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An Economic Evaluation of Foreign Financing of Investments in Canada

1. Introduction

Large-scale, capital intensive projects in Canada frequently rely on
foreign financing anﬁ as a result the foreign-owned segment of many sectors
has growﬁ considerably. New projects either reallocate the existing
foreign investment within the Canadian economy or draw incremental foreign
investment into the country. In this paper we endeavour to determine a
methodology for estimating the nature and magnitude of any net economic
benefits which result from the foreign financing of new investments; such

benefits should be included in the owverall economic evaluation of a project.

Recent public concern over foreign ownership has focused on the issue
of possible foreign control of the Canadian economy and interference with
decision-making in Canada's best interests. Although we recognize the
importance of such issues, we limit our examination to estimating the
adjustment which captures the net economic benefits resulting from changes
in the pool of capital resources which Canada has at its disposal. HNegative
externalities resulting from foreign control not only add to any net economic
costs from changes in foreign investment due to a project, but also serve

to cast a shadow over any net economic benefits.

The economic benefits and costs of a ﬁroject should initially be

examined regardless of the source of financing. A social discount rate

1This paper has benefited greatly from discussions with A.C. Harberger,
Don Tate, and James Howe. We are also esgpecially grateful to Chun-Yan Kuo
for his assistance with the empirical sections of the paper. Although this
research has been sponsored by the Program Evaluation Division of the
Department for Regional Economic Expansion, the procedures outlined do not
represent Government policy. The opinions expressed are those of the authors
who bear full responsibility for any errors and omissions.



of 10Z has been estimated for Canada, and it measures the real opportunity
cost of investment funds which a new project draws out of the available
pool of capital. The 10% estimate itself allows an average for 10% of new

investment to come from foreign sources.

If a new investment opportunity is financed from foreign sources,
the net economic benefits from the project (discounted by the social
discount rate) are going to be shared not only by the Canadian government (g)
and Canadian residents in general (c¢), but also by foreigners (f). In net

present value (NPV) terms we thus hawve

-

B +B + B =0 =0 0w NV, ' (1)
B c g c

£ f

where B and C represent gross benefits and costs respectively. Benefits
realizéd by the government {Eg} take the form of tax revenues; costs to
the government (EE} take the form of subsidies which are initially set
equal to zero in our analysis. Since we want to evaluate any project only
from a Canadian perspective, it is necessary to adjust the net economic

benefits for the benefits and costs realized by foreigners.

To make this adjustment in the appropriate manner, however, we must
also ascertain whether our project has reallocated the existing foreign

capital in Canada or attracted incremental foreign investment into the

1Glenn P. Jenkins, "Analysis of Rates of Return from Capital in Canada,"
unpublished Ph.D. dissertation, University of Chicago, (Chicago, 1972).
Table 27. For a general review of the overall methodology for project
evaluation see John C. Evans, "A Financial and Economic Framework for
Investment Appraisal,' a paper prepared for a colloquium on Canadian
Regional Planning and Development in Transitiom, School of Urban and
Regional Planning, Queen's University, (February, 1977).



country. A normal supply function of foreign financial capital to Canada
has a finite elasticjty which iﬁplies that capital for a specific

project makes other foreign investment more expensive to attract. Some
fraction of the foreign investment for our project will thus result in a
move away from foreign financing of other projects, and some fraction will
likely be increméntal. By takingaweighted average of the adjustments
necessary to capture the net economic benefits resulting from foreign
investment under the assumptions of incremental and non-incremental capital
flows, we can approximate the appropriate adjustment benefits for a normal
supply function.

el

2. The Adjustment to Capture the Net Benefit from Incremental

Foreign Investment

Foreign investment can be considered incremental to Canada when it is
specific to a good project, and when the project would not be undertaken
unless the foreign capital were available. This definition suggests,
furthermore, that there is a shortage in Canada not only of investment funds,
but also of good projects in which to invest. Incremental foreign investment
implies that foreigners wish to undertake this project as opposed to others
available to them both now and in the future. In this sense foreign financing of

the project is incremental te what foreigners would otherwise invest in Canada.

If the foreign investment is incremental, then Canadians should not be
concerned over how much the foreigners put into and take out of the project.
We want to ensure, however, that the Canadian resources, which are emploved
in the project along with the foreign capital, earn fnr Canada a return at
least as great as that which could normally be earned in alternative uses.

This is accomplished by evaluating all resources at their social opportunity



{net of withholding tax) plus interest and debt repayments is sufficient,
when discounted at 10%, to permit foreigners to recapture their investment
and to earn more than a 10% return. In this case Canadians would be better

off to try to finance more of the project themselves rather than to rely

on foreign investment.

3. The Adjustment to Capture the Net Benefit from BReallocating

Foreign Investment Already Present in Canada

A normal supply function of foreign financial capitgl to Canada has
a finite elasticity. 1In the previous section, we adopted the extreme
assumption of* allowing all foreign investment for a project to be incre-
mental to Canada. In this section, we go to the opposite extreme by
assuming that foreign investment for a project results only in a
reallocation of foreign investment away from other projects in Canada.
It is assumed that the project will go ahead even without the foreign
investmént, and all we want to know is whether Canada is better off to
use foreign capital for a specific project rather than for the alternative
investments which are available. By taking a weighted average of the
adjustments necessary to capture the net economic benefits resulting from
foreign investment under the extreme assumptions of incremental and non-
increméntal foreign capital flows, we can appruximaté the.apprnpriate

adjustment for a normal, upward-sloping supply function of foreign capital.

When none of the foreign investment for our project is incremental to
Canada, but only reallocates the existing pool of foreign capital resources
away from other prajeéts, we must adjust equation (1) in a different

fashion. As before, the present value of the benefits foreigners receive



cost and by discounting all relevant costs and benefits by the social
discount rate. Since our evaluation of a new investment opportunity adogts
a Canadian point of wview, we simply want to exclude Cf and Bf from
equation (1) by adding (Cf - Ef} to it as follows

NFV + (Ef -B) = Bg + Et -0 = Cc (2)

£ g

Since incremental foreign capital (Cf} also represents incremental
foreign exchange, additional foreign investment carries a 13% premium to
reflect the social opportunity cost of foreign Exchange.l By the same
token dividend, interest, and lﬁan repayments made to foreigners {Ef]
entail a loss of foreign exchange which also carries
a 13% premium. The net foreign exchange externality is earned by Canadians
as a result of foreign investment and is not captured by foreigners in
their return. If the foreign exchange externality from foreign investment
was not- previously included in the NPV of net benefits from the pruject,

we must add .13 (Cf - Ef} to both sides of equation (2) to yield

NEV + 1.13 (cf = Bl Eg =05 - cg -C, + -13 (cf - Bf} (3)

- The total adjustment to equation (1) made necessary by incremental

foreign investment, 1.13 (Ef - B_.), will raise or lower the present value

f
of net economie hgnefits to Canadians depending on whether 1.13 (Cf = Bf}

is positive or negative. If B_ > C

f £ for example, the stream of dividends

lGlenn P. Jenkins, "The Social Cost of Foreign Exchange in an Economy
with Trade Distortions and Differential Rates of Domestic Taxation,'" a
-paper prepared for the Departments of Industry, Trade, and Commerce and
Regional Economic Expansion, (March, 1975).



from their investment (Bf} is the stream of dividends, interest and loan
repayments, discounted at 10%Z, that actually flows from the project. Thg
relevant cost of the investment for foreigners, however, is not the cash
flow of shareholders' equity and long-term debt which is invested, but
rather the cost is the stream of benefits which foreigners would have

received from the alternative investments foregone (E?}.

The benefit to foreigners from alternative investments in the
Canadian economy is equal to the present wvalue of the real (net of
inflation) returns these investments would have earned. Since foreign-
owned capital is part of the total Canadian capital stock, it is reasonable
to expect that foreipn investors would earn a rate of return roughly equal
to that earned on the total capital stock in Canada. One study measures
the average long-run, real, net-of-tax rate of return to total capital
invested in the Canadian manufacturing sector at about 6% per year.l In
Appendix A we offer some additiomal empirical evidence to suggest that
6% seems like a reasonable rate of return on foreign investment as well.
We shall use 6% as the private discount rate which makes the net present

value of the net-of-tax net cash flow to total capital equal to zero.

The 6% average rate of return to total capital can be broken down
into its debt and equity components. The average debt-equity ratio in

Canada's manufacturing sector is approximately 40:60. The average real

lclenn P. Jenkins, "Analysis of Rates of Return from Capital in
Canada,'" Table 6, pp. 42-43 (Average Private Rates of Return).



rate of return on debt capital has been estimated at approximately &E,l
whereas the average real rate of return to equity capital is roughly equgl
to ?1.2 Given debt/equity = 40/60, the 6% average return to total capital
is approximately equal to a weighted average of the real rates of return
to debt and equity. In the discussion which follows, we refer only to the
average return to total capital, but it should be understcod that the

argument holds equally well for the respective rates of return to debt and

equity.

If alternative investments in Canada would yield foreigners a 6%
return, the bfuci&l question is whether our project yields them more than
they would normally expect. In the case where the foreign investment is
non-incremental, a.greater than normal return to foreigners represents a

net cost to the Canadian economy.

If by investing in a specifiec project foreigners were to earn a 63
real return, then the ratio of the present value (discounted at 6%) of the
stream of foreign equity and debt invested in.the project over the present
value (discounted at 6%) of the foreign dividends, debt repayment and
interest received wouid equal 1. If this ratioc were greiter than 1, then
foreigners would be earning less than a 6% return by investing in the
project; if the ratio were less than 1, then foreigners would be earning

more than a 6% real return. By multiplying this ratio times the actual

lclenn P. Jenkins and Henry B.F. Lim, "An Estimation of the Real
Interest Rate Component of the Nominal Interest Rate for Long-term
Industrial Bonds," a paper prepared for the Programme Evaluation Division,
Department for Regional Economic Expansion, (March, 1976).

2Glenn P. Jenkins, "Analysis of Rates of Return from Capital in
Canada."



stream of dividends, debt repayment, and interest received from foreigners .
foreigners
from the project, we can determine the stream of payments toywhich is below,

above, or equal to what the normal stream would be.l Discounting this

stream by the social discount rate of 10%Z yields ocur estimate of E?, i.e.,

a _ [PUEX (foreign equity + foreign debt)

Bf ~ 'PV6% (foreign dividends + foreign interest + foreign repayment}IEf (%)

where Bf represents the present value of foreign capital receipts discounted
at 10%. Following the reasoning used in the previous section, the total
adjustment we must make in this case is to add 1.13{B? - Bf] to equation (1)
where B? and‘Bf are in net present value terms discounted at the social

discount rate.

When the ratio of the present values (discounted at 6%) is equal to
one, then B; = Ef and our project yields foreign investors just a normal

return; since l,lS{B; - Ef} = 0, no adjustment to equation (1) is necessary.

If, however, the ratio of the present values is greater than one,
then E? > Bf and 1.13(3?'- Ef) » 0. This suggests that the project ought
to receive a net benefit for paying out less to fﬁreigners than would
have occurred from alterﬁative investments. Since this case also implies
that private investors earn less than é.ﬁﬁ real rate of return, we must

pause to consider another factor before adding this net benefit to the

economic externalities attributable to the project.

lThe stream of dividends, debt repayment, and interest received are all
measured in constant dollars.



the ratio of the present values would equal 1 and 1.13{3? - Bf) =0, so0

that no net benefit from foreign investment would be forthcoming.

We suspect that it is highly unlikely, furthermore, that foreign
investors would invest in a project yielding less than a 6% real return
which fully.allcws for normﬁl risks.l If we assume that foreigners would
not invest in a project yielding less than 6%, our measures of economic
externalities may understate the true externalities received by Canadians,
but not the externalities used to determine the magnitude of government

financial assistance to the project.

-
L

For these reasons, therefore, if the ratio of present wvalues in
equation (4) is greater than or equal to one, we make no adjustment to
the NPV of the net economic benefits from the project in equation (1).
This treatment allows us to estimate the economic externalities attributable
to the project in a fashion consistent with our methodology for determining

public sector participation in the form of direct financial assistance.

I1f, finally, the ratio of the present values in equation (4) is less

than 1, then B2 < B

£ £ and private investors are earning larger returns

from this project than they would have received from alternative investments
in Canada. In this case the net cost to Canada from reallocating foreign
investment away from other investments to this project is equal to

1.13{3; - Ef}. This adjustment estimates the excess returns earned by

lThe problem of risk is examined in John C. Evans and Glenn P. Jenkins,
"Financial Leverage and the Cost of Capital," a paper prepared for the
Programme Evaluation Division, Department for Regional Economic Expansion,
(April, 1977).



foreign investors. Since private investors earn more than 6% real rate of
return, furthermore, the project would not qualify for direct government
financial assistance, so that there is no problem in counting this net

cost as a nepgative economic externality.

4. Incremental and Nonincremental Foreign Investment

The central issue in the evaluation of the benefits or costs to Canada
of the forelgn financing of investments is the determination of the propor-
tions of the inflow of foreign savings that serves as a substitute for

other foreign inflows and the proportion that results in an increase in

4

the productive resources available to Canada. Because the social cost of
Canada is significantly different from the proportion of foreign investment
that increases the stock of Canadian productive resources than that which
does not, the size of this parameter can be a critical determinant of the

economic net present value of a project.

A diffieulty that plagues an empirical estimation of these proportions
of the foreign investment that are incremental and nonincremental arises
because the impact of today's foreign investment on the demand and supply
of foreign savings need not be completed within a given period of time.

In addition, the nature of the various types of financial obligations
undertaken by a country will alter the impact of the inflow of foreign

savings on the investment and savings decisions in the country.

Because of the serious statistical problems that arise in the
derivation of reliable estimates of the long-run effects of foreign
investment on capital formation, it is necessary to consider a number of

potential cases and develop bounds on the magnitudes of the impact that



alternative projects will have on incremental capital formation. These
bounds will be estimated by utilizin;, the available empirical evidence
while taking into consideration the nature of the financial obligation

that is being undertaken.

Before taking up the analysis of the alternative types of foreign
financing, we will review some of the statistical relationships between

foreign investment and economic activity in Canada.

4. (a) Statistical Evidence 1946-1973

We begig with an examinatiun of the relationship between aggregate
gross annual capital formation and the annual increase in total foreign
investment in Canada. Gross capital formation is composed of gross fixed
capital formation and the value of the physical change in inventories.
The total foreign capital inflows include foreign direct investment ﬁlus
depreciation allowances from existing fixed physical assets, the purchase
of government bonds, other portfolio investment, non-resident holdings of

Canadian dollars, short—term payables and miscellaneous investment.

During the 27 years from 1947 to 1973, non-residents on the average
financed about 17 percent of gross capital formation in Canada. This
share ranged throughout this period from 10 to 25 percent (see Table 1).

The detailed breakdown of foreign financing is shown in Table 2.

Total Canadian savings are used to finance domestic investment and
investment abroad. We estimate that over this same periocd, approximately
seven percent of Canadian gross savings were invested abroad (see Table 1

and Figure 1).




GROSS CAPITAL

TARTE 1

FORMAT"

AND CANADIAN SAVINGS

(Millions .. Uollars)
Investment Savirags
| & oof % of Can.
Gross Foreign Foreign Gross Invescument Savings
Capital Financing Financing Savings Abroad Invested
Formation in_ Canada Abreoad
1947 2,693 15 .41 3-345 663 19.82

48 3,154 326 10.34 2,829 1 .04

45 3517 467 13 .24 3,452 402 11l.65

50 4,411 1,104 25035 3,295 -12 -36.

51 52895 B35 ¥5. 77 4,502 42 93

52 5,595 474 8.47 5,683 <62 9.89

53 6,333 1,019 16.09 5,479 165 3.01

54 5,312 1,178 21.37 4,662 328 7.04

55 5,707 1,082 o TR 5,645 21 g

56 8,985 1,830 20.37 7,576 421 '5.56

57 8,859 2,206 24.90 7,166 513 Tedt

58 8,238 1,787 21.69 6,744 292 o

593 9,061 2,203 24031 7,080 202 2.86 i

60 8,882 i e S R A 7,674 5302 6.54

61 8,508 1,404 15,50 Ta 353 259 385

62 9,952 1,431 14.98 9,201 1,080 11.74
B3 10,225 1,661 16. 24 8,354 -210 -2,51

64 11,758 2,238 19.02 10,745 1,218 8 S5 {8

65 14,423 2,399 16.63 12,324 300 2:.43

66 16,586 2,409 B 15,581 A,al4 9.07

67 15,88% 2,765 17.40 14,617 1l,a54 16.2"

68 16,499 3,572 21.65 15,360 2,433 15.84

69 18,699 4,111 21.99 16,941 2,353 13.8y

70 18,120 2,837 15.66 16,814 1531 Fed’

71 20,644 2,348 i en 7, 19;:795 1,499 .57

72 23,134 3,895 iG.84 21,522 2,241 10.6.

13 28,254 5:727 20.27 26,395 3,868 14.65
1947-73 - - 17.086 = - T 27
Sources: Statistics Canada, Natlonal Irncome a.d Expenditure

Accounts, Voluwe- 1, Catalogue o. 13-531.
Statistics Canada, Carada's Incvernational Invasime.. .
Position, 1926-1967, 1968-1970, Cata.odue N:.. 67-202

and special tabulation

from Statistivcs Canad.t.
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LIBTMEMT IN CAMNADA
BY TYPE OF INVESTMENT

(Millions of Dollars)

Gov't
Investment* Investment Borrowing

1947
48
49
50
51
52
53
54
55 Mok
56 Ly
57 Ly
58
59 L5
60 L
61
62
63
64
65 L
66 I B
67 i B
68 i
69 L4
70 2,
1 1,
72 i B
73 . 3,

Sources:

169
300
333
410
575
736
828
803
017
202
330
192
082
019
912
973
gag
484
471
742
783
935
933
039
677
618
504

i
-45
-22

87
119
166
212
312

Fd

517
324
316
108
91
93

2
- 13
49
341
550
94
300
695
98
315
682
769

-83
=
156
207
141
-75
59
£31
=187
=966
191
295
491

57

~169
299
470
475
275

=E9 2

660
1,009
940
i?G
~15.2
& BT
516

Constructed from Statistics Canada,
tional Investment Position, 1926-1967,

Catalogue Mo.

Statistics Canada.

Others

0

0

0
400
0
-353
-80
94
180
377
361
1B4
222
443
568
157
3i8
1228
308
309
228
323
483
524
508
288
938

Total

11
326
467

1,104
835
474

1,018
1,178
1,083
1,832
2,906
1,787
2,203
1,710
1,404
L E
1. 6Ei
9332
2,399

2,409

24705

355702

4,111
2,837
2,348
3,895
Spddl

Canada's Inte:-n

1968~1970,

67-202 and special tabulation from

SR e A . . A -
Direct investment in this table includes neat direct
investment plus depreciation allowances.
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GRC55 CAPITAL TFORMATION

TAEB!

(Millions of Dollars)

IN CANADA -

FResidential Non-Residential
Construction in Construction in Government

Business Sector Business Sector Sector Total

1946 416 1,362 89 1,877
47 455 2,005 233 2,693
48 659 2,103 392 3,154
49 795 2,239 483 3,517
50 953 2,961 497 4,411
51 834 3,841 520 5,295
52 946 3,802 847 5,595
33 14252 4,326 755 6,333
54 * ad4a3 3,235 865 5,512
55 1785 3;973 949 6,707
56 1,825 6,022, 1,138 8,985
57 1,669 5,884 1,306 8,859
58 2,089 4,724 1,426 £,239
59 2133 5,358 1,570 0,61
60 1,794 55577 el o 8,882
61 1,789 S 1,682 8,508
62 1,854 5,798 1,900 9,552
63 1,959 6,293 5 e 10,225
64 2,382 7,408 1,968 11,758
65 2,634 9,359 2,430 i - 14,423
66 2,605 11139 2,842 16,586
67 2,809 10,087 2,982 15,888
68 3,253 1233 3,013 16,499
69 3,845 11,793 3,061 18,699
70 3,500 11,460 3,160 18,120
71 4,410 £2,520. = 22,644
72 5,278 13,872 3,984 23,134
o5 6,549 17,415 4,290 26,254

Sources: Statistics Canada, National Incomnr and Fupendliture
Accounts,Vol. 1 - Tae annual estimates 1926-1974,

Catalogue No.

13~53]) .



Table 3 shows the breakdown of gross capital formation into residential
construction in the business sector, non-residential construction, machinery
and equipment in the business sector, and the government sector. On ave;age,
residential construction made up about 21 percent of gross capital formation
in Canada over the past 28 years; non-residential construction was approxi-

mately 64 percent with the remaining 15 percent made up by the government

sector.

4.(b) Measuring the Reaction of Foreign Investment to Capital

Formation in Canada

Our first task is to investigate the major determinants of foreign
capital inflows received by Canada. In particular, we want to examine whether

new investment in Canada leads to an inflow of capital from other countries.

It is readily apparent that the U.S. residents have been dominating
foreign investment in Canada. During the period 1947 to 1970 about 80 percent
of the annual increase in foreign long-term investment in Canada was made by
residents of the United States and 8 percent by those of the United Kingdom.
The difference between the long term, nominal interest rates in Canada and
the U.5. is expected to have é substantial effect on the magnitude of U.S.

investment in Canada.

The deviation from trend of U.S. GNP is introduced to measure the
opportunities for investment in the United States. If U.S5. GNP is growing

faster than normal, then the investment opportunities in the U.S. are

more
relatively jattractive and foreign investment ought to decline in Canada.

The third factor is the amount of gross capital formation in Canada.

When there is an increase in investment in Canada, it is likely to have the



following effects: (a) to attract additional foreign capital inflows
directly to finance the project, (b) to cause Canadians to consume less

and to invest more in the project, and/or (c) to displace other investments

for this project.

The regression to be tested can be written as follows:

d

B o, ey Wy gy T e 1 8y
where F is foreign capital inflows to Canada in 1971 dollars,
R is the long-term interest rate in Canada,

C

RUS ‘is the long-term interest rate in the U.S.,

GNPS is the deviation from trend of U.S5. gross national
product in 1971 dollars.

I is total gross capital formation in Canada in
1971 dollars.
The data used to estimate this equation consist of the 20 annual
observations for tﬁe variables from 1954 to 1973. Over this period,
non-residents financed about 19 percent of gross investment in Canada.

The results from the regressions are shown below:

F o= -1479.82 + 191000 (R, ~ R ) - 7.96 owed + .16 1
. G 5 : (5)
(2.46)  (4.07) (2.35) (7.30)
R® = .8030

The coefficients in equation (5) are all significant and are found
to have the expected sign. The négative sign of the constant term indicates
a reduction of capital inflows to Canada when there is no difference between
Canadiaﬁ and U.S. interest rates, the U.S5. gross national product is equal

to its trend value, and there is no investment taking place in Canada.



The amount of reduction in capital inflows to Canada is about 51,480 million

Per annum.

Fﬁreign investment in Canada is strongly influenced by the difference
in long-term interest rates between Canada and the U.S5. An increase in
Canadian long-term interest rates by ome percentage point would tend to raise
foreign capital inflows to Canada by 51,910 million per year. The supply
elasticity of foreign funds to the interest rate differentials between the

two countries is about .41.

The negative sign of GNPd

Us indicates that high economic growth in the

‘I

U.5. would result in a reduction of foreign investment to Canada because of
the good investment opportunities available in the U.S5. When the U.5. is in
a recession, by the same token, we would expect more capital inflows in

Canada because of the lower return to investment in the U.S.

Canadian investment is found to have considerable influence on foreign
capital inflows at the .0l level of significance. An increase in Canadian
investment by one billion dollars would tend to draw about an additional
$160 million of foreign capital inflows directly into Canada. The supply

elasticity of foreign funds to Canadian investment is about .84.

At the same time the additional domestic investmenf can be expected
to cause upward pressure on Canadian interest rates, and on the Canadian -
U.S. interest rate differential. The bigger the difference between Canadian
and U.S. interest rates, as we saw in equation (5), the larger are the
foreign capital inflows into Canada. To estimate the magnitude of this
indirect impact on foreign investment we would need to know the effect of

a change in gross domestic investment in Canada on Canadian interest rates



while holding constant the effect of other important variables. like the
level of U.S. interest rates. Such an equation is diffiecult to estimate
because of ‘the simultaneity bias which exists in the relationship between
Canadian interest rates and investment, namely: a greater volume of
investment in any year usually results in higher interest rates, but higher
interest rates also tend to discourage investment. Although we do not
tackle this thorny empirical problem in the present paper, we can be
reasonably certain that an inerease in Canadian investment by one billion
dollars would draw directly and indirectly more than $160 million of

additional foreign capital inflows into Canada. Additional foreign

"I

investment roughly equal to 20 percent of the increased domestic investment

seems like a reasonable order of magnitude.l

When an investment project is totally financed by domestie funds,
therefore, it could be expected to attract incremental foreign capital
roughly equal to 20 percent of the total investment. If an investment
project is financed completely in foreign capital markets, however, it is
reasonable to expect that the proportion of foreign investment which is

considered incremental would exceed 20 percent.

There are two problems with the above empirical results. First, the
data used for gross capital formation in equation (5) are net figures in

the sense that the displacement of investment in other projects due to

lThere is a thecoretical argument concerning the general equilibrium
repercussions of foreign capital inflows which suggests that foreign
financing for a project could lower the rate of return to capital, and
thereby induce an offsetting capital outflow. This argument is reviewed
in Appendix B.



any new Investment project has been deducted. This is because accurate
data on total intended gross investment are not available. Since intended
gross Investment undoubtedly exceeds actual gross capital formation, using

the latter in equation (5) probably gives a,, the coefficient of the I

g
variable, an upward bias. For this reason our estimate of 20 percent
incremental foreign investment is probably biased upward. Second, the
above analysis dealt with the general capital market only, not with the
specific arrangements associated with the foreign capital financing of a

specifiec project. We shall next examine a number of possible financial

arrangements in order to see how they could affect the proportion of

~a

foreign investment which is considered to be incremental.

4. (e) Financial Obligations and Incremental Foreign Investment

Our analysis up to this point suggests that if a new project is
completely financed in Canada, then 20 percent of the project's tqtal
investment represents an upward biased estimate of the amount of incremental
foreign investment which can be expected. As we noted in section 2 of the
paper, incremental foreign financing of a project must be in addition to
what foreigners would otherwise invest in Canada; foreigners wish to
undertake this project in addition to others awvailable to them both now
and in the future. When the financing is carried out completely in foreign
capital markets, the proportion considered incremental probably exceeds

20 percent of total investment.

A wide wvariety of finmancial arrangements and obligations is possible
when it comes to the foreign financing of a project. The Government of

Canada, for example, could guarantee any interest payments to foreign



lenders. Since there is always a risk of default, which increases with
financial 1everage,l the Govermment cannot overextend its use of debt
guarantees. If called upon to honour the guarantee because of default,
the Governﬁent would have to borrow on the Canadian capital market to
finance the necessary payments. At one extreme, therefore, we can think
of a Government debt guarantee as being equivalent to Government borrowing
on the Canadian capital market for the purpose of investing in the praject.2
This assumption puts us back into the model discussed in the previous
section where all the project's financing came from Canadian sources.

Under these circumstances our estimate of the proportion of incremental

-,
L]

foreign investment would be 20 percent of total invested capital in
the project. We would then consider the remaining 80 percent of the

Government-guaranteed foreign debt to be nmonincremental.

At the other extreme is the possibility that any interest payments
to third-person, foreign debt-holders would be guaranteed by the foreign
assets of foreign equity investors. If the project is in default of its
debt obligations, thén foreign, and not Canadian, capital markets would
be affected. Since we are generally unaware of the foreign investment
intentions of specific foreign lenders, the presumption is that foreign-
equity guaranteed foreign debt is 100 percent incremental. Lacking
further specific information, we assume that any foreign equity investment
itself is also 100 percent incremental. That is to say, were it not for

this specific project the equity funds would never have found their way

1Jchn C. Evans and 'Glenn P. Jenkins, ”Financiﬁl Leverage and the
Cost of Capital." :

Similar to government equity investment.



into Canada at any time, and, furthermore, that no other foreign equity
investment in Canada has been discouraged as a result of the foreign

investment in our project.

Between the two extremes of Government guaranteed and foreign-equity
guaranteed foreign debt with their associated 20 percent and 100 percent
incrementality, there lie numerous variations in the type of financial
obligation. Foreign debt might carry no special guarantee other than
first claim on the project's assets. If foreign debt-holders are prepared
to lend to investors in a project in Canada with no guarantee other than
the project's assets, then we ought to assign a greater percentage as
incremental foreign capital. Since we simply do not know what other
investment plans the specific foreign lender might have, i.e., whether
he is postponing or cancelling other investments in Canada, we can
arbitrarily assume that 60 percent of his debt investment in the project
is incremental. The 60 percent figure has the desirable attribute of
lying half-way in between 20 percent and 100 percent. This implies that
by borrowing abroad with no guarantees from other ﬁanadians, we have been
able to obtain three times as much foreign capital than if we had borrowed

domestically.

Another possibility is that domestie equity investors might use their
own assets to guarantee the interest payments on foreign debt. This case
is closer to that of the Government of Canada guarantee except for the
fact that the Government guarantee probably carries a firmer obligation.

If the domestic equity investor is guaranteeing the debt payments, we can
assume that roughly 40 percent of the foreign debt financing is incremental

and 60 percent nonincremental. The 40 percent figure was chosen because



it lies half-way in between 20 percent and 60 percent.

To the Extént that foreign investment is incremental the pool of
resources avallable to Canada is enlarged; nonincremental foreign financing
for a project simply reallocates the existing foreign capital in the country,
away from alternative investments. The degree of incrementality can vary

with the financial obligation associated with a specific project. The

examples we discussed are summarized in Table 4.

The estimates and assumed percentages in Table 4 can be used as

weights in order to calculate a weighted average of the adjustments to

-,
L]

equation (1) which measure the net economic benefit (cost) of incremental
and nonincremental foreign financing for investments in Canada. The

appropriate adjustments were discussed in sections 2 and 3.

Table 4

N ; ’ . : 1
Financial Obligations and Incremental Foreign Investment

Type of Incremental Nonincremental
Obligation Foreign Investment Foreign Investment

Foreign Equity
Investment 1007 0z

Foreign Debt Guaranteed
by Foreign Equity Investor 1007 14

Foreign Debt with No
Guarantee? 607 40%

Foreign Debt Guaranteed
by Domestic Equity Investor 40% 607

Foreign Debt Guaranteed
by Government of Canada 20% _ 80%

1. Projects financed solely with Canadian capital can claim to have
induced incremental foreign investment egqual in amount to 207
of the total investment.

2. No guarantee except for first claim on the project's assets.




5. Conclusion

Investment projects in Canada often rely on foreign capital markets
as a source of finance. Under some circumstances it is legitimate to think
of this_foreign investment as being incremental to Canada and increasing
the financial rescources of the country. Under other circumstances, however,
a new investment.praject has the effeet of only reallocating the existing
foreign investment away from other investments. We have argued that the
extent to which either of these possibilities occurs depends at least to
some degree on the type of financial arrangements and obligations associated

with the project. Our estimates suggest that at the very minimum 20 percent

"I

of total invested capital can be considered incremental foreign investment.

When foreign investment is incremental and adds to Canada's available
poel of financial resources, our only concern is whether the Canadian
resources employed along with the foreign capital are yielding the country
a net economic benefiﬁ (in present value terms discounted by the social
discount rate). Our analysis suggests that the appropriate adjustmgnt in
the case of incremental foreign investment is to add 1.13 (Cf 5 Bf) to
the project's net present value calculated regardless of the source of

finaneing.

To the extent that foreign financing is considered nonincremental,
the appropriate adjustment is to add 1.13 {B? - Bf) to the project's
net present value. The difference between the two adjustments lies in
the faet that the cost of the investment to foreigners is not the invested
capital as in the incremental case, but rather the cost is the foregone

return from alternative investments in Canada. We have estimated the



1 :
normal real rate of return  to total capital invested in Canada at
2 ' .
6 percent. If the specific project under examination yields foreign
investors more than a 6 percent real rate or return, then there is net

cost to Canada which must be weighted appropriately and included in the

overall evaluation of the project.

1ﬁt a 40/60 debt-equity ratio.

2There is a normal real rate or return to debt of 4% and to equity of T7X.



Appendix A

Rates of Return from U.S. Divect Investment in Canada

We would like to reinforce our assertion that a 6% real rate of
return is a reasonable estimate or what foreign investors could normally

expect to earn by investing in Canada.

The data used for estimating rates or return from U.S. direct
investment in Canada for the period 1951-73 are based on unofficial
estimatés derived from unpublished records of the Bureau of Economic
Analysis, U.S.IDePartmﬂnt of Cnmmerce.l These series yielded annual
estimates of the following variables in terms of nominal dollars:

(a) Total adjusted earnings (gross of withholding taxes) = Branch
profits + Reinvested earnings + Common dividends + Interest

payments + Preferred dividends + Withholding taxESz

lThese data were obtained from the Data Retrieval and Analysis Branch,
International Investment Divison, Bureau of Economic Analysis, U.S. Department
of Commerce. At the time these data were obtained, we were told that no plans
existed to publish them, but were historical data to be published later, our
numbers could be revised further. Our series may also differ in some instances
from published BEA direct investment data. We are indebted to Chun-Yan Kuo
for supervising the caleulations included herein.

2Dafinitions of each item are taken from Bureau of Economic Analysis,
U.S. Department of Commerce, "Technical Notes," Survey of Current Business,
vol. 54, no. B (August, 1974).

Branch profits are earnings of Canadian branches of U.S5. direct investors
after provision for Canadian income taxes, but before depletion charges or
provision for U.S. taxes. Also included is the U.S. share in the net earnings
of other types of unincorporated affiliates. .

Reinvested earnings are net earnings of Canadian incorporated affiliates less
gross dividends on common stock. Net earnings of Canadian-incorporated
affiliates after provision for foreign income taxes and preferred dividends,
but before provision for U.5. taxes.

Common dividends are dividends on common stock credited to a U.5. direct
investor by its Canadian-incorporated affiliates after deduction of Canadian
withholding taxes.

Interest payments are net interest payments on net intercompany accounts and
long-term debt received by or credited to the U.S. direct investor or other
non-bank U.S. investor on Canadian affiliates, after the deduction of Canadian
withholding taxes.

Preferred dividends are dividends credited to a U.S. direct investor on its
preferred shares in its Canadian-incorporated affiliates, after deduction

of foreign withholding taxes.




(b) Total adjusted earnings (net of withholding taxes) = Total
adjusted earnings (gross of witliolding taxes x (1 - t )

where I:w is the effective rate of withholding taxl

t = Withholding Taxes
Common dividends + Withholding Taxes

(c) Income (net of withholding taxes) = Branch profits + Interest
payments + Common dividends + Preferred dividends

(d) Broad Income (net of withholding taxes) = Income + Royalties,
fees, and film :r:entals.2

(e) Book value of U.S. direct investment in Canada
We have these estimates for five sectors, mining and smelting,3 petruleum,%

other manufavturing, trade, other industries and the total for all industries

for the years 1951-1973.

In order to estimate real (net-of-inflation) rates of return to capital,
it is necessary to divide the annual nominal dollar returns by the net

replacement value of the capital stock. Since the data from the Bureau of

1The effective rate of withholding taxes is calculated by sector by
year so as to incorporate any changes in the application of the tax, e.g.,
reduced rates of withholding tax for firms with substantial Canadian ownership.

2Fees and royalties are net receipts by a U.S. direct investor from its
Canadian affiliates for professional, administrative, and managements services
and for use of tangible and intangible pruperty or rights (patents, techniques,
trademarks, copyrights, etec.)

3When estimating the capital stock of the mining and smelting sector we
include mining, quarries, oil wells, and primary metals.

4 ; 5 . :
When estimating the capital stock of the petroleum sector, we include
petroleum and coal products.



Economic Analysis provided us estimates of only the book value of U.S.

owned assets in Canada, we had to construct our own capital stock series.

The wvalue of the mid-vyear U.S. owned net capital stock in current dollars

MYUSNS(C$), in year k can be estimated for each sector as

MYUSNS (€$) =

BV -+ ka} MYNS (cs}k

k-1 (4.1)

where BV

MYNS(C$)

MYSN(OC$) =

2 MYNS  (0C$)}

book walue of U.S5. owned assets in Canada at the end of
yvear k (BEA data)

mid-year total net capital stock in Canada in current

dollars (Statistics Canada, Fixed Capital Flows and

Stocks)

I MYNS(CS$)ij

i]

where j = components of the capital stock for each
3-digit S.I.C.

i = 3-digit industries in each of our five

sectors

mid-year total net capital stock in Canada in origimal
cost dollars (Statistics Canada, Fixed Capital Flows
and Stocks)

E MYNS(0C5)4i]
i3
where j = components of the capital stock for each

3—digit 5.I.C.

i = 3=-digit industries in each of our five

sectors



Expressed verbally,.equaticn (A.1) indicates the following; the
mid-year U.5. owned net capital stock in Canada in current dollars in
year k is equal to the book value of the U.5. owned assets at mid-year
multiplied by a ratio which translates wvalues in original cost dollars
into current dollars. The ratio equals the mid-year total Canadian net
capital stock in current dollars over the same thing in original cost
dollars. This method of translating the book wvalue of assets into current
dollar terms assumes that the time profile of U.S. gross investment in

Canada is similar to the profile of total gross investment in Canada.

Using this method to estimate the net replacement value of the
U.5. owned capital stock in Canada, we can then generate four measures
of the real rate of return from U.S5. direect investment in Canada based

on

(a) total adjusted earnings gross of withholding tax
(b) total adjusted earnings net of withholding tax
(c) income net of withholding tax

(d) broad income net of withholding tax.

These rates of return for each sector appear in Table A.l for the
years 1952-73 and for the sub-period 1964-73. Also calculated for each
sector is the payout ratio which is defined as income divided by total

adjusted earnings net of withholding tax.

These rates of return are squect to a number of biases, one of
which is changes in the U.S5.-Canadian exchange rate. The current dellar
return expressed in U.S5. dollars in the numerator, on the one hand, should
fall when the American dollar is revalued and rise when it is devalued.

The capital stock figures also measured in U.5. dollars, on the other




hand, do not change as the result of rhanges in the exchange rate. We
thus expect the rates of return to be biased downwards for the recent
period of fixed exchange rates (1962-1970) and possibly upwards following
the depreciation of the U.S5. dellar vis-a-vis the Canadian dollar

since 1970. It is not possible to say at this stage which bias dominates.

The rate of return for (b) adjusted earnings net of withholding tax
is of most interest to us. It represents the real rate or return to total
U.5. direct investment net of any withholding tax if all the adjusted
earnings were repatriated each year, i.e., if the payout ratioc each year
were equal to 100%. Although the real rate of return does appear to lie
above 6% in some sectors, an average rate of 67 is still a reasonably
good overall estimate. When the actual payout ratio is incorporated,
however, the real rate or return falls well below 6% for all sectors
(row (c)); this remains generally the case even when other returns like

royalties, fees and film rentals are taken into account (row (d)).

Given these estimates of the real rates of return to U.S. direct
investment in Canada, therefore, we believe that foreigners could
normally expect to earn about 6% by investing in Canada. This 6% rate
of return thus provides the basis for calculating the benefit to foreigners
from alternative investment in th; Canadian economy (B?} in the case
when the foreign investment is considered to be non-incremental (see
section 3 of the paper). MNote also that because it reflects realized
values this measure of the expected real rate of return to foreign

investment in Canada includes a return for normal risks incurred.



‘Table AL

Rates of Return and Payout Ratios for U.S. Direct Investment in Canada

(percent)

Mining & Petroleum3 Other Trade Other All

Smelting Manufacturing Industries Industries
1952-1973 ’
Rates of Return ft:n:':L
(a) gross adjusted earnings - Tad 4,57 8.30 7.90 .71 7.14
(b) net adjusted earnings 6.08 3.87 T.34 7.01 5.93 6.23
(c) net income 4.30 .74 3.52 2.17 4.63 3.38
{d) net breoad income 4,46 2.09 4,87 3.33 6.42 4,43
Payout Ratio 71.98 10.79 49,32 315 78.30 55,07
1964-1973
Rates of Return for
(a) gross adjusted earnings 7.74 5.86 8.06 8.32 7.09 L)
{b) net adjusted earnings 6.56 4,90 6.77 7.04 5.95 6.11
(c} net income 4,88 2.79 3,24 2.42 4.73 3.52
{d) net broad income 5.18 313 5.1l0 Sl 6.40 4,77
Fayout Ratio 747 59.8B0 48,50 34.16 79.80 57.14

l, Definitions

(a) Branch profits + Reinvested earnings + Common dividends + Interest payements + Preferred

Dividends + Withholding ta

HES

Total adjusted earnings gross of withholding taxes less calculated withholding taxes.

(bh

(c) Branch profits + Interest
withholding taxes).

(d) Income net of withholding

Pay-out ratio is equal to

All rates of return are averages

mid-year U.S.-owned

net capital

payments + Common dividends + Preferred dividends (all net of

tax + Royalties, fees and film rentals.
income divided by total adjusted earnings net of withholding tax '
calculated from the annual returns divided by the estimated
stock in that year,

The capital stock of the mining and smelting sector includes mining, quarries, oil wells and:

primary metals. .
The capital stock of the petroleum sector includes petroleum and coal products,



Appendix B

. . 1
The Impact of Foreign Investment on Canadian Resource Markets

One eéfect of foreign investment might be the bidding up of the
prices of other Canadian resources like labour. As the price of labour
rises, output and employment fall. Labour and capital are released and
when the capital is thrown on to the market, the rate of return would
fall slightly. The lower rate of return would then cause some other
foreign investment to leave Canada, the net result being that not all
the foreign investment associated with the project can be considered
incremental.* The extent to which this argument i# valid depends on the
degree of complementarity between foreign capital and other Canadian

resources.

The following analysis provides a theoretical framework to facilitate
understanding of the problem of what happens when foreign capital enters
the country and bids up the price of labour. Assume that there are two

factors of production A and B.

S
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\
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™
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= A 100 110 B

1
We are especially grateful to A.C. Harberger for setting us straight
on this issue.




The demand curve for factor A can be drawn holding either QE= 100 or

PB= 1.0 as in figure (a). The demand curve for factor B is drawn

holding PA;l.ﬂ. The supply curve for factor B is upward sloping.

B.1. Assume factors A and B are complements

Assume that for some reason the price of factor A falls to 0.8. If
factors A and B are complements, then BQBIHP& <0 and the demand curve for
factor B shifts to the right to Dl. The price and quantity of factor B rise.
The higher price of factor B causes the demand curve for factor A
hold;gg PB=1:ﬁ to shift to the left because the factors are complements

and Eﬁéﬁo. The higher quantity of factor B causes the demand curve for
B

3Q
factor A holding QB= 100 to shift to the right because as complements Eaébo_
B

The two new demand curves intersect at point D where the price of
factor A is equal to 0.8. A generalized demand curve for factor A,
which allows for equilibrium to prevail in other factor markets, would
pass through points C and D and lie in between the two initial demand

curves, (drawn as a crossed line).




1.0

0.8

B.2. Assume factors A and B are substitutes

Assume that for some reason the price of factor A falls to 0.8. If

aQB>0 and the demand curve for factor B

E!PAl

factors A and B are substitutes, then

shifts to the left to D1 (Pﬁt 0.8). The price and quantity of factor B

fall. Because EQA>D, the demand curve for factor A holding the price of

BPB

factor B constant will shift to the left. Because they are substitutes,
aQ

A<o and the demand curve for factor A holding constant the

BQB

-

furthermore,

quantity of factor B will shift to the right.

(a) (b)
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The two new demand curves interscct at point F where the price

of factor A is equal to 0.8. A generalized demand curve for factor A,

which allows for equilibrium to prevail in other factor markets would

pass through points E and F and lie in between the two initial demand curves.

B.3. The Impact of Foreign Capital Flows on the Markets for Canadian Resources

As foreign capital flows into Canada with no accompanying increase
in the supply of other Canadian factors of production (e.g. through immigratiom),
then the price of labour, land, etc. will rise as these factors are bid away

to work with the foreign capital. In the diagrams the price of labour rises

from 1.0 to 1.1.
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Assume that Canada faces an upwi..d sloping supply curve of capital.
If capital is a substitute for labour, then ﬁﬁf <0. The smaller quantity-
of iabnur sérvices demanded by other employers (i.e. excluding project
employment) will cause the demand curve for capital.(drawn holding the
quantity of labour constant) to shift to the right, the rate of return

to capital will rise, and more foreign capital will be attracted into

the country.

1f capital is a complement to labour, then ;§§;>U. The smaller
quantity of labour services demanded by other employers will cause the
demand curve ?ﬁr capital to shift down and to the left. The rate of
return to capital will fall, and some foreign capital will be induced to

leave the country.

The question of whether Qanada will get more or less foreign capital
as a result of an initial foreign investment in a project depends on the
substitutability or complementarity of capital and labour. No doubt, rates
of return will rise in some industries and fall in others. The overall
magnitude of any effects will also depend on the elasticity of demand of

Canadian resources.

B.4. Elasticities of factor demand for composite goods

The -cross-price elasticity of a factor of production (i) is made up

of a scale effect and a substitution effect.




= 4
Nig = G (M= + 0,0

where-niﬂ = cross-price elasticity of factor i with respect to the price

of factor o
o= factor o's share of total cost {a0= 1 - ui}
nNx = the elasticity of demand of the composite good x where

factors i and 0 are employed; defined to have a negative

sign

Gio = the elasticity of substitution between factor i and other

factors of production (0)}; defined to have a positive sign.

'l

Note that the elasticity of demand for a composite good which has
fewer constitutent goods is generally higher than for a composite good
with more constituents. The elasticity of substitution is not generally

affected by the size of the composite good.

If we are drawing labour etc. from only a few other industries,

N, would then be negative

then nx would be large and would dominate gia; i

and the two factors would be complements. If we are drawing labour from
all other industries, hcwgver, then nx should be small and hence N6
would be positive. In this case the two factors are substitutes. Since
we wquld expect foreign investment in a prdject to attract labour from
many different industries, we would generally expect to see ﬂiﬂ>0

anﬁ, therefore, the rate or return to capital should rise as a result of

the foreign investment.




B.5. Conclusion

When féreign capital flows cause a bidding up in the price of labour

which causes other employment and output to fall, it is unlikely that

capital will end up earning a lower rate of return thus inducing a

capital outflow.



