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The Benefits of Foreign Business
Activity in Canada

Main Conclusions
» Canadians would benefit from greater foreign business activity in Canada through lower prices,
higher wages, greater choice, and better quality goods and services.

» Foreign business activity, which includes foreign direct investment (FDI), foreign ownership and
foreign competition, is restricted by legislation in Canada. In fact, Canada has some of the
highest restrictions on foreign business activity among industrialized countries.

 Foreign business activity in Canada is also expressly limited or controlled in several sectors,
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most notably in transport (airlines), telecommunications,
banking, and financial services.

Industries affected by restrictions on FDI and foreign
ownership in Canada represent approximately 16.5% of
total GDP for 2006. In other words, 1 out of every 6 dollars
of economic activity in Canada is sheltered from foreign
businesses.

A number of studies have documented the positive impact
of foreign business activity on the economy and highlighted
the costs of restricting such activity. In fact, economic
research shows that foreign business activity increases
productivity, competition, innovation, and access to new
technologies, which ultimately translate to significant
benefits for domestic consumers through lower prices and
increased choice.

Canada should aim at creating a framework that encourages
rather than restricts foreign business activity. In other
words, recognition of the economic benefits of foreign
business activity should play a critical role in shaping
future investment and competition policy in Canada.




Introduction

There has been increasing interest
in the broad issue of foreign busi-
ness activity in Canada. This height-
ened interest has been facilitated by
the purchase by foreign companies
of several large Canadian firms
including Falconbridge, INCO, Molson,
Stelco, and Hudson’s Bay Company.
To address concerns regarding for-
eign business activity in Canada, the
federal government recently
announced the creation of a Compe-
tition Policy Review Panel to evalu-
ate domestic laws governing foreign
investment and competition.

This Alert explores the research on
foreign business activity to enable
readers to better understand the
costs of restricting such activity.
The Alert is divided into three sec-
tions. The first briefly discusses
Canada’s regulatory framework
regarding foreign business activity.
It also identifies the key industries
affected by these policies. The sec-
ond reviews research on the eco-
nomic impact of foreign business
activity. The final offers some con-
clusions and recommendations.

L. Restrictions on Foreign
Business Activity in Canada

In this Alert, the term “foreign busi-
ness activity” includes foreign
direct investment, foreign owner-
ship, and foreign competition. For-
eign direct investment or FDI refers
to investment by foreigners in the
assets (e.g. buildings, machinery,
and equipment) of domestic compa-
nies. Foreign ownership is an exten-
sion of foreign direct investment
(FDI) in that it entails the foreign
firm gaining a controlling interest
in the ownership of the domestic

company. Finally, foreign competi-
tion, which is distinct from both
FDI and foreign ownership, refers
to the ability of foreign companies
to compete with domestic compa-
nies for Canadian business. Essen-
tially, this means that foreign
businesses compete with domestic
companies in the Canadian market
without having a physical presence
(through subsidiaries or foreign
affiliates) in Canada. Such competi-
tion includes trade in goods and
services for a share of the Canadian
market. All three aspects of foreign
business activity in Canada are
restricted and limited by a series of
Canadian laws.

Several important pieces of legisla-
tion affect foreign business activity
in Canada. The broadest of these is
the Investment Canada Act, which
is administered by Industry Can-
ada.” The Investment Canada Act is
the only domestic law that gener-
ally applies to all foreign invest-
ments in Canada. The purpose of
this Act is “to provide for the
review of significant investments in
Canada by non-Canadians in order
to ensure such benefit to Canada”
(s. 2). In other words, under the
Investment Canada Act, foreign
investments are reviewed
(screened) before they are approved
in order to ensure that such invest-
ment will be of net benefit to
Canada.

In addition to the Investment Can-
ada Act, a number of federal laws
that affect FDI and foreign owner-
ship apply to specific industry sec-
tors. For instance, the Canada Oil
and Gas Operations Act limits FDI in
the energy sector. The Bank Act, the
Canada Transportation Act, the
Telecommunication Act, and the
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Broadcasting Act have provisions
that limit foreign ownership in the
sectors where these acts apply. Spe-
cifically, the Telecommunication
Act, which governs the establish-
ment and operation of Canadian
telecommunications common carri-
ers, restricts foreign ownership to
20 percent. Similarly, the Canada
Transportation Act not only
restricts foreign ownership in Cana-
dian airlines to 25 percent, but also
allows only Canadian owned and
controlled airlines to provide
domestic scheduled air services.
According to the Bank Act, financial
institutions with equity above $5
billion must remain widely held,
which means that individual inves-
tors, whether Canadian or foreign,
may own up to 20 percent.?

Another important piece of legisla-
tion in Canada that applies to both
foreign and domestic firms is the
Competition Act. The Competition
Act is Canada’s antitrust® legisla-
tion; it governs most businesses in
Canada and is administered by the
Competition Bureau.’ The purpose
of this act is to maintain and
encourage fair competition in Can-
ada, regulate trade and commerce
activities, and monitor trade
practices.

Table 1 presents the key Canadian
industries that are subject to
restrictions on foreign business
activity using data from Statistics
Canada for 2006.° The restrictions
or limitations are either on FDI or
foreign ownership. The affected
industries are: mining and oil gas
extraction; electric power genera-
tion, transmission, and distribution;
air transportation; pipeline trans-
portation; publishing industries;
motion picture and sound recording



Table 1: Industries Affected by Restrictions on Foreign Direct Investment or Competition, by the
North American Industry Classification System [NAICS], 2006 (millions of dollars, in 1997 $)

NAICS Industry Limit on Limit on GDP (2006), % of total
code foreign FDI? in 1997$ GDP
ownership?
21 Mining and oil and gas extraction Yes 40,173 3.7%
212291 Other metal ore mining Yes Yes 680 0.1%
2211 Electric power generation, transmission and 22,867 2.1%
distribution
481 Air transportation Yes Yes 4,716 0.4%
486 Pipeline transportation Yes 5,093 0.5%
5112 Publishing industries Yes 9,020 0.8%
5123 Motion picture and sound recording industries Yes 2,051 0.2%
5131 Radio and television broadcasting Yes 2,694 0.2%
5132 Pay TV, specialty TV, and program distribution Yes 2,287 0.2%
5133 Telecommunications Yes Yes 26,650 2.4%
524 Finance and insurance Yes Yes 66,551 6.0%
Total, all industries 1,100,363 16.5%
Notes

IIncludes uranium-radium-vanadium ore mining (NAICS 212291).
2Includes newspapers, periodical, book, and directory publishers (NAICS 5111), and software publishers (NAICS 5112).
3Includes motion picture and video production, distribution, exhibition, and post production services (under NAICS 5121),
and record production and distribution, music publishers, and sound recording studios (NAICS 5122).

4Although only financial services (banks and insurance companies) are affected by restrictions, this is a rough estimate of
their impact on GDP since NAICS 52 also includes monetary authorities—central banks (NAICS 521). However, since the
central bank is not subject to any restrictions, its impact is negligible in this calculation.

Source: Statistics Canada (2007); calculations by the authors.

industries; radio and television
broadcasting; pay TV, specialty TV,
and program distribution; telecom-

munications; finance and insurance.

Table 1 also illustrates the relative
importance of each sector (as a per-
centage of GDP) in the Canadian
economy. For 2006, these industries
represented 16.5 percent of total
GDP. In other words, 1 out of every
6 dollars of economic activity in
Canada is sheltered from FDI or for-
eign ownership. Such protection
might benefit domestic firms by
sheltering them from competition,
but ultimately that protection hurts

Canadian consumers by keeping
prices high, reducing choice, and
slowing down access to new
technology.

II. Research on Foreign
Business Activity

A considerable amount of research
highlights the benefits of foreign
business activity. (For a comprehen-
sive review of research on the eco-
nomic effects of foreign business
activity see Gorg and Greenaway,
2004; and Blomstrom and Kokko,
1998.) These studies shed light on
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the economic costs being borne by
countries like Canada that restrict
the activities of foreign firms.

International comparison of
restrictions on foreign business
activity

Most research that compares
restrictions on foreign business
activity across countries has been
done by the Organisation for Eco-
nomic Cooperation and Develop-
ment (OECD). The OECD reports
highlight the serious nature of Can-
ada’s current restrictions on the



activities of foreign firms, particu-
larly when compared to our
competitors.

For example, a recent OECD report
by Takeshi Koyama and Stephen
Golub (2006) found that Canada has
some of the greatest restrictions on
foreign business activity among
industrialized countries. The authors
developed a measure of regulatory
restrictiveness among 29 OECD
countries and 13 non-member coun-
tries.” The Index of Restrictiveness is
a composite measure based on dif-
ferent types of barriers to foreign
business activity® in 9 sectors and
11 sub-sectors of the economy,
including telecommunications,
finance, transport, and electricity.
Restrictiveness is measured on a
scale from O to 1, where O represents
no restrictions, and 1 represents a
prohibition of foreign business
activity. Overall, the results indicate
that Iceland, Mexico, Australia, Aus-
tria and Canada have the highest
levels of restrictions while those
most open to foreign firms tend to
be in Europe. In fact, Canada ranks
25" out of 29 countries in terms of
openness to foreign business. In
contrast, Belgium tops the list of
OECD countries. More generally,
European OECD countries dominate
the top of the rankings with 8 coun-
tries in the top 10. Japan and the
United States complete the list of
the top-10 rankings.

Two consecutive surveys by the
OECD on Canada have been highly
critical of our restrictive policies on
foreign business activity (OECD,
2006; 2007). The 2006 study ranked
Canada amongst the most restric-
tive countries in many industrial
sectors and identified key areas for
improvement with respect to

investment and competition. More
specifically, OECD Economic Surveys
Canada suggested that to increase
competition and efficiency, Canada
must lift restrictions on foreign
businesses in heavily regulated sec
tors such as airlines, telecommuni-
cations, and broadcasting.’ In
addition, the report
also identified Canada
as among the countries
with the most regula-
tions in major profes-
sional services such as
law, accounting, engi-
neering, and architec-
ture.’ A previous OECD
study by Maria Maher
and Jay Shaffer (2005)
also supports these
findings.

Overall, these OECD
reports suggest that by
removing restrictions
on foreign business
activity, Canadians stand to gain in
terms of greater choice, lower
prices, and better quality goods and
services in many sectors of the
economy.

Foreign direct investment

A large body of research shows that
foreign direct investment increases
productivity, transfers new technol-
ogy, and increases investment in
the domestic economy. Productivity
is the ability of a worker, firm,
industry, or economy to convert
inputs (raw materials, components,
education, and skills) into outputs
(goods and services).!! Improve-
ments in productivity are highly
desirable because they reduce pro-
duction costs for firms and lower
the prices of goods and services,
create new jobs, increase earnings,
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and improve the standard of living
for Canadians.

Foreign direct investment increases
the productivity of domestic firms
in several ways. First, FDI increases
the competition that domestic firms
face, which encourages them to
become more productive to remain

A study by Surendra Gera
et al. (1999) from Industry
Canada estimated that from
1973 to 1992, EDI contributed
to the productivity growth of
Canadian industries by 0.5
percent per year on average.

in business. FDI also increases pro-
ductivity through the transfer of
new ideas, products, and technolo-
gies to domestic firms. Investment
in cutting-edge technology by for-
eign firms encourages domestic
firms to speed up the process of
adopting new technologies. In addi-
tion, forming business partner-
ships, imitating best practices, and
even hiring local workers originally
trained by foreign companies also
enhance the transfer of technology
to domestic firms and improve their
productivity. Such improvements
ultimately benefit consumers
through lower priced goods and
services, greater choice, and better
access to new technology.

Many studies have found that FDI
increases productivity in domestic
industries. A study by Surendra
Gera and colleagues (1999) from



Industry Canada estimated that
from 1973 to 1992, FDI contributed
to the productivity growth of Cana-
dian industries by 0.5 percent per
year on average. In addition, they
found that a one percent increase in
FDI in the Canadian energy, and
finance and insurance sectors
reduced firm costs by 0.5 percent
and 0.16 percent respectively.

A study by Nigel Driffield (2001)
also found that by increasing com-
petition for domestic firms, foreign
investment stimulated the produc-
tivity growth of the UK manufac-
turing sector. Using data for 1989
to 1992, the author found that for-
eign investment increased the pro-
ductivity growth of the domestic
sector by approximately 0.75 per-
cent per year.'?

There is also evidence that FDI
transfers new technology to domes-
tic firms. For instance, a recent study
by Wolfgang Keller and Stephen
Yeaple (2003) found that FDI
increased the productivity of US
manufacturing firms through the
transfer of technology. In fact, they
estimated that approximately 14
percent of the productivity growth
in US manufacturing firms between
1987 and 1996 could be attributed
to such technology transfers. (For
related studies, see Branstetter, 2006;
Keller, 1997, 2000, 2001, 2002a,
2002b; and Xu and Wang, 1999.)

Other studies have also found that
FDI increases productivity and
transfers technology to domestic
firms. Xiaming Liu and colleagues
(2000), using data from 48 UK man-
ufacturing firms from 1991 to 1995,
found that FDI has a positive impact
on the productivity of domestic
firms. In addition, they found that
the extent to which domestic firms

benefited from the introduction of
advanced technology by foreign
firms depended largely on their
own technology capabilities (see
also Hejazi and Safarian, 1999; and
Barrell and Pain, 1997).

In addition, research also shows
that FDI increases overall invest-
ment in an economy. In an early
study on this issue, Frances Van Loo
(1977) concluded that FDI has posi-
tive effects on Canadian invest-
ment. Specifically, he found that a
$1 increase in FDI resulted in a
$1.43 increase in total Canadian
investment. The additional increase
in investment, over and above the
initial increase in FDI, results when
FDI increases economic activity and
stimulates further investments by
domestic firms.

More generally, Leonardo Bartolini
and Allan Drazen (1997) found that
countries that lifted restrictions on
capital (investment) flows experi-
enced sharp increases in foreign
investment, especially from private
sources.” They concluded that gov-
ernment policy towards capital
flows acts as a signal to investors:
restrictive regimes discourage capi-
tal inflows, whereas more open
regimes encourage capital inflows
since investors are more willing to
invest in a country that allows
them to withdraw their invest-
ments in the future."

Foreign ownership

A number of studies have found
that foreign ownership increases
firm performance (i.e., the produc-
tivity and wages of workers) and
speeds up innovation.” In a recent
study on Canada, John Baldwin and
Wulong Gu (2005) from Statistics
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Canada found that foreign-owned
firms are more productive than
domestic firms. Specifically, they
found that of the 1.7 percentage
point increase in annual labour
productivity'® between the periods
1980-1990 and 1990-1999, foreign
multinational companies contrib-
uted 1.1 percentage points to the
increase, while domestic forms con-
tributed just 0.6 percentage points.
They also found that domestic firms
tend to be more productive when
foreign-owned firms account for a
larger share of total employment in
the industry. Their estimate implied
that a 10 percentage point increase
in the share of foreign-owned firms
is associated with a 0.3 to 0.5 per-
centage point increase in the
annual labour productivity growth
of domestic firms.

Similarly, Steven Globerman, John
Ries, and Ilan Vertinsky (1994) com-
pared the economic performance
(productivity and wages) of for-
eign-owned and Canadian-owned
enterprises using manufacturing
data for 1986. Their results showed
that worker productivity is substan-
tially higher in foreign-owned
firms. They also found that for-
eign-owned firms tended to pay
higher wages to their employees,
partly due to their higher produc-
tivity. The authors concluded that
foreign ownership improves effi-
ciency and income levels in Canada."”

Studies for other industrialized
countries have also found that for-
eign ownership is associated with
increased productivity. A recent
study by Martin Conyon and col-
leagues (2002) analyzed the impact
of foreign ownership on labour
productivity and wages in the UK
manufacturing industry for the



period 1989 to 1994. The study
found that labour productivity
tends to be higher in foreign-owned
firms by 13 percent on average.
Additionally, foreign firms paid 3.4
percent more in wages to compara-
ble workers in domestic firms. Simi-
larly, Sourafel Girma and his
colleagues (2001) found that labour
productivity in foreign firms is
almost 10 percent higher than in
domestic firms, while overall firm
productivity is greater by nearly 5
percent. Partly owing to this pro-
ductivity gap, foreign firms pay on
average 5 percent more in wages
than domestic firms (see also
Haskel et al., 2002).

In addition to increased productiv-
ity, research shows that foreign
ownership is associated with
greater innovation and transfer of
new technology to domestic firms.
Most recently, Sourafel Girma and
colleagues (2007) found multina-
tional companies transferred new
technology to newly-acquired sub-
sidiaries in foreign countries. Using
data for UK manufacturing export
firms from 1988 to 1996, the
authors compared the productivity
growth of firms after acquisition by
multinational companies. They
found that firms with above aver-
age productivity benefited the most
from an acquisition. Specifically,
firms with a productivity level 10
percent above average in the year
of acquisition experienced an addi-
tional productivity growth of 1.27
percentage points in the same year.
However, the authors also found
that firms with below average pro-
ductivity had much to gain from a
foreign acquisition. Specifically, a
firm with a productivity level 10
percent below average in the year
of acquisition experienced a 1.37

percentage point increase in pro-
ductivity growth two years after
acquisition. The authors attributed
the increased productivity of
acquired firms to the transfer of
technology and other advantages
(e.g., better management and train-
ing) from the multinational to the
newly acquired domestic firms.

... foreign ownership
creates significant
benefits in restricted
sectors of the
economy.

In an earlier study, John Baldwin
and Wulong Gu (2004) found that
foreign-owned firms have a rate of
innovation'® that is, on average, 10
percentage points higher than their
domestic counterparts for the
period 1989 to 1991. The authors
attributed the superior performance
of these firms to larger firm size,
higher exports, better technology
capabilities, and past innovation
activities.'

Finally, research also shows that
foreign ownership creates signifi-
cant benefits in restricted sectors
of the economy. A case in point is
the banking industry which is
heavily protected from foreign
firms in many industrialized coun-
tries. In an interesting study, Stijn
Claessens and Luc Laeven (2003)
found that foreign-owned banks
increased the competitiveness of a
country’s banking system. Greater
competition in the financial ser-
vices sector is beneficial since it
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can increase the efficiency of
service provision, the quality of
financial services, and the degree
of innovation in the sector. Using
an index of competitiveness for 50
countries for the years 1994 to
2001, the authors estimated that
greater foreign bank presence and
fewer restrictions on the activities
of banks increased the competi-
tiveness of the banking sector. An
earlier study by Claessens and col-
leagues (2001) also confirmed that
foreign-owned banks increase com-
petition for domestic banks.

Foreign competition

A highly debated aspect of foreign
business activity in Canada is the
impact of foreign competition. For-
eign competition, defined as the
ability of foreign firms to compete
in the domestic economy, is often
treated with hostility by some
groups due to fears of domestic job
losses and loss of business. How-
ever, research shows that foreign
competition, which includes trade
in goods and services, provides sig-
nificant benefits through increased
productivity, lower prices, and a
wider range of goods and services
for consumers.

Several studies have found that for-
eign competition raises the produc-
tivity of domestic firms. A recent
study by Juann Hung and col-
leagues (2004) estimated that due
to lower priced imports, foreign
competition increased the produc-
tivity of domestic manufacturing
firms. In fact, they found that for
the US, foreign competition
accounted for a 32 percent growth
in labour productivity in the manu-
facturing sector between 1996 and
2001 (see also Mann, 1998).



At the same time, a study of the
Canada-US Free Trade Agreement
(FTA) by Daniel Trefler (2004) found
that there were long-term benefits
from lowering restrictions in the
form of tariffs (taxes) on goods and
services traded. Using data from
1980 to 1996, the author found that
the FTA was associated with an up
to 15 percent increase in labour
productivity in those Canadian
industries most affected by import
competition. In other words, the 15
percent increase in labour produc-
tivity translated to an annual
growth of labour productivity of 1.9
percent.

The importance of foreign competi-
tion in providing benefits to domes-
tic consumers was recently
highlighted by economist William
Baumol and his colleagues (2007) in
an influential book entitled Good
Capitalism, Bad Capitalism, and the
Economics of Growth and Prosperity.
They point out that foreign compe-
tition through trade “... gives
importing countries products that
manufacturers in other lands can
produce more economically in
exchange for items made by less
costly producers in the exporting
countries” (Baumol et al., 2007, p.
254), allowing consumers to reap
the benefits of a variety of goods
and services at cheaper prices.
Instead of placing restrictions on
trade, the authors argue that the
right response by industrialized
nations is to “innovate more rap-
idly, developing ever-better and
cheaper products” (Baumol et al.,
2007, p. 254).%°

An excellent example of the bene-
fits to consumers of the removal of
restrictions on foreign competition
is in air transport. For instance, a

recent study by the Brattle Group
researchers James Reitzes and col-
leagues (2002) on behalf of the
European Commission found signif-
icant benefits associated with fully
removing restrictions on competi-
tion in the transatlantic airline
industry.? Specifically, the report
quantified the impact of eliminating
all commercial restrictions on
EU-US aviation. The most conserva-
tive estimates revealed that passen-
ger traffic would increase annually
by 9 to 24 percent in total transat-
lantic travel and by 5 to 14 percent
in intra-EU travel. The report also
found that consumers would gain
immensely from increased competi-
tion through lower fares. In fact,
the total benefit to consumers
would range from €5.1 billion to
€5.2 billion annually. In addition,
the report estimated that industries
directly related to the airline indus-
try such as suppliers of aircraft and
computer equipment would experi-
ence increased output ranging from
€3.6 billion to €8.1 billion a year.?

Similarly, studies on Canada also
found evidence of benefits to con-
sumers from the signing of the
US-Canada Open Skies Agreement in
1995. A Statistics Canada article by
Dubey and Gendron (1999) found
that by the end of 1996, just a year
after the agreement was signed, 59
new routes were created allowing
greater access by Canadian passen-
gers to US air traffic hubs and out-
bound international flights. Dubey
and Gendron also found that the
share of total travelers choosing
Canadian carriers increased mark-
edly, from 40 percent in 1993 to 44
percent in 1997. (For other studies
on the Canadian airline industry,
see Gillen et al., 2002; and Dresner
and Oum, 1998.)
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Conclusion

The studies summarized above pro-
vide compelling evidence that for-
eign business activity provides
significant benefits to the domestic
economy in terms of lower costs of
production, increased productivity,
and the transfer of new technology
to domestic firms. Ultimately, these
benefits translate into lower prices,
higher wages, better quality goods
and services, and increased choice
for consumers.

III. Conclusion

Economic research shows that for-
eign business activity increases
investment, competition, innova-
tion, new technology, and con-
sumer choice. Although established
to protect certain domestic inter-
ests, policies that restrict foreign
business activity eventually harm
the majority of economic partici-
pants and impede the development
of a healthy and adaptable econ-
omy. In light of the evidence pre-
sented, Canada should aim to create
a framework that encourages rather
than restricts foreign business
activity to increase its competitive-
ness relative to other industrialized
countries. In other words, recogni-
tion of the economic benefits of for-
eign business activity should play a
critical role in shaping future
investment and competition policy
in Canada.

Notes

1 The Panel’s core mandate is to
review two key pieces of legisla-
tion, the Competition Act and the
Investment Canada Act. The Panel
will also examine Canada’s sectoral
restrictions on foreign direct
investment.



However, for investments that
relate to Canada’s cultural heritage
or national identity, the act is
administered by the Department of
Canadian Heritage. For examples of
such investments, see Schedule IV
of the Investment Canada
Regulations.

See APEC (2007) for a comprehen-
sive summary of federal laws that
affect foreign business activity in
different industrial sectors. In addi-
tion, the OECD Communications
Outlook (2007) provides a compre-
hensive review of foreign owner-
ship restrictions in telecommuni-
cations in industrialized countries.

Anti-trust legislation is broadly
defined as the body of laws that
regulate business practices that
limit competition in markets.

Federal government agencies are
not subject to the Competition Act.

In order to determine those indus-
tries that are affected by restric-
tions or limitations on foreign
business activity in Canada, the fol-
lowing Acts were analyzed: the
Investment Canada Act, the Compe-
tition Act, the Bank Act, the Canada
Transportation Act, the Telecom-
munications Act, and the Canada
0il and Gas Operations Act.

The non-member countries include
nine countries adhering to the
OECD declaration on International
Investment and Multinational
Enterprises (Argentina, Brazil,
Chile, Estonia, Israel, Latvia, Lithua-
nia, Romania and Slovenia) and
four other major non-OECD coun-
tries (China, India, Russia and
South Africa).

These include limitation on foreign
ownership, special screening proce-
dures that only apply to foreign
investors, as well as other regula-
tory restrictions. The latter include
constraints on the ability of foreign
nationals either to manage or to
work in affiliates of foreign compa-
nies and other operational controls
on these businesses. See Koyama

10

11

12

13

14

15

and Golub (2006) for further
details.

The report also noted that highly
regulated provincial electricity
markets should be opened to com-
petition in order to “boost produc-
tivity and efficiency in electricity
generation and distribution as well
as to provide clear price signals for
investment” (OECD, 2006, p. 54). In
addition, industry experts and gov-
ernment agencies have also
reviewed restrictions on foreign
business activity in Canada in sec-
tors such as telecommunication,
broadcasting, and banking. For fur-
ther details on these reports, see
Standing Committee on Industry,
Science and Technology (2003),
Transport Canada (2003), and the
Conference Board of Canada (2000).

These restrictions are mostly
related to licensing requirements in
professional services. Around 50
occupations and 100 trades are reg-
ulated in Canada.

Loosely, a worker has more and
better tools with which to work.

Although this increase might
appear small, the cumulative effect
of productivity growth over the
years would be substantial. For
additional studies on FDI and pro-
ductivity, see Girma and Wakelin,
2001; Xu, 2000; and Nadiri, 1991.

Examples include Italy, New Zea-
land, Uruguay and Spain in the
1970s and 1980s.

In a related study, Stein and Daude
(2001) concluded that institutional
factors like government regulation
have a significant impact on FDI
flows. Using various measures,
they found that improvements in
institutional quality increased FDI.

Other economic benefits of foreign
ownership include increased
exports by domestic firms. See
Kneller and Pisu, 2007; Greenaway
et al., 2004; Aitken et al., 1997; and
Ruane and Sutherland, 2005 for fur-
ther details.
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16 Labour productivity is the average
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worked.

17 Globerman (1979) also found simi-
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the US, see Aitken et al., 1996.

18 Here, rate of innovation is mea-
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19 There is also some evidence that
the degree to which new technol-
ogy is transferred from foreign to
domestic firms is determined by
the “technology gap” between for-
eign and domestic firms. In other
words, the extent to which foreign
companies have a technology edge



over domestic firms determines
how much domestic firms can ben-
efit from new technology from for-
eign firms. See Cantwell (1989) for
further details.

20 For further details, see Baumol et
al., 2007. For more information on
the benefits of trade, see Edwards,
1992; Dollar, 1992; Ben-David,
1993; Sachs and Warner, 1995;
Frankel and Romer, 1999; Dollar
and Kraay, 2004; and Wacziarg and
Welch, 2003. Winters (2004) pres-
ents a comprehensive summary of
the key studies on trade and eco-
nomic performance.

21 The most recent Open Skies Agree-
ment negotiated in Washington DC
on April 30, 2007, further removed
existing restrictions in the US-EU
transatlantic airline industry.

22 These figures exclude the potential
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industries. For further reports on
the impact of Open Skies Agree-
ments, see Micco and Serebrisky
(2006) and U.S. Department of
Transport (2000, 1999).

References

Aitken, Brian, Ann Harrison, and Robert E. Lipsey
(1996). “Wages and Foreign Ownership: A
Comparative Study of Mexico, Venezuela,
and the United States.” Journal of Interna-
tional Economics 40(3-4): 345-71.

Aitken, Brian, Gordon Hanson, and Ann E. Harri-
son (1997). “Spillovers, Foreign Investment
and Export Behaviour.” Journal of Interna-
tional Economics 43(1): 103-32.

Asia Pacific Economic Cooperation [APEC] (2007).
Guide to the Investment Regimes of the APEC
Member Economies. Sixth Edition. Report
from the APEC Committee on Trade and
Investment. Available at
http://www.apecsec.org.sg.

Baldwin, John R. and Wulong Gu (2005). Global
Links: Multinationals, Foreign Ownership and
Productivity Growth in Canadian Manufac-
turing. The Canadian Economy in Transition
Series Research Paper. Ottawa: Statistics
Canada.

Baldwin, John R. and Wulong Gu (2004). Innova-
tion, Survival and Performance of Canadian
Manufacturing Plants. Economic Analysis

Research Paper Series. Ottawa: Statistics
Canada.

Barrell, Ray and Nigel Pain (1997). “Foreign Direct
Investment, Technological Change, and Eco-
nomic Growth within Europe.” Economic
Journal 107: 1770-1786.

Bartolini, Leonardo, and Allan Drazen (1997).
“Capital-Account Liberalization as a Signal.”
American Economic Review 87(1): 138-54.

Baumol, William J., Robert E. Litan, and Carl J.
Schramm (2007). Good Capitalism, Bad Capi-
talism, and the Economics of Growth and Pros-
perity. New Haven & London: Yale University
Press.

Ben-David, Dan (1993). “Equalizing Exchange:
Trade Liberalization and Income Conver-
gence.” Quarterly Journal of Economics 108:
653-679.

Blomstrom, Magnus and Ari Kokko (1998). “Multi-
national Corporations and Spillovers.” Jour-
nal of Economic Surveys 12(2): 1-31.

Branstetter, Lee (2006). “Is Foreign Direct Invest-
ment a Channel of Knowledge Spillovers?
Evidence from Japan’s FDI in the United
States.” Journal of International Economics 68:
325-344.

Cantwell, J. (1989). Technological Innovation and
Multinational Corporations. Oxford: Basil
Blackwell.

Claessens, Stijn, Asli Demirguc-Kunt, and Harry
Huizinga (2001). “How Does Foreign Entry
Affect Domestic Banking Markets?” Journal of
Banking and Finance 25: 891-911.

Claessens, Stijn, Asli Demirguc-Kunt, and Harry
Huizinga (2003). “What Drives Bank Compe-
tition? Some International Evidence.” Journal
of Money Credit and Banking 36(3): 563-583.

Conference Board of Canada (2000). 4" Annual
Innovation Report 2002: Including Innovation
in Regulatory Frameworks. Ottawa: Confer-
ence Board of Canada.

Conyon, Martin J., Sourafel Girma, Steve Thomp-
son, and Peter W. Wright (2002). “The Pro-
ductivity and Wage Effects of Foreign
Acquisition in the United Kingdom.” Journal
of Industrial Economics 50: 85-102.

Dollar, David and Aart Kraay (2004). “Trade,
Growth and Poverty.” Economic Journal
114(493): 22-49.

Dollar, David (1992). “Outward Oriented
Developing Economies Really Do Grow More
Rapidly: Evidence from 95 LDCs, 1976-1985.”
Economic Development and Cultural Change
40: 523-544.

Dresner, Martin and Tae Hoon Oum (1998). “The
Effect of Liberalized Air Transport Bilaterals
on Foreign Traffic Diversion.” Journal of
Transport Economics and Policy 32(3): 317-330.

The Benefits of Foreign Business Activity in Canada

Driffield, Nigel (2001). “The Impact on Domestic
Productivity of Inward Investment in the
UK.” The Manchester School 69(1): 103-119.

Dubey Sangita and Francois Gendron (1999). “The
US-Canada Open Skies Agreement: Three
Years Later.” Travel Log 18(3): 1-9.

Edwards, Sebastian (1992). “Trade Orientation, Dis-
tortions and Growth in Developing Countries.”
Journal of Development Economics 39: 31-57.

Frankel, Jeffrey A. and David Romer (1999). “Does
Trade Cause Growth?” American Economic
Review 89(3): 379-399.

Gera, Surendra, Wulong Gu, and Frank C. Lee
(1999). Foreign Direct Investment and Produc-
tivity Growth: The Canadian Host-Country Expe-
rience. Industry Canada Working Paper No.
30. Ottawa: Industry Canada.

Gillen, David, Richard Harris, and Tae Hoon Oum
(2002). “Measuring the Economic Effects of
Bilateral Liberalization Air Transport.” Trans-
portation Research: Part E 38: 155-174.

Girma, Sourafel and Katherine Wakelin (2001).
Regional Underdevelopment: Is FDI the Solu-
tion? A Semiparametric Analysis. CEPR Discus-
sion Paper No. 2995. London: Centre for
Economic Policy Research.

Girma, Sourafel, David Greenaway, and Katherine
Wakelin (2001). “Who Benefits from Foreign
Direct Investment in the UK?” Scottish Jour-
nal of Political Economy 48: 119-33.

Girma, Sourafel, Richard Kneller, and Mauro Pisu
(2007). “Do Exporters Have Anything to
Learn from Foreign Multinationals?” Euro-
pean Economic Review 51: 981-998.

Globerman, Steven. (1979). “Foreign Direct
Investment and “Spillover” Efficiency Bene-
fits in Canadian Manufacturing Industries.”
Canadian Journal of Economics 12(1): 42-55.

Globerman, Steven, John C. Ries, and Ilan
Vertinsky (1994). “The Economic Perfor-
mance of Foreign Affiliates in Canada.” Cana-
dian Journal of Economics 27: 143-56.

Greenaway, David, Nuno Sousa, and Katherine
Wakelin (2004). “Do Domestic Firms Learn to
Export from Multinationals?” European Jour-
nal of Political Economy 20(4): 1027-43.

Gorg, Holger, and David Greenaway (2004).
“Much Ado about Nothing? Do Domestic
Firms Really Benefit from Foreign Direct
Investment?” The World Bank Research
Observer 19(2): 171-197.

Haskel, Jonathan, Sonia Pereira, and Matthew
Slaughter (2002). Does Inward Foreign Direct
Investment Boost the Productivity of Domestic
Firms? NBER Working Paper No. 8724. Cam-
bridge, MA: National Bureau of Economic
Research.

Hejazi, Walid, and Edward Safarian (1999).
“Trade, Foreign Direct Investment, and R&D



Spillovers.” Journal of International Business
Studies 30(3): 491-511.

Hung, Juann, Matt Salomon, and Stacia Sowerby
(2004). “International Trade and US Produc-
tivity.” Research in International Business and
Finance 18: 1-25.

Keller, Wolfgang and Stepehn Yeaple (2003). Mul-
tinational Enterprises, International Trade, and
Productivity Growth: Firm-Level Evidence from
the United States. NBER Working Paper No.
9504. Cambridge, MA: National Bureau of
Economic Research.

Keller, Wolfgang (1997). How Trade Patterns and
Technology Flows Affect Productivity Growth.
World Bank Policy Research Working Paper
No. 1831. Washington, DC: World Bank.

Keller, Wolfgang (2000). “Do Trade Patterns and
Technology Flows Affect Productivity
Growth?” World Bank Economic Review 14:
17-47.

Keller, Wolfgang (2001). Geographic Localization of
International Technology Diffusion. NBER
Working Paper No. 7509. Cambridge, MA:
National Bureau of Economic Research.

Keller, Wolfgang (2002a). Trade and the Trans-
mission of Technology. Journal of Economic
Growth 7 (1): 5-24.

Keller, Wolfgang (2002b). Knowledge Spillovers at
the World’s Technology Frontier. Working
Paper. University of Texas.

Kneller, Richard and Mauro Pisu (2007). “Indus-
trial Linkages and Export Spillovers from
FDI.” The World Economy 30 (1): 105-134.

Koyama, Takeshi and Stephen Golub (2006).
OECD’s FDI Regulatory Restrictiveness Index:
Revision and Extension to More Economies.
Working Papers No. 525. OECD Economics
Department. Paris: OECD.

Liu, Xiaming, Pamela Siler, Chengqi Wang, and
Yingqi Wei (2000). “Productivity Spillovers
from Foreign Direct Investment: Evidence
from UK Industry Level Panel Data.” Journal
of International Business Studies 31(3): 407-25.

Maher, Maria and Jay Shaffer (2005). Product Mar-
ket Competition and Economic Performance in
Canada. OECD Economics Department
Working Papers No. 421. Paris: OECD.

Mann, Catherine L. (1998). “Globalization and
Productivity Growth in the United States and
Germany.” In Stanley Black (ed). Globaliza-
tion, Technological Changes, and Labour Mar-
kets. Boston: Kluwer Academic Publishers,
pp. 17-41.

Micco, Alejandro and Tomas Serebrisky (2006).
“Competition Regimes and Air Transport
Costs: The Effects of Open Skies Agree-
ments.” Journal of International Economics 70:
25-51.

Nadiri, Ishaq M. (1991). US Direct Investment and
the Production Structure of the Manufacturing

Sector in France, Germany, Japan and the UK.
Mimeo. New York University and NBER.

Organisation for Economic Cooperation and
Development [OECD] (2007). Economic Policy
Reforms Going for Growth 2007. Paris: OECD.

Organisation for Economic Cooperation and
Development [OECD] (2007). OECD Communi-
cations Outlook. Paris: OECD.

Organisation for Economic Cooperation and
Development [OECD] (2006). OECD Economic
Surveys Canada, vol. 2006/10 (June). Paris:
OECD.

Reitzes, James, Dorothy Robyn, Boaz Moselle, and
John Horn (2002). The Impact of an EU-US
Open Aviation Area. Report Prepared for the
European Commission. Available at www.brat-
tle.com.

Ruane, Frances and Julie Sutherland (2005). For-
eign Direct Investment and Export Spillovers:
How Do Export Platforms Fare? IIIS Discus-
sion Paper Series No. 58. Trinity College Dub-
lin: Institute for International Integration
Studies.

Sachs, Jeffrey D. and Andrew Warner (1995). Eco-
nomic Reform and the Process of Global Integra-
tion. Brookings Papers on Economic Activity
no. 1. Washington, DC: Brookings Institution.

Standing Committee on Industry, Science and
Technology (2003). Opening Canadian Com-
munications to the World. Report of the

Fraser Alerts are published from time to time by
The Fraser Institute (4th Floor, 1770 Burrard St.,
Vancouver, BC, Canada V6] 3G7) to provide, in a
format easily accessible online, short, timely
studies of current issues in economics and public
policy.

Our mission

Our vision is a free and prosperous world where
individuals benefit from greater choice, competi-
tive markets, and personal responsibility. Our
mission is to measure, study, and communicate
the impact of competitive markets and govern-
ment interventions on the welfare of individuals.

Founded in 1974, we are an independent re-
search and educational organization with offices
in Vancouver, Calgary, Montreal, Tampa, and To-
ronto, and international partners in over 70
countries. Our work is financed by tax-deduct-
ible contributions from thousands of individuals,
organizations, and foundations. In order to pro-
tect its independence, the Institute does not ac-
cept grants from government or contracts for
research.

About this publication

Distribution

These publications are available from
www.fraserinstitute.ca in Portable Document For-
mat (PDF) and can be read with Adobe Acro-
bat® or with Adobe Reader®, which is available
free of charge from Adobe Systems Inc. To down-
load Adobe Reader, go to this link:
www.adobe.com/products/acrobat/readstep.html
with your browser. We encourage you to install
the most recent version.

Disclaimer

The authors of this publication have worked in-
dependently and opinions expressed by them
are, therefore, their own, and do not necessarily
reflect the opinions of the supporters, other
staff, or trustees of The Fraser Institute.

Copyright and ISSN

ISSN 1714-6720

Copyright © 2007 by The Fraser Institute.

All rights reserved. No part of this publication may
be reproduced in any manner whatsoever without

fraserinstitute.ca; via telephone: 604.688.0221

written permission except in the case of brief
passages quoted in critical articles and reviews.

Media enquiries and information

For media enquiries, please contact our Commu-
nications Department by telephone at
604.714.4582 or e-mail
communications@fraserinstitute.ca

Our web site, www.fraserinstitute.ca, contains
more information on Fraser Institute events,
publications, and staff.

Development

For information about becoming a Fraser Insti-
tute supporter, please contact the Development
Department via e-mail: development(@

ext. 586; via fax: 604.688.8539. In Calgary, please
contact us via telephone: 403.216.7175 or,
toll-free 1.866.716.7175; via fax: 403.234.9010.
Editing, design, and production

Kristin McCahon

The Benefits of Foreign Business Activity in Canada

10



Standing Committee on Industry, Science
and Technology. Ottawa.

Statistics Canada (2007). Gross Domestic Product
(GDP) at Basic Prices, by North American
Industry Classification System (NAICS).
CANSIM Table No. 379-0019.

Stein, Ernesto and Christian Daude (2001). “Insti-
tutions, Integration and the Location of For-
eign Direct Investment.” Prepared for the
Seminar Towards Competitiveness: The Institu-
tional Path for the Annual Meetings of the
Board of Governors. Washington, DC:
Inter-American Development Bank.

Transport Canada (2003). Restrictions on Foreign
Ownership in Canada. Ottawa: Policy Research
Branch, Strategic Policy Directorate Policy
Group.

Trefler, Daniel (2004). The Long and Short of the
Canada-US Free Trade Agreement. NBER
Working Paper 8293. Cambridge, MA:
National Bureau of Economic Research.

United States Department of Transportation,
Office of the Secretary (1999). Global Deregu-
lation Takes Off. International Aviation Devel-
opments First Report. Available at
http://ostpxweb.dot.gov/avia-
tion/intav/alncrpt3.pdf.

United States Department of Transportation,
Office of the Secretary (2000). Transatlantic
Deregulation. The Alliance Network Effect. Inter-
national Aviation Developments Second Report.
Available at http://ostpxweb.dot.gov/avia-
tion/Data/transatlantdereg.pdf.

Van Loo, Frances (1977). “The Effect of Foreign
Direct Investment on Investment in Canada.”
The Review of Economics and Statistics 59(4):
474-481.

Wacziarg, Romain and Karen H. Welch (2003).

Trade Liberalization and Growth: New Evidence.

NBER Working Paper No. 10152. Cambridge,
MA: National Bureau of Economic Research.

Winters, Alan (2004). “Trade Liberalization and
Economic Performance: An Overview.” Eco-
nomic Journal 114(493): 4-21.

The Benefits of Foreign Business Activity in Canada

Xu, Bin (2000). “Multinational Enterprises, Tech-
nology Diffusion and Host Country produc-
tivity Growth.” Journal of Development
Economics 62: 477-493.

Xu, Bin and Jianmao Wang (1999). “Capital Goods

Trade and R&D Spillovers in the OECD.”
Canadian Journal of Economics 32: 1258-1274.

Legislation

Bank Act, 1991, c. 46

Canada Oil and Gas Operations Act, R.S. 1985, c. 0-7
Canada Transportation Act, 1996, c.10
Competition Act, R.S. 1985, c. C-34

Investment Canada Act, R.S. 1985, c.28
Investment Canada Regulations, SOR/85-611

Telecommunications Act, 1993, c. 48

11



