August 1967

POSTWAR U. S

Following World War Il United States investors
looked north to Canada’'s vast reaches of untapped
resources and saw an area ripe for economic develop-
ment. Soon after the war American capital began
to flow into Canada in great quantity, and the flow
has increased in the past decade despite sharp ob-
jections by some prominent Canadians against what
they considered excessive foreign control of Canadian
business.

Dependence on external sources of financing has
been characteristic of Canada’s economy during most
of its history. British investments, mainly in rail-
ways and other government-supported expansion,
were dominant from the turn of the century until
the start of the war in 1914. Following the war the
United States quickly became the leading foreign
investor in the Canadian economy. Growth of United
States investment was interrupted during the 1930's
but began again in the 1940's. Since World War Il
Canada’s foreign trade account has shown frequent
deficits, which have been financed in large part by
capital inflows. In contrast with sharp criticisms
of too much United States control of Canadian busi-
ness, Canada’s businessmen and provincial leaders
generally encourage foreign investment.

This article will concentrate on private investment.
United States Government claims in Canada are small
relative to other parts of the world. Private in-
vestment is predominantly long-term and attention
will focus on both direct and portfolio investments,
which together constitute private long-term invest-
ment. Consideration will also be given to the in-
dustries which have been major recipients of
American capital.

Direct Investment Direct investment is the largest
single category of United States foreign investment.
As the accompanying chart shows, it represented
over 60% of total privately held foreign assets in
1965, and has accounted for a similar proportion of
the growth in this area since World War Il. The
distinction between direct and portfolio investment
is not always easily discernible. Generally, direct
investment includes the establishment or acquisition
by United States corporations of foreign branches
and business offices and of foreign subsidiaries and
affiliates where holdings of United States residents
represent an important voice in management. Direct
investment figures shown in the table are accumulated
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book values. Changes in these figures represent net
flows of direct investment. These flows will differ,
however, from the flows found in balance of pay-
ments statistics due to varying accounting methods.

Since the war direct investment assets in Canada
have roughly equalled one-third of the value of total
United States direct investment assets abroad. The
more than $15 billion total in Canada at the end of
1965 was the largest amount in any one area of the
world, and accounted for almost 60% of this country’s
total investment in Canada. Although the Canadian
share of total United States direct investment dropped
from 34.2% at the end of 1960 to 30.9% at the end
of 1965, it was still over $1.25 billion larger than
the sum in the Western European countries taken
as a group.

Reinvested earnings and capital flows constitute
net increases in direct investment abroad. The
relative importance of these elements in Canada has
varied since the war. Accumulated United States
direct investment in Canada, as seen in the table, in-
creased by almost 50% between 1946 and 1950.
About 70%. or over $700 million, of the increase was
reinvested earnings. This pattern changed, however,
early in the 1950's. In 1952, for example, the net
flow of direct investment to Canada reached a record
high of over $600 million and was about equally
divided between net capital movements and rein-
vested earnings.

While direct investment in Canada grew steadily
in the decade prior to 1955, the real surge occurred
in 1956 when the total increased by s: billion to
almost $7.5 billion. In the following year, 1957, the
increase was only about $870 million as the economy
entered a recession and earnings and reinvestments
were reduced. The level of net new investment con-
tinued down in 1958 to about $700 million but rose
to $840 in 1959, about equally divided between capital
flows and reinvestments each year.

United States investment in Canada has been
subject to several important influences during the
1960's. Late in 1960 Canada raised taxes paid by
American parent companies on their Canadian earn-
ings. In the wake of this action and the 1960-61
recession, American direct investment in Canada in
1961 grew by only $400 million. The net increase
improved only slightly to $500 million in 1962, and
the temporary collapse of capital inflows, due also

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



August 1967

to expectations of declines in the value of the
Canadian dollar, led to a substantial loss of foreign
reserves during the first half of 1962. The down-
ward drift in the exchange rate of the Canadian
dollar eventually resulted in the adoption of a fixed
exchange rate by the Canadians in May 1962. Long-
term capital flows resumed in the second half of
the year.

Since 1963 the net increases in United States direct
investment have been impressive. In 1963 the net
flow to Canada was almost $900 million. Despite
sales of interests in Canadian business totaling $140
million in 1964, the book value of direct investment
increased by nearly $800 million. In 1965 the flow
of American direct investment to Canada was al-
most $1.4 billion.

The attractivness of investment in Canada can be
variously explained. The country’'s political and
economic stability is certainly important. Canada’s
wealth of natural resources is also a basic attraction
for foreign capital, and the proximity to markets in
the United States results in low transportation costs.
Canada’s import tariff has also attracted foreign
capital since producing in Canada is generally cheaper
than exporting to Canada.
ficult to derive and compare meaningfully but at first
glance the rate of return on United States direct
investment in Canada seems low, relative to returns
in other areas. Measured by the ratio of the United
States share in net earnings of subsidiaries and

Rates of return are dif-

branch profits to total direct investment, the return
on Canadian investment in 1965 was 7.9%. This
was about three percentage points lower than the
figure for all the areas of the world combined and
contrasted markedly with the almost 52% return on
American direct investment in the Middle East.
Many variables can account for such differences but
the lower rate of return in Canada reflects in large

part the security offered by the factors mentioned
above.

Portfolio Investment Foreign portfolio invest-
ment consists primarily of purchases of foreign dollar
bonds or other foreign securities and of loans by
private financial institutions. Stocks purchased in
foreign businesses with less than 10% American con-
trol would be classified as portfolio investment.
Figures on portfolio investment abroad are carried
at market value and thus yearly increases reflect in
some part the appreciation of past investments.

In the years immediately following World War IlI,
American investors moved slowly into portfolio in-
vestment. From 1946 through 1955 accumulated
United States portfolio investment abroad increased
only $2.3 billion compared to an increase of $14.2
billion from 1955 through 1965. During this whole
period, 1946-1965, the Canadian share of total
American portfolio investment abroad fell about
fifteen percentage points but still amounted to a
healthy 44.1% in 1965. The great share of United
States portfolio investment in Canada during the
postwar period has been divided between foreign
dollar bonds and other foreign securities. The total
of bank loans and “other” claims was fairly steady
until 1964 when it nearly doubled to $760 million.
This, nevertheless, remains a small fraction of the
total portfolio investments in Canada.

From 1950 through 1955 American portfolio in-
vestment in Canada grew at an average annual rate
of only 2.4%, and much of the capital movement was
associated with short-term fluctuations in exchange
rates and bond vyields rather than with more per-
manent investment. From 1950 through 1952.
Canada received about 60% of a total of $1 billion
of net new portfolio investment abroad by the United
States. Bond issues by Canadian provinces and
municipalities and large sales of common stock by
Canadian corporations accounted for this outflow.

INTERNATIONAL INVESTMENT POSITION OF THE UNITED STATES

(millions of dollars)

Total Canada
1946 1950 1955 1960 1965p 1946 1950 1955 1960 1965p
U. S. Assets and In-
vestments Abroad, Total 18,693 31,539 44,947 71,388 106,065 5,625 7,252 10,632 17,198 25,995
Private 13,525 19,004 29,054 50,266 80,942 5,605 7,243 10,625 17,195 25,987
Long Term 12,263 17,488 26,668 45,357 70,801 5,448 6,993 10,320 16,650 24,694
Direct 7,227 11,788 19,313 32,765 49,217 2,472 3,579 6,494 11,198 15,172
Portfolio 5,036 5,700 7,355 12,592 21,584 2,976 3,414 3,826 5,362 9,522
Short Term 1,262 1,516 2,386 4,909 10,141 157 250 305 635 1,293
Public (U. S. Government
Credits and Claims) 5,168 12,535 15,893 21,122 25,123 20 9 7 3 8
p Preliminary.
Source: Survey of Current Business and Balance of Payments Statistical Supplement to the Survey of Current Business, 1963.
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As the spread in interest rates between the two
countries narrowed at the end of 1952, American
investors began to liquidate and Canadian borrowers
turned to domestic funds. When the recession
pushed rates in the United States down relative to
Canada in the fourth quarter of 1953 and early in
1954, Canadian borrowers returned. To illustrate
the dominance of Canadian securities in this country’s
portfolio investment abroad, in 1953 Canada was re-
sponsible for $125 million of $200 million the United
States received in dividends and interest from such
investment.

In 1956 the flow of American portfolio capital
abroad became much larger and from 1956 through
1962 averaged $750 million per year. Almost one-
third of the total flow went to Canada. During this
period, 1958 was a peak year for United States
portfolio investment in Canada due to large interest
rate differentials resulting from relatively low rates
in the United States. As the interest rate differential
decreased after 1958, Canadian borrowers raised a
higher proportion of their needs at home in 1959
and early in 1960.

The total of American portfolio investment in
Canada as well as the rate of growth of such invest-
ments increased dramatically during the first half
of this decade. The total at the end of 1965 repre-
sented an increase of almost 78% over 1960's year-
end figure. In July 1963 President Kennedy pro-
posed an “interest equalization tax” on the purchases
of foreign securities by residents of the United States.
It was designed to discourage the rapid outflow of
capital from the United States. When the law was
finally enacted in August 1964, however, new issues
of Canadian securities were exempted. The value
of United States portfolio holdings in Canada in-
creased by $1,620 million in 1964. The 1965 in-
crease, however, was only $630 million, due princi-
pally to a decline in United States holdings of cor-
porate stocks.

Areas of Investment The industries which have
received the largest part of America’s total postwar
investment abroad have also been the principal re-
cipients in Canada. These are manufacturing, petro-
leum, and mining and smelting. Manufacturing has
been, by far, the leader in the world and in Canada.
At the end of 1948, of a total of $3.2 billion of United
States direct investment in Canada, $1.6 billion, or
one-half, was in manufacturing. At this time
petroleum investment, with a total of $300 million,
was only starting and was somewhat behind mining
and smelting, and public utilities.

The areas of Canadian manufacturing receiving

the largest amounts of American capital in 1965 were
transportation equipment, chemicals, and paper, in
that order. The only variation from this pattern in
American investment in the rest of the world is
that machinery replaces paper as the third largest
recipient. Europe is the dominant machinery-pro-
ducing area overseas and Canada is the largest paper-
producing area. By the end of 1965 United States
direct investment in Canadian manufacturing totaled
over $6.8 billion, more than four times the 1948
figure.

From the end of 1943 through the end of 1950
manufacturing investment doubled from $0.9 billion
to $1.8 billion. In 1952 new investments in aluminum
production, requiring the financing of hydroelectric
power and other facilities to develop the new capacity,
were reflected in a sharp increase in the total. With
the completion of the aluminum plants in 1953, how-
ever, new manufacturing investment decreased. By
1957 manufacturing in Canada was not growing as
fast as earlier in the 1950’s but still accounted for
40% of American capital in Canada. Since 1960,
when investment in manufacturing was at its lowest
in many years, the increases in direct investment
have been growing steadily. In 1965 total American
direct investment in Canadian manufacturing grew
by $650 million.

Following new oil discoveries in Canada in 1947
petroleum investment grew rapidly and totaled $933
million at the end of 1953. By 1959 American
petroleum interests in Canada had grown to almost
$2.5 billion. In 1961 new petroleum investments de-
clined to the lowest rate since 1949, reflecting com-
pletion of major phases of the industry’s development.
By the end of 1965, however, the accumulated book
value of direct investment in Canadian petroleum was
over $3.3 billion. This nearly doubled the invest-
ment in mining and smelting, which has been used
predominantly in the postwar period to develop iron
ore resources.

United States interests in the three large in-
dustries just mentioned are substantial and probably
the main cause of the existing Canadian displeasure
over foreign control of business. In the period from
1948 to 1959, nonresident ownership rose only from
32% to 34%, but in 1960 total United States in-
vestment in Canada represented more than 75% of
all nonresident investments. Canadian financing
tends to dominate such industries as merchandising,
agriculture, housing, and public utilities. Petroleum
and natural gas, however, exemplify the large, Ameri-
can-controlled industry. At the end of 1959 Ameri-
can interests controlled 69% of the industry in
Canada and Canadians accounted for only 25%.
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