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This study ‘examines probzble changes in foreign direct investment within
Canadd. by multinational enterprises {(MNEs) in response 10 three separate
chivices for Canada's bilateral trade policy with the United States.!  Our
examination seeks answers to three questions about MNE respenses to reductions
in-trade barriers that currently inhibit Canadian trade flows with the United
States. First, will the feve! of foreign control over domestic industries change
significantly? Second, will foreign-owned {irms change thelr Canadian strategy
by updating their Canadian production technigues, or mandating Canadian
operations with Exﬂusiue rights for worldwide production of one output? Third,
what is the impaCt on our trade with the United .States of various economic
determinants and palicy determinants ‘that are independent of foreign dirs?
investrnent?  Qur answers assess key asgecis of MNET responses to reducaes

.

bilstera: trade harrijers with the Linit=d STates.

Clzarifization o! the central concepis s necessary for the study. A MNI is
a firm coniralled by foreign residents with productive activities lacated in
Canada. Foreign Sireqt investmient accurs through foreign residents’ acauisition
or enmsncement of cantroliing interests in & corporation by purchases or
augmentation of Canadian equity holdings. Hence, this study investigates how

foreign-controlled domestic firms would respond to three separale ootions for

‘our -bilateral trade policy with the United States, The three policy options are:

* an unrestricted bilateral free trade agreement making Canada and

the United States & free trade area;

® a bilateral free trade agreement restricted to either specific seciors
or to seciars currently subject 1o trade restrictions defined in terms

of funciional areas; and



° a bilatera! agreement establishing principies and procedures for trade

negotiations between the United States.

The study is arranged in four sections. The first section devefops a simple
conceptyai framewark. to explain the logic ¢f changes in foreign control of
domestic equity. Thé second section uses this framework to predict changes in
the level of foreign control in Canadian firms resulting from each policy option.
Secticn three Invastigates two MNE strategies for Canadian operations in
response to reduced trade: barriers: rationalization, which is vpdating Canadian
preduction technigues to the most advanced standards, -and world product

mangdaiing, which is mandating the Canadian subsidiary with exclusive rights to
woridwide production of a specific product. A concluding section investigzates
the impac: on our trade patierns of various domestic economic déterminants and

domestiz policy determinants that are independent of foriegn direct investment.

The Framework

This seciion develops a simple concentual framework to explain the [ogic

of changes in foreign control over domestic firms. This framework is then used
E

to identify types of MNEs likely to be affected by changes in our trade relations

with the United States.

Conceptual frameworks are logical constructions or thought experiments.
They identify the fundamental principles of the relevant systématic £CONOMmIC

causes and effects associated with observed events. Frameworks de not describe
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ohserved economic evenis.. Instead, their identification of the fundamental
principles facilitates predictions of what will occur when the causal conditians

alter. The predictions are conditional, in the sense that they are of the form

that U spetific causal conditions are presant then inevitable consequences will

result,

A conceptual framework for making predictions aboul MNEs must begin
fram the economic causes of firms. A firm is a sogial arrangement among two
or mare individuals to co-ordinzte or mansge their productive activities by
commands or direztives, These commands or directives allocate ihput resources
just as prices allocate producis in the rna.:kets that firms supoly. Prices and
commands are alrernative social devices faor signzhing the allocation of
resources among alternative uses,2 The economic causes of 2 firm are the

precenditions that make mansgerial commands the appropriate device for

ailocating input resources.

Mariagerial commands administered within the firm are more appropriate
when prices in the same role would fail to indicdte accurdrely the scarcity of the
resources that are atlocated. Prices .fail to indicate scarcities when some costs
of furnishing the resgurce are shifted to other acrivitiégs, This shilting results

from interdependence of productive input activities., The interdesendence -is

often a coasequenca of the technical requirements of the production process.

Cost shifting in a complex production technigue can be exiremely difficuit

to monitor. For example, an assembly line process incorporates interdependence




among Inputs wherelb’y malfunctions of one piece of equipment of shirking by an
assernbly line worker imposes costs on the remaining equipment and labour
inputs. An effective 'pricing arrangement in ‘this circumsiance would necessitate
a reduced orice for the malfunctioning equipment or the shirking worker
sufficient ‘to compensate for the costs impased en remaining inputs. Individual
pricing by the Input awners is uniikely to adjust adequately 12 this cost shifting.
Hence, the signalling proparties of prices are unlikely -to provide appropriatae
signals for allocating the input resources. Managerial commands of dlr_e;*.ives
can take the interdependence of inputs into account more readily and command
the replacement of malfunctianing equipment -or discipling the shirking worker, 3
The co-ordination of nroductive activities "m a firm by manageriall commands
results from the superior ability of managerial resources to take interdependence
into consideration. This superior monitoring capability gensrates a mare
productive production process vielding greater returns than would be availatle oy

using a pricing syste.

The: MNE is a specific type of’ firm distinguished by foreign control
enfarced through ownership of domestic E'quifj‘_lr'. The interdependence that
causes MNEs is a‘;va‘rlant of interdependence discussed above, The

interdependence is betwesn inputs in ene country and inputs In other countries

wherehy International co-ordination of productive activity by managerial

cemmands yields greater wealth than either domestic co-ordination by firms or
international co-ordination of markets,* The international interdependence

among inouts that causes MYEs occurs in several distinct manifestations.



A manifestation of this [niernational interdependence that is reievant for
Canada is the relationship between our natural resource endowments and béth
the managerial skills such 25 marketing and the large scale of productive output
necessary for the American market, Natura] resource endowments are relatively
more, abundani in Canada than in the United States implying that they are
relatively less costly in Canada. ‘Norietheless, mana‘ggrial skills are relatively
more scarce and castly in Canada. Cenversely, while managerial skills are
relatively more abundant in the Unites States, natdral resource endowments are
relatively scarcer. Hence, a MNE combining American manzagerial skills and
Canadian tesource endowments undsubizdly generates more wealth than a

domestic Canacian enterprise or a domestiz American enterprise producing

jdentical butnouts, .

*me intermational divisien of labour that often characterizes natuerzal
respurse produsiion prbcésse‘s' permits cost shifting when markets are the
co-ordinaiing device. Inefficient natural resource extraclion I one Country
imposes ¢asts B0 the refining and marketing of the resource outpul in a second
=puntry ‘that are unlikelv ta be incorperated in the pricss of the extracied
nataral resources, This inefficiency and resultant cost shifting would béreducec!
if foreign owners co-ordinated extraction, refining, and markering by managerial
commands issued through & MNE. The consolidation of international activities in

a WNE thus increases the value of productive output,

The consequences of irade |iberalization for foreign direc: investment

hinge wupon trade barriers as a causal factor responsible for international



interdependence. Trade barriers gre policy instruments that impose costs on
domestic consumers by restricting domestic market access of foreign praducers,
Thase restrictions on choices in domestic product markéts have secondary
implications for input markets, . They can raise the price of domestically
produced output to induce foraign owners to produce output domestically rather
than export over trade barriers. Hence, restrictions on international movement
ol outputs mav induce international movement of inputs, Tariff barriers drive a
wedge between damestic prices-and international prices that can be sufficiently
large to make domestic inputs interdependent with foreiga inputs and ownership.

-

Internartional interdependence induced Sy tarilf barcriers is of secondary

importance in causing MNEs. Noretheless, industrialization and fareign direzt

investment were important objectives of Canadian import policy up to the 1930s.
In 1379 Sir Leanard Tiliey introduced the high tariffs that defined the National
Poligy with the famous remark that "the time has arrived when we are o decide
whether we will simply be hewers of wood and drawers of water™,? Tariff
restrictions were initially conceived as an instrument to industrialize ‘the
domestic economy., Tariils were the major instrument of natignal economie

policy until the great contraction of 1929-33. In 1930 the Canadian government

respanded to the severe international contraction In economic activity by raising.

tariffs to. unprecedented levels to stimulate domestic output and employment.
Tarif! increases to expand domestic employment also attracted [oreign direct
investment. It has beern estimated that of the 1330 companies in Canada
contralled or definitely affiliated with American firms in 1‘9'3{&,126 per cent were

established or acguired betweert 1930 and 1934.6 Attempts to industrialize our



economy through tariff protection were partly motivated by the objective of
diversilying employmant cpportunities by expanding the manufacturing sector.
Inngvations In economic pelicy aifier t’he_ 19375 broadened the governmental
policy tools available for job creation and stabilizing the level of employment.
Tariff barriers are now regarded as impediments to job creation and indpstrial

re-structurimg rather tham as stimulants.

The conceptual framework indicates that tarifis are a secondary influznce
or the conditicns recessary for AMNTs. Mcving from logical relazionships to
observed ‘relationshins we can compsrs the patiern in the sectoral incidence of.
tas(¥fs with the sectaral incidenze of {or;igrv direct lns.-esirnenln Exhimit 1
displays. percentages of foreign owneiship with effective tariif protection for 27
manufacturing saciors in Canada.” 1f tasiff protection is an imporiant cause of
foreign direct investment, the patiern of sectdral tariff incidence of tarifis

should mirror the patisrn in sectoral incidence of fereign control acrass:all 20

SeCTOTS.
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EXHIBIT I

Sectoral Incidence of Effective Tarif! Protettion and
Foreign Ownership as a Percentage of Total Assets for
20 Canadian Manufacturing Sectors 1970, 1975, 1578
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The evidem::eldisp_laye-d in the panels of Exhibit ! is incompatible with a
close causal ralationship between tariff protectien and foreign cwnership within
the Canadian manufacturing sector. This evidence accords with our conceptual
framewark conclusion that taritf protection has only secondary implications for

the international interdependence necessary for a MNE.8

Qur conceptual {ramework and the evidence in Exhidit 1 suggest that
reduced trade barriers will not have a major impact on the overall level of

foreign direct investment in Canada. Nonetheless, at the level of each individual

‘sector reduced trade barriers could have an impact on foreign direct investment

-

in some cases. in terms of our concepiual ffamewprk the relevant sectors are
those where tariff Barriers drive a sufficiently large wedge between the
Canadian price ang the world price that domestic produciive inputs increase in

value Su‘ff].CiEn-tl’;" to induce foreigners to acquire control. In terms of the

evidence displayed in Exhibit I .this interdependence could be preseni for the

foliowing sectors: Tobaccs products, leather products, knitting mills and

clothing.
Foreign control responses to reduced bilateral trade barriers

This section predicts cﬁang&: in the level of foreign control aver Canadian
industry associated with each chaice for our bilateral trade policy with the
United States.? The first sub-section predicts the-forgign awnership responses 1o
a free trade area. The second sub-section predicts fofeign ownership responses

ta either sectaral or functional free ‘trade agreements. The role of a bilateral



agreement establishing principles and procedures for negotiating trade jssues is

diszussed within each sub-section.

Foreign control of Canadian industry

wizain a Canada-!Inized S1ates fres rrade area

Eliminating trade Barriers detween Canada and the United States creates a
bilaterzl free trade area. An immediate issue is how this new envirgnment will
influence fareign conirol of Canadian industry. Specifically, would 2 free trade
areastimuiate or diminish fareign ownership or leave [t unchanged?

Foreign coniral expands or contracit [n response to zhanges 0 the
intzrdependence between Jdoreign inputs and domestic inpuis of the production
process.  From & Capadian perspective increaszed [nijerdependence between
foreign owne’s and domestic Inputs oiten implies increased foreign ownership,
Conversely, diminished interdenendence reduces foreign ownership. The imoact
of a frese trade area on foreign contral thus depends upon the. resoltani
interdependence between foreign owners and Canadian resources.

Interdependence berween inputs derives fram the techmical charadieristics
of the ;::-_mducricn process. Thase characteristics specify the division of labour
between input activities. Technical improvements in production processes ofren
involve a finer division of labour and providé greater potantial for Internationmal
interdependence. A Canada-Unjted States free trade ared would increase

competitive pressures and thereby stimulate the .adoption of more technjcally
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advanced production processes, This longer-term response can be designate

technically advanced {oreign investment.

A fres trade area dilutes or eliminates the interdependence induced by
tariff protection. If the domestic price in one country is closer to the world
price then creating a free trade area will ernde the interdependence between
foreign owners and domestic inputs in-the ather country. A free trade area tous
threatens prior foreign investment in branch plants established to circumvent the
tariff. Tn the a,bn_:h_ce’ of a re-orientation in corporate stategy through
rationalizatian or world product mandating, a ‘free trade aréa implies

disinvestment in foreign-owned Sranch plants,

The net impacs of a free trade area on foreign direct investment depends
upon the relative magnitude of the increase in technically advanced foreigh
direct investment compared ta the decline in branch. plant fareign investment,
The relative magnitude is obscured by the diiferent time horizons associated
with each response. Creating a free trade area through the elimination of
mutual tariff barriars immediately alters the environment for corporate
decision-making to the extent that the consequences would become fully avident
over a horizon of appr.nx.imately tive vears, Technical advances ia production
processes are much more gradual 59 that their impact on the internationalization
‘of production occurs over a harizon of between two and three decades. Hence, il
a . bilateral free trade area does not induce significant changes in corporate
strategy for branch plants, the level of faoreign diréct investment will initially
decline over a medium-term horizon of approaximately five years and then

subsequently increase over a longer-term horizen of two to three decades.
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Creating a free trade area sliminates both tariff and non-tariff barriers.
Eliminating non-tariff barriers is more complex than eliminating tariif barriess
because their diverse [ormats and justifications make them difficult to compare
and neg-:‘::iat-e-.l. This nagetiating complexity implies: the nesd for a goncurrent
bilateral agréement to establish principles and procedures for their elimimztion,
Thus, choosing the free trade area option requires a bilateral agreement

governing negotiations to remove nen-tariff barriers,

Public policy on fareign investment screening could also require changes
withir a free rade ‘area environment. The causal factors ;gs_qc-nsible for
teshnicatly advanced foreign direct im-'_e;tment differ markedly {rom those
responsisle for branch plant foreign investimant. The impacis on productivity
differ because technical advancement rajses productivity, while branch plants
piten diminish praductivit'y, owing to their relatively inefficient scile of
operaligns. Hence, within'a iree wrade area public pelicy on foreign investment
scresning could be zljered to specify changes in productivity pericrmance as a

maior criteria for suitabie foreign investment.

Tariffs are an instrument of tax policy as well as trade policy. Hence,
tariff elimination in a free trade area requiras a thnr-uug’ﬁ investigation af tax
policy fo determine if other taxes have the same impact on foreign ownérship as

tariffs. This might imply the need for modifications to tax policies that

diszourage imports. Tax policy would also require modification to recoup tax

losses resulting from élimination of tariffs.
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Foreign control of Canadian industry within Canada-United States sectoral or

funictional free trade agreements

Sectoral wor functional free trade agreements restrict trade liberalization
to specific sectors or functional areas. Sectoral free trade has an impact on
foreign ownership according “to  the resulting changes in international
interdapendence of sach liberalised secioral production process. Functional free
trade is trade liberalizaticn in functionally -:fetfl‘neé:f areas, The conseguences for
the level of foreign ownershin depend upon how the functionally defined areas
‘relate te international inferdependance of production processes.

Sectoral free rrade agresminents currantly operate within bath the Canada-
United Stares autometive indusiry and the Canada-United States defence
production indusiry. Singe the twa federal governments are the sole purchasers
af defence indusity output this sectoral agréement is a special case. The 1963
Canada-United States aytomioiive agreement stimulated changes in Corporate
strategies within the automotive industry that comprehensively rationalized
North American production. However, this sectoral agreement had virtuzlly ne
impact on the Jeve] of foreign ownership. Recent sectoral free trade discussions
have identified four “priority sectors” for possible trade liberalization: stesl,
urban mass transit equipment, farm machinery, and waded compuater sarvices,l?
The potential impact of sectoral free trade within these sectors on levels of
fareign ownership ultimately depends on whether removal of trade barriers
makes each sectoral production process relatively more or less internationally

interdependent: 1f interdependence betweesn American owners- and Canadian
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inputs ‘increases, then the [evel of foreign direct investment In Canada will
increase. Conversely, if Interdependence between Canadian owners and
American resources increases, the level of Canadian foreign investment in the

United States will increase.

International interdependénce at the sectora! level results from the nature
of the praduction process and efficiencies in managerial s«ilis. I the production
procest is susceptidie to an internztional division of preductive inputs then the

country with more efficient managerial swills witl increase jts foreign
g

investment. This results because more efficient management adobis

technological improvements more ragidly and because ownership usually entatls

uliimzte responsibility for managerial decisions.

The four priority seciors have production processes that are:subject to an
internasional division of labour in varying degrees. Sigel and farm machinery are
proguced by &ontinuous assembly-line processes., 'Jrbhan mass transit eguipment
is produred by discontinuous assembly line processes td meet contraziual
specifications. The standardization incorporated in assembly-line processes
makes them amenable to internationalization., Cemputer services are not
produced. by assembly-line technigues and conseguefntly are not sudjact to
internationalization In the same way as the other ‘threg sectors. Thus, the
impact of sectoral [ree trade on the level of foreign ownership in steel, urban
mass transit equipmen:i and farm machinery hinges upen national managerial

skills. -



-15-

Infeflor manageérial skills. have been attributed to Canadian management,
The average Canadian manager tends to be older, to have moved through the
ranks more slowly, to be less well-educated and generaily less experienced in
comparisen with fereign managers.“ Canadian managers also tend to adopt new
production technigues more slowly than foreign managers.ii? Hence, the
managerial skills in the four prierity sectors must considerably exceed Canadian
norms for sectoral free trade not o induc? increased foreign ownership of
Canadian industry. In standardized assembly~line production processes Canadian
managerial skills are prebably comparable to American skills, so the the level of
fareign ownership is unlikely to changze as a consequence of sectoral free trade.
The computer services industry is a ne.u: industry characterized by diverse
ﬁruduc:ion processes and management techniques. Cnnsequentiy; the

implications of sectoral free trade for levels of f-crrei_gn QWRNEersnip are unceriain.

The implications of functional free trade for the Level of {oreign direct
investment depend upon how funcilional areas relate to production Drocfesses.
Functional free trade has been defined in terms of removing trade resivictions
resutting from “government procurement or contingency protection Measures
such as emergency safeguards and countervalling duties*,13 This definition of a
functional free trade agreement suggests ti-'tat, it would encompass bilateral
reductions in gavern..-nemal non-tariff barriers. Governmental non-tariff barriers
are usually imposed to ease transitory labour market adjustments resulting from
permanent changes in import and export patterns. In recent yezars non.tariff
barriers have been imposed 1o ease the re-allocation” of labour from mature

"smokestack” industries that cannot meet foreign competition. A functional
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free-trade agreement thus implies & need for procedures to negotiate removal of

non-tarifl barriers.

A bilateral agreement establishing principles and procedures for
negotiating removal of non-tariff barriers is a concomitant of 3 funetional frea-
trade agreemnent. The principles and procedures must incorporate a definition of
what constitutes a nen-tariff barrier. The agreement must also clarify what

constitutes permanent changes to expott and import patterns as they relate 1o

-

The relztive importance of foreign ownership considgrations could also be
specified in the principies and procedures for bilzteral reductisns in non-taride
Sarriers. Since the fuacsiona! free israde area concept does not relate 10 specilic
sectors the net impact on levels of foreign ownership is uncertain.  This
uncertainty makes it virtually _1mpa551b1e. to develap specific impiications for

other public policies fh.g.*. would resilt from a functionzl free-trade ares.

Foreign corporate strategy responsas 1o reduced trade barriers

The form of foreign conirol within Canadian indusiry will changs with each
choice for our Bilateral trade policy with the United States. The first sub-
section predicts changes in the form of foreign direct investment from branch
plant operations to rationalized operations inCorporating the most advanced

production technigues. The sefond sub-section predicts changes irom branch

plant operations to operations with world product mandates for exclusive

worldwide production of 3 specific output,
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Raticnalization stratepies in reponse to reduced trade barriers

The reduction or elimination of bilateral Capada-United States trade
barriers radically alters the international environment for MNE operations.
Trade barriers induce international interdependerce by raising the value of
domestic inputs to foreign owners. Corporate MNE strategy in response to this
protected enviranm.ent' in Canada has often encompassed establishment of branch
plants to supply the protected Canadian market. These branch plant operations.
typically produce inetficiently because of the absence of competitive pressures,
while—the “protected—Canadian market is too smali~td warrant ef.fici'e—ﬁt‘“outpuf
levels. Corporate MNE strategy in respon;e t0 a less-protected environment

requires the MNE to re-define the role of the Canadian branch plants in its

overall corporate strategy,

Ratlonalization is a corporate strategy that renews the branch plant with
the most advanced production processes, It also narrows edch plant's output to
specialized wunits and the scale of operations s expanded beyond the
requirements of the previocusly protected market to fuenish the corporation's
total output. For examgple, Massey-Ferguson rationalized its European
production after the Eurepean Common Market was established. This strategic
response took the form of building whee| assemblies in one location, chassis in a
second, engines in a third, and assembling finished tractors in a fourth. Thus,
rationalization can integrate previous branch plants into the MNEs' total
productive processes. It replaces interdependence induced by trade barriers with
econemic interdependence achicved by a more productive international division

of labour.
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We must investigate the likelihood of rationalization strategies in terms of
renewing the branch plant's economic viability within environments distinguished
by reduced trade barriers. The two environments are bilateral free trade and

sectoral free trade,

Bilateral free trade .

A bilateral free-trade area for Canada and the 'Jnited States establishes

the environmental pre-condition for corporate choice of a rationalization

sttategy, This striategic choice is a response to the new environment
-

incorporating a new international division: of the production process. The

=7
|

economic and technical characteristics of productlon processes are such that

greater divisibility facilitates greater rationalization. Economic influences on

gaivisibility result from differences in input costs that exceed the transportation

Ry

cos1s between production locations. In Canada, natural resource input costs are

relatively low, while labour and capital costs are relatively high. Consequently,

. .I - b oiay

rationalization strategies are most likely to be adopted by MNEs with outputs

requiring a large amount of natural resources. However, sectors producing these

outputs are not characterized by lnefficient Canadian branch plants. In the first

2

section the tobacco products, leather products, knitting mills, and clothing

LI e
T

sectors were identified as those where interdependence induced by tariffs was
probably present.  Competitive pressure on foreign-owned knitting mills,

clothing industries and leather product industries coriginate from newly

industrialized countries rather than the United States. "Hence, viable corporate

rationalization strategies for these industries woold require branch plant

o ry -
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purchases by MNEs in newly industrializing countries, Corporate rationalization
of the Canadian branch plants necessitates foreign Investment from outside the

proposed bilateral {free-trade area,

public policy on foceign Investment screening could be modified to
incorporate corporate strategic rationalization ¢riteria if the free.trade oplion
was chosen. This adaptation of screening criteria would also require negotiation
with the United States to avoid cnmp;elti:ive pressures for the atiraction of

foreign direct investment that would ratignalize inefficient operations.

-

Tobacca products are subject to substantial non<tariff barriers in additien
to tariff barriers. Thus, Caradian operations differ from the typical branch
plant operation induced solely by tariff pretection, A viable rationailzation
strategy for American MNEs in the iobacco products sector would regquire prior
agreement for removal of non-tariff Barriers. This could be achieved oy &
concurrent choice for a hilateral agreement that would establish principies and

procedures for elimination of non-taritf barriers.

Sectoral or functional {ree frade agresmants

Sectoral {ree-trade agreements could establish formal canditions for

‘adoption of corporate rationalization strategies. The Canada-fnited States

automgrive agreement s an outstanding example of an international sectoral
free.trade agresment designed to achieve strategic rationalization objectives.

The instruments within the agreement to fulfill these objectives are the

e e g a1 b e R L T I P & i A i LT I T . LA P N =T A Y Mt TS IM e
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safeguard provisions that specify the maintenence of Canadian production
locations. However, the knitting mills, ciothing, and leather product sectors that
are characterized by ineffiéient branch plant operations probably reguire
rationalization by MNEs located in newly-industrializing countries. As a result,
sectoral free-trade agreements with the United States could no! incorporate

viable rationalization objectives.

The tobacco products sector is more amenable to rationalization through a
sectoraj free-trade agreement with the lnited States. The sectoral agreement
could be readily modified to incorporate both rationalization objectives and

rationalizazion instruments. Nonetheless, a sectoral agreement for to5acco
procducts would require a concurrent bilateral agreement for removing non-tarii!

barriers because of their key importance in this sector,

Sectoral free-trade discussions in Canada have not identified priority
sectors in terms of ratipnalizing inefficient branch plants. The priority sectors
of steel, urban mass transit equipment, farm machinery, and traded computer
services have been identifiec in terms of requirements for large scale production
and export potential. Hence, within these sectors rationalization of Canadian
operations is not a relevant corporate strategy. Canadian foreign direct
investment in the United States within the priority sectors is probably

insufficient to induce rationalization of Canada-United States production.

Functiona! free-trade agreements encompassing bilateral reductions in

governmentally-imposed non-tarif{ barriers have more substantial implications

-]
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for corporate ratiqnalizing strategies. Since these barriers originate from
transitory labour market adjustments, rationalization strategies could ease the
sectoral re-allocation of labour. Functional free-trade agreements are thus
complementary with rationalization strategies. Functional free trade would be
most appropriate for rationalization if combined with a bilateral agreement

establishing principles and procedures for removing non-tariff barriers.

World product mandate strategies in response to reduced trade barriers

Corporate MNE strategies in response to bilateral free-trade could
encompass world product mandates for their Canadian branch plants. This
strategy assigns the branch plant "total responsidility for particular products or
operations within the multinational ... (including) responsidility for all aspects of
research and development including conceptual or basic research; responsibdifity
for manufacturing; and direct responsibility for international marketing."“‘
World product mandating is thus an enriched variant of the rationalization
strategy. The enrichment relates to research, development and marketing.
Exhibit 1T summarizes the basic differences between corporate MNEZ strategies

for a protected branch plant, a rationalized subsidiary operation and a subsidiary

operation with a world product mandate.
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EXHIBIT Il

Corporate Strategies for Subsidiaries in
Multinational Enterprises

Branch Rationalized Worid Product
Plant Subsidiary Mandate Strategy
Strategy Strategy
Producztion S S S
Selling S S S
Process technology S S S
Managemenst S P S
Marketing S P S
Product renewal P P S
Exporting n.a. P S

S = subsidiary has Primary responsibilizy -
P = parent has primary responsidility
n.a. = not azplicable

The interntional ecomomic interdependence that causes a MNE differs
according to the corporate strategy. [nterdependence between foreign owners
anc domestic resources that is inguced by tariff protection causes a branch plant
strategy. Interdependence between direc: inputs to the production process
causes a rationalization strategy. The interdependence causing a world product
mandate strategy is an interdependence beyond direct inputs to encompass
indirect inputs such as research, development and marketing. A worid product
mandate strategy is more interdependent with the parent MNE and less
dependen't than the branch plant or the rationalized strategy. Greater
interdependence results from the consolidation of more operations in the

subsidary.
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The formulati-;:n of world product mandate strategies for subsidiaries
differs from the formulation of branch plant or rationalization strategies.
Management within the subsidiary typically takes the initiative to acquire a
world product mandate. In contrast, strategic decisions to create a branch plant
or a rationalized operation are the preserve of corporate planners within the
MNE. The MNE corporate planners assess the subsidiary management's
initiatives for a world product mandate then integate successful initiatives into
overall corporate MNT strategy. Thus adoption of world product mandates by
Canadian subsidiaries will depend upon the agressiveness of Canadian branch
plant management within either a bilateral-{ree trade environment or a sectoral

-

free-trade environment or a functionz! free-trade environment.

(z) Bilatera} free-trade

A bilateral free-trade environment would eliminate the induced
interdepencence between American owners and Canadian inputs that prompted
establishment of Canadian branch plants. The central issue is whether the
Canadian managers of a branch plant that becomes redundant will actively seek
world product mandates from American MNE parent firms. The economic
determinants of a viable world product mandate imply that the Canadian
mangers who seek this strategy must acquire appropriate research, development,
manufacturing, and world marketing services. They must then coordinate these

services to produce a product that competes effectively in world markets.

e
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The leather products; knmitting mills, and clothing sectors are faced with
potentially redundant branch plants. Two considerations mitigate the likelihood

of world product mandate strategies for Canadian subsidiaries in these sectors,

First, the maragerial capasilities within the branch plant subsidiaries are

probably [imited. This means they are unlikely tc saex aggressively for waorld
nroduct mangates to teansform their branch plants into world producers. Second,
viable worid pmdu& mandzstes strategies for these sectors would originzte from
MNES in newly industrializing countries but the current patiern of Canadian
forgign owmership mestly 2ncompasses Arnerican MWEs.  Thus, unless the
potem't]‘ally"redundaﬁt Canadian branch plants are purchassd by MNEs from the
newiv .indusirializing couniries and Canadian branch plant managemsnt 5

significantly upgraded, viatle world product mandate strategies are uniikely,

ma

The toSaccs products secter differs from the preceding sectors becausze
viable world product mandates gould be acquired from American parent MY Ts.
World product mandates in Canadian tobaczo progucts will depend primarily upen
the aggressiveness of Canadian branch plant management. Nonetheless, bildateral
free-trade wil] be inhibited by nen-tariff barriers on tobacco products. These
barriers are a2 major influence on the sectoral environment, so viable world
product mandates would necessitate a bilateral agreement establishing principles

and procedures for their removal.

World product mandates are more likely to be won in seC107s producing new
products subject to expanding worldwide denand. The relative newness ol most

sectors producing these products means they are not ajready characterized by
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significant numbers of branch plants in Canada. Hence, world product mandate
strategies are unlikely to yield permenant sdlutinos t6 problems arising from
branch plants made redundant by a bilateral Canada-lInited States {ree trade

ares,
(b}  Sectoral ar-functiona] free-irade agreements

Sectoral free-trade agreements are unlikely to prompt adeptien of world
product mandate strategies for Canadian subsidiaries. The knitting mills,
clothing, leather products, and tobacco products sectors that require induszrial
renewd| are uynlikely candidates for WC'Lc;.ra] free trade agresments. Alsd,
reguired addptions of w'orld oroduct mandate strategies would be exceptionally
difficult to ingcorporate in a secroral agreement. Praduction respansibilities

encompassing product mandates enforced by an intergovernmenta] agreement

woutd nat be weicamed by MNEs.

Sectoral free-trade proposals originating from Canada have given steel,
urban mass transit equipment and traded computer services priority status. The
basis for their ariority status i§ incompatible with world product mandares for
Canadian subsidiaries. Thus; their prioritization on the basis of both competitive
export potential and reeds for large scale production runs means that they are
potential producers for world markets regardless of specific objectives in the
firm's strategic plans. In addition, Canadian foreign direct invastment in the
United States in the priority seCters is probably insufficient to motivate

mandgers of the American subsidiaries to actively seek world product mandates.
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Funttional {ree-trade agresments relate to gavemmentai‘non-»ta.-'iff barriers,
Cornprehensive functional free-trade agreements covering entire sectors could
establish  the environmenial preconditions but they have no necessary

implizations for adoption of world product mandate strategies.
CONCLUSIONS

THis section assesses the relative importance of public policies that have
ar impact on our trade paiterns in the first sub-saction. The sacond sub-section
assesses the impact of specifiz econemic deierminants governing our patierns.
A brief concluding sub-section Eummari;es the answers to the guestions

concerning WMNE responses 1o reduced trade barriers between Canada and the

United States that were posed at the outset of the study.
Pubiic policies and Canada's international trade patterns

Public policies that have impacts on our trade patterns include taxation,
exchange rate management, [abour legislation and competition legislation. Each
one of these policies has an independent impact on our trade patterns. Their
relative importance depends upon t-he-rélatianshl-p between the prime objective
governing the uses of eath policy instrument and the conseguences of this use for

Canada's specialization in certain ecanomic activites.

Taxation policy is the most important public policy instrument influencing

sur trade patterns, Tariffs are a tax on imports so tariff policy is 2o instrument
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of tax pelicy. The prime objective of tax palicy is to raise maximum revenue
with minimum distortions to resource aliecation, Tariffs directly distort the
international allocation of resources through their impact on trade flows. In
evaluating the impact of taxation on our trade patterns the ceniral issue is

whether domestic taxes have impacts on exports and imports that are

¢omparable to the tariff in their impact on Canada's trade flows:

Exchange rate management comprises actions by demestic monetary
authorities to alier the value of the exchange rate {rom the value that would
result from supply and demand condizions in the fareign exchange markets, The
supnly and demand conditions are the channels whereby the overail balance of
payments poasition is transmisted to the exchange rate. Exchange rate
management is nromptad by objectives foc the domestic inflation rate or for the
domestic unemplayment rate, Either one of these can be the prime objectives
achieved gver a shortl run horizon of up t@-a year thruugh switches of domestic
residents’ expenditure. patterns between internationally traded goods and
domestically traded goods. Nonetheless, exchange rate management has its
impact upon nominal valuations expressed in terms of money instead of real
valuations expressed in terms of the items traded. Rational economic behaviour
means that individial econernc behaviour respr:mds to real valuations.

Cansequently, exchange rate management influences on nominal valuatians

‘cannot permenantly change the real patterns of exports and imports that dre

traded. Exchange rate management can enly have a significant impact on

transitory changes in the permenant patter:ns of our trade flows.
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Labour legislat'ion and labour market policy encompasses governmentally
imposed changes in the operations of labour markets. The primary objectives of
labour Jegislation and labour market policy are to alter labour market operations
for the benefit of domestic labour, subject to minimal distortions to the efficient
allocation of labour services. Labour market legisiation and policy is very
unlikely to have direct implications for Canada's permenant international trade
patterns because excessive benefits enjoved by domestic labour can be ofiset by
subsequent choices of labour-saving production techniques. Nonetheless, tabour
market policies operate over a shorter time horizon in comparison to the time
horizon necessary for selection anc¢ implementation of new production
technigues. In the transition period before ;roduCtioa techniques are adapte< o
the results of labour legisiation or poiicies higher benefits for domestic labour
can raise the price of tradeable goods and services produced domesticaliy. Thus
delayed adjusiment can lead to transitory alterations in domestic patterns o

exports and unports until the technique of production has adjustec.

Competition legislation and policy establishes the bounds of appropriate
market strategies for buyers and sellers. The primary objective of competition
legislation and policy is to improve allocative efficiencies of domestic markets.
This objective is compatible with Canada's specialization in economic activity
according to her comparative advantage. Nonetheless, imp]emengtion of
competition policy can encounter difficulties because the primary objective of
competition policy may conflict with the objectives motivating the
implementation of other governmental legisiation and policies. These conflicting

objective can have transitory impacts on the structure of Canada's trade.
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Economic determinants of Canada’s trade patters

This sub-section examines the impact of two economic determinants on
Canada's patterns of international trade and foreign investment. First we
consider labour cost determinants. Then we consider transportation cost
determinants and their specific impacts on the location of inputs in relaiton 0
domestic production processes, as wel] as on the [ocation of production processes
in relation to market demand for final output. The impact of each determinant
on the level of foreign ownership in the Canadian economy is also briefly

summarized.

Canadian labour costs are a major determinant of our international trade
patterns. In the Canadian economy labour is a scare resource relative to some of
our other inputs such as land and natural resources. This refative scarcity
implies that labour is a high priced or costly input into production processes,
Consequently, our expqris incorporate relatively small amounts of labour inputs

while our imports incorporate relatively larger labour inputs.

This pattern of labour endowments and resultant labour costs influences
the type of foreign ownership flows into the Canadian economy. Economic
interdependence between foreign owners and domestic inputs that causes MNEs
follows from their distinctive production techniques and input choices. Since
production techniques are relatively fixed over the medium term foreign
investment decisions will be heavily influenced by input costs. High labour cost
is a structura] feature of the Canadian economy, so viable foreign investment is

unlikely to occur in sectors requiring large amounts of labour inputs.
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Transportatianl costs are a mifor determinant of our internidtional trade
patterns. Transportation techrielogy has steadily improved and thereby
diminished unit transpertaticn costs. Despite increases in energy costs Canada's
technologizally advanced transportation sector provides relatively inexpensive
transportation input services. Transportation Costs ‘also have an impact upen the
location of input services in relation to production processes where they are
used, as well as on the lccation of the production process in relation te the.
market demand for final output.  Continuing technelogical advances  in
transportation imply thatr these locationzal considerations will become a [ess
important determinant of our future trade patterns, Thus our steadily expanding
trade with distant Pacific risn countries re;eals the relatively minor impact ef

transportation costs on our international irade patierns.

Transportation costs and ‘their infivence on influence on locatienal
decisions are a subsidiarv factor in' the pattern of forsign ownership. The
interdepandence between foreign owners and domestic inputs causing MNEs i3
conditioned more directly by production technigues and input costs associated

with labour services, capital services and natural resources.
Conclusion

We can now provide conditional answers 10 the three gquestions posed at the-
beginning of the study. First, the level of foreign control over domestic
industries eould initially diminish during the medjum term after trade barriers

are’ diminished, but owver a longer horizon technically advanced {oreign
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investment and foreign control could increase. This sequential pattern of MNE
respanses assumes no charge in corperate MNE strategies for Canadian
subsidiaries. Second, the form of foreign control could alter as MNEs respond to
reduced trade barriers with corporate strategies that integrate Canadian
subsidiaries by rationalization ¢or world product mandates. These strateglﬂ
responses are not likely 1o occur In sectors where branch plants are made
redundant by reductions in Canada-United States trade barriers.  Viable
rationalization and world product mandate strategies are more likely to occur
within sectors produging new products by production techniques amenasle to
Canada's endowments of preductive inputs. Third, taxation is probably the rrlm_st
Important policy influence on our trade pa':terns. Legisiation and policies for
exchange rates paolicy, labour markets, and competirzion can induce transitory
changes in our trade patterns but they are unlikely to .permenantly aitsr the
structure of our exports and imports, Labour.cosis are the major determinant of

both our trade patterns and foreign investment {lows.
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FOOTNOTES

A research study to fulfill contractual arrangements with the Department
of External Affairs, Government of Canada. Greg Meredith provided
valuable research assistance and stimulating discussions. Liabilities for
errors rests exclusively with the author.

In each case we assume that the United States agrees to the Canadian
choice. Thus,we do not consider either bargaining or United States policy
options.

Armen A. Alchian and Harold Demsetz, "Production, Information Costs and
Economic Organization,”" in Economic Forces at Work: Selected Works by
Armen A. Alchian (Indianapoils: Liberty Press, 1377).

Managerial commands or directives are economic devices for co-ordinating
or allocating productive inputs within a firm. They are supplemented by
other non-economic sociai devices such as ethical values, team spirit, and
company loyaity.

John McManus, "The Theory of the Internationa! Firm," in The
Multinational Firm and the Nation State, Gilles Paquet ed., (Don Mills:
Collier-MacMillan, [972).

Qucted by Orvitie John McDiarmid, Commerica! Policy in the Canadian
Economy, (Cambridge: Harvard University Press, 1356} p. 180,

Herbert Marshall, Frank A. Southard Jr., and Kenneth W. Tavler,
Canadjan-American Industry (New Haven: Yale University Press,
1936) p. 149,

Effeciive tarif{ protection diifers from nominal tarifi rates by taxing
account of the tariff protection on imported inputs. This provides a more
accurate measure of the protection to domestic production.

Subject to three qualifications. First, our conclusions are for relationships
between the nationa)] patierns and need not hold for individual sectors.
Second, our evidence is for the rate of tariff protection and the stock of
foreign ownership. There might be a closer relationship between changes
in the rate of tariff protection and the flow of foreign ownership. Third,
non-tariff barriers have not been considered.

This section predicts changes in the overall level of foreign ownership.
Section 3 predicts changes in the form of foreigh ownership.

Michae] Hart, "Some Thoughts on Canada - United States Sectoral Free
Trade," the Institute for Research on Public Policy, Essays in International
Economics (Montreal, 1985) p.19.

Den J. Dalv, "Canadian Management: Past Recruitment Practices and
Future Training Needs," in Highlights and Background Studies Max von Zur-
Muehlen ed., (Ottawa: Canadian Fegeration of Deans of Management and
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Don J. Daly and Steven Globerman, Tariff and Science Policies: ~
Applications of a Mode| of Nationalism, (Toronto: University of lToronto
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Canada, "How to Secure and Enhance Canadian Access to Export Markets,"
Department of External Affairs Discussion Paper, p. 23.

Ontario Ministry of Industry and Tourism, The Report of the Advisory
Committee on Global Product Mandating, (Toronto:  Government of
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