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Fureign capital, foreign entreprenedrs and
foreigi markets have been important in-
Muences in the develepment of Canada's
natural resource industries. These {oreipn
links, coupled with the importance of the e
source sectars, have given natural resources
4 special role in Canada's coonomic history.,
They have led economic historians to ex
plain Canada’s proweh in terms of the "sta-
ole theory™, which holds that economic
develapment proceeds through a progres-
ston from one natural resouree (o anelher —
turs, fish, minerals, timber, and petrolewm
— responding o foreign demand for the
products and depending on toreign capital
and entreprensurship to produce them (In
nes, 1954),

These foreign infliences on the Canadian
economy have always bean controversial
With respect to loreign investment, particu-
larty, the artude of Canadians and their pro-
vinctal and federal governments has been
sullewhal ambivalent, alternately (and otten
simullaneously| woeing forelgn invesmorns o
spur econemic gronelh and shunning them w
protect Canadian ownership and conles of re-
sources, Thus toreign investiment has heen a
continging 1ssug in public dehares ahaut Can-
ada's economic policy, and it has tigured
prominently in commissions and ingquiries on
Canadian economiv sirateny (Corden, 1957
Watkins, 1968, MacDanald, 1985: Porter and
thie Monitor Company, 1991).

In 1962, the Corporations and Labour Union
Returns Act (CALURA) was passed specifi-
cally .. o evaluaie the exten! and effece of
non-resident ownership and control of compo-
rations. ” This Act calls tor annual reporls,
which provide Statistics Canada with infar-
mation on foreign-held assers and equity
vwhich we referto later in the article). In 1974,
in response ta public anxiely about growing
foreign ownership and contrel, the Fareion In-
vestment Feview Agency [FIRA) was selup
maonitor and regulate foreign investinent in
Canada. The controversial FIRA operated un-
i 1985, when it was replaced by the less re-
strictive Investment Canada. This marked a2
significant reversal in pelicy, reflectad o the
new agency’s lower hundies o lorewen invest
ment. Mare recently, Canada's [ree trads
dgregments with the United Stares and dbes-
wo opened the door even wider to foreign in-
VEELOLS f['UI}l these councries, though nat
withaul a greas deal of controversy that con
tinues fonday.

Public debate tacises oo lwe aspecs of ths
133ue, One is the trend in forelgn investiment,
especially whether 101 increasing o decreas-
ing, in terms of both its absolute level and is
relative share in particular ingustries, The
other is the fonm of the investment. particu-
larly whether il represenls passive portfolio
investment or control of Canadian firms and
resources. The parties to the debate Lend to be
polanized and thelr arguments polilical and
uncompromising, Yer the issues can he evaln-
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aled enly through carctul analysis of tie mag-
nitude and {ornn ol forcign investment, how il
atfects the Canadian palitical cconomy, and
s relaed consequences for Canadians with
reference Lo e bread objectives of public policy.

This article examines recent tends i foregn
invesient in the Canadian Tores) products
mdustry. This industey has historically been
the fweus ol much of the broader debate about
loreipn invesbiment and control in Canada
[Lovweer, 1938; Gillis andd Roach, 1986), Recent
develomments have drasson reoewed atlenlion
to this tdestry and the Infloence of {oreisn
capital onir (Moble, 1989,

Thee article censists of four mam pares. The
first, beginniog in the next section, docu
menls ends in Gneign investiment in Can
ada’s lorestind st The amoanl and pragor-
Lon ol [oreign nvestment is raced, and a
striking shift in the sources of torcign capital is
neted. The second part analyses these trends
i each ol Uie ieaior sectars of the industry
limber holdings, sawonilling, and pulp and
paper manulactorg. More detailed informa-
lion available ter British Columiia is osed (o
examine these developments. The thivd part
aifers an explananen of the observed trends
in e ol changing inlernational cleeum
stanees in foes products praduction and
markeiing, and the incentives of foreipn in-
vestors, The final section discusses the policy
implications of the ebserved trends.

Recent Trends in
Foreign Investment

Level and Form
of Foreign Investment

Lastig termn foresian mvestment in the Cana
than Torest iedusoy over e Lasr 29 vears,
micasured incirenr dollan, s shown in Chan
[ The chart indicares that the level ol inees)-
ment rose fairhy steadily until 198, thenr ac-
celeratec. Uver the whole period trom 1964 1m0
1992, (oreign investment inoreased from $1.7
Bl o 15 5 Dillion

Tor tlustrate the intlatior-adjosted end in
foreign investment. Chart 1 also shows these
Annual stacks expressed Uy eonstant 1971 dol-
L, This shuvees that much af the apparont in
crease oven the 2Seyear period 15 atribuable

Chart 1 Foreign Investment in the
Canadian Forest Inclustry
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to indlation, and that the real vaiue of Toreipn
tnvestmaent actually declined trom the 1970
oy Lhe e 1980s However, this decline was
roee thary made up i the shamy inerease tol
loswing 1986, and record hiphs were reported
i L9000 Over the entive 2%-vear pericd, toral
real foreign investment 0 the forest indusoy
almost doubled,

Livrig-lerm insesiment 15 tradinonally olassi-
Fled as either disecr oo portfode imvestiment,
Although the line between them g often
Dlurred i practice, Statistics Caoada (1995)
defines and distinguishes them o provide a
measire of foreign control over the indostog
Coreisn direch ilesimen 13 nyestment made
By Toneigners fn Canadian enterprises in
amaunts or in kinds which enable the foregn
investor o intloenee the manageient of te
enterprise, Investnent s classilieo as divect
wihiere the mveston ows
fby toya firm, o ingiudies, beaddition
i the pguily ewned, ary cther long fenm
claima against the encerprise i sues forms as
bonds, debeotnres, loans, amd advances. ot
falio pesament consists ol lHoaneial assels
such as stocks and bonds, In amors considl-
prisid unlikely w convey o controllicg infly-
ence Inodecision-making within the eoter
prise. s impenlant wonele that, under this
classiication, hoth divect investers ame pors
folio investors may hold both egquily and del
sedd by anenterprise
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it 2 Assets of the Canadian Forest Industry
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For present purposes, the impaortant differ
enee between direcl investmens and portfolio
investmenl is in the conbiel ever Canadian
companies it gives o foreigners, Tect invves-
tors, in addition o exercising their voting
rights as shareholders and thereby influenc-
ing the management of the eolerprise, -
cally contribute managemenl services as well
as capital, thns exercising some control owve

Liie weay Lheir capital is used. In contrast, port-
folio investors are less concerned with influ-
encing policy and the aperations of an enter-
prise; accordingly, they are usually
considered by coonomic nationalists to be less
threatening than direct investors,

Foreign direct investiment has consistently
heen the larges! of the two calegories, but the
gap between thom has narrowed. From 76 per
cent in 1964, direct investment’s shave of the
total declined to 55 per centin 1992 (Chart 1),
Apart from diverpent trends berween 1975
and 1985, the direct and portfelio compo-
nents of total foreign investment in the [orest
industry follewed much the same pattern: in-
creasing up o 1971 jollowed by decline, and
trending steeply upward over the last halt of
e 1980s followed by another decline, With
Lhe exceplion of a slighl trough belween
19721076, and In 199 =1992, Toreign ponlio:
lio inveatment increased in real terms
throughout the 29 yvear period. The perind of
decline in direct invesument, which contrib-
ures (o the decline in total foreign investment,
pverlapped the life of FIRA, suppesting the re-
strictive influence of that program,

Share of Foreign Investment

These tends in Toreign inveshnent were wn-
denbtedly influenced Ty a varietv of lactors in
addition ta government policies such as FIRA.
Cne is the pattern of overall investment in the
mndustry. This can be traced with the help of
the historical slatistics on Canadian and for
gign-lield assels presented in CALURA re-
pons

Foreign beld asscets dilier from Statistics
Canada's definition of long wrm forcign in
vesliment {referred w in the preceding para
graphsy by including sherl-lerm investment
and undistributed eamings. However, Lhe
comparizaon af toreign-held assers showe e
Chart 2 with long lerm toreign Investooent
shown in Chart 1, both measured in constant
1971 dollars, shows that the difference be-
lweenn the Lwo slalislics is small and their
trends nver time hroadly similar [Howewer,
the CALURA stalistics are availahle onby ove
the shorter period indicated in Chart 2.

As Charl 2 shows, the value of assets in the
Canadian fores) prodocts industry, measured
in constant dollars, grew fairly steadily be-
twoen 1965 and 1992, Consedquently, the de-
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cline in foreign invesunent between 1972and - Charl 4 Sources of Foreign Investment

1986 caused the foreign share to decline as in Canada's Forest Industry
well The fraction of the industry's total assets
el I foreipners declined aradually from | s ot
annout H) e cenl o A0 per cent by 1U9E, as
shownin Chart 3,

The lorest industry's share af fareign invest -
mentin the whole of Canada’s manutactaring
secle declined as well, While the indusory ac
caved T as el as 29 per cent of all for
cign investment in Canadian manufacturng
i 1971, s share had lallen w0 15 per cent iy
[SES, This decling was ecspocially marked o 2w
the caregory 0 portiolio myestiment. bus it
was sipnificant in direct investment as wll ' .
Piriogs Eris periond the lorese sector s coninin
e I tatal mandactining auipul o Cenacas "
eIl only slightly, troem T pen cent in e -
19605 100 13 per contin the 1980s Siee e Uhied Sates SEREE Cthor LG = T b OECD
FlA program applied @ all Canadian indus- bl Kingetonn. [ Japon Dihen
tries, these observanons suggest al ather in
Muences, as well, were affecting roreign in
vestomen i e Tores] sectorn

T ifii W T L EE 1k 1%

Sdredn Hhsoses Cdndn, Calalogue BR-203 sanonsyears
A Hielure 1085, wulier relerg 1o nan- 105 and ool K
The st dramaie trend haz béen the in
Sources of Fﬂl'Eigl'l [1ﬂ|]i|ﬂ| vieasing sboe of industeial couniries ather
Inrecent vears, and indeed throughout s than the Hnired States and (he United King-
centiry, the United States has been over 400t lor which Statistics Canada provides a
sirneer 1953 as shown

whelmingly the leading sewce of foreign - PSITE brealad o anly
vostment in Canada’s ferest iondustee o vl A The propartion of weal fareign in-
ever the LLS, sl of tatal toreigi inese Sestiel vriginatng i countrics other than
has been declimng. - the by Daditioeal Teaders increased gradu
2 ally dunng the twa decades Tollowing 1965,
prcr teowehich it was negligible, T 1980 and
[T, these other sources noreased Hhied
woabarply and, after o decrease hebwesn
Pl L ereased again in 1992 By
[ the share ol mdustriabized countries

shee W the Thoitee] Slates and the Upiad

As Chart showes the U5 share of long werm
toreigi investonead declined pradaally and o
regularky untl the late 19705, when Lhe de.
cline accelerated, Notwithslaoding o couple
of short recoverios e the 19805, the declin
gince 1999 has peen substantial. The 105
share Tell e B4 per cone of tatal lerewn o

FECE el Tne Tl 1 19 10 i) Per e iy | 992

S1En HveERlment.

The LS, share o pasfilio investment atee e
chinedd fram 5 peroent i 1964 e G5 pereer o Bestoswave ol ivesiment fiom soures
(R Ry anfrer chane the Dnited Srates amdb Britein oo
vttt i the vears preceding 1971, when

fst ol the asedsean I'Uli_"lif.ﬂ IVESTIe LR

Ches secomd Largest source ol jorcizn inves
el o e earest Bndusiry lustorcalls s

. 4 etk Chart 1) was athiiboaiie wosue
Bevn the United Kingelom, bus the relaneeim ! ) Lo W sl

soviees, Much originated in Seavedinavia and

portance of this saure also bas declined i oy :
arher Buropean counirics, The nexl wave he

thoughout the perim? edamined e [y P .
sl e earhy T8RS0 While total morcign -

vestment did oo chanse areatly doring this
i licant disinvesiment bw LS, in

PRas the Ulnite] BKagelom aceounberd fror lesy
ran 5 per cont of wtal foreign investment i
Cantaths s Tesindustiey, compared o 14 oer
ST TE R R

e il st
Falhors oaws odTsel Dy s evesiient from
arhier soncees, especially New Zoalad and
scarahmavia cwlhich are ncladed i the
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le 1 Numbers of Firms Having Majority
Foreign Ownership and their Share of
Timber Rights and Manufacturing

Capacity in British Columbia’

1975 | 1980 1990
| number
imber cﬁ £irms: ] |
0% forcign owned _E Em 18 | 7
-39% foreign owneid f | Fr__I_ i |
“74% [oreign owned I 8__“ 5 ‘ 3

per cent of total

arc of timber rights? : 45 | 365 | ana?
are of manufacturing capacity:
mher et 249.1 33.1 ' 24,1
_is:j_ _ i 37.4 377 l 452 |
per 17.8 2849 453 .
.‘HHH-.‘[ H-ru-ﬁﬁ,l:m_]a“. - _43 ? | 132 : 365 |

e RO Mindstey of Forests (1838 1a and 199101 Forostry Cosada

11981 Paarse (T8 and 1980),

ernpaies oy majorily foreign oweoerstup are delined as binms in
which non-residents own mora than 50 parcant of tha cotsranding

shares Bxcloded are fimmos which are exactly B0 percenl

fateln-owned (zee Tabla 2).

Uiz shidre ol Limber oghibs s calowlaled a2 the percentage of the

comnitbed slloweable annnal oot

mxchdes timber allocatad undar the Small Busmess Enternrise

Froguram, wiich clid not cxist in the cinlier veurs of Lius tabla

lincluzion of this category would reduce the fiqure to 26 3 parcent)

“Other QECD” category in Chart 4] and Ta-
parn. The most recent wave has accompanicd
the dramalic increaze in 1otal wovesunent in
e latten lall ol the 19805 Tlus s due primar-
ily 1o wigammus expansion by investors [ronm

Fapan and other OECTY covnmies

Iy the mud- 19808, V.S, investment ceascd s
decline and becan to increase, and by the end
af the decade U5, and UK, invesiment had
regained their 1977 real level Thus most of
the increase in fareign investinenl sinwe 1971
came [rom other couniries, mainly Scandina-
via, New Jealand and Japan. These data also
indicate that the new source countrics pro
vided new Toreign capital and did not simply

replace ather foreign investors

Foreign Investment
by Industry Sector

CALURA reports also provide data that en-
able us o trace certain trends in foreign in-
vastinent within the principal sectors of the
forest industry. Foreign-held assets in both the
pulpy and paper industry and the wood prod
ucts industries (mainly sawmilling) {ullow a
pattern roughly similar ta that of tatal fereipn
investment. However, forcign investars ap-
pear o bave preferred the pulp and paper sco:
Lo ovent thie wood products. This is reflected in
Chart 3, which shiowes the relalive shares of 1o
tal assets held by foreigners in these twao sec-
tors ot the industry as well as in the industry
as a whole. Nevertheless, the foreign-held
share of assets in the pulp and paper sector as
well as in the wood products industries has
declined over e last 25 visars.

In wood products, the decline ended i 1984,
and showed a sharp increase in the sub.
sequent four vears, then again falling helrw
Lhe percentape of assets held by foreigners in
the late 19605, These trends are the combined
effect of growth in total assels in these indus-
tries, and reduction in foreign hobllings, As
these industries have cxpanded, foreignes
hawve divestad holdings (o Canadians.

Foreign Ownership
in British Columbia’s Forest
Industry

Additional msight into patterns of foreign
ownership amd contrel can be gained from
datar o the fovest industey in Brigsh Colum
nias This is by T the leading provinee in Can
ada’s torest industry, accownling ler A5 per
cent ol both the timber harvested and the
value of forest products produced [Forestry
Canada, 1988). oweser, a5 we will aoe, the
industee in Brilish Columbea differs from that
in other provinees, as do some of the rends in
toreign owrnership. Statiatics Canaca does 1o
compile provincial statistics on ownership,
such as those above. However, information
aboatindividual firms, available in British Co-
lmlaia, can be agereoaled 1o reveal the exten:
of tareign pwnership in each of the major sec:
Lers of the industry in the provinee, including
holdings of resource rights (which is probalily
the most sensitive 1ssue  public discussion].
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Fortunately, some historical compilations of
this kind enable an examination of trends,

Table | shows the extent of foreign majority
ownership within sectors of British Colum-
bia's torest industry, o lerms of the number of
firms and their share of rights Lo timber and
manufacturing capacity in 1975, 1980 and
1990, These data refer to firms majority
mimned by foreipners; that is, firms whose for-
rign shareholders hold more than 50 per cent
of their total shares outstanding. Table 2 lists
the companies that comprise this catepory. 1t
also shows joint ventures that are egual part-
nerships between Canadians and foreigners
{listed as exactly 50 per cent foreign owned).

The data in Tahle 1 show a decling, over the
last decade at least, in the share of timber
rights, and of manufacturing capacily for am-
ter and plywood, accounted for by (inns hav-
ing majority foreign ownership. More con-
spicuous, however, is the increase in the share
of pulp and paper manufacturing plant
owned by such fivms, By 19910, firms more
than 50 per cent foreign-owned accounted for
almost half the total pulp and paper manufac-
lurinyy capacity in British Columbia, having
grown substantially over the preceding dec-
ade. This expansion contrasts with the declin-
ing share of foreign-held assets in the pulp
and paper sector of Canada as a whole, noted
earlier.

The data [or British Columbia, coupled with
o earlier nbservalions abour trends in Can-
ada as a whole, imdicale that the downward
trend inn the proportion of assets held by for
eigners 15 paralleled by a decline in Lhe num-
ber of firms in the industry having majority
loreipn ownership, and in their share of the
timber supply and of wood products manu-
tactiring capacity. Howewver, their share of
manutacturing capavily in Lthe pulp and paper
sector nas grown significantly,

The lists of foreign-owned firms in Table 2
substantiate some of the broad changes
noted earlier in the industry in Canada as a
whole, The 1975 Tist reveals the predomi
nance ot LS. owners. Bul even then, U5, dis-
mvestment had begun. Netably absent from
the list is Columbia Cellulose, a subsidiary of
the Celanese Corporation, having been pui-
chased by the B.C. povernment in 1973, The
government had also purchazed the pulp and

paper complex at Qcean Falls from US.-
owned Crown Zellerbach,

Alter 1975, more U5, firms disappeared
fram the list, having been purchased by Cana-
diana. Canvon Creek and Triangle Pacitic were
bought by Canadian-owned Slocan Forest
Froducts, and Swanson was acquired by Can-
for. Rayonier was purchased by a consorlium
of Canadian forest companies and hanks, and
is now owned by locally-based Doman Indus-
trics. Others that became majonty Canadian
owned are Evans Products, the Pas Lumber
and MacCillis & Gibbs.

These changes contributed to the increase in
domestic ownership and to the decline in the
[L5. dominance among foreign sources of in-
vestment nated earlier. Disinvestment of Brit-
ish and Europran interests aller 1975 mainly
involved Canadian patriation as well. Thus
Canadians acquired majority nwnership of
Nelherlands, Tahsis, [ntercontinental FPulp
and Prince George Pulp and Paper. Tn addi-
tiom, Japanese-owned Cresthrool Forest In-
dustries purchased Duich-owned Crows Nost
Industries.

spme U5, owners were replaced by ather
foreign investors, notably through the pur-
chase of Crown Zellerbach's B.C. assets by
Mew Zealand’s Flelcher Challenge in 1983,
American-owned Peace Wood Products was
bought by a British firm in the early 19803,
though this firm later sold it to Canadian infer-
ests. The opposite occurred when U8 -owned
West Fraser acquired shares in Euracan from
Finnish interests.

There was also same acguisition of Cana
dian firms by foreigners, the major example
Leing the takeover of British Columbia Forest
Froducts in 1987 by New Zealand-contolled
Fletcher Challenpe Canada, [n addition, a Chi-
nese campany enleved inte a joint veniure o
purchase Celgar Polp

As we noted earlier, new foreign investment
during Lhis later penod came almast entirely
from Asia-Pacilic counties, and concentrated
on the pulp and paper sector, Thus Tapanese
firms became joint venlurers with established
Canadian and U5 firms in enlerpnses in Ta-
ble 2 newly listed in 1990, such as Quesnel
River Pulp and Paper and Howe Sound Pulp
and Paper: These firms contributed to the in-
crease in the majorily foreign-owned share of
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Tahle 2 Forest Products Firms in British Columbia
Having Majority Foreign Ownership

T cent, 1975 1980 1989
reign =
Amedd Firm Nationality! Firm ‘ Nationality’ _ I'irm Nationality'
] Eell Pole Ca. .. Eell Paole Co. | 4. | Bell Pola Ca, § S
| Croyon Creel us. Canyon Creck .5 CIPA Lumber ! JPH
Darkwnda [¥EL] CIPA Lanntaer JPN Crown For. Prod. M.Z.
Forestry
Eurotan FIM, U3, Crovws Nest NLD Darkwoods DEU
[rcinstnas Foresliy
Evans 1.3 Darkwroods [RIE4N] | aunsana Panific 1).5.
Foresloy |
Merrill & Wagner s, TLurnean PN LS. | Tope & Talbol, 1.8,
Netherlands TE Evans s Weayarhasnzear L5
The Fas Limber 1.5 Merrill & Wagmer L3
Pope & Talbol L5 Metherlands [ IE.
3,0, Tireher JPW MNorthwaoad s
Freperties
Rayoniar s | Pope B Talbaol, 1I.5.
Swranson (RN L0 Timbher AP
Tahsis DME, .5, Rayonior I8
Triangle Pacilic 1.5, Salino Forest L2,
Prodl.
4 - -— e —— —
Weyerhaouser s, | Swranson s [
Talisis DNEK, U.S, :
| = - TII
Triancle Paoml LLa.
| Weyvarhasuser 15
yo ] Crrowen Zellerpach i s, rown Zeilerbhach .5 Babine Forost i FIMN. 1T.5.
RS Lk | JOH Lakewood U5, Cariloo Pulp & JPI, 11LE,
[ Lumber Pé paiar
Maclillis & 5, MacGillis & 7.8 Celgar Pulp CHN, 1.5,
Gibbs ‘ (3ibhs
Proace Wood Prod. U.s. | Mayo | JPN : [AFE (aTH14 IFTRE, 103,
L ER I | = 2 | ! :
Trinee Bupert For, JPI | Poace Wood Prod s, Houston Forest FIMN, 11.5.
Lrod.
Weddarond | .3, Chiesnel Bivar JPM LD A
| Puip ‘
[ Weldwaad 1IE,
| |
| i Wesl [Frasar LLs
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Table 2 {con't)

ar cent 1975 ' 1980 | 1089 B
foreign i : i f ) —r— i
owned Firm Nationality® Firm Nationality" Firm Nationality’
5174 | Babine Farest FIM, )8, | Babine Forest US., FIN | Crestbrook JPN
Forest

Cresthrook [ JPM Fraser Lakaldl' 1.5, Fletcher M7

Forest | Fraser Challenge

Crowws Nest WLD- Soott Paper 1.5, soott Paper 1.5,

Industries
T e o e . _ I R |

Fraser Lale/F1. us. Weldwood s,

Frazsaer

International DEU, 11K West Frasear 7.2,

Fulp |

Maro JEMN |

Scott Paper Us.

Wesl Frase: LI
51 Frince George UK Creslinook JPN Howre Sound JPN

Pulp Farest | T'ulp & Paper

Northwood Fulp 15, Worthwood Pulp LS. Maorthwood Pulp U.8.

| & Timber & Tumber g & Timber

rarce: Statistics Canada {1881), Pearse (1976 and 1980), Furestey Canada (1909).
DME = Denmark, CHN = China, FIN - Fintaud, DEU = German, NLD = Natharlands, JEN - Japan, MLE, = New Zealand,

the pulp and paper industey in Brilish Coluwm-
bia in recent years, In contrast, none of e
firmus in Table 2 newly listed in 1990 is specifi-
cally associaled wilhh expansion of lumber
manutacturing.

Interpretation
of Trends

The forces shaping Lhese changes in forcign
participation in the lorest industry are inewvita
bly varied and complicaled. However, it is
possible to explaio the main rends in lerms of
e determinants of international capilal
movements geneially, developments in re-
gional palterns of supply and demand tor for-
ost produets, the structural character of the
forest industry, and governmental policies,

Financial Returns

In making investment decisions, investors,
foreign or domestic, can be assumed (o be
puided 1n the lirst instance by their expecta-
lions about returns and risks on capital in-

vested in alternative ways. Many also seek o
diversify the risk in whole portfolios of invest-
medls. Foreign investor decisions about in-
vesling in Canada’s forest products industry
are thus guided primarily by the expected fi-
nancial performance of the industry relative
to other possible investments,

L comparing U5, and Canadian forest prod-
uels companies, Schwindt [19835:55) (oo
that " financial performance, both in aggre-
gate, and by product specialization group, is
roughly similar across countries. " His results
suggested that, although Canadian compa
nies lagged slightly in retarn on equity, they
perlormed shightly better in return on total
capital pmployed. This (s consistent wilh our
tinding that foreign portfolio investors have
tound the Canadian lorest industry atoactive,
and increasingly so relative v [vreign direct
Investors.

The Policy Environmeni
When considering investments in foreign
countries, direct investors also look for polit
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cal stability, sound cconomic and Lrade poli

cies, favourable tax policies, the avatlability of
d competent labour {oree, secure supplies of
enerpy dmd raw malerials, and suilable infia-
structure, In these respects, ligadly refened
toras the "investment climate,” Canada is gon-
erally considered o offer an attractive envi

ronment for foreipn investors,

However, a govermmenlal policy such as
FIRA van be expected to contrilule o s de-
cline in dircct investment, as we ohserved
during the life of this program, through both
itz direct restrictive IMpacth an iDvestments
and its ellect on foreipn investors” perceptions
ol appoertunities in Canada, This is consistent,
alsa, with the observed decline during this pe-
rind of direct toreign investment relative 1o
partiolio foreign investment, since the latter
was largely unatfected by FIRA,

Regional Supply and Demand

The disparity, among world regions, be
tween their demand for forest products and
thelr resource supply 1s sionilicans and -
creasing, While demand bhas continued Lo
grow in the traditional consuming areas af
Europe and the United States, consumption
has expanded vigorously in the Asia Pacific
region in recent vears, On the supply side.
seope forexpanded producnon of umber, par-
ticularly soltwoods, s lmited mainly o cer-
tain regioms of Canada and Europe, possibly
Rutssia, and countries with expanding planta
tion forestry such as Mew Zealand and Chile.
Theimbalance between regional supnlies and
demands has been appravated by the ehnuna-
licat of some lraditional sources of supnly far
incdustrialized countries ol the Asia-Pacific re-
gion. Prohibitions on either logaing or log ox
parts have becn adopted in countrios such as
Indonesia, Malaysia acd Thatland (Marchak,
(591},

M sonree ol supply al s maleis! T Hhe
forest products industy, Canada historically
ofiered relatively abundant nataral resources
at atrractive prices, Canada contains 7.5 por
cenl ol the world's stock of merchantable tm-
ber andd 156 per cenl ool (he sellbwaod | Tar-
ealry Canada, 1988}, British Columbia alone
claims a volume almost edqual o that of the
Peaple’s Republic of China, bome o one {ilt
of the world’s population, Moreover, Can-
ada's share ol world timber production bas

been increasing — from 5.1 per centin 1970 to
5.7 percentin 1987 — and there appears to be
scope for [urther incredase in some provinces
iFood and Agricaliure Onganizalion, various
vears, Reed, 1386). Even mare impartant Lo
prospective toreign investors, the cost of tim-
ber in Canada is considerably lower than in
ather supply regions such as Scandinavia and
the United Slales [Tlalew, 1980; Singh, 1984).
These advantages have been gradually disap-
pearing, however British Columbia, Quebec
and Ontario are now not cxpected o he able
to maintain current harvest rates ol sollwood
much longern, and the costs of timber in Can-
atla swere higher than in the United States by
the later T9380s (NHE Consultants [ne,, 1992]

Mot surprisingly, therefore, companies in-
volved n torest products manutactering and
marketing in countries that are net importers
ol these products are atdracted to Canada as a
spuree of raw aterial lor expansion. A ready
means of securing access 10 1hese resouces is
through invesiment in established enlerprises
that hald righits Lo timber in Canada. Thus es-
tablished forest products companies in re
sOUCE-poor couitries are lured into joint ven-
tures o Lakeovers in Brilish Columbia and
elsewhere in Canada. Such integration “back-
ward” into resomrees and basic manofarto-
g is evident in the trends observed above —
the expansion into the Canadian industry of
lerrest products firms based in Japan, the n-
dustrialized counlries of the Buropean Unon
and even developing conntries such as Clhina
and South Korea., Tnereasingly, the outpis
lrorm joint ventures held by toreigners gooto
these countries, For example, Celgar pulp sells
about half of its ourput tw China,?

Firms in foreign counbiies that are nel ex
porters of forest products are maolivated Ty op-
portunities 1o expand inoworld markeis, and
thus look for new opportunitics o apply their
special technical, managerial, or marketing
skille o inerease thedr marker shares, They -
tegiate "horizonlally™ inte parallel lines of
production in other countries such as Canada.
Thistype at behaviour can be seenin the carly
investment in Canada from Scandinavia and
Cermaiy, and maore recently from New Zea
Lanel™s Tlelcher Challenge. Recent mvest-
ments by LS. companies, secl as Slone Cor-
pacation’s takeover of Consolidatad Batlos!,
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alzo retlect efforts to secure markel share in an
increasingly globalized industry.

Securily for Investments
Assuggested ahove, loveign finms already es
tablished in the forest prodocts industry are
attracted by the opportunity they find in Can-
ada to protect their existing investmenis in
ranulacturing and related facilities by sccur-
ing access to raw materials. Canadian forest
products companies, also, are concerned
about the security of their inveslments: their
concern, however, is typically less aboul raw
materials than ic is for assurcd markets (o
their produets. One solution is an association
of merger willl a partner having an estah-
lished position in foreipn markets. The strong
est candidates Tor loreign partnerships are
firms in countries with large imarkels but lim-
ited natural resources. Thus the search [or se-
cure markets on the part of Canadian firms
cownplements the search for secure raw mate-
rials on the panl of foreisn firms, which Hnds
exproession in the joinl ventures and parter
ships observed in British Columbia in receni
years, exemplified by Celgar, Quesnel River
Pulp, Cariboo Pulp and Paper, and Howe

Sound Pulp and Paper,

Capital Intensily and
Market Structure

Cur analysis of rrenuds reveals that foreign in
vestment in the pulp and paper sector has
sreatly exceeded that in the wood products in-
dustries. This reflects, in part, rhe facl Ll
Canada’s pulp and paper sector as a whole ar
connts for many more assets than the wood
product sectar, the fonner being both larger
and more capital intensive, Bul we also noted
that, aver most of the last three decades, the
worein share of tolal assets was higher in the
pulp e paper sector,

A conspicuous characteristc of the pulp and
paper industry is its economies of scale, The
combination of scale economies and capital
intensity means that pulp and paper venlures
involve huge amounts of capital, much mare
than selid wood processing ventures. This in
lurn gives inveslors stronger incentives to se
CUre access to raw malerials and markets
through acduisitions, mergers and new in-
veslients,

‘The economies of scale and capilal mten-
siveness of the pulp and paper sector also
serve as barriers (o new entrants in the indus-
try, and contribute to its characteristic oli-
gopolistic industrial steucture [Booth, 1990).
These conditions lead Lo industrial growth
mainly through expansion of exisling fivms,
and to competition ameng them largely in Lhe
form of competition for market shares, For-
eipn firns seeking to expand therefore find il
advantageous Lo do so through investments in
established firms rather than by means of new
ventures (Caves, 1974), Acyuisitions and
mergers provide them a direct means of ex-
panding their market shares.

I L more highly competitive international
lumber industry, for example, foreign dis-
tributors da ool find @ necessary o secure
conitol of production in Canada ar other sup-
ply areas in order to expand their product sup-
ply, nor do Canadian producers need o merpe
Lo secure markets, These differences un-
doubiledly help to explain the much greater
activity of Toreipn investors in the Canadian
pulp and paper industry than in the wood
products industry. 1t is worth noting that Ca-
nadians, too, have found the pulp and paper
sector more attractive; the share of total Cana-
dian assets in the forest industry accounted
for by this sector increased during the 19703
and 1980s,

Another lactor contribuling Lo the preference
forthe pulp and paper industiy may be the sx-
pectation of faster growth in this seclar Pulp
and paper consumpon is considerably more
tesponsive Lo rising incomes than is the de-
mand for solid wood products (Buongioma,
1978 and 1979). Thus the Food and Agricul
fure Organization (1991) predicts relatively
strong growth tn pulp and paper demand in
Lhe near future,

A linal conunent is warranted an the appar-
ent divergence of rends between British Co-
lumbia and Canada as a whole in the degree
ol foreign participation in the pulp and paper
industry, Although the two sels of data differ
somewhal, the B.C. statisties, in conlrast o
those for Canada, suggest sharp growth in the
proportion of the industry under foreign own-
erstip and control

o possible explanations can be offered.,
One is the favourable geagraplue location of

Sy s

Corulicen Busness Eooromics 63



British Columbia on the Pacitic rim, which
provides favoured access 10 some of the
world's fastest-prowing markets and hence
also foreipn investors, The other is that much
af Canada'’s growlh in limber production o
recent vears has acourred in British Columbia.
Forcign investors scarching to secure supplies
of raw materials in the highly-capitalized pulp
and paper sector can be expected 1o be at
lracied Lo areas having the greatest scope for
axpansion, (Anolther of the lew repions offer-
ing such scope is Alherta, which has also at-
tracted new lforeign investment in recent
vears.) It is relevant o note, also, that the
growth in the foreign-controlled share of the
industey in British Columbia reflects larpe in-
veslments by a Tew companies, rather than a
general trend across the forest industy,

Policy Implications

Measwred inconslan dollars, forergn invest-
menl in Canada's forest industry has almost
doubled inthe past 29 vears, However, invest-
ment by Canadians was even greaten, wills 1he
result that the share of assets held by forcign
ers 11 both the pulp and paper and wood in
dustries has declined siprificantly, Most ofthe
increased Toreign investiment has oveurred
since 1986,

The sources at foreign investment have
changed considerably over the past three dec
ades. Traditional flows of investment from the
Uniled States and the United Kingdom have
yielded, Tirst 1o fovestoss [rom Scandindavia
and ather European connlries, and moie e
cently and more dramatically 1o invesiors
irom the Asia Pacilic region. These investors
bave been attracted w the pulp and paper sec
tor et iore than the woed products sector.

Foaeign paclicipation in pulp and pape
manitacturing has groven el Tastes o Brit-
ish Columbia than in Canada azs a whole, and
i this province the share of the industry un
der foreign ownership and conrol has
creased considerably during the last decade,
These trends are not evidenl, however, in
haldings by majoarity foreign-owned compa-
nies of timber rights and wood products
manufacturing capacity,

Policy Effectiveness

These lremds have important implications
frrseveral issues of public policy. Most appar-
ent are the impacts of the federal govern-
ment's changes in forcign investment policy
During the period from 1974 to 1985, while
lhe federal povernment's FIRA was in effect,
(oreign investimenl aclually declined. The im-
pact of FIRA restrictions is evidenced in the
marked decline in the category ol divect in-
vestment, while portfolio investment contin-
wed to increase, However, the decline in tor
el investment was deeper than that for all
wanufacluring sectors taken together, sug
gesting that influences specific Lo this indus-
try were at worl as well,

Equally conspicuous was the cifect of the
shift in policy in 1985, whoen the newly
elected Conservative sovernment abolished
FIRA andd replaced il with Investment Canada
“toencaurage investmenl in Canada by Cana-
dians and non-Canadians.”™ Foreign direct
investment intlows jumped from a Taily
steady $4 billion annually during the preced-
g live years to an average of $10 billion in the
[ullowing five (Duncan, 1992}, Foreizn direct
investmentin the forest indusiry fellewed (his
pattern of decline during the FIRA period and
a steep uppasard climb thereattern

It should be noted that foreign investment
burpeoned worldwide in the second half ot
lhe 19805, especially in Britain, the Umted
States and Canada, ul in Canada the new
tederal policy undoubtedly pravided an ac-
commodating atmosphere. Tn s fiesl Tee
vears of existence, lnvestment Canada re-
viewed only 25 per cent of foreign investment
proposadals, all of which were approved
vestmen! Canada, 1990},

Promotion of Canadian
Competitivencess

The new, mare receptive policy on foreign
ivestnent can e viewed as one element o a
briader economic policy aimed at promoting
Canadian cempelitiveness in the emerging
globalized eoonomic order. This objective has
dominated the tederal government's eco-
nomic agenda in recent years, evidenced Ly
s altention to free rade, x retorm and the
“prosperily initiative,” [0 has been given ur
pietey by the recent decline in productivity
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growth, especially in manulacluring, relative
to other industrial countries (Feonomic Coun-
cil of Canada, 1992).

[t this context, new capital is seen as a key to
nuprave competitiveness of Canadian indus-
try through its effect in enhancing the produc:
tivity of labour and olher inputs in produc-
tion. For the longer ferm, new capital
investment — domestic and foreign — is re-
parded as a means of introducing the ad-
vanced equipment, new production technolo-
gies and research and development needed to
Puild a stromger and mare diversified econ-
omy (Government of Canada, 1992). To al-
tract this investment capital, Canada needs a
favourable investinent climate. Among other
conditions thal contribute to the perception
that Canada is a pood place to invest (such as
political and economnic stability, skilled la
bona, good infrastructuce, and social security)
is an hospitable policy toward loreipn invest-
ment.

These issues were analysed in a recent study
ol Canadian economic policy in the increas-
ingly global world economy by Michael Porter
and his colleagues (Porler and the Monitor
Company, 19913, In Porter's model, Canada’s
advantage in resource industries stems [rom
its natural resource base, but continning
growlh depends on the strength of the inter
connected elements in his “diamond,” which
includes factor endowments, domesiic de-
mand, suppart industeies and competition, as
well as government policy. A rich natural re-
source base is notsufficiont to sustain interna-
livnal competitive advantage; that can flow
only from cenlinuing improvement and inno-
vation, which depends on dynamic interac
tion among the ather elemenls of the dia-
mond, Morcover, resource abundance teods
o weaken incentives to innovate, leaving
economies like Canada’s vulnerable 1o ad-
verse shifls in technology, markets and inter-
naticnal competition. Thus “The key test we
st apply in appraising Canada's resource
based industries is their record in upgrading
competitive advantage™ (Porter and (he Moni-
Lar Company, 19491; 29),

Wie can make a couple of observations about
the contribuition of loreipn investment to the
competitiveness of Caunada's [orest industry.,
{in the one hand, there are good examples
where foreign investment has led o a sub-

stantial upgrading of plant [such as Howe
Sound Pulp and Paper and Celgar Pulp, both
it British Columbia). Nevertheless, the indus-
lry as a whole has been losing its competitive
ness over the last 20 years (Woodbridge,
1992:15). In the forest industry, most loreign
investment is driven by foreign firms seeking
access (o timber supplics. Little has resulted
[rom foreipn firms establishing their haome
Lase of inlernational operations in Canada —
the kind of foreign investinent which Porter
views as cvidence that the hosl country pos-
sesses true internatiomal competitive advan-
tage in the industry. Perhaps becanse of this,
the forest industries remain producers of anly
crudely manufactured commodity products
~— mainly pulp, newsprint and construction
lumber, They show conspicuously low levels
of research and developmenl expenditure,

The motivation and form of foreign invest-
ment in Canada’s forest products indostry
may also prevent it from strengthening othe
elements in Porler’s diamond of international
compelitiveness. Where domestic producers
are Imstruments for securing access o raw
material supplics for foreign fivms, they can-
not be expected to exhibit aggressive rivaliy in
domestic markets. The same is true of the
vluster of local support industries; most ma-
chinery and equipment is purchased nat fraom
local suppliers bul s eilher imported or pro
duced in Canada by foreign firms using tech-
nology developed clsewhere. Noi can foreign
investment do much to expand the industiy’s
volume of production, because the raw mate-
vial supply is largely owned and regualated hy
rovincial govermments. Thus, by the criteria
at Parter's mndel al leasl, the foreign invest
ment observed in Canada’s forest industry is
not the kind most likely to impove the indus-
try's international competitiveness,

Iy any vase, the recent spurt of foreign in-
vestiment bepan ondy in 1986, and more time
is prabably needed o observe its effects, The
implications of fareign investment in the tor
est industry thus seem to warranl careful as-
seasiment n light of the special artvibiotes of
this sector that make it an important vehicle
for strategic economic policy, These include
its prominence in Canada’s employment, in-
dusirial production and balance of payments;
its critical role in rural conununities and re
gional economies; its impacl on the natural
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environmment; and public ownership of its re-
source base.

Foreign Investment and
Economic Development

Porter's model is not the only one that offers
insights into the implications of foreign in-
vestment. The trends-we observe in the {orest
industry can be viewed as modern evidence
of the staple theory, in which [vreipners pro-
vide the capital, entreprenenrship aml mar-
kets for resource development. A significant
similanity of Porter’s model to the staple the
ory iy the dependence of economic progress
an Lhe development of linkages from the re-
soaree sectors fTorward and Lackward w ether
industries to generaie a process of conlinuing
ceonomic growth and diversification.

Howewver, the changing context of interna
tional capital flows must be recognized, Since
Wiorld War T1, inlernational linkages have
passed through distinet phases, The first was
driven by trade following the dismanting of
protectionist barriers in the 19505 and 19605,
the next in the form of financial integration
fueled by the oil shocks, the tecveling of the
OFEC surplus, the deresulation revolution
and the emergence af he Japanese carment ac-
comnt strplus; and the present globalization
of entrepreneurship characterized by a surge
in international capital flows, especially for
eipn direct investment (Ostry, 1949(),

The wain agent in the current slobalizing ac-
tvity is the multinational enterpaise, pursuing
international mergers, acouisilions and ofhe
torms ol international networking. A charac-
teristic of this process is the linkage between
investment and trade: a prowing proportion of
lracle is inlra-enlerprise, resulting from for-
eign investments. Our oleservalions aboul [o
cign investment in Canada’s Torest industey
are consistent with this interpretation of
glabal trends. The internationalization ot
modern corporations, including forest prod
ucls producers, can be expected woaller the
nature and effects of their foreipn invest-
rrients.

Other Implications

Finally, hecause foeign investnenl is often
alleged to have a variery of implications athe:
than purely economic ones, it is impactant 1o
point out some effects which are unlilely or

for which we have no evidence, We have al-
ready commented on research and develop
ment expendiluee and the development of
value-added pradoction; wlhile both are
widely accepted as important to leng-run in-
dustrial vigour, and both are natably trun-
cated in the forest industry, foreign invest-
ment of the kind we observe in the forest
industry is nol likely o strenpthen them,

Considerable concern has centred on the
growing concentration of the foreat industry
and whether foreign investment tends to ag-
pravate Lhis trend. Foreign ownership is more
pevalent ameng lape firmms than small. And
loreign investors may be attracted by indus-
trics which have high harriers W enlry, Bul
neither of these observations necessarily
means that foreign investment contributes to
the process of concentration; that is a ques-
licnn Lhat awails further research.

In any event, the concern aboul concentra-
tian and the crosion of competition arises nol
so much with respect to the industry’s prod-
uct markets as its markets tor timber. Mergers
and acguisitions have substantially reduced
ar eliminaled compelition for public dmber in
many tinber producing resions of Canada, 2
development which many regard as contrary
lo the public interest. However, this is likely (o
be driven much less by foreign investment
than by provincial forest licensing policics
(Pearse, 1976 and 19937

several issues cenlre on possible implica-
tions of toreign investment for envireomenlal
protection, resource sustainability and the
stability of resource-based communities
(Covernment of Canada, 1990). The sugges-
lizan is thal foreisn ewners will be less sensi
live 1o these concerns, bul there is no evi-
denee of which we are aware o suggest (al
the source ot capital malkes any consistent dil-
ference, Provincial gavernments take primary
respoensibility for regulating harvest rates o
sustainable levels, for determining expendi-
luges ansilvicultue and enlrancement of for-
est yields, and far the preservalion of wilder-
ness and other forest vahies, and in doing so
they do not discriminate between domestic
and foreign controlled firms (Canadian Coun-
vil ol Forest Minislers, 1992]. However, our ro
search was nol aimed al revealing differences
in hehavioor toward the envirooument or local
dependent communities.
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