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Canadian researchers have traditionally been most concerned with incoming
foreign direct investment (FDI).  This preoccupation goes as far  back as the late
1870s,  when Canada’s tariff policy resulted in a large inflow of foreign invest-
ment. The net inflow of FDI continued for the next century until the 1970s,
when outward F DI by Canadian firms increased so rapidly  that Canada became
a net exporter of investment.

Understanding the motivations behind Canadian investment  abroad is an
important research goal. While previous studies have produced valuable results,
their conclusions are often in conflict indicating that further research on FDI is
necessary. For example,  studies by Vertinsky and Raizada (1994) and Rao et al
(1994) produce contradictory results on a number of factors.

The main goal of  this study i s to determine why Canadian fir ms choose to
invest in particular parts of the U.S.  Do Canadian firms invest in the United
States to gain greater access to large regional markets? Is it for  tax purposes? Is
it for skilled labour? Is it for low cost labour? This study attempts to answer
questions such as these by analysing the spatial distribution of Canadian FDI in
the United States from 1974 to 1994. A multinomial logit model is used to
determine those factors that attract Canadian FDI to different U. S. states.
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Explaining FDI

FDI is an activity owned,  organised,  and control led by a firm (or group of firms)
outside its (or their) national boundaries.  Specifically,  Statistics Canada defines
FDI as “an investment that is made to acquire a lasting interest and an effective
voice in the management of an enterprise operating in an economy other than
that of the investor” (Statistics Canada 1997: 29).  Statistics Canada suggests that
to obtain an effective voice or control,  a direct investor must possess at least ten
percent of the equity of an enterprise (Statistics Canada 1997).

Why do firms seek to obtain control of operations in a foreign country?
Previous studies have attempted to increase our understanding of FDI through
push and pull factors.  Pull factor s are the aspects of a for eign country that attract
investment. On the other hand, push factors are elements of a home country that
drive companies to seek investment opportunities elsewhere. Studies (Litvak and
Maule 1981;  Rugman 1987;  Gandhi 1990;  Knubley et al 1991;  Meyer and Green
1996) repeatedly conclude that pull factors of foreign markets are more impor-
tant than push factors in Canada. In particular, large foreign markets are attrac-
tive to Canadian investors.  By examining the dist ribution of Canadian investment
across states, we extend this argument by not only determining the relationship
between Canadian FDI and large markets, but additional pull factors as well.

Pull factors can be associated with John H. Dunning’s (1977; 1991) Eclectic
Paradigm.  The principal hypothesis on which the Eclectic Paradigm is based
suggests that a firm will engage in FDI if and when thr ee conditions are satis-
fied. First,  a firm must possess ownership advantages.  These include such
considerations as technology, know-how and brand names, and must be of
sufficient value to overcome the risks of locating in an unfamiliar business
environment. Second, a firm’s motivation to invest abroad depends not only on
its ownership advantages,  but also on its desire and ability  to internalise these
ownership advantages. Internalisation is the procedure by which a multinational
firm preserves its ownership advantages by establishing a foreign subsidiary
rather than leasing or  selling its ownership advantages.

The final aspect of the Eclectic Paradigm is locational advantages.
Locational advantages determine which countr ies or regions host production by
MNEs.  Some areas appear more attractive to FDI than others. Eden (1993)
groups locational advantages into three classes: economic, social and political.
Economic advantages are based on an area’s endowment of labour, capital,
natural resources,  market and infrastructure.  Social advantages take into account
the constraints of conducting business between the head office and the
subsidiary. For example,  language and business customs can have important
implications on the location decision.  Political advantages are defined as the host
region’s policy on FDI.  Barriers to  entry and tax differences significantly  affect
decisions made by multinational enterprises (Eden 1993). The focus of the
statistical analysis in this study is on  locational advantages.
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The Study Defined, the Data Used, and the Limitations

The data used were acquired from the United States Department of Commerce’s
Foreign Direct Investment in the United States, Completed Transactions for
every year from 1974 to 1994. The Department of Commerce gathered
information on investments over $50,000 from public sources, transaction
participants,  federal regulatory agencies, and miscellaneous contacts.  The federal
regulatory agencies include the Securities and Exchange Commission, the
Federal  Trade Commission,  and the Federal Reserve Board. Some of the
information was also acquired from secondary sources such as newspapers,
magazines, and business and trade journals.

The industry  (SIC), American state, and year are always provided.
Unfortunately,  the American city, value of investment, and Canadian location
of the investing firm are regularly omitted from transaction information. In
addition, the 2102 transactions in the data set include FDI in the form of new
plants,  acquisition/mergers, joint ventures, equity increases, plant expansion,
and real estate.  Expansions and equity increases were excluded from this study
because they offer little insight in the determination of what attracts Canadian
FDI to specific U.S. locations.  This type of investment is simply added to  an
already existing location. In addition,  the samples constructed for this analysis
used real estate investments only when it was apparent that the real estate
purchase was intended for future industrial or commercial output.

The transaction records were divided into 6 overlapping sub-samples for two
reasons.  First,  some transactions have limited information when compared to
others.  As a result, there is a restriction on the type of analysis that can be
completed on these transact ions.  Second, different categories of transactions may
be influenced by different location factors. Sample A is the largest consisting of
1268 transactions. For each transaction in Sample A, the SIC, American state of
destination, Canadian province of origin,  and year of investment are known. It
is an amalgamation of FDI in the form of new plants, acquisition/mergers, joint
ventures, and real estate. The value of investment is not always known.

Sample B consists of all transactions in Sample A for which the dollar value
of the investment is known. The result is a decrease in sample size to 601
transactions.  Sample B is also separated into two sub-samples by investment
type. Sample C, which includes all FDI that is either an acquisition or merger,
includes 316 observat ions.  Sample D,  which includes all FDI that is a new plant,
joint venture,  or real estate,  contains 285 observations.

Sample B is also separated into large investments (Sample E) and small
investments (Sample F). Sample E, consisting of 191 observations,  includes all
investments over and including 54 million dollars (1986 dollars). Sample F,
consisting of 410 observations, includes FDI under 54 million dollars (1986
dollars).  The 54 million-dollar  level was chosen because both samples included
a reasonably large number of investments made in a large number of states (At
this level small investments are located in 43 states while large investments are
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located in 40 states). Since the 54 million dollars is somewhat arbitrary, models
were estimated with large and small investments also separated at 20 million
dollars and 30 million dollars. Since these additional  logit results general ly agree
with those obtained at the 54 million-dollar level , they are not presented here.

In building the samples, a number of limitations were difficult to avoid.
Most significantly, identical conditions were difficult to maintain in the
compilation of data over the twenty-one year study per iod.  On average,
information provided for investments in recent years is more complete. Since
older transactions are missing more information, the restricted samples (B,C,D,E
and F) contain a greater proportion of transactions from recent years than does
the full sample (A).

For a complete geographical analysis,  information relating to the source of
the Canadian investment is important. Unfortunately Foreign Direct Investment
in the United States, Completed Transactions provides only the name of the
Canadian investor. In other words, t he geographic source of the Canadian
investment was not supplied. Therefore,  additional sources were consulted to
match the head office location with the names of Canadian firms. Information on
the location of Canadian investors has improved over time. As a result, greater
emphasis has been placed on recent transactions. For example, it was difficult
to recover useful information for the study if a company made an investment in
1977 and has ceased operations since. On the other hand, it would be possible
to recover information on a similar company that made a transaction in 1994.

Geographical Distribution of FDI

The global dist ribution of Canadian FDI from 1987 to 1997 is displayed in
Figure 1. The dominance of the U.S. as a destination is immediately obvious.
In 1997, 52 % of total Canadian FDI ended in the United States. While this
proportion has declined (it was 67 % in 1987), the United States is still the most
significant recipient.  Therefore, a study focused exclusively on Canadian
investment in the U.S.  can make a significant contribution to our broader
understanding of Canadian FDI.

Table 1 uses Sample B to examine the destination of Canadian FDI in the
United States. It is important to look at the spatial distribution of investment for
two reasons: first because it provides useful information in its own right,  and
second because observing the destinat ions that Canadian investors choose can
reveal information on the locational advantages that motivate them. Table 1
reveals the distribution of FDI across the United States. This is clearly not a
random pattern. A large proportion of the investment is destined for the Eastern
United States, especially Nor theastern United States. FDI in the Mid-east region
and the Great Lakes region account for 60 % of total investment in the United
States.  The significance of these two regions as a destinat ion for Canadian FDI
becomes even more obvious when it is revealed that the Mid-east region and
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FIGURE 1 Geographical Distribution of Canadian Direct Investment Abraod, 1987-1997
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TABLE 1  Distribution of Canadian FDI (Sample B) Across the United States

Region

# of

Subsid.

% of total

Inve st.

Gross

State

Prod. Region

# of

Subsid.

% of total

Inve st.

Gross

 State

Prod.

Connecticut 17 3.59 1.76 Alabama 13 1.78 1.28

Maine 6 0.07 0.43 Arkansas  2 0.06 0.70

Ma ssach usetts 17 1.59 2.92 Florida 25 3.39 4.40

New Hampshire 0 0.00 0.43 Geo rgia 12 1.12 2.50

Rhode Island 4 0.68 0.37 Kentucky 11 0.88 1.22

Vermont 7 0.10 0.21 Louisiana 7 0.22 1.59

New England 51 6.03 6.12 Mississippi 4 0.27 0.72

N. Carolina 19 1.39 2.52

Delaware 8 7.15 0.35 S. Carolina 6 0.27 1.14

Dist.  of C olum bia 6 0.69 0.66 Tennessee 10 0.16 1.76

Maryland 12 0.34 1.98 Virg inia 12 0.43 2.54

New Jersey 14 1.06 3.82 W.  Virg inia 4 0.06 0.52

New York 76 20.14 8.56 Southeast 125 10.03 20.90

Pen nsylv ania 24 2.83 4.44

Mid Ea st 140 32.21 19.83 Arizona 8 0.63 1.24

New M exico 2 0.11 0.48

Illinois 20 3.35 4.96 Oklahoma 10 0.60 1.03

Indiana 4 0.10 2.05 Texas 37 4.13 6.74

Michigan 19 2.56 3.58 Southwest 57 5.47 9.49

Ohio 24 19.55 4.09

Wisc onsin 8 1.80 1.80 Colorado 26 4.44 1.30

Great Lakes 75 27.36 16.48 Idaho 3 0.23 0.33

Montana 0 0.00 0.25

Iowa 2 0.72 0.99 Utah 5 0.24 0.54

Kansas 3 0.78 0.91 Wyoming 1 0.02 0.23

Min neso ta 10 1.25 1.82 Rocky Mtn. 35 4.93 2.65

Missouri 11 1.52 1.90

Nebraska 0 0.00 0.60 Alaska 7 0.32 0.45

No rth D akota 4 0.18 0.21 Califo rnia 55 5.81 13.44

South  Da kota 0 0.00 0.23 Ha waii 1 0.04 0.50

Plains 30 4.45 6.66 Nevada 9 2.43 0.56

Oregon 2 0.09 0.99

Washington 12 0.84 1.94

Far W est 86 9.53 17.88

Source:  FD I in the Un ited States: C ompleted  Tran sactions (19 74…1995 ).

Note:  1. adjusted fo r 1986 d ollars.

2. Gross State Product for 1986.
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1. Because  of data limitations,  states c omp rise th e mo st deta iled ge ogr aphic al unit a t whic h this

study could be conducted.

Great Lakes region account for 36 % of total gross domestic product.
The Northeastern United States is an important location for FDI. Close

proximity to Canadian home offices decreases costs associated with
communication and the transportation of parts and components. In addition,  the
close proximity to a large regional market has made this an attractive location for
investment.

Examination of the Southwest, Far West, and Rocky Mountain regions
reveal that each of the three regions have one state that acts as a magnet for
investment. Based on the sample, California,  Texas, and Colorado are the
fourth,  fifth, and sixth most important states for the entire country in attracting
Canadian investment over the twenty-one year study period.  While these states
are important  destinations, these figures are less impressive when judged against
gross state product.

The Plains region attracted 4.45 %, making it the least important area for
luring FDI.  The result is not unexpected as this region accounts for less than 7
% of gross domestic product. A relatively low population and isolation from the
main North American markets suggests that this region offers little in the form
of locational advantages when compared to the rest of the United States. A little
more surprising was the inability of the New England region to attract FDI.
With its close proximity to the economic engines of Canada and the United
States, there would seem to be locational advantages to investing in this region.

The Model

When locations of individual transactions are known, discrete choice analysis
allows the researcher to consider how investors choose among a set of discrete
locations – in this case U.S. states. 1 By comparing characteristics of  individual
states, it is possible to identify factors that explain why FDI is attracted towards
certain places (Carlton 1983; Coughlin et al 1991).

To determine those factors that attract FDI,  the multinomial logit model  uses
the principle of utility maximisation.  An investor  is assumed to derive some
satisfaction or “ut ility”  from choosing to locate in each state and will choose the
state with the highest utility (Train 1986). If it were conceivable to know all the
pertinent factors that determine an investing firm’s utility, it would be possible
to predict where it would invest. Unfortunately, it is not possible to measure all
relevant factors that  explain uti lity.  To address th is problem, the multinomial
logit separates utility into two components. The first component is a combination
of those factors that the researcher observes, as well as a vector of parameters to
be estimated. This is called the systematic utility, designated F (zin,  Sn,  $). The
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second component, which covers unobservable factors, is called random utility
and labelled ,in. Therefore:

Uin =  F(zin,  Sn,  $) +  gin  =  Vin +  gin

where,

Uin represents  the utility of firm n derives from locating in state i,
zin are all the observable characteristics of state i as faced by Canadian firm n,
Sn are all the observable character istics of firm n,
$ is a set of parameters,
Vin is the systematic (observable) component of Uin, and
gin are all the unobservable characteristics of  state i and Canadian firm n.

Investors are assumed to choose the alternative with the highest utility. Therefore
an investor  will choose to  locate in state i when:

Pin =  Probability (U in >  Ujn, for all j in Jn, where j is not equal to i) 

where,

Uin
 represents the utility that firm n derives from locating in state i,

Ujn
 represents the utility that firm n derives from locating in another state j

If the gin are assumed to be independently and identically Gumbel
distributed, then the multinomial logit model can be written:

The Vin are assumed to be a linear combination of characterist ics of all states
in the choice set Jn.  To calculate the probability for an investor to choose each
state,  the value of the parameters $ of the linear function must be estimated.
These unknown parameters are estimated using the maximum likelihood method.
“A maximum likelihood estimator is the value of the parameters for which the
observed sample is most likely to have occurred” (Ben-Akiva and Lerman 1985:
20). The probability of investor n selecting the state that he actually selected for
all investors can be written:
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2. The software chosen for this study, LimDep, maximises the log of this l ikelihood function.

3. Population change is calculated as state population at yea r t min us state  population at year t-1;

Employment chan ge is c alcula ted as  state to tal em ploy men t at yea r t min us  s t a te  t o tal

employment at year t-1; Distance is calculated as the highway distance from a central node

in the province of origin to a central node in the state of destination. Generally, the dominant

city in the state or providence was used as the ce ntral n ode.  In cas es wh ere a  dom inant c ity

was not p rese nt,  the dis tance  was c alcu lated for dominant cities and then averaged (e.g.

Albe rta  - Calgar y and E dmon ton or C alifornia - Lo s Ange les, San  Fran cisco and  San D iego);

Maximum T ax Rate - Advisory Commission on Intergovernmental Relations (1975.. .1995)

Significant Features of Fiscal Federalism,  US Government  Printing Office: Washington, DC.;

and,  the remaining independent variables were compiled from: U. S. Department of Comm erce

(1975-1995) Statistical Abstract of the United States: The National Data Book, U. S.

Government Printing Office: Washington, DC.

Where,

*in equals 1 if investor n chooses state i, and 0 if he does not choose state i
N is the set of investors in the sample

Pin in this expression is a function of $. Therefore, holding the observed data
fixed, maximum likelihood can be considered a function of $. The $ that
provides the highest likelihood is called the maximum likelihood estimate of $.2

The overall goodness of fit measure for  the multinomial logit i s:

where,

LL$ is the maximum log likelihood of the estimated model, and
LLo is the maximum log likelihood of the null model (the model with $ set to 0).

Variables Influencing the Location of FDI3

We assume that firms seek to maximise profit, so utility maximisation is
regarded as synonymous with profit maximisation.  In deciding where to locate,
investors will undoubtedly investigate how their expected profit levels change
from one location to the next.  The probability that a specific state is selected as
a destination should depend on its economic characteristics that affect profit
compared with those of all other states.  Therefore, variables tested in this study
represent the attractiveness of a state to an investor attempting to maximise
profits.

Each variable was collected for the twenty-one year study period and
standardised relative to the national average for that year. The anticipated effect
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of each variable on the probability of an FDI is displayed in Table 2.
Past literature suggests that the huge American market has been an attractive

locational advantage to foreign investors worldwide. A host country population
TABLE 2   Lis t  of  Variables  and Expected Relat ionship  with  FDI

 Var iable Hy poth esis

MARKET INDICATORS

    Pe r  cap it a  income +

    Population +

    Population change +
 

LABOR INDICATORS

    Average pay -

    Unionisation -

    Unemployment +

    Total employment +

    Employment change +

EDUCA TION INDICATORS

    BA +

    High school +

PHYSICAL AND SOC IAL INDICATORS

    Distance -

    Pov erty -

COMME RCE INDICATORS

    Ma ximu m tax  rate -

    Shoreline

    Port

+

+

 ten times greater than Canada provides a number of economic advantages. Since
market seeking is a major  incentive for  Canadian FDI,  we should expect the
states with the largest markets to be attractive destinations. Therefore, per capita
income,  population, and population change,  which measure state-level market
demand, are expected to be positively associated with FDI. As per capita income
and population increase so should the demand for a firm’s products. Gr eater
income and population indicate an increasing number of potential customers in
the area. This is advantageous to a firm entering an unfamil iar business
environment. If Canadian FDI is motivated to locate in the United States to sell
its output, a positive association with these three variables should result. 

Investors may also attempt to take advantage of low cost factors of
production.  Decreasing costs can increase profitability. The higher the costs, the
less desirable a state will be.  Labour costs are generally the most important costs
of production. To maximise profit, investors should choose to make FDI in
states where labour costs are relatively low and labour productivity is relatively
high.  The most visible labour costs are average wages. This represents the
average annual wage earned by a worker in a state. As average pay in a state
increases, it  should appear less attractive to investor s. 
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Two variables were used to test access to a ski lled labour force. The first is
the percentage of a state’s population over the age of twenty-five with a
bachelor’s degree and the second is the percentage of a state’s populat ion over
the age of eighteen with a high school diploma. To analyse the significance of
skilled labour, we assume that increased education results in a more productive,
higher skilled labour force. Therefore, if investors are motivated to locate in the
United States to access skilled labour, level of education should be positively
related to the amount of FDI.

Unionisation,  which is the percentage of the state work force unionised, is
expected to discourage FDI. This is anticipated because unionisation tends to
reduce the return on investment by increasing production costs. Cooke (1997)
points out that investors  might prefer to avoid locat ing in highly unionised states
for three reasons. Fi rst, unions may limit the ability to control the work force.
Second,  bargaining,  strikes,  and other conflicts with unions tend to increase
costs.  Third,  power held by unions is understood to be comparable to that of a
monopoly.

However, it is possible for unionisation to be positively related to FDI.  A
number of studies (Beeson and Husted 1989; Cooke 1997) point out  that
negative effects of unionisation can be counterbalanced by improved performance
of employees. A greater voice in the company direction may increase worker
productivity,  which offsets the higher wages associated with unionisation. In
addition, job security provided by unionisation increases employee commitment
and flexibility.  Nonetheless,  our prior expectation is that unionisation will  deter
FDI.

The unemployment rate represents the percentage of a state’s workforce not
employed. If unemployment is perceived as an indicator of available workers,
then unemployment should be positively related to FDI.  High unemployment
means that firms are able to hire workers at  lower costs.  As the labour  market
approaches full employment,  wage rates tend to  increase which,  as indicated
earlier,  is less desirable when attempting to maximise profi ts.

To properly investigate agglomeration economies, this study should analyse
firms locating in areas where related and supporting industries already exist.
Unfortunately, the sample sizes would be too small if this study separated FDI
into separate industries. Instead,  total number of employees in a state and
employment change will be used as substitutes. Glickman and Woodward (1988)
suggest that FDI should be attracted to locations with abundant activity already
in the area because these areas offer  agglomeration economies. Therefore, a large
and expanding labour force is viewed as attractive to investors.

There are a number of characteristics of  a state’s tax system that may
influence its ability to attract FDI.  These include, tax incentives, corporate
income tax rates, taxes on capital, taxes on business properties and assets, and
personal income tax. We decided to use maximum corporate income tax rates of
individual states because this variable is directly related to the level of profit that
an investor will make. Higher taxes are expected to discourage FDI. 



224 O’HAGAN AND ANDERSON

When analysing Canadian investment in northern New York,  Prem Gandhi
(1990) concluded that  proximity was the most important reason when investors
choose a subsidiary  location.  Based on an examination of Canadian
establishments in Western New York, McConnell  and MacPherson (1990) agr ee
that physical proximity to  the subsidiary was very important in the location
decision. These findings are not totally unexpected because each study focussed
exclusively on a region that lies close to the economic heartland of Canada. Will
similar results occur  when applied over the entir e United States? It  seems
reasonable to hypothesise that as the distance from the corporate headquarters
increases,  the level of FDI will decrease.

For the purpose of this study, distance of the investment is defined as the
highway distance from a central node in the province where the investment
originated to a central node of the destination state. A central node in a province
or state is defined by the city with an abnormally large amount of FDI activity.
If more than one city possesses a large percentage of state/provincial FDI activity
or a state/p rovince is exceptionally large, two nodes were selected and the
average distance was calculated. For example,  the distance for FDI activity
originating in Ontario destined for Cali fornia,  was calculated as the average of
the road distances between Toronto and Los Angeles and Toronto and San
Francisco.

Reich (1991) argues that international business is now a collage of global
webs, with unfinished products being traded among countries. Enterprises go
wherever they can to make the highest profit.  These enterprises then import and
export raw materials and final products to each other. The variables port and
shoreline were chosen to measure the effect of this in tegration.  Since the road
and rail systems of the United States are so highly developed we assumed that
all states have adequate access to them. A positive association with both port and
shoreline suggests that Canadian FDI is directed to states where business
operations are well integrated internationally. Port represents the annual foreign
tonnage entering all state ports  while shoreline is the total shorel ine in each state.

More and more,  the business decision incorporates the impact that a location
will have on the work force and clients.  Firms in some industries consider
locations that lure and maintain the best workers. To determine the importance
of the social environment in the location decision, poverty,  which represents the
percentage of a state’s population below the poverty level,  was tested.  Increased
poverty levels are expected to discourage FDI.

Empirical Results

In the remainder of this paper,  an attempt is made to determine why some states
are able to attract more investment than others. Using destination specific
variables,  a logit model is employed to relate the probability of a Canadian FDI
coming to a particular state to economic characteristics defined at the state level.
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The results for  the sample including all observations (A) are displayed in
Table 3. All estimated coefficients have the expected sign. The results suggests
that FDI is attracted to states with large markets, good accessibility to
internat ional inputs and markets,  skilled labour, and expanding work forces. On
the other hand,  unionisation,  distance to the Canadian source location, and
corporate tax rates have negative impacts on investment location choice (Table
TABL E 3  M ultinomial Lo git Mode l Results

Var iable Sample A Sample B Sample C Sample D Sample E Sample F

BA 0.428E-01 * 0.590E-01 * -- -- -- --

High school -- -- 0 .313E-01 * 0.701E-01 * 0.636E-01 * 0.593E-01 *

Unionization -0 .305E-01* -0 .269E-01* -- -0 .623E-01* -0 .546E-01* -0 .463E-01*

Distance -0 .415E-03* -0 .514E-03* -0 .522E-03* -0 .525E-03* -0 .375E-03* -0 .582E-03*

Max corporate tax -0 .434E-01* -0 .740E-01* -0 .533E-01* -0 .672E-01* -0 .602E-01** -0 .648E-03*

Average pay -0 .547E-04* -0 .538E-04** -- 0 .545E-04 *** -- --

Population 0.122E-06 * 0.133E-06 * 0.124E-06 * 0.148E-06 * 0.120E-06 * 0.146E-06 *

Per  cap it a  income 0.178E-03 * 0.102E-03 ** -- -- 0 .105E-03 **
--

Port 0.217E-08 * -- -- -- -- 0 .142E-08 *

Employment change 0.521E-02 ** -- -- -- -- --

Shoreline -- 0 .608E-04 * 0.471E-04 * 0.601E-04 * -- 0 .955E-04 *

Unemployment -- -- -0 .751E-01** -- -- --

Log likelihood -4265.793 -1979.993 -1017.344 -896.954 -614.176 -1311.537

Restricted L og-L -4981.623 -2285.699 -1138.564 -1054.023 -688.749 -1511.424

Rho-square

# ob s. in  sam ple

0.1437

1268

0.1337

601

0.1064

317

0.149

284

0.1082

191

0.1322

410

Note: 1.  * =  statistically significant at the . 01 lev el,  ** =  statistically significant at the .05

level,  and * ** =  statistica lly sign ificant a t the . 10 lev el.

 TABLE 4  Regional Relationships between C anada and the U nited States - as a Percentage of

the Canadian Region’s Transactions

Region Western Canada Onta rio Quebec Maritimes

New England 3 . 1 7 . 1 1 2 . 1 5 0 . 0

Mid Ea st 1 5 . 3 3 0 . 8 2 4 . 8 0 . 0

Great Lakes 5 . 1 1 5 . 4 1 3 . 4 0 . 0

Southeast 1 5 . 3 1 9 . 2 2 8 . 9 1 6 . 7

Plains 3 . 1 3 . 3 8 . 1 0 . 0

Southwest 1 5 . 3 8 . 3 8 . 1 1 6 . 7

Roc ky M oun tain 1 7 . 3 2 . 1 1 . 3 0 . 0

Far W est 2 5 . 5 1 3 . 8 3 . 4 1 6 . 7

Source: F D I in the United States:  Com pleted Tr ansactions  (1974…19 95). 3  shows results of

the “best” model for each  sample, meaning non-significant variables a re dro pped).

From the geographer’s perspect ive,  the finding that distance has an effect
on the probability of investment is of particular  interest.  This can be explained
by the fact that border regions between the two countries are well integrated.
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This relationship can be both cultural and economical.  Similarities in tastes that
may extend across the border can r esult in customers purchasing comparable
products.  At the same time,  firms can build relationships with firms in the
foreign country through face-to-face contacts and exchange of goods,  so long as
distances are not too great.  The result is the linking of the firms either vertically
or horizontally.  

The information in Table 4 confirms this statistical finding. By examining
the percentage of the Canadian region’s transactions, it illustrates the strong
effect that geography has in the FDI location decision. While transactions
originating in Western Canada tend to be destined for Western United States,
transactions originating in Eastern Canada tend to be destined for Eastern United
States. Transactions originating in Ontario and Quebec are generally destined for
the Mid-East, Great Lakes Region, as well as the Southeast Region.

Results from Restricted Sample

Results of estimating the logit model on Sample B, which includes only
observations for which the value of investment is known, are broadly similar to
those estimated on the full sample. The only major difference between the two
sets of results is that employment change does not appear as a significant variable
in the best model for Sample B and that “Shoreline”  rather than “Port” appears
as an indicator of access to international trade. Thus,  at least for the purpose of
estimating the multinomial logit model, there is no evidence that working with
the restricted sample (B) profoundly affects the results.

Results by Type of Investment

Samples A and B group a number of diverse forms of FDI including new plants,
joint ventures, real estate, and acquisition/mergers.  This aggregation provides
a suitably large sample size,  however different types of FDI could react
differently to various circumstances.  Friedman et al (1996) argue that the
location characterist ics of potential sites are most important when an investor is
locating a new plant.  After initially deciding to make a foreign investment, all
characterist ics of potential sites that affect profit levels are considered before
locating a subsidiary.  Conversely, when management decides to merge with or
acquire a firm, si te characteristics may play a less significant role.

To address this, Sample B was separated into two groups.  Sample C, with
316 observat ions,  includes all FDI that are either acquisitions or  mergers.
Sample D, with 285 observations, includes all FDI that are new plants, joint
ventures,  or real estate investments. Logit model results for Sample C and
Sample D are shown in Table 3. The main difference is that neither unionisation
nor average pay is significant  for sample C.  This suggests that labour  force
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4. The poin t estima te is tak en as  the m ean w ith a no rma l distrib u tion defined by its standard

error.  Since such a comparison should be made across identical specifications, the test is

applied to both the best model for Sample C and the best model for Sample D.

5. There were not sufficient observations to separate the observations simultaneously by type and

size, thus Samples C and D are for all  types combined.

characterist ics are less important to an investor who is buying into or going
through a merger or acquisition.

When simply analysing the sign of the signif icant coefficients, no difference
is evident between results for  the two samples (nor,  for that matter,  between
them and the results for Samples A and B).  A difference of means test was
conducted on the best logit models of Sample C and Sample D to determine
whether the magnitudes of the estimates are significantly different.4 The outcome
reveals statistically significant differences between the parameters on population
and maximum corporate tax rates in the two sub-samples, both of which are
higher for Sample D.

The differences observed between the two samples appear to support an
argument put forth by Fr iedman,  Fung,  Gerlowski  and Silberman that “the
decision to merge with, or to acquire another firm is often primarily based on
market power with little emphasis on location” (Friedman et al 1996: 367).
Thus,  spatially variant cost factors are less important for acquisitions and
mergers.

Size of Investment

The results reported for Sample A,B,C and D are obtained by combining
investments that vary significantly in dollar value. While it is interesting to
examine the number of investments going to each state, it is also important to
consider the relative sizes of those investments. Certainly an investment of 100
million dollars will have a greater impact than an investment of 1 million
dollars.  Thus it is important to know whether the factors attracting Canadian
investment to U.S.  states vary with the size of investment. Also,  while it is not
certain that small firms make small investments and large firms make large
investments,  this is likely the case. Thus, separating the data by size of
investment may yield some insights about the spatial investment behaviour of
small vs.  large firms. To address this issue, Sample B was separated into large
investments (Sample E) and small investments (Sample F).

The best logit models for small investments and large investments are
provided in table 3.5 An immediately evident difference is that both Port and
Shoreline are significant in sample F while neither are significant in Sample E.
This suggests that access to  international inputs and markets (which these
variables are included to capture) is greater  for small investments.  On the other
hand, per capita income (a local market indicator) is only significant for large
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6. Again the com parison was m ade across iden tical specifications.

investments.  A tentative interpretation is that large investors tend to be more
interested in exploit ing regional U.S. markets, while small investors are more
interested in using a U.S.  presence as a springboard to reaching international
inputs and markets.

A difference of means test on the logit model parameter  estimates was used
to determine if the magnitude of influence differs between small and large
investments for those variables that are significant for both samples. 6 The
variables distance, population,  and high school were found to be statist ically
different between large and small investments at the .01 significance level.

The results suggest that the effect on utility of distance from the source of
the investment to its destination state is greater for small investments than large
ones.  This may occur because a small Canadian company may want greater
control over their American operations. A close proximity would allow the
manager to travel easi ly between Canadian and American operations resulting in
greater information and a decrease in transaction costs. In addition, i t may be
more difficult to justify the high cost of travel on the part of managers to oversee
distant operations. However, for larger investments the added travel costs are not
viewed as a deterrent to investing. Finally,  since the economic heartland of
Canada and the United States are relatively close, motivation for small
investments could also be to access a large market.

An alternative explanation for the difference in distance could be that large
investments experience a greater attraction to natural resources. If a firm is
interested in expanding its resource base through FDI, the location decision is
extremely dependent upon the supply of existing reserves. If a resource can only
be secured at a greater distance from headquarters, the fir m is less likely to
consider distance as an impediment.

The estimated co-efficient on population was statistically different  between
large and small investments, with a greater value for the latter. The difference
of means test reveals a significant difference between large and small investments
for the variable high school, with a greater value for the former. A possible
explanation could be that a large number of skilled workers are of lesser
importance for many small investments that are based primarily on setting up a
sales office to access large regional markets.

Conclusion

The intention of this analysis was to uncover those factors  that attract Canadian
FDI to different parts of  the United States from 1974 to 1994.  A multinomial
logit model was used to test var iables that summarised the economic, political,
and social attract iveness of each state in  the United States. Results indicate that
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FDI was drawn towards large local markets, increased accessibility to
internat ional inputs and markets,  skilled labour, and expanding work forces. On
the other hand, unionisation,  distance from the source of investment, and high
corporate tax rates have negative impacts.

In order to  explore these results fur ther,  the data set was disaggregated to
see how the impacts of these factors vary across different categories of
investments.  First,  separate analyses are conducted on a set of investments
representing acquisitions and mergers and a second set representing new plants,
joint ventures,  and real estate investments.  We found that the former are less
affected by a number of spatially variant cost factors such as labour market
conditions and taxes.  The implication is that a Canadian firm is less concerned
with traditional factors affecting profitability if it is buying into an enterprise
that has already established itself in the American market.

Finally FDI in the United States was separated into large investments and
small investments.  Both large and small  investments are attracted to large
markets with skilled labour forces and discouraged by unionisation, high taxes,
and long distances. The appeal of accessibility to international inputs and
markets,  however, appears to be limited to small investments. Comparing the
magnitudes of significant influences, large investments were more strongly
attracted by labour with high skills. On the other hand, small investments were
more strongly attracted to states with large populations. The negative effect of
distance was greater for small investments than for  large investments.

By using the multinomial logit model,  this paper presents two further
avenues for research on Canadian FDI abroad.  First,  this paper has expanded
research on pull factors of Canadian FDI abroad. Alternatively,  future research
could explore the first condition of Dunning’s Eclectic Paradigm, ownership
advantages. The multinomial logit  model would be useful to determine those
characteristics that provide Canadian firms a competitive edge when investing
internationally.  Further along this avenue,  a nested multinomial logit  model
could be used to simultaneously estimate the effect of push factors and pull
factors on the volume and regional distribution of Canadian FDI.

A second research avenue would be to examine changing priorities among
location factors for  FDI over time. By comparing FDI from one time period to
another, insight can be obtained into those characteristics that attract FDI. For
example,  is accessing the American market becoming more attractive to
Canadian investors over time? Using a multinomial logit model, we set out to
accomplish this goal through interaction variables. Unfortunately,  limitations
with respect to the sample did not al low for effective results. As data become
more comprehensive, the multinomial logit model should be used as a
complimentary tool  to qualitative research. Studies similar to Development
Counsellors International’s most favourable business climate reveal
characterist ics that make a state appealing to investment (Levine 1999). Through
the use of both qualitative and quantitative research,  policy makers can then
become more aware of those factors that increasingly attract investment.
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