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FDI: Competitiveness Barometer
Flags Warning

Douglas Porter, CFA, Chief Economist • douglas.porter@bmo.com • 416-359-4887

Amid all the uncertainty surrounding NAFTA over the past year, it
comes as little surprise that Canadian firms have been investing a
lot more outside the country recently than foreign firms have been
investing in Canada. Little surprise, perhaps, but far from reassuring.
Specifically, the latest quarterly balance of payments figures, released
just this week, reveal that foreign direct investment (FDI) registered a
net outflow of $10 billion in Q2, bringing the tally over the past four
quarters to $17.5 billion (Chart 1). In fact, Canada has seen net FDI
outflows in fully 10 of the past 11 quarters (with Q1 of this year the
lone exception). If anything, the massive U.S. corporate tax changes at
the start of 2018 could tilt the FDI flow even further away from
Canada in the years ahead, absent some sort of domestic response. The
combination of a new NAFTA deal—which hangs in the balance this
week—and competitiveness enhancers in a Fall Fiscal Update from
Ottawa would go a long way to stemming the outflow.
Stepping back, the definition of FDI is an investment that carries
some measure of control along with it—as opposed to portfolio
investment, where investors are buying a small piece of the bigger pie
(stocks, bonds, money market paper). Traditionally, any investment
that absorbs 10% or more of a company is considered to be FDI.
Sidebar: When takeover activity is running strong, it can produce
some bizarre readings in the capital account—huge increases in direct
flows, but sometimes massive declines in portfolio flows (e.g., when
an 8% stake in a cross-border company becomes a 12% stake, it
triggers a big FDI move yet nearly an opposite drop in portfolio
investment). While there is no stable pattern to Canada’s FDI flows
over time, the balance has averaged a modest net outflow over the
past 30 years, with a deeper deficit in the past four years (Chart 2).
However, despite the unnerving net outflow seen in recent years,
digging into the details reveals a somewhat less dire reality. First,
looking at just FDI inflows—the investment by foreign firms in
Canada—shows that they have not been exceptionally weak of late. In
the past four quarters, for example, foreign firms have invested just
under $52 billion in Canada. That works out to more than 2% of GDP,
which is actually a bit above the long-run median net inflow of FDI
(Chart 3). We look at the median flow rather than the average, since the
latter is skewed higher by the two dramatic spikes in FDI over the past
three decades—the first surrounding the tech boom/bubble in the late
1990s, and the second during the commodity boom and mining
takeover frenzy in 2007, just before the Global Financial Crisis. Those
two episodes also serve as stark reminders that almost any boom—even
in something as valued as FDI—should flash danger signals.
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FDI: More Outflow than Inflow
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Chart 2

Net FDI: Negative
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Chart 3

FDI Inflows: Nothing Special
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The composition of the FDI inflows also sends a more reassuring
message. We often point out that there are three types of FDI, and
they are not created equally, a nuance that is often lost on many
commentators. Some analysts make the blanket assertion that FDI is
unambiguously positive, and that more is always better; the reality
is more subtle. FDI consists of a) new greenfield investments; b)
reinvested earnings from existing investments; and, c) takeovers
and mergers. We would assert that the “quality” of those FDI
inflows for the host economy starts high with “a”, is similar to any
domestic investment with “b”, and is at best a neutral for “c”.
Readily recognizing this is a contentious stance, but we strongly
assert that the quality of the FDI flow matters as much as the
quantity, at least for the economy’s long-term well-being.
Admittedly, that’s not the case for the impact on financial markets
and the currency, where the quantity is simply the big driver.
Most of the recent weakness in net FDI flows has been in M&A
(Charts 4 and 5), and that’s not necessarily a bad thing. On inflows,
M&A activity actually saw a rare negative print in 2017—meaning that
foreign companies on net sold their Canadian holdings back to Canadian
companies. There’s little mystery what happened, as many foreign firms
walked away from their previous investments in the oilsands. On the flip
side, Canadian purchases of foreign firms abroad were extremely robust
from 2015-to-2017, but have since simmered down. In the other two
types of FDI, reinvested earnings have tended to be stronger by
Canadian firms abroad, but greenfield investments have seen a steady
net inflow in recent years (a solid $17 billion in the past four quarters).
The overall net tally of FDI is still an outflow, but the gap has eased
substantially—from a record of $92 billion in the year to 2017 Q2, to
$17 billion in the past year. That’s a much more manageable bite for
the capital account, but still a net requirement that must be financed
elsewhere. Combined with a deficit on goods, services and income of
$66 billion, the capital account needs to be in hefty surplus. As Table 1
shows, the current account and FDI shortfalls have been primarily
financed by large portfolio investment inflows over the past year—
primarily the purchase of Canadian bonds, which have regularly
topped $100 billion annually recently (more than 5% of GDP).
Bottom Line: While the relatively large net outflows of foreign
direct investment in recent years is a concern, there are at least three
reassuring factors: 1) the gap has narrowed notably in the past year,
2) most of the shortfall reflects heavy investment abroad by
Canadian firms, rather than weakness of investment into Canada,
and 3) the net outflow has been in M&A activity, which we assert is
the lowest “quality” of FDI. Still, the persistent net outflows could
deteriorate anew depending on what transpires with NAFTA and
Ottawa’s coming Fiscal Update, so there is zero room for
complacency on the competitiveness front.
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Breaking Down the Inflows
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Chart 5

Breaking Down the Outflows
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Table 1

Funding the Current Account
Canada — 4-quarter total to 2018:Q2

($ blns)

Current Account Balance:

-66.4

Outflows

Inflows

Net

Direct Investment

69.3

51.8

-17.5

Portfolio Investment

80.4

135.3

+54.9

Other Flows

22.8

35.0

+12.2

Statistical Discrepancy:

+16.8
+66.4

Source: BMO Economics
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