544 
3 , 6 9 1 
4 , 2 7 0 
5 ,066 
6 ,071 
6 ,866 
7 ,119 
7 , 0 3 4 
6 ,273 
6 ,338 
6 ,529 
6 ,893 
7 ,180 
7 ,525 
8 ,097 
8 ,833 
8 ,846 
9 ,399 

3 ,489 
3 , 7 4 5 
4 , 0 6 9 
4 , 3 5 5 
4 , 2 3 4 
3 , 8 9 1 
3 , 5 2 2 
3 , 2 5 4 
3 , 4 8 3 
3 , 7 1 5 
3 ,879 
4 , 2 7 3 
4 , 2 4 2 
4 , 4 5 5 
5 , 1 0 0 
5 , 9 8 8 
7 , 0 6 3 
7 , 9 2 5 
8 ,153 
8 ,087 
7 , 4 9 9 
7 , 6 0 5 
7 , 8 0 1 
7 , 1 1 5 
8 ,506 
9 ,027 
9 ,580 

1 0 , 3 2 1 
1 0 , 3 8 8 
1 1 , 0 4 1 
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Corporation Profits Before Taxes, Rent Interest and 
Miscellaneous Investment Income, Net Income of 

Farm Operators From Farm Production (P) 

1926-1955 
(<# Million) 

Year Px Pm Pt 

1926 
1927 
1928 
1929 
1930 
1931 
1932 
1933 
1934 
1935 
1936 
1937 
1938 
1939 
1940 
1941 
1942 
1943 
1944 
1945 
1946 
1947 
1948 
1949 
1950 
1951 
1952 
1953 
1954 
1955 

5 1 9 
614 
713 
5 0 5 
371 
2 0 0 
1 4 8 
221 
3 7 9 
444 
5 1 9 
659 
618 
7 2 3 
824 
831 
974 
896 
858 
902 
935 
893 

1,145 
985 

1,174 
1 ,303 
1,106 

954 
879 

1,111 

1,989 
2 ,082 
2 ,296 
2 , 1 1 3 
1,695 
1,071 

8 2 3 
8 5 3 

1,181 
1 ,383 
1,462 
1,731 
1 ,750 
2 ,080 
2 , 4 6 0 
2 , 8 6 5 
3 ,752 
3 , 4 8 1 
3 ,936 
3 , 7 4 8 
4 , 1 7 4 
4 , 3 2 7 
4 , 0 6 3 
3 ,917 
4 , 4 1 7 
4 , 7 6 2 
4 , 7 8 2 
4 , 7 6 4 
4 , 1 0 6 
4 , 7 9 7 

2 , 5 0 8 
2 ,696 
3 , 0 0 9 
2 , 6 1 8 
2 , 0 6 6 
1,271 

971 
1,074 
1 ,560 
1,827 
1 ,981 
2 , 3 9 0 
2 , 3 6 8 
2 , 8 0 3 
3 , 2 8 3 
3 , 6 9 6 
4 , 7 2 6 
4 , 3 7 7 
4 , 7 9 4 
4 , 6 5 0 
5 , 1 0 9 
5 ,220 
5 , 2 0 8 
4 , 9 0 2 
5 , 5 9 1 
6 , 0 6 5 
5 , 8 8 8 
5 , 7 1 8 
4, 985 
5 , 9 0 8 
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Gross Capital Stock (K) 

1926-1962 
(f Million) 

Year Kx Km 

1926 
1927 
1928 
1929 
1930 
1931 
1932 
1933 
1934 
1935 
1936 
1937 
1938 
1939 
1940 
1941 
1942 
1943 
1944 
1945 
1946 
1947 
1948 
1949 
1950 
1951 
1952 
1953 
1954 
1955 
1956 
1957 
1958 
1959 
1960 
1961 
1962 

3 ,194 
3 , 4 1 0 
3 ,649 
3 ,935 
4 , 1 7 4 
4 , 3 0 6 
4 , 3 6 5 
4 ,432 
4 , 5 2 0 
4 , 6 6 3 
4 ,828 
5 ,025 
5 ,213 
5 ,382 
5 ,596 
5 ,923 
6 ,195 
6, 356 
6 ,517 
6,720 
6 ,996 
7 ,399 
7 ,816 
8 ,296 
8 ,728 
9 ,266 
9,858 

10 ,457 
11 ,026 
11 ,679 

2 3 , 4 3 2 
24 ,665 
2 6 , 1 6 5 
2 7 , 8 2 7 
2 9 , 1 9 6 
30 ,207 
30 ,757 
3 1 , 1 5 2 
3 1 , 6 4 4 
3 2 , 2 0 9 
3 2 , 9 1 0 
33 ,825 
34 ,687 
3 5 , 5 7 1 
3 6 , 7 0 0 
3 8 , 0 5 5 
3 9 , 3 5 0 
4 0 , 4 2 3 
4 1 , 4 9 7 
4 2 , 7 1 4 
44 ,284 
4 6 , 3 7 7 
4 8 , 7 1 8 
51 ,227 
5 3 , 9 6 2 
5 6 , 7 2 5 
5 9 , 7 2 1 
6 3 , 0 4 8 
66 ,202 
6 9 , 5 2 2 

2 6 , 6 2 6 
2 8 , 0 7 5 
2 9 , 8 1 4 
3 1 , 7 6 2 
33 ,370 
3 4 , 5 1 3 
3 5 , 1 2 2 
3 5 , 5 8 4 
3 6 , 1 6 4 
3 6 , 8 7 2 
3 7 , 7 3 8 
3 8 , 8 5 0 
3 9 , 9 0 0 
40, 953 
4 2 , 2 9 6 
4 3 , 9 7 8 
4 5 , 5 4 5 
4 6 , 7 7 9 
4 7 , 9 1 4 
4 9 , 4 3 4 
5 1 , 2 8 0 
5 3 , 7 7 6 
5 6 , 5 3 4 
5 9 , 5 2 3 
6 2 , 6 9 0 
6 5 , 991 
6 9 , 5 7 9 
7 3 , 5 0 5 
7 7 , 2 2 8 
8 1 , 2 0 1 
8 5 , 9 8 8 
9 1 , 1 0 3 
9 5 , 8 6 4 

1 0 0 , 4 3 9 
1 0 4 , 7 8 4 
1 0 9 , 0 5 4 
1 1 3 , 4 1 9 

229 

Kt 
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P e r s o n a l E x p e n d i t u r e on Consumer Goods and S e r v i c e s (C) 
and Impor t s of Goods and S e r v i c e s (IM) 

1926-1962 
($ M i l l i o n ) 

Year Ct IMt 

1926 
1927 
1928 
1929 
1930 
1931 
1932 
1933 
1934 
1935 
1936 
1937 
1938 
1939 
1940 
1941 
1942 
1943 
1944 
1945 
1946 
1947 
1948 
1949 
1950 
1951 
1952 
1953 
1954 
1955 
1956 
1957 
1958 
1959 
1960 
1961 
1962 

5 ,010 
5 ,577 
6 ,128 
6 ,490 
6 ,203 
5 ,877 
5 ,414 
5 ,272 
5 ,534 
5 ,775 
6 ,036 
6,420 
6,337 
6 ,510 
7 ,034 
7 ,471 
7 ,692 
7 ,902 
8 ,444 
9,267 

1 0 , 3 2 3 
10 ,657 
10 ,451 
1 0 , 9 2 3 
11 ,642 
11 ,817 
1 2 , 6 3 3 
13 ,338 
13 ,650 
1 4 , 7 3 8 
15 ,516 
16 , 083 
1 6 , 5 8 5 
17 ,392 
1 7 , 9 0 8 
1 8 , 4 8 0 
1 9 , 1 5 7 

2 , 2 9 6 
2 , 5 3 0 
2 , 8 3 8 
3 , 0 9 2 
2 , 8 1 1 
2 , 2 4 8 
1 ,925 
1 ,824 
1 ,943 
2 , 0 7 6 
2 , 3 5 2 
2 , 6 0 0 
2 , 4 3 6 
2 , 5 9 9 
2 , 8 8 8 
3 , 3 1 0 
3 , 5 4 9 
4 , 2 4 6 
5 , 0 2 0 
3 , 9 8 6 
3 ,717 

7 

4 , 1 7 6 
3 , 7 4 9 
3 , 8 5 3 
4 , 2 0 6 
4, 685 
4 , 8 8 2 
5 ,269 
5 , 0 1 3 
5 , 6 7 2 
6 ,567 
6, 571 
6 , 1 5 0 
6 ,776 
6, 743 
6 , 8 2 3 
6 , 9 1 1 
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The Labour F o r c e , Employment (N), and Unemployment 

1 
1926-1962 

; M i l l i o n ) 
3. 4 S 

"Ves7 ,3 ^' ' j \ / t ttr^c-. ;'i<vaef N x MM •£ 
» v < 3 

1926 3 .662 3 .3£5 .277 .869 2 ,516 
T n S 3 ' 7 6 1 3 > 5 2 9 » 2 3 2 °897 2 .632 
1928 3 .856 3 .683 .182 .935 2 . 7 4 8 
1929 3 .968 30827 .141 .931 2 . 8 9 6 
1930 4 . 0 6 4 3 .723 .332 .896 2 . 8 2 7 
! ? S P J ' i ? ! 3 * 5 6 ° ' 5 9 6 - 8 0 1 2 ° 5 7 9 14.3 
, o S H i S 5 ° 3 5 3 «8 6 3 -761 2.592 20.4 

7 , 5 
6 . 1 
4 . 7 
3 . 5 
8 . 1 

i"SS ! °? 8 ? 3 o 3 9 ° ° 8 9 0 - 7 7 7 2*613 20.7 
1934 4 . 3 4 5 3 .587 .756 .838 2 . 7 4 9 1 7 , 4 

1936 MS? H ? ° ' 6 8 7 -8 4 5 2 ° 8 7 3 155 
1Q3? f'JZo ° - ^ ° * 6 3 9 - 8 7 1 2°962 14.2 
19o7 4 .432 4 .009 .423 .923 3 .086 
1 9 3 8 4 S £ 3 ^ 2 8 .667 *913 3 0 1 5 i j ' f 
1 9 3 9 4 . 6 5 8 3 .989 ^ !928 S . C ^ 

1 .41 1:762 4 . : i 8 :3°44 .* 68 ^ O 

° ° ^ 8 5 5 .125 „158 941 A i RA o A 
1 9 4 4 ^ '^o% c ooo ^ ~ * x 4.104 2.9 . 5 * 3 2 3 5 .222 .101 944 A one, , \X 
1945 5 .255 5 .118 137 ot i ?*?Z2 l o 8 

1946 5 .042 4 900 14? ' o S ! * 1 8 7 2 ° 6 
1 9 4 7 4 ' 9 7 8 4!880 \\f 'l]\ J ' 9 8 4 2 ' 8 

1948 5.025 4 921 in? olt ° 6 l o 9 

1949 5 125 4 0 ^ ? ? *fZf 4 .049 2.0 
1950 5.-209 5:043 °if6 if2

 4 ^ 2 7 2°6 

1951 5.285 5.179 tofi °«S? 4 * 1 8 1 3 o i 

1952 5.401 5 268 'i ?? *o7? 4 ' 3 0 4 2 ° ° 
1 9 3 3 5.487 5:550 ; ^ ? - g 3 4 ' 4 2 3 2*4 
1954 5.559 5.307 95? ' S ? H ^ 2.4 
1955 5.681 5.446 '235 * ^ 4 4 ' 4 5 3 4 .1 
1956 5.897 5.700 ' . _? ^ 7 J 4 ' 5 7 5 4 .1 
1957 6.121 5.843 g ^ *rtS I * 8 3 8 3 ' 4 

1958 6.247 5.815 J62 '11% 4 ° 9 8 9 4 0 6 
1959 6 ,348 5 .975 373 '*** 4 « 9 5 2 6 .9 
1960 6 .522 6.074 ' 448 ° « S 5 * 1 3 4 5 ' 8 

1^1 6.639 6.170 [HI H\ 5.253 6 .9 
1962 6.728 6 .337 391 ° ™ 3 * 3 4 7 7 > 1 

•o yJ- .837 5 . 9 9 0 5 o 8 
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SOURCES, METHODS AND LIMITATIONS OF DATA 

( i ) Appendix 1 

The s o u r c e s were 

(a) 1851-1860; 0 . J . F i r e s t o n e , Canada's Changing 

Economy in the Second Half of the 19th Century, 

Ottawa, September 1957, Chapter 5 . 

(b) 1868-1899; Penelope Har t land, The Canadian Balsnce 

of Payments s ince 1868, in S tud ies i n Income and 

Wealth, v o l . 24, P r ince ton , P r ince ton U n i v e r s i t y 

P r e s s , 1961. 

(c) 1900-1926; F . A. Knox, Dominion Monetary P o l i c y , 

1929-1954, a study prepared for tne Royal Commis­

s ion on Dominion P r o v i n c i a l R e l a t i o n s , Ottawa, 

King ' s P r i n t e r , 1939, p . 89-94. These s t a t i s t i c s 

have been supplemented from F. A. Knox's 'Excursus ' 

appear ing i n H. Marshall e t a l , Canadian American 

I n d u s t r y ; A Study i n I n t e r n a t i o n a l Investment , New 

Haven, Yale Un ive r s i t y P ress , 1936. 

(d) 1926-1945; D.B.S. The Canadian Balance of I n t e r -

n a t i o n a l Payments, 1926-1948, Ottawa, K i n g ' s 

P r i n t e r , 1949. 

(e) 1946-1962; D.B.S. The Canadian Balance of I n t e r ­

n a t i o n a l Payments and I n t e r n a t i o n a l Investment 
__ 

Position. 1960 and 1962 Issues. ' 
UNIVERSITY OF OTTAWA SCHOOL OF GRADUATE STUDIES 
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( i i ) Appendix 2 

Gross Domestic Expendi ture i s defined as Gross Nat ional 

Expendi ture p lu s expor ts minus Impor t s . The c u r r e n t ^ G.N.E. 

f i g u r e s for the years 1870, 1890, 1910 and 1920 are from O.J. 

F i r e s t o n e , Canada's Economic Development, 1867-1953, London, 

Bowes and Bowes, 1958, p . 65, and are ad jus ted to tne National. 

Accounts concept as developed l a t e r by tne D.B.S. The same 

source was used to o b t a i n a) c u r r e n t d o l l a r e s t i m a t e s of 3) 

expor ts and imports , p . 65, b) an index of G.N.E. (1935-39 _ 

100) , p . 66, c) i n d i c e s of commodity expor t s and imports 

(1935-39 _ 100) which were used to d e f l a t e import and export 

f i g u r e s , p . 178, and d) a terms of t r ade index (1935-39 =10o|), 

p . 152; a l l for the years 1870, 1890, 1910 and 1920. 

0 . J . F i r e s t o n e , op. c i t . , was a l so the source for 

a) f i g u r e s on t o t a l popu la t ion and employed labour f o r c e s , 

p . 57-58, and b) for the wholesale p r i c e index, p . 178, for 

tne yea r s cons idered , up to and inc lud ing 1920. 

Current d o l l a r e s t ima tes of G.N.E. and the import 

and expor t components for tiie years considered between 1926-1$61 

are from o f f i c i a l Nat ional Income S t a t i s t i c s . For the yea r s 

1926-1950, cons tant l9o5-39 d o l l a r f i g u r e s a re given for thes< 

aggrega tes i n the p u b l i c a t i o n , Na t iona l Accounts Income and 

Expend i tu res , 1926-1950, Ottawa, Queen's P r i n t e r , 1951 . For 

l a t e r yea r s , 1949 constant :jp f i g u r e s were conver ted to a 

1955-39 b a s e . In a l l cases 1870-1S61, the G.D.iL. index was 

UNIVERSITY OF OTTAWA SCHOOL OF GRADUATE STUDIES 
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c o n s t r u c t e d by d i v i d i n g c u r r e n t by c o n s t a n t d o l l a r f i g u r e s 

and t h u s o b t a i n i n g an i m p l i c i t i n d e x . 

The s o u r c e f o r t h e i n d e x of w h o l e s a l e p r i c e s 1 9 2 6 -

1945 was t h e D . B . S . p u b l i c a t i o n P r i c e s and F r i c e I n d e x e s , 

1 9 4 9 - 5 2 , Ot tawa, Q u e e n ' s P r i n t e r , 1954, and f o r l a t e r y e a r s 

s u b s e q u e n t a n n u a l i s s u e s . From 1926 e s t i m a t e s of t h e t o t a l 

p o p u l a t i o n and t h e employed c i v i l i a n l a b o u r f o r c e a r e from 

the D . B . S . p u b l i c a t i o n s N a t i o n a l A c c o u n t s , Income and Expen­

d i t u r e , 1926-56 , Ot tawa, Q u e e n ' s P r i n t e r , 1958 , p . 1 0 0 - 1 0 1 , 

and N a t i o n a l Accoun t s Income and E x p e n d i t u r e , 1962, Ot tawa , 

Q u e e n ' s P r i n t e r , 1963 , p . 6 0 . The t e rms of t r a d e i n d i c e s 

f o r t h e y e a r s 1929-1961 were o b t a i n e d from a n n u a l i s s u e s of 

t h e Trade of Canada . The t h r e e methods u s e d t o measure e c o ­

nomic growth , p r o d u c t i v i t y and c a p i t a l i n f l o w s w i t h i n t h e 

N a t i o n a l Accounts framework were s u g g e s t e d i n a p a p e r p r e ­

s e n t e d by Mr- J . W. Rowe, t o t h e Annual Confe rence of t h e 

New Z e a l a n d A s s o c i a t i o n of E c o n o m i s t s , V i c t o r i a U n i v e r s i t y 

of W e l l i n g t o n , F e b r u a r y 9-10 , 1 9 6 1 , e n t i t l e d Growth R a t e s i n 

A u s t r a l i a and New Z e a l a n d . He, however , s t o p p e d a t t h e 

c a l c u l a t i o n of t h e growth of r e a l p r o d u c t and d i d n o t r e l a t e 

t h i s t o t h e c h a n g i n g s i z e of t h e Net F o r e i g n B a l a n c e . 

A p r o b l e m a s s o c i a t e d w i t h t h e a p p r o a c h c e n t r e s on t h e 

c h o i c e of a p p r o p r i a t e p e r i o d s i n which t o measure g r o w t h . 

The p e r i o d s chosen have been d e s i g n e d t o form s i g n i f i c a n t 

and r e l a t i v e l y homogenous, t ime i n t e r v a l s . 

— — — — — 
UNIVERSITY OF OTTAWA ~ SCHOOL OF GRADUATE STUDIES 
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Ano the r p rob lem was t h e c h o i c e of an a d e q u a t e d e f l a ­

t o r f o r home-consumed G.N.P . (home consumed G.N.P . b e i n g d e ­

f i n e d as Gross Domest ic E x p e n d i t u r e minus I m p o r t s ) . An i n d a c 

of r e t a i l p r i c e s would have been more a p p r o p r i a t e t h a n t h e 

i n d e x of w h o l e s a l e p r i c e s which was u s e d , b u t no r e l i a b l e 

h i s t o r i c a l s e r i e s of r e t a i l p r i c e s cou ld be f o u n d . F i n a l l y 

i t mus t be remembered t h a t t h e c o n c e p t of t h e Net F o r e i g n 

B a l a n c e g i v e s o n l y one measure of t h e c a p i t a l i n f l o w i n t o 

Canada, a l t h o u g h i t i s t h e on ly measure p o s s i b l e w i t h i n a 

c o n s i s t e n t N a t i o n a l Accounts f ramework. 

( l i i ) Appendix 3 

The statistics presented in Appendix 3 form the basic 

data on which the equations of the model have been fitted. 

The purposes of the statistics presented in this appendix 

are: 

(a) to provide statistical values for the unknowns in 

the simplified, two sector model of the Canadian economy; and 

(b) to give a broad picture of the aggregate indica­

tors of economic growth in Canada since 1926, from which time 

comparable and continuing National Income data are available, 

The statistics are presented in real terms, 1949 

constant $. Until this study was nearly completed there 

were no reliable statistics available which would give an 

accurate breakdown of key aggregates of the economy on a 

UNIVERSITY OF OTTAWA - SCHOOL OF GRADUATE STUDIES 
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sec to r b a s i s . The p u b l i c a t i o n , by the D.B.S. Na t iona l 

Accounts and Balance of Payments D i v i s i o n , of Indexes of 

Real Domestic Product by Indus t ry of Or ig in , 1955-1961, 

Ottawa, Queen's P r i n t e r , 1963, would have been use fu l i n 

ob t a in ing more r e l i a b l e and a c c u r a t e sec to r d e t a i l i f i t hai 

•\ appeared e a r l i e r . I t oould form the b a s i s for more f r u i t -
i 

f u l f u r t h e r r e s e a r c h . 

The economy has been d iv ided in to an ' expo r t o r i e n ­

t a t e d ' s e c t o r (X) and an ' import competing' sec tor (M). The 

f i n a l p roduc t ion of the X sec tor i s designed t o be d i r e c t e d , 

as f a r as a v a i l a b l e da ta make i t p o s s i b l e , towards the 

expor t market . The f i n a l p roduc ts of the M sec to r a re de ­

s igned to be d i r e c t e d , as f a r as p o s s i b l e , towards the do­

mes t ic market, i . e . a c e r t a i n p r o p o r t i o n of t h e s e f i n a l 

p roduc ts w i l l compete with i m p o r t s . This breakdown has 

been designed to giVe an i n d i c a t i o n of the two broad s ec to r \ 

of the Canadian economy In to which fo r e ign c a p i t a l has 

flowed, namely the resource and secondary manufactur ing 

f i e l d s . A more d e t a i l e d and s o p h i s t i c a t e d breakdown may 

we l l have proved more adequate and t h i s could prove a f i e l d 

for use fu l r e s e a r c h i n the f u t u r e . 

The t h r e e bas ic s t u d i e s used were D.B.S . Na t iona l 

Accounts, Income and Expendi ture , 1926-1956, Ottawa, Queen's 

P r i n t e r , 1958 j D.B.S . Na t iona l Accounts, Income and Expend! -

t u r e , 1962, Ottawa, Queen's P r i n t e r , 1963, and Wm. C. Hood 

UNIVERSITY OF OTTAWA - SCHOOL OF GRADUATE STUDIES " 
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and Anthony Scott , Output Labour and Capital in the Canadian 

Economy, Ottawa, Queen's Pr in te r , February, 1957. 

The of f ic ia l National Income s t a t i s t i c s give a cur-

rent do l la r breakdown of gross domestic product into th i r t een 

indus t r i e s . Of these indus t r ies , Forestry, Fishing and 

Trapping, and Mining, Quarrying and Oil Wells, were included 

in the export or ientated sector . 0. J . Firestone, op. c i t . , 

p . 198, gives "Exports of Agricul tural Products as a percen­

tage of gross value of agr icu l tu ra l production" for 

1930 33 per cent 
1940 30.2 per cent 

1950 27.7 per cent 

These figures have been in terpola ted and extrapolated be t ­

ween the years 1926 and 1962, and where appropriate t h i s 

calculated percentage figure has been applied to the ag r i cu l ­

tura l industry to determine the s p l i t up Into the X and M 

sec tors . 
I 

Similarly Hood and Scott, op. cit., Chapter 5, 

Appendix F, give a constant $ breakdown of manufacturing 

G.D.P. into primary and secondary manufacturing sectors for 

the years 1926-1955. The ratio of primary manufacturing to 

total manufacturing given in this source for tne years 1926-1 

1955 has been applied, where appropriate, to the G.D.P. 

| figures for manufacturing appearing in official National 

Income Statistics. This ratio was, for example, 449 in 1930 
18U4 
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and 1325 i n 1955. This r a t i o was used to a l l o c a t e the income 

components genera ted i n the primary manufactur ing s e c t o r , t o 

the X s e c t o r . The remaining i n d u s t r i e s were a l l o c a t e d t o the 

M s e c t o r . 

The bas i c technique appl ied was to c a l c u l a t e a p e r ­

centage f igu re for the cu r r en t $ va lues of 

(a) G.D.P., 

(b) Business Gross Fixed Capital Formation, 

(c) Wages, Salaries and Supplementary Labour Income 

and Military Pay and Allowances, and 

(d) Corporation Profits before Taxes, Rent, Interest 

and Miscellaneous investment Income, Net Income of Non-farm 

Unincorporated Business and Net Income of Farm Operators fror. 

Farm Production^ 

Originating in the X sector and applying this per­

centage to the constant 1949 dollar values of the aggregates 

formed in the G.N.E. and G.N.P. tables. Where no official 

constant $ estimate of an aggregate had been made, e.g. for 

corporation profits, the percentage corporation profits -

G.N.P. in current dollars was applied to the constant dollar 

G.N.E. estimates to provide a constant $ value for the aggre­

gate under consideration. 

The estimate of the capital stock of each sector has 

been made as follows. Hood and Scott, op. cit..Appendix B, 

estimate the Gross Capital Stock in the economy in constant 
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1949 $ . I n c l u d e d i n t h e X s e c t o r f o r 1949 was one t h i r d of 

t h e g r o s s c a p i t a l s t o c k i n t h e a g r i c u l t u r a l s e c t o r , and t h e 

e n t i r e c a p i t a l s t o c k i n t he r e s o u r c e s e c t o r , t h e p r i m a r y 

m a n u f a c t u r i n g s e c t o r , and t h e 'wood p r o d u c e r s ' , ' P u l p and 

P a p e r ' , ' n o n - f e r r o u s m e t a l s and e l e c t r i c a l e q u i p m e n t ' and 

' n o n - m e t a l l i c m i n e r a l p r o d u c t s and p r o d u c t s of p e t r o l e u m anc" 

c o a l ' from the s e c o n d a r y m a n u f a c t u r i n g s e c t o r . The r e s i d u a ] 

was a l l o c a t e d to t h e M s e c t o r - For the y e a r s 1926-1956 , 

B u s i n e s s Gross F i x e d C a p i t a l F o r m a t i o n f o r t h e a p p r o p r i a t e 

y e a r s h a s been s u b t r a c t e d (added) to t h e 1949 b a s e y e a r 

f i g u r e s t o o b t a i n a f i g u r e fo r t h e Gross C a p i t a l S t o c k i n 

t h e s e y e a r s . 

The c o m p u t a t i o n s were l a b o r i o u s . As an example t h e 

G.N.E. i n c o n s t a n t d o l l a r s o r i g i n a t i n g i n the X s e c t o r f o r 

1926, was computed as f o l l o w s : 

8 6 6 . ^ + 6 6 , 4 1 + 155 ^ . 1 0 6 3 ^ = ^ ^ ^ ^ , 

4904 1949 dollars ori­
ginating in the 
X sector-

The limitations of such estimates are considerable anc 

the sector split-up can only be regarded as a first approxi­

mation. But the approxi mations yield results of signifi­

cance, and in a study of this type, where the method of 

approach is a crucial element, they serve an illuminatory 

purpose despite a crude statistical approach. 
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The equations were all fitted by the method of least 

squares. 'The equations were all taken as linear and of the 

form A0 + XIXT_ + A2X2+ fAnXn = Y. Special programs were 

written for me by Miss G. Boshko of the Computing Division 

of the University of Ottawa. In many cases the 'fits' were 

not particularly good but they proved to be adequate for tho 

theoretical and methodological emphasis in the thesis. 

The purpose of disturbing the capital stock in each 

section was to judge the repercussions that would spread 

throughout the economy from incremental changes in invest­

ment which coultf be regarded as originating with foreign 

controlled firms. There is no distinction made between 

domestic and foreign sources of capital in the actual model 

although investment in the model is determined exogenously. 

The simplified model of the economy, used in the sensitivity 

analysis, was designed to bring out the relationship bet­

ween the key aggregates in the economy. The recursive na­

ture of the simplified model reflects the 'linearizing' and 

simplifying of the model developed in Chapter II, part (ii) 

The variables chosen for the equations were suggested on th« 

basis of economic theory and the results seem to indicate, 

(a) the limitations of the data, 

(b) the inappropriateness of linear equations in 

many cases, and 

(c) the rather wide gap existing between economic 

theory and the real world. 
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The emphasis in this study is on theoretical aspects, and as 

such the relationships set out have proved useful. 

(iv) Technical Details Relating to the Model 

(a) The data on which the model was based appear in 

Appendix (iii) or in Official Estimates of National Income 

and Expenditure. The main purpose of Appendix (iii) was to 

provide a sector breakdown of the aggregates, although con­

sumption expenditures and imports are of such importance foi 

the study that they are given for the total economy, without 

a sector breakdown which would have been difficult to achie^ 

(b) The basic program used was the study by R. Y. 

Seaber, C. E. Cates, et al, R.A.F., A Regression Analysis 

Program, Shell Oil Corp., Texas, A Program designed for the 

I.B.M. 650. File No. 6.0.018. 

It was assumed that all the functional relationships, 

if they existed, could be expressed as linear functions of 

the form, 

Y = a0 ̂ aixi + a2X2 -*-... +anxn. 
with 
n^3 

and that a0 ... an could be equal to zero. 

The method of least squares was used and the following was 

the information which the program was designed to achieve. 

(1) The constants a0, &1, ..., & n 

(2) A measure of the Maximum Error in the constants, 
e p ) el> « « »> e 

Ii. 
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(3) The Standard Errors of tne E s t i m a t e s . 

Syi_, . . . , Syn 

where Syn i s def ined as 
-_.r '~'l 
i_j____£___j 

N - K 

where 

0 - observed value of the independent variable, 

C - computed value of the independent variable, 

N » number of observations, 

and K - number of coefficients, including a0. 

(4) The Variance defined as 

J__[_2l£iJ__T 
" N - K 

The maximum error of the constants was found by com­

puting the standard deviation (S.D.) the standard deviation 

(S.D.) of the constants, and working to within 

ak _ — S.D. (k - 1, ..., n) 

(c) Using annual data it was particularly difficult 

to obtain constants within permissible margins of error. 

Several linear forms were tried for most of the equations. 

The final forms are the result of a lengthy, trial and error 

technique. The 'fits' are not accurate in many cases, but 

with the emphasis on model building as a technique through 

which to study the impact of foreign investment on economic 

growth, the results proved useful. The reader who wishes 
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to examine a mathematical model of the Canadian economy 

which has proved remarkably accurate in short-term economic 

forecasting work, is directed towards the model developed 

by Professor S. May and his associates in the Department of 

Trade and Commerce in Ottawa. 

UNIVERSITY OF OTTAWA SCHOOL OF GRADUATE STUDIES 



UNIVERSITE D'OTTAWA - ECOLE PES ORAPUES 

2_4 

APPENDIX 5 

PROBLEMS ENCOUNTERED AND FIELDS FOR RJKTHER iCESEARCH 

The main problems e n c o u n t e r e d w e r e ; 

( i ) A d i f f i c u l t y i n o b t a i n i n g an a c c u r a t e breakdown of 

the main components of n a t i o n a l income i n r e a l t e r m s by 

s e c t o r s . This problem h a s been p a r t i a l l y overcome by t h e 

p u b l i c a t i o n of I n d e x e s of R e a l Domest ic P r o d u c t by I n d u s t r y 

of O r i g i n , 1955 -1961 , D . B . S . , Q u e e n ' s P r i n t e r , Ot tawa, 1963 

( i i ) A d i f f i c u l t y i n s e t t i n g up a model of the Canad ian 

economy, s i m p l e , y e t r e a l i s t i c and a b l e to g i v e a gu ide t o 

the d i r e c t i o n and magn i tude of the r e p e r c u s s i o n s which coulc . 

f o l l o w from a i n c r e m e n t a l change i n one of the a g g r e g a t i v e 

v a r i a b l e s . F u r t h e r s tudy c o u l d w e l l be done on w i d e n i n g 

the e q u a t i o n a l forms t o n o n - l i n e a r t y p e s , s u b d i v i d i n g t h e ecc> 

nomy i n t o more s e c t o r s and on i n t r o d u c i n g t h e f o r e i g n c a p i t s l 

component of the t o t a l c a p i t a l s t o c k a s an e x p l i c i t v a r i a b l e 

( i i i ) The h i s t o r i c a l p e r i o d c o v e r e d encompassed a v a s t 

f i e l d of economic development and as such a b r o a d p e r s p e c ­

t i v e was p o s s i b l e , b u t c o n c e n t r a t e d s t u d y of a p e r i o d of 

say a d e c a d e , u s i n g p e r h a p s , q u a r t e r l y d a t a , c o u l d w e l l 

c l a r i f y t h e i m p o r t a n c e of the q u a n t i t a t i v e r e l a t i o n s h i p s i 
j 

between the variables in the system. ' 
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